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Preface

After introducing the syllabus for B.Com. (Banking and
Insurance) in the year 2014-15, new and exhaustive syllabus
has been introduced for the year 2018-19 and onwards. This
syllabus is very detailed one and further enhances the
knowledge of the readers/students before actual auditing work.

The new syllabus is divided into five sections.

I have endeavoured my best to provide sufficient details
for the students, covering the entire syllabus. This time specific
audits of banks and insurance companies are not desired, but a
general knowledge about auditing as a whole.

This inclusion of new topics like audit techniques and
internal audit and audit sampling have been introduced, which
have been explained in this book in detail, as per requirement
of the syllabus.

My efforts in explaining the various topics and sub-topics
may be beneficial to the readers. It is desirable to express my
thanks to my wife Mrs. Veena O. Agarwal, M.A. (Eco.) for her
support and help in the preparation of this book.

Needless to say that suggestions from students/readers are
always welcomed.

Dated: 1st July 2018

O.P. Agarwal
704/11-D, Springleaf Building,
Lokhandwala Complex,

Kandivali (East), Mumbai - 400 101.
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C H A P T E R

1
Introduction to

Auditing

1.1 INTRODUCTION

The word ‘Audit’ takes its origin from the Latin ‘audire’ which
means ‘to hear’. In the middle ages, the auditor was a person appointed
by the owners whenever they suspected fraud, to check accounts and to
hear explanations given by persons responsible for financial transactions.
Auditing at that time was carried out to locate frauds and errors. But in
1464, an Italian named Luca Piciolo, published his treatise on the double
entry system of book-keeping for the first time and also described the
duties and responsibilities of an auditor. Since then, there have been
noticeable changes in the scope of audit and in the duties and
responsibilities of an auditor. Further, when corporate enterprises started
to grow, the result was dispersed ownership and the distinct separation
of management from ownership. At the same time, institutional loans
and borrowings came to play a significant role in the running of industry
and business. Also, the gradual expansion of the idea of social
responsibility of the State led to the introduction of the regulatory
enactment in the field of trade, industry and commerce. In short, diverse
interests grew and developed and as a result, the objective of audit
correspondingly changed in emphasis from time to time. As mentioned
above, originally a large majority of audit in the early days was confined
to ascertain whether the accounting party had properly accounted for all
receipts and payments on behalf of the owners. In other words, the
original object of making audit was to find out whether cash has been
embezzled and if so, who embezzled it and the amount of the
embezzlement involved. It was merely a cash audit. But the main object
of modern audit is to see whether the Balance Sheet of a firm presents an



2 Auditing - I

authentic view of its financial state of affairs. This would show that
funds of the shareholders and those who have given loans to the
company have been employed the management to carry further the
objectives for which the company was formed and for no other purpose.
The emphasis now is clearly on the verification of accounting data with
a view to report on the reliability of the accounting statements.

1.2 DEFINITION OF AUDITING

Auditing means the scrutiny of accounts books and the relative
documentary evidence by an independent qualified person in order to
ascertain the accuracy of the figures appearing therein. Some of the
definitions given by well-established writers are given below:,

Montgomery, a leading American accountant and author, has
defined auditing as “a systematic examination of the books and records
of a business or other organizations in order to ascertain or verify and
to report upon the facts regarding the financial operations and the
results thereof “

The same concept has been elaborated a little more by Spicer and
Pegler, “such an examination of the books, accounts and vouchers of a
business, as shall enable the auditor to satisfy himself whether or rfot
the balance sheet is properly drawn up, so as to exhibit a true and
correct view of the state of affairs of the business, according to the best
of his information and explanation given to him and as shown by the
books; and if not, in what respect it is untrue or incorrect.”

According to Dickse, “auditing can be understood as an
examination of accounting records undertaken with a view to
establishing whether they correctly and completely reflect the
transactions to which they purport to relate. But this is not the end of the
matter, in addition, the auditor also expresses his opinion on the
character of the statements of accounts prepared, from the accounting
records so examined whether they portray a true and fair picture.”

The International Auditing Practices Committee defines auditing as
“the independent examination of financial information of any entity,
whether profit oriented or not, and irrespective of size, or legal form,
when such an examination is conducted with a view to expressing an
opinion thereon.”
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Mautz defines auditing as being “concerned with the verification of
accounting data, with determining the accuracy and reliability of
accounting statements and reports.”

It stands clear from the above definitions that audit is the systematic
and scientific examination of the accounts of a business. An auditor has
not merely to examine entries in the books of accounts or to see the
numerical accuracy of the books but he has to find out whether
transactions entered in the books of original entry are correct or not. To
determine this accuracy and realiability, he will have to go through the
relevant evidence that is produced before him in the support of all
transactions.

1.3 OBJECTIVES OF AUDITING

Auditors are appointed not only to review the financial statements
of the organisation and report thereon, (independent financial audit),
they may be called upon the express their opinion on the cost statements
(cost audit) or to compute the taxable income of an organisation (tax
audit).

Objectives of Independent Financial Audit
1. Primary objective
2. Secondary objective
The primary objective oj an Audit, however, is to establish by an

examination of books of accounts, vouchers and other appropriate
records, that the balance sheet, at a given date, is properly drawn up, so
as to exhibit a ‘true and fair view’ of the state of affairs of the business
and the profit and loss account also discloses a true and fair view of
profit or loss for the financial period ending that date. In order to
establish whether financial accounts also disclose the true and fair view
of the state of affairs, the auditor must carry out a process of
examination and verification of the accounts and other related
documents. In the process of such an examination of accounts and
documents, certain frauds and errors may be detected. Despite such a
possibility, this detection must not be regarded as the primary or main
object of an audit. (Laymen have always associated auditing with the
detection of fraud and error). The main object of audit always is the
establishment of the degree of reliability of financial statements and
produces a report on the organisation's financial condition and working
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results. However, the detection of errors, irregularities and frauds is
regarded as incidental to such main object. It is only a subsidiary
advantage or benefit flowing automatically from an audit but by no
means an insignificant objective.

The statement issued by the Research Committee of the Institute of
Chartered Accounts of India also states that “the auditor recognizes that
any fraud, if sufficiently material, may affect his opinion as to whether
the accounts show a true and fair view and he takes this into account in
conducting an audit. While an audit under the Companies Act is not
intended and cannot be relied upon to disclose all defalcations and other
irregulations, their discovery may be incidental to such an audit.”

Again, an audit is intended to disclose how far the system of
accounting, which is being followed, has been successful in correctly
recording transactions as well as the weaknesses that may be there in its
organization. Such a trend is evident in the provisicms of the Companies
Act, which requires an auditor to report whether the books of accounts
are kept in accordance with the Act and whether they show a true and
fair view in the case of the balance-sheet, of the state of the company’s
affairs as at the end of its financial year and in case of profit and loss
account, of the, profit and loss for its financial year. Thus, the main
objective in a company's audit is to conduct an independent review of
financial statements and express an opinion about their reliability in
representing the company’s financial position and working results.
(Section 143, Companies Act, 2013).

An auditor, in order to be assured about the accuracy of the books
of accounts so that he may report upon the actual financial position and
the working results of the organisation must -

(a) examie the system of internal check;
(b) check the numerical accuracy of the books of accounts by

verification of posting, casting and balancing etc.;
(c) verify the authenticity and validity of transactions entered into

the books with relevant supporting documents;
(d) ascertain that a proper distinction has been made between items

of capital nature and those of a revenue nature and that the
amounts of various items of income and expenditure correspond
to the accounting period;

(e) confirm the existence and value of assets and to verify liabilities;
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(f) verify whether all statutory requirements as regards the books of
accounts that should be maintained as well as the form in which
the final accounts should be drawn up have been duly complied
with.

Auditing standards means the standard of auditing or any
addendum thereon for companies or class of companies. Companies Act
2013 Section 2(7), Central Government may prescribe the standards of
auditing or any addendum thereon, as recommended by the Institute of
Chartered Accountants of India in consultation with and after
examination of the recommendation made by the National Financial
Reporting Authority [Sec. 143 (10)].

SAP 2: SAP 2, issued by the Institute of Chartered Accountants of
India, also states that “the objective of an audit of financial statements,
prepared within a framework of recognised accounting policies and
practices and relevant statutory requirements, if any, is to enable an
auditor to express an opinion on such financial statements.” Further, the
auditor's opinion helps the determination of the true and fair view of the
financial position and operating results of an enterprise. The user,
however, should not assume that the auditor’s opinion is an assurance as
to the future viability of the entity, the efficiency or effectiveness with
which the management has conducted the affairs of the enterprise.
2. Subsidiary Objects of an Audit

The detection of material frauds and errors as an incidental
objective of independent financial auditing flows automatically from the
main objective of determining whether or noc the financial statements
give an authentic view. We discuss the subsidiary object of an audit.

Detection and Prevention of Errors
Though errors are reportedly committed innocently, an auditor

should be very careful about it, because sometimes, errors which might
appear as innocent are the results of fraudulent manipulation. For
example, a debtor sends ` 500 by bank draft and the accountant forgets
to make an entry in the books; it is an error. On the other hand, if the
accountant intentionally keeps the money with him and spends it for his
own use and does not make an entry in the books it becomes a fraud.
Thus, an auditor must pay particular attention to it.
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1.4 LOCATION AND ERRORS AND DETECTION
THEREOF

In simple terms, the duty of the auditor is not to trace and locate a
difference in the books of accounts. He is required to audit the books
only; but in many cases, the auditor is frequently called upon to discover
differences in the books.of accounts. Such a situation arises only when
the accountant is unable to trace it. The auditor should apply the
following tests:

(i) Trial balance should be checked. It is possible that there may be
errors in the totalling of the trial balance itself.

(ii) List of debtors and creditors should be compared with the trial
balance.

(iii) Compare names of the accounts appearing in the ledger with the
names of the accounts as have been recorded in the trial balance.
Check up the balances of ledger accounts with the trial balance.

(iv) Totals of the cash book, purchases and sales books should be
checked and see that they have been properly recorded in the
trial balance.

(v) Verify that no entry of the books of the original entry has
remained unposted.

(vi) Verify the totals of the books of account.
(vii) Check the posting of entries from various books into the ledger.

(viii) Verify the journal entries. It may happen that the mistakes may
be on account of wrong journal entries.

(ix) Have the amount of difference, and ascertain if there is a
balance of this amount on the wrong side of the trial balance.

In spite of all this checking, some errors may still be there for
which a detailed inspection and examination of the books should be
done.

1.5 INVESTIGATION OF ACCOUNTS

Investigation is a systematic examination and an in depth inquiry
into the accounts and records of an organisation for a special purpose.

Investigation involves in-depth examination and enquiry into facts
behind the books and accounts into the technical, financial and economic
position of the business or organisation. Professional auditors are often
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engaged to investigate the accounts or related documents for a specific
purpose.

An investigation implies something more than the verification of
the accuracy of the figures of the balance sheet. In an investigation,
examination is intensive as well as exhaustive so far as the activities or
area of accounting under investigation is concerned. In short, the term
investigation may be described as special audit It is always carried out
with the object of establishing a fact or obtaining information of a
particular nature required by a client.

Difference Between Auditing and Investigation
(i) An audit is carried out for the purpose of ascertaining whether

or not the balance sheet and profit and loss account show a true
and fair view of the state of company's affairs and its profit or
loss. But an investigation aims at establishing a fact or is carried
out for some particular purpose, i.e., to know the financial
position of the concern or its earning capacity or when fraud is
suspected or when a running business is proposed to be acquired.

(ii) An audit is carried out on behalf of the proprietor of the
business, while an investigation may be conducted on behalf of
the proprietors when they suspect any fraud in their business or
on behalf of outside parties who wish to lend money or intend to
purchase business or at the instance of the Central Government
on the request of the shareholders.

(iii) An audit includes only an examination of the accounts of a
business whereas an investigation covers not only an
examination of the accounts but also an enquiry into other
relevant matters connected with the purpose for which it is
undertaken. It requires a concentrated focus on the subject
matter of enquiry and related matters.

(iv) An audit is usually a test checking but an investigation is a
much more thorough examination of the books of accounts and
other data. It goes into the lowest depth of the problem an
concentrates on looking for far more definite evidence to arrive
at a conclusion that it can firmly substantiate. Further, an
investigation may be conducted even after the audit of the
accounts.
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(v) An audit of an organisation relates to only a year or six months
period while investigation may cover several years say 3, 4, 5
etc. To arrive at his conclusion.

(vi) In the case of joint stock companies, audit is compulsory under
law while there is no such statutory obligation with regard to
investigation.

(vii) In audit, an auditor has to see whether the methods of valuation
of assets and other accounting policies have been consistently
followed or not and he has to ensure that all disclosures have
been properly made in the financial statements, while an
investigation the professional accountant is not at all bound by
accounting conventions, policies and disclosure requirements.

(viii) Investigation looks for substantive and in some cases,
conclusive evidences whereas audit is concerned only with
prima facie evidence.

The above discussion makes it dear that auditing and investigation
are both fact findings, but their basic nature and objectives differ as
regards scope, frequency, basis, thrust, depth and conclusiveness.
Auditing is general while investigation is specific.

Approach to Investigations and Report
The exact procedure to be followed in an investigation would very

much depend upon the purpose for which the investigation has been
undertaken. It is not possible to lay down any standardised procedure.
However, the investigators should bear in mind the following aspects:
Identification of Objectives

Before starting an investigation, the investigator should obtain from
his client, clear instructions in writing regarding the objective of
investigation, the period to be covered and the limits (if any) imposed
upon the extent of his inquiry. In other words, the terms of reference
under which investigation is being conducted should be clearly set out /
before starting detailed inquiries. It is the term of reference of the
investigation which would determine the nature and scope of the
programme of investigation. A vague instruction from the client may
create problems for the professional accountant later when a charge of
negligence in the performance of his work is made against him. If the
objectives of the proposed investigation are too broad or general, the
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investigator should get them reframed by the client to make them
specific and clear.
Formulation of Programme of Investigation

A professional accountant should chalk out his investigation
programme according to the purpose of the investigation, the period to
be covered and other relevant things. He should not completely rely
upon the audited account of the undertaking under investigation. He
should determine the broad limits of the scope of investigation since
many steps in an investigation depend upon the results of the previous
steps. Hence, the programme should be flexible so that it could be
adjusted or modified as the actual investigation work proceeds.
Examination of Records and Collection of Evidence

The exact nature and the extent of the work to be done during the
course of an investigation would depend upon the circumstances of each
case. Where the aid of experts is necessary (valuers, surveyors and other
technical experts), it should be obtained and the report of such experts
must be attached to the investigation report. An investigator should also
maintain his working papers properly for future reference.
Analysis of Findings and Preparation of Report

He should also keep full record of data and oral conversions held
with the various personnel of the concerned business or the evidences
examined during the period of investigation for future reference and for
finalising his report. He should analyse the data and the evidences or
explanations collected by him and formulate the conclusions to be
presented in his report. He should act with an open mind and must not be
influenced by interested parties. Only then he will be able to draw his
conclusions objectively on the basis of evidence gathered by him.

1.6 DIFFERENCE BETWEEN ACCOUNTANCY
AND AUDITING

Accountancy is the work of an accountant and is defined chiefly to
the writing and balancing of financial books, checking of numerical
accuracy of the books of accounts, extraction of an agreed Trial Balance,
preparation of Trading and Profit & Loss Account and Balance Sheet in
order to get an essence of the state of affairs of the business, whereas
Auditing involves detailed and critical examination and the verification
of such accounts by an independent accountant for the purpose of
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ascertaining the status of a concern. Where an auditor is called upon by a
firm to prepare from the financial books of accounts, then he would be in
the capacity of an accountant and not as an independent auditor. While
acting in the capacity of an auditor, he has nothing to do with the
preparation of accounts. In this capacity, he/she has to certify that the
books have been properly drawn up and exhibit an authentic financial
state of affairs of the business.

There can be no auditing without the prior existence of accounts.

1.7 ERRORS AND FRAUDS

Definitions:
Exposure of mistake/errors and intentional dubious actions done or

occur in the books of accounts so the errors which are exposed while
auditing the books. Such mistakes are unintentional or intentional. It
gives loss of finance to the firms which may or may not provide
economic advantage to the person who has committed errors.

Types of errors
There are two types of errors viz., Clerical error and errors of

principles. The clerical errors are subdivided into following sub types -
(I) A Clerical Error: Clerical error is one which arises on account

of wrong posting e.g. posting an item to a wrong account. If the
trial balance is agreed upon, the clerical error of such a type
should have been discovered, unless counter balanced by other
errors. Some clerical errors do not affect the trial balance for
example, an amount received from Vinod is credited to Vyapak.
The T.B. will still agree.
(a) Errors of Omission: Error which arise on account of

transactions not being recorded in the books of accounts,
either wholly or partially are called Errors of Commission.
On the other hand, partial omission can be easily discovered
as a trail balance will not agree. For example, if the entry
for purchase is made in the purchase books but is omitted
from the accounts of the concerned customer. It is due to
carelessness of the clerk, who records only one aspect of the
transaction or may be intentional.
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(b) Errors of Commission: When incorrect entries are made in
the books of accounts, either wholly or partially, the errors
are known as Errors of Commission. Examples of such
errors are wrong entries in the books of original entry,
wrong calculations, postings, additions, costings and carry
forwards. For instance, the amount in the books or original
entry is wrongly recorded. The amount of ` 232 might be
entered as ` 322 in the books of original entry. Such errors
can be located while vouching the purchases with the
original invoices and rectified while such errors can be
detected by the non-agreement of the trial balance, while
some errors of commission do not affect the trial balance.

(c) Compensating Errors: When there are two or more errors
which exactly counter-balance each other, they are referred
to as compensating errors. They are also known as
offsetting errors, because the effects are offset. They are
difficult to detect as the trial balance will still agree. For
example, X account was credited by ` 20 instead of ` 80.
There was a short credit of ` 60, while Z account is debited
by ` 20 instead of ` 80. Thus, there is a short debit of ` 60.
It means that there is only a short credit and a short debit of
` 60 each. Both the sides of the trial balance are equally
affected. At the same time, it may or may not affect the
profit and loss account.

(d) Errors of Duplication: These errors occur when the same
transaction has been recorded twice in the books of original
entry and also posted twice in the Ledger. For example,
purchase worth ` 5000 may be recorded twice in the
accounts. As these errors will not affect the agreement of
the trial balance, it is not so easy to trace them. Such errors
can be located while vouching records.

(II) Errors of Principles: As the name indicates, errors of principle
are those where some fundamental principle of sound
accountancy is not properly observed while recording a
transaction. In other words, such errors may arise quite
unintentionally due to the lack of correct knowledge of the
principles governing the preparation of the accounts of a
business. Examples of such errors are incorrect allocation of
expenditure between capital and revenue, ignoring outstanding
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assets and liabilities, wrong valuation of assets and provision for
liabilities and bad debts, etc. This is the most important class of
error because an error of this kind does not affect the agreement
of the trial balance; but the profit and loss account may be very
much affected. For example, if the revenue expenditure is
shown as capital expenditure or when closing stock is
overvalued, the profit gets inflated. The profit is shown more
than what it actually should be. Such errors will never be
discovered by mere routine checking. Therefore, an auditor
should exercise utmost care in discovering such errors, make an
intelligent enquiry and investigation of every transaction.
Sometimes, such errors are committed intentionally to
manipulate the accounts in order to show more profits or less
profits than they actually are for the year. For instance, if more
depreciation is provided, the profit is reduced. This may affect
the profit and loss account and the balance sheet. Therefore, an
independent checking and detailed enquiry should made by an
auditor to locate such errors, otherwise he will not be able \o
give the correct financial position of the, organization for the
year. For instance, if more depreciation is provided, the profit is
reduced.

Detection and Prevention of Fraud
Fraud is intentional and is knowingly committed to defraud the

proprietors of the concern. This is done deliberately which means that
there is an intent to deceive, to mislead or to conceal the truth or the
material facts. Frauds are more serious than unintentional errors because
of the implication of dishonesty which accompanies them. They are
more difficult to detect than innocent errors. Thus detection and
prevention of frauds is of great importance and constitutes an important
duty of an auditor. Frauds may be of three types:

(a) Embezzlement or Misappropriation of Cash: In small types of
business enterprises, the possibilities of misappropriation of
money are very little because the individual owner is in touch
with all the affairs of the business. But in big business houses,
where there is a divorce between ownership and the
management and the individual owner has no direct control over
the receipts and payments of cash, the opportunities of
committing frauds are frequent. Broadly, frauds resulting in
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misappropriation of cash are perpetrated by (i) inflating
payments and (ii) by suppressing receipts.
(i) Inflating of Payments: It is done by inflating purchase

invoices or inflated amounts being paid by manipulating
totals of wage sheets either by including therein names of
dummy workers, or in any other manner or amounts paid
against fictitious vouchers.

(ii) Suppression of Receipts: It is done by (a) cash sales not
being fully accounted for, (b) adjusting unauthorised
rebates, allowances and discounts, etc. in customer's
balances against which cash has been received but has been
misappropriated, (c) Not accounting for miscellaneous
receipts e.g., sale of scrap, rents of quarters allotted to an
employee for a temporary period, etc., (d) "Teeming and
Lading" i.e., cash received from one customer is
misappropriated and a remittance received from another
debtor is posted to the first debtor's account and from the
third to the second and so on, etc.

In order to detect all these types of frauds, the auditor should
make a detailed checking of all the important books and
documents i.e., cash books, vouchers, invoices, wage sheets and
confirmations of balances from the customers etc.

(b) Misappropriation of Goods: Fraud may be in respect of goods.
This type of fraud is difficult to detect; unless a proper stock
record is kept i.e., proper records of goods inwards and
outwards must be maintained. An efficient system of internal
check must be introduced in an business. There should be
adequate external security arrangement to see that no goods are
taken out of the business premises without proper authority. The
goods may be removed by junior staff or by senior officials of
the concern. The auditor can detect this by undertaking a
thorough and strenuous record checking and the physical
verification of the goods.

(c) Manipulation of Accounts or Falsification of Accounts
Without any Misappropriation: This type of fraud is always
intentional, predetermined and is more difficult to detect as it is
usually committed by the higher management cadre persons
connected with the business such as directors and managers.
The accounts are so prepared that they present a picture of the
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state of affairs of the business different from what it actually is.
As a result of the manipulation of accounts, profits are increased
or reduced. The true position is concealed. The object of
manipulation and falsification may be to avoid payment of taxes
i.e., Goods and Service Tax and Income tax, window dressing;
to mislead a prospective buyer of the business by presenting a
better state of affairs than the actual position of the concern,
giving higher amount of commission, securing more capital and
giving a wrong notion of its financial position to intending
competitors, borrow money to maintain a reasonable rate of
dividends and to attract new shareholders for the company, to
withhold the declaration of dividends despite sufficient profit
and for receiving higher remuneration where managerial
remuneration is payable by reference to profits. The object can
be achieved in a number of ways, some of which are given
below:
(a) Recording fictitious sales or purchases so that profit may be

increased or reduced (whatever the case may be).
(b) Recording fictitious purchases or omission of purchases.
(c) Omission of expenses or income and by not adjusting

outstanding liabilities or pre-paid expenses.
(d) By undervaluation or over-valuation of assets and
(e) Showing fictitious payments or receipts.

The detection of these frauds requires careful and searching
enquiries as they are committed by responsible officials. The auditor
who uses adequate professional expertise and reasonable care in
detecting such frauds cannot be held responsible if he fails to discover a
well planned defalcation. He cannot be held liable for failing to trace
ingenious frauds where there is nothing calculated to arouse suspicion.
He should act as a watch-dog and not as a blood-hound. On the other
hand, if he fails to discover a fraud which could have been discovered by
the exercise of reasonable care, he will be liable for negligence. All that
an auditor can do is to advice his client of the ways and means to prevent
their future occurrence.

It can be concluded that the primary function of an auditor is not to
discover frauds and irregularities unless he has been specifically
appointed to detect or uncover defalcations. An auditor is not an
insurance against frauds and errors. If he finds anything of a suspicious
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nature during the conduct of an audit, he should probe it to the full, but
his approach to work should never be in the nature of endeavouring to
uncover frauds.

1.8 FRAUD AND ERRORS

The following is the text of the Statement on Standard Auditing
Practices (SAP) 4 issued by the Council of the Institute of Chartered
Accountants of India on “Fraud and Error”. This Statement should be
read in conjunction with the "Preface to the Statements on Standard:
Auditing Practices" issued by the Institute.

Introduction
1. Statement on Standard Auditing Practices (SAP) 2, “Objective;

and Scope of the Audit of Financial Statements” states (paragraph 10);-
“In forming his opinion on the financial statements, the auditor

follows procedures designed to satisfy himself that the financial
statements reflect a true and fair view of the financial position and
operating results of the enterprise. The auditor recognises that because of
the test nature and other inherent limitations of an audit, together with
the inherent limitations of any system of internal control, there is an
unavoidable risk that some material' misstatement may remain
undiscovered. While in many? situations, the discovery of a material
misstatement by the management may often arise during the conduct of
the audit,; such discovery is not the main objective of audit nor is the
auditor's programme of work specifically designed for such-discovery.
The audit cannot, therefore, be relied upon to ensure, the discovery of all
frauds or errors but where the auditor has' any indication that some fraud
or error may have occurred; which could result in material misstatement,
the auditor should; extend his procedures to confirm or dispel his
suspicions”.

In this statement, the term “financial information” encompasses
financial statements as defined in para 1 of the statement on "Standard
Auditing Practices (SAP)2, objective and Scope of the Audit of
Financial Statements.”

The purpose of this Statement is to discuss the auditor's
responsibility for the detection of material misstatements resulting from
fraud and error if when carrying out an audit of financial information
and to provide guidance as to the procedures that the auditor should
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perform when he encounters circumstances that cause him to suspect, or
when he determines, that fraud or error has occurred.

2. The term “fraud” refers to intentional misrepresentations of
financial information by one or more individuals among management,
employees or third parties. Fraud may involve:

(a) manipulation, falsification or alteration of records or documents.
For example, in a period of rising prices, sales contract
documents may be ante-dated to record sales at prices lower
than the prices at which sales have actually taken place;

(b) misappropriation of assets. For example, cash sales may not be
fully accounted to

(c) suppression or omission of the effects of transactions from
records or documents. For example, goods sold may not be
recorded as sales but included in inventories;

(d) recording of transactions without substance. For example, goods
delivered on consignment basis may be recorded as sales; or

(e) misapplication of accounting policies. For example, where a
contracting firm follows the ‘completed contract’ method of
accounting but does not provide for a known loss on incomplete
contracts.

3. The term “error” refers to unintentional mistakes in financial
information such as:

(a) mathematical or clerical mistakes in the underlying records and
accounting data;

(b) oversight or misinterpretation of facts or
(c) misapplication of accounting policies.

Responsibility for the Detection of Fraud and Error
4. The responsibility for the prevention and detection of fraud and

error rests with the management through the implementation and
continued operation of an adequate system of internal control. Such a
system reduces but does not eliminate the possibility of fraud and error.

5. The objective of an audit of financial information is to enable an
auditor to express an opinion on such financial information. In forming
his opinion, the auditor carries out procedures designed to obtain
evidence that will provide reasonable assurance that the financial
information is properly stated in all material respects. Consequently, the
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auditor seeks reasonable assurance that fraud or error which may be
material to the financial information has not occurred or that, if it has
occurred, the effect of fraud is properly reflected in the financial
information or the error is corrected. The auditor, therefore, should so
plan his audit that he has a reasonable expectation of detecting material
misstatements in the financial information from fraud or error. The
degree cf assurance of detecting errors would normally be higher than
that of detecting fraud, since fraud is usually accompanied by acts
specifically designed to conceal its existence.

6. Due to the inherent limitations of an audit there is a possibility
that material misstatements of the financial information resulting from
fraud and, to a lesser extent, error may not be detected.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 the auditor has failed to adhere 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 he
procedures undertaken in the circumstances and the suitability of the
editor's report based on the results of these procedures.

Detection of Fraud and Error: Duty of an Auditor
SA-315 on Fraud and Error deals at length with the auditor's

responsibilities for the detection of material misstatements resulting
from fraud and error when carrying out an audit of financial information
and.to provide guidance as to the procedures that the auditor should
perform when he encounters circumstances that cause him to suspect, or
when he determines, that fraud or error has occurred. Broadly, the
general principles laid down in the SAP may be noted as under:

(i) In planning and performing his examination, the auditor should
take into consideration the risk of material misstatement of the
financial information caused by fraud or error. He should
inquire of management as to any fraud or significant error
which has occurred in the reporting period and modify his audit
procedures, if necessary.
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(ii) If circumstances indicate the possible existence of fraud or error,
the auditor should consider the potential effect of the suspected
fraud or error on the financial information. If the auditor
believes the suspected fraud or error could have a material
effect on the financial information, he should perform such
modified or additional procedures as he determines to be
appropriate.

(iii) 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. In case auditor is
unable to obtain evidence to confirm or dispel a suspicious of
fraud, the auditor should consider relevant laws and /
regulations and may wish to obtain legal advice before
rendering any report on the financial / information or before
withdrawing from the engagement.

(iv) The reporting responsibilities would also include
communicating with management. When those persons
ultimately responsible for the overall direction of the entity are
doubted, the auditor may seek legal advice to assist him in the
determination of procedures to follow The auditor should also
consider the implications of the circumstances on the true an
fair view which the financial statements ought to convey and
frame his report appropriately Where a significant fraud has
occurred, the auditor should disclose the fraud in the financial
statements.

Inherent limitations of an Audit
7. The test nature of an audit of financial information involves

judgement as to the areas to be tested and the number of transactions to
be examined. Furthermore, much audit evidence is persuasive rather
than conclusive in nature; for example, confirmation of debt by a
customer is not conclusive that the debt is good and recoverable.
Therefore, it should he recognised that the auditor's examination is
subject to the inherent limitation that some material misstatements of the
financial information resulting from fraud or error, if either exists, may
not be detected.

8. The risk of not detecting material misstatement resulting from
fraud is greater than the risk of not detecting a material misstatement
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resulting from error, because fraud usually involves acts designed to
conceal it, such as collusion, forgery, deliberate failure to reconj
transactions, or intentional misrepresentations being made to the auditor.
Unless the auditor's examination reveals evidence to the contrary, he is
entitled to accept representations as truthful and records and documents
as genuine. However, the auditor should plan and perform his audit
recognising that he may encounter conditions or events during his
examination that would lead him to question whether fraud or error
exists.

9. While the existence of an effective system of internal control
reduces the probability of misstatement of financial information
resulting from fraud or error, there will always be some risk of internal
controls failing to operate as designed. Furthermore, any system of
internal control may be ineffective against fraud involving collusion
among employees fraud committed by management. Certain levels of
management may be in a position to override controls that would
prevent similar frauds by other employees: for example, by directing
subordinates to record transactions incorrectly or to conceal them, or by
suppressing information relating to transactions.

Risk of Fraud and Error
10. In planning and performing his examination, the auditor should

take into consideration the risk of material misstatement of the financial
information caused by fraud or error. He should inquire of management
as to any fraud or significant error which has occurred in a fraud
involving removal of stocks from the company's godowns without the
same being accounted for, the auditor should enlarge the coverage of his
substantive tests regarding despatches of stocks and correlation of such
despatches with invoices raised. This would be further supplemented by
surprise physical verification and stock reconciliations.

11. Weaknesses in the design of the internal control system and
non-compliance with identified control procedures increase the risk of
fraud or error. Other conditions or events which increase the risk of
fraud or error include:

(a) doubts regarding the integrity or competence of management;
(b) unusual pressures within an entity;
(c) unusual transactions and
(d) problems in obtaining sufficient appropriate audit evidence.
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(Examples of these conditions or events are set forth in the
Appendix)

Procedures When There is an Indication that Fraud or
Error may Exist

12. If circumstances indicate the possible existence of fraud or error,
the auditor should consider the potential effect of the suspected fraud or
error on the financial information. If the auditor believes the suspected
fraud or error could have a material effect on the financial information,
he should perform such modified or additional procedures as he
determines to be appropriate. The extent of such modifications or
additional procedures depends on the auditor's judgement as to:

(a) the types of fraud or error that could occur;
(b) the relative risk of their occurrence;
(c) the likelihood that a particular type of fraud or error could have

a material effect on the financial information.
13. Performing modified or additional procedures will normally

enable the auditor to confirm or dispel a suspicion of fraud and error.
Where the suspicion is confirmed, he should satisfy himself that the
effect of fraud is properly reflected in the financial information or the
error is corrected.

14. However, the auditor may be unable to obtain audit evidence
either to confirm or dispel a suspicion of fraud. In this circumstance, the
auditor should consider the possible impact on the financial information
and the effect on his report. The auditor will also need to consider
relevant laws and regulations and may wish to obtain legal advice before
rendering any report on the financial information or before withdrawing
from the engagement.

15. Unless circumstances clearly indicate otherwise, the auditor
should not assume that an instance of fraud or error is an isolated
occurrence. If the fraud or error should have been prevented or detected
by the system of internal control, the auditor should reconsider his prior
evaluation of that system and, if necessary, adjust the nature, timing and
extent of his substantive procedures.

16. When fraud or error involves a member of management, the
auditor should reconsider the reliability of any representations made by
that person to the auditor.
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Other Reporting Responsibilities
17. The auditor should communicate his findings to the

management on a timely basis if fraud or significant error is found to
exist.

18. In determining an appropriate representative of the entity to
whom to report occurrences of fraud or significant error, the auditor
would consider all the circumstances. With respect to fraud, he would
assess the likelihood of senior management involvement. In most cases
involving fraud, it would be appropriate to report the matter to a level in
the organisation structure of the entity above that responsible for the
persons believed to be implicated. When those persons ultimately
responsible for the overall direction of the entity are doubted, the auditor
may seek legal advice to assist him in the determination of procedures to
follow.

19. The auditor should also consider the implications of the
circumstances on the true and fair view which the financial statements
ought to convey and frame his report appropriately.

20. Where a significant fraud has occurred, the auditor should
consider the necessity for a disclosure of the fraud in the financial
statements and if adequate disclosure is not made, the necessity for a
suitable disclosure in his report is necessitated.

Appendix
Examples of Conditions or Events Which Increase the Risk of

Fraud or Error
A. Questions with respect to the integrity or competence of

management
(1) Management is dominated by one person (or a small group) and

there is no effective oversight board or committee.
(2) There is a complex corporate structure where complexity does

not seem to be warranted.
(3) There is a continuing failure to correct major weaknesses in

internal control where such corrections are practicable.
(4) There is a high turnover rate of key accounting and financial

personnel.
(5) There is significant and prolonged understaffmg of the

accounting department.



22 Auditing - I

(6) There are frequent changes of legal counsel or auditors.
B. Unusual pressures within an entity

(1) The industry is declining and failures are increasing.
(2) There is inadequate working capital due to declining profits or

too rapid expansion.
(3) The quality of earnings is deteriorating, for example, increased

risk-taking with respect to credit sales, changes in business
practice or selection of accounting policy alternatives that
improve income.

(4) The entity needs a rising profit trend to support the market price
of its shares due to a contemplated public offering, a takeover or
the reason.

(5) The entity has a significant investment in an industry or
productive noted for rapid change.

(6) The entity is heavily dependent on one or a few products or
customers.

(7) Pressure is exerted on accounting personnel to complete
financial statements in an unusually short time period.

C. Unusual transactions
(a) Unusual transactions, especially near the year end, that have a

significant effect on earnings.
(b) Transactions with related parties.
(c) Payments for services (for example to lawyers, consultants or

agents) that appear excessive in relation tot he service provided.

1.9 DOCUMENTATION

The following is the text of the Statement on Standard Auditing
Practices 3 (SAP 3) issued by the Council of the Institute of Chartered
Accountants of India on “Documentation”. This Statement should be
read in conjunction with the “Preface to the Statements on Standard
Auditing Practices” issued by the Institute.

Introduction
1. Statement on Standard Auditing Practices (SAP 1), “Basic

Principles Governing an Audit” (Paragraph II), states: “The auditor
should document mailers which are important in providing evidence that
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the audit was carried out in accordance with the basic principles.” The
purpose of this Statement is to amplify the basic principle outlined above.

2. Documentation, for purposes of this Statement, refers to the
working papers prepared or obtained by the auditor and retained by him
in connection with the performance of his audit.

3. Working papers:
 aid in the planning and performance of the audit;
 aid in the supervision and review of the audit work and
 provide evidence of the audit work performed to support the

auditor’s opinion.

Form and Content
4. Working papers should record the audit plan, the nature, timing

and extent of auditing procedures performed, and the conclusions drawn
from the evidence obtained.

5. The form, and content of working papers are affected by matters
such as:

 The nature of the engagement.
 The form of the auditor's report.
 The nature and complexity of the client's business.
 The nature and condition of the client's records and degree

of reliance on internal controls.
 The needs in particular circumstances for direction,

supervision and review of work performed by assistants.

1.10 OBJECTIVE AND SCOPE OF THE AUDIT
OF FINANCIAL STATEMENTS

The following is the text of the Statement on Standard Auditing
Piaethies 2 (SAP 2) issued by the Council of the Institute of Chartered
Accountants of India on “Objective and Scope of the Audit of Financial
Statements.” This statement should be read in conjunction with the
“Preface to the Statements on Standard Auditing Practices” issued by the
Institute. Introduction

This Statement describes the overall objective and scope of the
audit of general purpose financial statements of an enterprise by an
independent auditor. According to para 3.3 of the ‘Preface to the
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Statements of Accounting Standards' issued by the Institute of Chartered
Accountants of India, “the term” ‘General Purpose Financial
Statements’ includes balance sheet, statement of profit and loss and
other statements and explanatory notes which form part thereof issued
for the use of shareholders/members, creditors, employees and public at
large” References to financial statements in this statement should be
construed to refer to general purpose financial statements.

Responsibility for the Financial Statements.
While the auditor is responsible for forming and expressing his

opinion on the financial statements, the responsibility for their
preparation is that of the management of the enterprise. Management's
responsibilities include the maintenance of adequate accounting records
and internal controls, the selection and application of accounting policies
and the safeguarding of the assets of the enterprise. The audit of the
financial statements does not relieve the management of its
responsibilities.

The scope of an audit of financial statements will be determined by
the auditor having regard to the terms of the engagement, the
requirements of relevant legislation and the pronouncements of the
Institute, The terms of engagement cannot, however, restrict the scope of
an audit in relation to matters which are prescribed by legislation or by
the pronouncements of the Institute.

The audit should be organised to cover adequately all aspects of the
enterprise as far as they are relevant to the financial statements being
audited. To form an opinion on the financial statements, the auditor
should be reasonably satisfied as to whether the information contained in
the underlying accounting records and other source data is reliable and
sufficient as the basis for the preparation of the financial statements. In
forming his opinion, the auditor should also decide whether the relevant
information is properly disclosed in the financial statements subject to
statutory requirements, where applicable.

The auditor assesses the reliability and sufficiency of the
information contained in the underlying accounting records and other
source data by:

(a) making a study and evaluation of accounting systems and
internal controls on which he wishes to rely and testing those
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internal controls to determine the nature, extent and timing of
other auditing procedures; and

(b) carrying out such other tests, enquiries and other verification
procedures of accounting transactions and account balances as
he considers appropriate in the particular circumstances.

The auditor determines whether the relevant information is properly
disclosed in the financial statements by:

(a) comparing the financial statements with the underlying
accounting records and other source data to see whether they
properly summarize the transactions and events recorded therein;
and

(b) considering the judgements that the management has made in
preparing the financial statements' accordingly, the auditor
assesses the selection and consistent application of accounting
policies, the manner in which the information has been
classified, and the adequacy of disclosure.

The auditor’s work involves exercise of judgement, for example, in
deciding the extent of audit procedures and in assessing the
reasonableness of the judgements and estimates made by the
management in preparing the financial statements. Furthermore, much of
the evidence available to the auditor can enable him to draw only
reasonable conclusions therefrom. Because of these factors, absolute
certainty in auditing is rarely attainable.

In forming his opinion on the financial statements, the auditor
follows procedures designed to satisfy himself that the financial
statements reflect a true and fair view of the financial position and
operating results of the enterprise. The auditor recognises that because of
the test nature and other inherent limitations of an audit, together with
the inherent limitations of any system of internal control, there is an
unavoidable risk that some material misstatement may remain
undiscovered. While in many situations, the discovery of a material
misstatement by the management may often arise during the conduct of
the audit, such discovery is not the main objective of audit nor is the
auditor’s programme of work specifically designed for such discovery.
The audit cannot, therefore, be relied upon to ensure the discovery of all
frauds or errors but where the auditor has any indication that some fraud
or error may have occurred which could result in- material misstatement,
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the auditor should extend his procedures to confirm or dispel his
suspicions.

The auditor is primarily concerned with items which either
individually or as a group are material in relation to the affairs of an
enterprise. However, it is difficult to lay down any definite standard by
which materiality can be judged. Material items are those which might
influence the decisions of the user of the financial statements.1 It is a
matter in which a decision is arrived at on the basis of the auditor's
professional experience and judgement.

The auditor is not expected to perform duties which fall outside the
scope of his-competence. For example, the professional skill required of
an auditor does not include that of a technical expert for determining the
physical condition of certain assets.

Constraints on the scope of the audit of financial statements that
impair the auditor's ability to express an unqualified opinion on such
financial statements should be set out in his report, and a qualified
opinion or disclaimer of opinion should be expressed as appropriate.

Financial Statement Audit
Objectives: The objective of an audit of financial statements

(balance sheet, statement of profit and loss account, other statements and
explanatory notes which form part thereof issued for the use of
shareholders/members; creditors, employees and public at large)
prepared by within a frame work of recognised accounting policies and
practices and relevant statutory requirements, if any, is to enable an
auditor to express an opinion on such financial statements.

Auditor’s opinion: The objectives of an audit of financial
statements, prepared by within a framework of recognised accounting
policies and relevant statutory requirements, if any, is to enable an
auditor to express an opinion on such financial statements. The author’s
opinion helps determination of the true and fair view of the financial
position and operating results of an enterprise. The user, however,
should not assure that the auditor’s opinion is an assurance as to the
future viability of the enterprise or the efficiency or effectiveness with
which management has conducted the affairs of the enterprise.

Management Responsibility: While the auditor is responsible for
forming and expressing is opinion on the financial statements, the
responsibility for their preparation is that of the management of the
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enterprise. Management responsibilities include the maintenance of
adequate accounting records and internal controls, the selection and
application of accounting policies and the safeguarding of the assets of
the enterprise. The audit of the financial statements does not relieve
management of its responsibilities.

Audit Scope: The scope of an audit financial statements will be
determined by the auditor having regards to the terms of the engagement,
the requirements of relevant legislation and the pronouncements of the
Institute of Chartered Accountants of India. The terms of engagement
cannot, however, restrict the scope of an audit in relation to matters
which are prescribed by legislation or by the institute.

The audit should be organised to cover adequately all aspects of the
enterprise as far as they are relevant to the financial statements being
audited. To form an opinion on the financial statements the author
should be reasonably satisfied as to whether the information contained in
the underlying accounting records and other source, data is reliable and
sufficient as the basis for the preparation of the financial statements.

Informing his opinion, the auditor should also decide whether the
relevant information is properly disclosed in the financial statements
subject to statutory requirements, where applicable.

The auditor assesses the reliability and sufficiency of the
information contained in the underlying accounting records and other
source data by -

(a) Making a study and evaluation of accounting systems and
internal controls on which he wishes to rely and testing those
internal controls to determine the nature, extent and timing of
other auditing procedures, and

(b) Carrying out such other tests enquiries and other verification
procedures of accounting transactions and account balances, as
he considers appropriate in the particular circumstance.

The auditor determines whether the relevant information is properly
disclosed in the financial statements by -

(i) Comparing the financial statements with the underlying
accounting records and other source data to see whether they
properly summarize the transactions and events recorded
therein, and
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(ii) Considering the Judgments that management has made in
preparing the financial statements accordingly, the auditor
assesses the selection and consistent application of
accounting policies, the manner in which the information has
been classified and the adequacy of disclosure.

The auditor's work involves exercise of judgment, for example, in
deciding the extent of audit procedures and in assessing the
reasonableness of the judgments and estimates made by management in
preparing the financial statements. Furthermore, much of the evidence
available to the auditor can enable him to draw only reasonable
conclusions there from. Because of these factors, absolute certainly in
auditing is rarely attainable. In forming his opinion on the financial
statements, the author follows procedures designed to satisfy himself
that the financial statements reflect a true and fair view of the financial
position and operating results of the enterprise. The auditor recognises
that because of the test nature and other inherent limitations of an audit,
together with the inherent limitations of any system of internal control,
there is an unavoidable risk that some material misstatement may remain
undiscovered. The audit cannot, therefore, be relied upon to ensure the
discovery of all frauds or errors but where the auditor has any indication
that some fraud or error may have occurred which could result in
material misstatement the auditor should extend his procedures to
conform or dispel his suspicious.

The auditor is primarily concerned with items which either
individually or as a group are material in relation to the affairs of an
enterprise. However, it is difficult to lay down any definite standard by
which materiality can be judged. Material items are those which might
influence the decisions of the user of the financial statements. It is the
matter in which a decision is arrived at on the basis of the auditor's
professional experience and judgment.

The auditor is not expected to perform duties which fall outside
the scope of his competence. For example, the professional skill required
of an auditor does not include that of a technical expert for determining
physical condition of certain assets.

Constraints on the scope of the audit of financial statements that
impair the auditor's ability to express an unqualified opinion on such
financial statements should be set out in his report and a qualified
opinion or disclaimer of opinion should be expressed as appropriate.
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(c) External (Statutory) Audit: Auditing of banks, insurance, public
sector undertaking, is required as per the requirements of the
respective Acts, viz., Banking Companies (Acquisition and
Transfer of Undertakings) Act, 1970 and 1980, State Bank of
India Act, 1955, RRBs Act, 1976 etc/to do statutory audit or
audit by external auditor's appointed by RBI or authorities as
per respective Acts.

Features of Bank’s Audit
(i) Banks have custody of large volumes of monetary items,

including cash and negotiable instruments (cheque, and bill of
exchange or promissory notes) whose physical security has to
be ensured. This applies to both the storage and the transfer of
monetary items and makes banks vulnerable to
misappropriation and fraud. They, therefore, need to establish
formal operating procedures, well defined limits for individual
discretion and rigorous systems of internal control.

(ii) They engage in a large volume and variety of transactions or
interms of both number and value. This necessarily requires
complex accounting and internal control systems.

(iii) Banks normally, operate through a wide network of branches
and departments, which are geographically dispersed. This
necessarily involves a greater decentralization of authority and
dispersal of accounting and control functions, with consequent
difficulties in maintaining uniform operating practices and
accounting systems, particularly when the branch network
transcends national boundaries

(iv) Banks assume significant commitments without any transfer of
funds. These items, commonly called “OFF BALANCE
SHEET” items, may not involve accounting entries and
consequently, the failure to record such items may be difficult
to detect.

(v) Banks are regulated by governmental authorities and the
resultant regulatory requirements often influence accounting
and auditing practices in the banking sector.

Appointment of Auditor
As per Banking Regulation Act, 1949, the auditor of a banking

company is to be appointed at the AGM of the shareholders, where as,
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the auditor of a nationalized bank is to be appointed by the bank
concerned acting through its Board of Directors, in either case, approval
of the RBI is required, before the appointment is made.

1.11 PRINCIPLES OF AUDIT

Introduction
1. This statement describes the basic principles which govern the

auditor’s profession responsibilities and which should be complied with
whenever an audit is carried out.

2. An audit is the independent examination of financial
information of any entity, whether profit oriented or not, and irrespective
of its size of legal form, when such an examination is conducted with a
view to expressing an opinion thereon. In this Statement, the term
“financial information” encompasses financial statements.

3. Other Statements on Standard Auditing Practices to be issued
by the Institute will elaborate on the principles set out herein to given
guidance on auditing procedures and reporting practices.

4. Compliance with the basic principles requires the application of
auditing procedures and reporting practices appropriate to the particular
circumstances.

Integrity, Objectivity and Independence
5. The auditor should he straight forward, honest and sincere in his

approach to his professional work. He must be fair and must not allow
prejudice or bias to override his objectivity. He should maintain an
impartial attitude and both be and appear to be free of any interest which
might be regarded, whatever its actual effect, as being incompatible with
integrity and objectivity.

Confidentiality
6. The auditor should respect the confidentiality of information

acquired in the course of his work and should not disclose any such
information to a third party without specific authority or unless there is a
legal or professional duty to disclose.
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