Course Objective - o -

1. To introduce basics of auditing, principles of auditing, types of audits and types of errors and
frauds.

2 To enable learners to plan the audlg, know the procedures required to conduct an audit and
maintenance of required documentation as per SA for audit evidence,

Course Qutcome .

l.  Learners will be able understand the meaning, need and importance of auditing and distinguish
between errors and frauds, different types of Audits.

9 Learners will be understand how an auditor should plan an audit, Different types of audit
procedures and documentation required as per SA 230.

Modules at a Glance
- S Modules ' No. of
No. Lectures
1. | Introduction to Auditing 15
2. Audit Planning, Procedures and Documentation 15
Total 30

()
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Sr. No. Modules / Units

1 Introduction to Auditing 15

e Basics
Financial Statements, Users of Financial Information, Definition of
Auditing,
Objectives of Auditing - Primary and Secondary, Expression of opinion,
Detection of Frauds and Errors, Inherent limitations of Audit.

e Errors & Frauds -
Concepts, Reasons and Circumstances, Types of Errors — Commission,
Omission, Principle and Compensating, Types of Frauds, Risk of Fraud and
Error in Audit, Auditor’s Duties and Responsibilities in Respect of Fraud.

e Principles of Audit
Integrity, Objectivity, Independence, Confidentiality, Skills and
Competence, Materiality and Work Performed by Others, Documentation,
Planning, Audit Evidence, Accounting System and Internal Control, Audit
Conclusions and Reporting.

e Types of Audit

Meaning, Advantages, Disadvantages of Balance sheet Audit, Inte@
Audit, Continuous Audit, Concurrent Audit and Annual Audit, Cost Audit,

Green Audit, Gender Audit, Statutory Audit, etc.

2. | Audit Planning, Procedures and Documentation 15

e Audit Planning
Meaning, Objectives, Factors to be considered, Sources of obtaining
information, Discussion with Client, Overall Audit Plan.

e Audit Programme
Meaning, Factors to be considered, Advantages and Disadvantages,
Overcoming Disadvantages, Methods of Work, Instruction before
commencing Work of Audit, Overall Audit Approach.

e Audit Working Papers
Meaning, Importance, Factors determining Form and Contents, Main
Functions / Importance, Features, Contents of Permanent Audit File,
Temporary Audit File, Ownership, Custody, Access of Other Parties to
Audit Working Papers, Auditors Lien on Working Papers, Auditors Lien on
Client's Books.

e Audit Notebook

Meaning, Structure, Contents, General Information, Current Information,
Importance.

v)
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¢27" Definition of Auditing
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3. Difference between Book-Keeping, Accountancy and Auditing
3.1 Book-Keeping
—3.2  Accountancy
—~3.3  Auditing
y Investigation
3.5 Distinction between Book-Keeping and Auditing
3% Distinction between Accounting and Auditing
3.7 Distinction between Auditing and Investigation
4. Objects of Auditing
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4.2 Secondary Objects
4.3  Specific Object
5. Detection and Prevention of Fraud
Ls7 Fraud
5.2  Fraud Through Defalcation
5.3 Fraud Through Manipulation of Accounts, i.e. Window Dressing
5.4  Fraud Through Creation of Secret Reserve
Circumstances Causing Suspicion
Procedure to Detect Errors
Duties Regarding Fraud
' Circumstances Indicating Errors and Frauds
10. Responsibilities of Auditors for Errors and Frauds
14" Advantages of Audit
<J2- Inherent Limitations of Audit
13. Auditing Principles
14. Auditing Concept
14.1 Materiality Concept
14.2 Going Concern Concept
14.3 Concept of True and Fair View
14.4 Independence
15. Objective Questions
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1. FINANCIAL STATEMENTS .

Financial statements also called as ‘financial reports’ are balances of different
accounts arranged in an effective meaningful order called the Balance Sheet and the Profit
and Loss Account (Income statement) so that the information contained therein can be
easily understood, readily interpreted, and used as bases for business decisions by the users
of accounting information.

The term ‘financial statements, as used in modern accounting refers to two
statements. These statements are the position statements reflecting the assets Liabilities and
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2
' ther
. , ; a particular date called the Balance Sheet and the 0
E:l%?lﬂsg ?’rggf’r;isds EZLLWA‘/’: shg)wing the results of business operations during a gIVen

eriod. Some times Profit and Loss A/c may also include a separate section to show
P .

appropriations of profit.

Financial statements often re
supported by various schedules ann
annexures, are considered very muc
for the purpose of presenting a perio
Nature and purpose of Financial Statements '
Balance sheet : It shows financial position of the organization on a particular date.
Statement of Profit & Loss : It shows profit earned or loss incurred,

3. Cash Flow : It shows movement of cash during the year.
4. Notes to Accounts : Notes are in the nature of explanatory information contained in

the financial statements.
5. Accounting Standards : Accounting standards are applicable to all financial

statements.
[E] What is the nature and purpose of financial statements? I

1.1 Users of Financial Statement

Financial statements satisfy the information requirements of a wide cross-section Of
the society representing corporate managers, executives, bankers, creditors, shareholders,
investors, labourers, consumers and government institutions.

1. Executive

Financial statements provide sufficient accounting information to the executives and
managers to enable them to decide on important issues facing them. The common issues
facing corporate managers to-day, like efficient capital utilisation, maintaining the
profitability through cost control, dividend paying capacity of the company and observing
credit standards, can be tackled effectively, if the executives have a proper understanding
of analysis of the financial statements.
2. Bankers

Bankers take precautions before advancing loans to their constituents. Every banker,
before sanctioning credit, wishes to be assured on the borrower's ability to repay the
loans when they become due; to ascertain the company's ability to pay interest charges
on loan on their respective due dates. Therefore, they scrutinise and study the financial
statements in depth and analyse them to ascertain the borrower's liquidity, solvency,
profitability (present and future) of his business and his financial strength.
3. Trade Creditors '

Credit facilitates mass distribution of goods produced but a manufacturer or a
wholesaler would not provide credit facilities indiscreetly to every one. Before opening
gn account of the trader. concemed, the manufacturer or the wholesaler studies the

nancial statements of the trader, supplemented by various trade and bank references, to

ascertain his creditworthiness. These i i i i
SRR . se information could be obtained from the financial

4. Shareholders and Prospective Investors

Shareholders, w :
el L ggsi?;\lf: OI;erkrlr]mangnt Interest in the life and operations of the
OwIng about their company's year to year financial

Strength, proiltabihty SOIVenC d .(lllld ty I ar pa” cular
. ! ’ Y Tld 1 i e

all the information the i ial stat i
: e ements prov '
the prospective investo};s. . Whats said fo the Shareholde[is hé?s;z:‘jgﬁ;eggggjgi

ferred to as the package of financial statements which are
exures and footnotes. These supporting schedules and
h a part of the financial statements. They are prepared
dic review on the progress by the management.
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5. Labourers

Labourers contribute to the earnings of the company and

work on raw materials with the aid of capital goodspto ;rodu;};e\{r:;ﬁhth%feeople b
interesteq i.e. the working of the company as they are primarily interested in thye;re =
and salaries, bonusand working conditions. As far as bonus, working conditions andWages
incentives are concerned, they largely depend on the company's profitabili other
liquidity. The labourers are also interested in the continuity of the business = s
concern' as it only ensures their permanent employment. 8 el
6. Consumers and Society

Consumers attempt to find out whether they are being exploited by the prod
Society is interested in an enterprise's performance since it is the cumulative gro u;:ers.
performance of all enterprises that result in the increase of employment Oe ect of .the
wealth and standard of living of the people. They are also concerned about th 3 §°:‘““‘F‘e?'
contribution to social welfare, environment and national wealth and prestigenset:g;si?
financial statements enables the consumers and the society to gain knowle dgé on thea
matters.

lg 2 Who are theusers of financial statements? ' :I
2. DEFINITION OF AUDITING
The term 'Auditing’ has been defined by different authorities as follows :

1. The Spicer and Pegler have defined an audit as "such an examination of the
books, accounts and vouchers of a business, as shall enable the auditor to satisfy
himself or not whether the balance sheet is properly drawn up, so as to give a trué
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".

2. L. R. Dicksee defines an audit 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”.

3. According to Montgomery, "Auditing is a systematic examination of the books
and records of a business or other organisation, in order to ascertain or verify, and
to report upon the facts regarding the financial operations and results thereof".

4. A.W. Hanson defined auditing as, "an audit is an examination of such records to
establish their reliability and the reliability of statements drawn from them".

5. The book "An Introduction to Indian Government Accounts and Audit" issued by
the Controller and Auditor General of India, defines audit", an instrument of
financial control. It acts as a safeguard on behalf of the proprietor (whether an
individual or a group of persons) against extravagance, carelessness or fraud on
the part of the proprietor's agents or servants in the realisation and utilisation of his
money or other assets and it ensures on the proprietor's behalf that the accounts
maintained truly represent facts and that expenditure has been incurred with due
regularity and propriety. The agency employed for this purpose is called an
auditor.

6. International Auditing Guidelines "Auditing 15 an independent examination of
financial information of any entity with a view to expressing an opinion thereon."

7. Auditing Standard SA 200 by ICAI :

Auditing is the independent examination of financial information of any entity
whether profit oriented or not / and irrespective of its size or legal form, when
such an examination is conducted with a view to expressing an opinion thereon.

3
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Auditing is a Systematic and Independent examination of da'ta, statements, reqy,,
OPerations and performance (financial or otherwise) of an enterprise for a stated py o
In any auditing situation, the auditor perceives and recognises the propositions before hire
for €xamination, collects evidence, evaluates the same and on this basis formuIates i
judgement which is communicated through his report..., ICAL §

Q3. Define Auditing. e

2.1 Features of Auditing

Analysis of the above definitions brings out the following features of auditing;

1. Systematic : The audit should be systematically planned. It is a SCientiﬁc
examination of records of an organization.

2. Independent : The auditor while forming his opinion should not be susceptiblg
any influence from the clients or pressure from the clients.

3. Data statements, records operations & performance : Audit extends fro
examination of records to review of operations and performance connecteq Wity
nonfinancial area also.

4. Purpose : The audit process should be designed as per the &zﬁﬁg purpose.

5. Clear idea about propositions : The auditor should have a clear idea aboy the
proposition he is examining, He must know what he has to prove stated Purpoge
may be broader than propositions,

6. Collects evidence : The auditor has to collect evidence and evaluate it on the
basis of his professional knowledge. Evidence consists of books of accounts, tay
returns, direct confirmations records etc.

7. Formulates Judgements : Afier examination of records, the auditor has 1,
formulate his judgement and communicate it to the shareholders through aygj
report, Format of audit report depends on the statutory requirements.

Q. 4. What are the features of A uditing?

3. DIFFERENCE BETWEEN BOOK-KEEPING, ACCOUNTANCY AND AUDITING
3.1 Book-Keeping

Book-keeping means recording the transactions in the books of original entry ang
ledgers. This is an elementary work, generally performed by the junior staff who may be
known as the accounts clerks or ‘book-keepers' It is a mechanical work and may be
performed by persons not having specialised knowledge of accountancy. "Accountancy
begins where Book Keeping ends."
3.2 Accountancy

It is the job of an "accountant". It involves preparation of final statements of accounts,
viz. balance sheet and profit and loss account to show the state of affairs of the business
and the profit or loss for an accounting period. The work of an accountant is to prepare
the final accounts, and then analyse, review and draw conclusions there from. It is a work
of specialised knowledge of the principles of accountancy. An accountant also has to
supervise the work done by the book-keepers.

"Where accountancy ends, auditing begins".
3.3 Auditing

As discussed in the earlier paragraphs, auditing is the.examination of accounts, to find
out their accuracy. It is undertaken to verify whether or not the final accounts prepared by
an accountant give a true and fair view of the state of affairs of the business and also of the
profit or loss for the accounting period.
3.4 Investigation

Investigation implies systematic, critical and special examination of the records of @
business for a specific purpose.

T ——
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The Central Government can order investigation

a) On1 ;ecelpt of report of the registrar or inspector U/S 208 of the companies Act
2013;

b) On intimation of a special resolution passed by a company that the affairs of the
company ought to be investigated;

c) in public interest;

d) where an _o‘rder is passed by a court or the Tribunal in any proceeding before it
that the affairs of a company brought to be investigated

| 3.5 Distinction between Book-Keeping and Auditing

Point of Difference Book-Keeping Auditing |
1. Natwre It includes actual recording of |Itis analytical in nature. It is relating to
transactions. verification of accounting records.
2. Commencement It starts when business transactions take | It starts when accounts writing is over.
place.
3. Object The object is to record all the facts of | The object is to certify correctness of
business. ' financial statements,
4. Qualifications No formal qualifications are required Formal qualifications must be possessed
for a book-keeper. by an auditor.
S. Reporning . A Book-keeper is not required to submit | An auditor has to submit a report to the
a report unless specially called for. concemed authority.
6. Status A Book-keeper is an employee of an |An auditor is not an employee of an
organisation. organisation.
: 7. Scope Recording of all the facts of business are |t is decided by the agreement or by the
: necessary for the purpose. law. :
. [Q.5. Distinguish between Book-Keeping and Auditing. =
3.6 Distinction between Accounting and Auditing |
Point of Difference Accounting Auditing ".
1. Meaning It is recording of all the day to day | It is critical examination of the

transactions in the books of accounts transactions recorded in the baoks
Jeading to preparation of financial | of accounts.

statements.
2. Nature It is concemed with finalisation of | It is concerned with establishment J
final accounts. of reliability of financial statements. !
3. Objects The object is to ascertain the trading | The object is to certify the |
results. correctness of financial statements.
4. Commencement Accounting  begins when  book- Auditing begins when accounting
keeping ends. ends. : \
5. Scope It involves various financial It depends upon the agreement of
statements. | upon the provisions of law.

It involves maintenance of books of | It goes beyond books of accounts.
accounts. It does not go beyond

books of accounts. .

6.  Qualifications An accountant needs no formal An auditor needs prescribed '
qualifications. qualifications.

7. Reporting An accountant does not submit any | An auditor has to submit report in
report. the prescribed form.

An accountant is an employee of an An auditor is not an employee of

8. Status
organisation. an organisation.
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Accountant may commit errors and | Audit
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3.7 Distinction between Auditing and Investigation T
| Point of Difference Auditing '~ Investigation
L. Object The object is to find out Whether | It is undertaken to know the m
Balance Shc.et' and Profit anq [.,oss .facts about a matter under enquiry, ¢
Account exhibit a true and fair view | is done with some special purpose of
of business. view.
2. Period It is carried quarterly or half yearly | Itisnot limited to rigid time frame
or yearly.

3. Conducted It is conducted for proprietors only. ?t is carried out on behalf of any party
Interested in the matter,

4. Scope The scope is wide, it is determined | Itmay be governed by the statute.

by the Act.

5. Compulsion Audit is legally compulsory for | It is voluntary. It is required under

companies. certain circumstances.

6. Time It may be conducted at the end of | It may be conducted at any time in

the year. . case of suspicion about any
transaction.

7. Report Form of report is prescribed. It is Form of report is not prescribed. It is

presented to the share-holders. presented to the person on whose
behalf conducted.

8.  Appointment Owners appoint the auditors. Even third parties can appoint
investigators. Central Govt. can
appoint investigator.

9. Qualifications The statutory auditor must possess | Even an employee preferably a

proper qualifications. chartered accountant may. be
appointed as investigator.

10. Rework Reaudit is not generally undertaken. | Reinvestigation may be undertaken.

11. Nature It involves test checking to collect | It involves detailed study and

evidence for forming a judgement. examination of facts and figures.

12. Evidence It is concemned with prima facie | It seeks conclusive evidence.

evidence,
13. Limitations Audit  surfers from inherent | It does not suffer from inherent
limitations. limitations due to the nature of
engagement.
14. Accounting It is to comply with accounting | It is analytical in nature. It requires
principles principles audit procedure and | thorough mind capable of observing,
disclosure requirements. collecting and evaluating facts.
,2’ 7. Distinguish between Auditing and Investigation. J

4. OBJECTS OF AUDITING

As it has been already pointed out that the main object of audit is to find out whether
the financial statements are properly drawn or not and whether they exhibit a true and fair
view of the state of affairs of the company. This is possible only when all the accounts are
properly verified. He has to detect errors and frauds while performing his duty. Objects of
audit are illustrated as given in the following chart :

P, .
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| Objects of Auditing |
|
: _ =
LanaryIObjects | | Secondary Objects| [ Specific Objects |

Reporting on True & Fair view of
the statement of accounts,

—
> 1
Detection and Prevention Dctection;:d Prevention
I of E]rrors of Frauds
]
|Error of Principle]

I I I ]
Errf)r qf Error of Error of Compensating
Duplication | |Commission| | Omission Error
]
[ Manipulation of Accounts |

ﬁ-Goods | Cash |
: F!\ Ex. : Window Dressing |

[ —1 1 Secret Reserve
Goods Goods Goods Cash Cash =
Receipt || in Transit || Despatch Receipt Payment
Fig. 1.1

4.1 Primary Objects (Basic Object)
Expression of Opinion

SA 200 states that, “Auditing is the independent examination of financial information
of any entity, whether profit oriented or not, and irrespective of its size or legal form when
such examination is conducted with a view to expressing an opinion thereon.” The object
is to enable the auditor to express an opinion on financial statements.

The main object of an audit is to ascertain that the Balance sheet and Profit and Loss
Account of an undertaking do show true and fair view of the financial position and
earnings. Auditor’s main duty is to report on accounts examined by him. He has to check
the books of accounts, documents, vouchers etc., to enable him to express his expert
opinion through his audit report as to whether or not he is satisfied with the adequacy and
reliability of such accounts,

The auditor has to report whether or not the accounts audited by him give a true and
fair view of the state of affairs of the business and also of the profit or loss of the busin_ess. .If
he is not satisfied with the accounts examined by him, he has to report the same in his
audit report. Audit cannot be said to be complete unless the auditor gives his report on the
accounts examined by him.

4.2 Secondary Objects (Incidental Object)
Detection and prevention of accounting errors and frauds

Another incidental object of an audit is detection of accounting €rrors. Auditor should
carefully check the transactions, so that if there are any accounting errors, they can be
detected. There are different types of errors which may be committed at various stages of
accounting. The types of errors and their detection is discussed later.
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m Error of Principle

| | | I
|_Error of Commission | [ Eror of Omission ] | Compensating Error | | Error of D“phcaﬁ‘)l'll

%

Complete Omission | Partial Omission |

Fig. 1.2

La. 8. What are the Objects of Auditing? %
4.2.1 Errors of Principle

These are the errors arising from not observing the accounting principles correctly,
€.g. wrong capitalisation of revenue itenis, such as purchase of Néw tyresfor car debited to
"Motor Car Account', ignoring outstanding assets and liabilities, valuation of ¢gets against
the principles of book keeping

This type of error may be committed intentionally or unintentionally. If they are
committed intentionally the object is to manipulate the accounts in order to show more
profit or less profit. Hence the auditor has to be very careful about this type of error.

Examples of such errors are :

Over-valuation or under valuation of stock.

Inadequate provision for depreciation.

Omission of provision for depreciation.

Treatment of capital expenditure as revenue expenditure or vice versa. |
Inadequate provision for bad and doubtful debts.

Wrong adjustment about prepaid and outstanding expenses etc.

This type of error does not disturb the trial balance, i.e. the trial balance will t_al}y even
after existence of such errors. The auditor has to be very careful while examining the
accounts so that such errors may be detected.

4.2.2 Clerical Errors '

These are human errors arising in the course of recording the transactions. These
types of errors can be further subdivided into four, viz. (1) error of duplication, (2) Errors
of omission, (3) Errors of commission and (4) compensating errors.
4.2.2:1 Error of Duplication _

In the type of error, the transaction is recorded twice. It is duplicated. The transaction
may be recorded double or the posting may be done twice. For example purchase of
goods ¥ 50,000 recorded twice or posting to supplier's A/c may be done twice.
4.2.2:2 Errors of Omission ;

This is an error of omission of recording a transaction in the books of accounts. An
omission may either be complete or partial. There is said to be a complete omission wl?en
the transaction is not recorded at all in the books of accounts, e.g. A purchase transaction
not recorded at all, _ ' .

Complete omission does not affect the agreement of a trial balance and only with
proper care and caution, can such errors be detected by the auditor. When the
transactions are partly omitted, i.e. one aspect is recorded and the other\ omitted, itisa
partial omission which affects the trial balance. Such errors are comparatively easier t0
detect.

SRR RN
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This type of error may be intentional or unintentional. Whatever may be the nature, it
does affect profit/loss and assets and liabilities. Thus the state of affairs of the company 1s
not disclosed correctly due to this type of etror.

Such errors can be detected only through Bank Reconciliation, confirmation of Bank
Accounts, Vouching, ~Scrutiny of Creditors/debtors Accounts, confirmation  of

creditors/debtors balances €tc.
4.2.3 Errors of Commission

This is an etror of recording a transaction wrongly i
posting, casting, Carry forward or taking out balances etc.

Posting errors may be of a wrong account, wrong amount Or Wwrong side.
e.g. amount received from X credited to Y's account, Purchase of 360 from A posted in
his account as ¥ 630 or sales returns from M posted as the debit of his account etc. The first
type of error will not affect the trial balance, however, the other two will affect the
agreement of trial balance.

Casting errors are the errors committed while taking the totals. Such errors affect the
trial balance. Errors in carrying forward and errors in taking out the balances also affect
the trial balance. While totaling sales Journal one invoice of ¥ 10,000 taken as ¥ 1,00,000
Error of duplication is another type of error of commission which means recording the
same transaction twice in the original books of entry and also posting it to the ledgers.
Such errors do not affect the agreement of a trial balance.

However, the trial balance cannot be corrected unl
Examples of this type of errors are as follows :

1. Entering wrong amount in the books of accounts.

2. Entering the transaction in the wrong book such as, recording purchases in Return

Book, sales in purchase Book, sales l}_eturn in Purchase Return Book etc.

Introduction to Auditing

n the books. These are €rrors in

ess the errors are rectified.

4.2.4 Compensating Errors
Whenever one error exists and another error takes place as a result of which the

effect of the previous error is counter balanced, ie. set off, there is said to be a
compensating €rror. €.g. If the sales account total is undercast by ¥ 1,000 and the
purchases account total is also undercast by the same amount, there is a compensating
error. Purchase from a creditor Mr. X 7 25,000 posted to X A/c ¥ 5,000 and another
purchase of Z 5,000 is posted to X A/c as X 25,000. It is a compensating error. The existence
of compensating errors does not disturb the trial balance and hence the auditor should use
all his skill to detect such errors.

R. K. Mautz has classified the errors as follows :

1. Self revealing errors '
Non self revealing errors
Uninténtional errors
Intentional errors
Unconcealed errors
Concealed errors

Procedural errors

Nownhs W
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E). 9, What are the different types of errors?

Distinction between Error and Fraud

Point of distinction d Error Fraud

1. Meaning It is an unintentional mistake in | It is an intentional mistake in presentation
presentation ~ of financial of financial information '
information :
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It is unintentional. An error is

It is committed with an intention to dm ,

2. Intention i :
some personal gain. It is deliberate.

committed though ignorance ol
3. Effect on audit | The auditor should adjust | The auditor should consider its effect on
work financial statements for errors | financial statements and decide whether
detected to withdraw from engagement.
T
4. Detection There is a more possibility of | Thereisa less possibility of detection as it
detection is deliberately concealed. It can be

detected by diligence and due care by the
auditor.

5.  Example Error of Principle, Error of | Defalcation of goods and cash

omission, Error of commission,
error of duplication.

]&0. Distinguish between Errors and Fraud. ’ 3
4.3 Specific Object ‘

Audit does not imply financial audit alone. It may include such areas like review of
operations, performance, cost record, and so on. Accordingly, there will be specific
objective in respect of each type of such specific audit. For example, in cost audit an
attempt is made to control cost. In operational audit, an attempt is made to evaluate the
existing operations of the organisation.

5. DETECTION AND PREVENTION OF FRAUD
5.1 Fraud

Fraud means the willful misrepresentation made with an intention of deceiving others,
It is a deliberate mistake committed in the accounts with a view to get personal gain.
Management charged with governance, employees or third parties may get involved in
committing frauds to obtain an illegal advantage or personal gain. Fraud may be either
misappropriation of assets that may be called employee fraud or manipulation of accounts
that is referred to as management fraud.

5.2 Types of frauds
Frauds may be of the following types :

Types of Fraud

A. Manipulation and B. Misappropriation
falsification

of records r l

C. Teeming and Lading

—?nﬁssiog of I Cash I Goods

ransactions

& ; Cash Received Goods Received
Transactions Dummy Payments Goods despatched

— Manipulationof Cash Balance Stock in hand

Accounting Policies
Fig.1.3

A. Manipulation, falsification of records

Records may be manipulated or falsified in the following manner

a) Omission of transactions

The accountant may omit some transactions and commit frauds. For example, sale of
goods to Mr X X 25,000 is not recorded in the books of accounts,
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b) Recording Dummy Transactions ,
Records may be manipulated by recording Dummy transactions. For example |
consignment sale may be recorded as actual sales and recorded in the sales Journal.
¢) Manipulation of Accounting Policies
The accounting policies may be manipulated. For example income due but not
received may be shown as advance recorded intentionally. In this case error of principle is
intentionally committed.
B. Misappropriation
1. Misappropriation of Cash received
Cash received may be misappropriated in the following manner :
a) Not recording Cash received
Such type of fraud may be committed in case of cash sales, sale of scrap, sale of
assets etc. Cash received on these accounts may not be recorded in the books of
accounts and such cash received but not recorded may be pocketed.

b) Recording dummy payments or fake expenses :
In this case expenses though not actually incurred may be recorded and the cash
may be pocketed. For example dummy workers may be shown on the muster and
their wages and salaries may be shown and pocketed

¢) Cash Balance
The cash balance may be stolen or embezzled out of the cash lying in the cash
box.

1. Misappropriation of Goods

Goods may be misappropriated in the following manner :

a) Goods Received |
The goods received may not be recorded in the books of accounts and such goods
may be misappropriated. The fraud takes place.because of weak control over

purchases and stock.

b) Goods Despatched
Goods may be misappropriated out of the goods despatched and such goods may

be misappropriated

¢) Stock in hand
Goods may be stolen from actual stock lying in the stores.

C. Teeming and Lading

This technique is used to use business cash for personal use for some time. For
example Cash received from Mr X is not recorded in the books. It is not credited to Mr X
Alc. when cash is received from Mr Y it is not credited to Mr y's A/c but credited to Mr. X
Alc. when cash is received from Mr Z it is not credited to Mr Z's A/c but it is credited to
Mr Y's A/c. Due to such mechanism, the accountant can use cash for personal purpose for
some time till the fraud is detected. This is also called as delayed accounting of cash
received intentionally. For detection of such fraud the auditor has to find out internal
check system about cash receipt. If internal check is weak the fraud can be easily
committed. The auditor should check the Bank Reconciliation statement properly to detect
this fraud. The auditor should see that the days cash receipts and cheques are deposited
into Bank on the same day or the next day. The internal check system should be designed

in such a manner that the cashier has no access (o the ledger.
IQ. 11. What are the types of frauds? J
5.3 Fraud through manipulation of accounts, i.e. Window Dressing

It implies presentation of accounts more favourably than what they actually are.
Window dressing means 'showing wrong picture. The fraud through manipulation of
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accounts is also known as window dressing because accounts are manipulated to show ,
Wrong picture of the profit or loss of the business and its financial state of afairs. Generally

this type of a fraud is committed by the people at the top management level. It dOs noy
involve any misappropriation of cash or goods but it is either overstatement of profit o
under-statement of the same. Such fraud is committed with certain objective, and js

relatively difficult to detect.
LQ. 12. What do you mean by Window Dressing? ‘]
Objects of Window Dressing _

Window dressing is done with a view to achieve the following objectives :

1. To show more profit to facilitate payment of more remuneration to manageria|

personnel.
To attract more loans, credit etc. from banks and financial institutions.

To attract more response from public for issue of shares,
To attract favourable terms from creditors, lenders and financial institutions.
To have overvaluation of goodwill at the time of admission of a new partner.
To avoid incidence of tax.
To declare dividend when there are insufficient profits.
. To attract potential investors for subscribing to public issue.
[Q. 13. What are the objects of Window Dressing? ‘I
Arguments against window dressing
1. No true and fair view
Financial Statements do not disclose true and fair view of the state of affairs of a
company due to window dressing.
2. Loss to shareholders
Shareholders do not get a correct picture about the value of investments. Dividend
may be paid out of capital.
3. Paper prosperity
Window dressing shows paper prosperity. Inefficiency of the management is hidden
by window dressing.
4. Withdrawal of profits
The management may withdraw the profits from business for personal use.
5. Against the law
Window dressing is against the provisions of schedule VI of the Companies Act; 1956.
This, may attract legal action against the officers who are responsible.

© N s W
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Introduction to Auditing
Auditor's duties as regards window dressing :

Auditors
Duties
regarding
window

Dressing

1. Audit Report
It is the duty of the auditor U/s 143 (2) of the Companies Act 2013 to report whether

there is any window dressing, It is the duty of the auditor to prevent window dressing.

- 2. Income
The auditor should verify whether income has been properly recorded and reported.

3. Verification of assets and liabilities :
The auditor should verify the valuation of assets and liabilities disclosed in the Balance
Sheet, He should ensure that actual liability is not shown as a contingent liability.
4. Adequacy of Provisions
The auditor should see that adequate provision is made for any liability.
5. Valuation of Closing Stock
The auditor should see that there is no change in the basis of valuation of closing
stock. If there is any change, its effect on profit should be disclosed separately. The auditor
should ensure that stocks are valued only as per approved methods of valuation as per

Accounting Standard.

6. Method of accounting
The auditor should see that there is no change in the method of accounting.

Information about any change should be disclosed.
7. Suppression of liabilities
The auditor should see that no liabilities are suppressed from the books of accounts.

. 8. Report to central Government
Vide section 143 (12) of the companies Act, 2013, the auditor has to report 10 the
Central Govt. if he has reason to believe that a fraud has been committed against the

company by any officer or employee of the company.
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1 2015 has provided that thresholds will be prescribe
Government or the Audit Committee or the Boar
falling below prescribed thresh holds will be reporté
Il need to be disclosed in the Annual RepOTt ©
the Central Government.”

4

“The companies Amendment Ac
for reporting of frauds to the Central
directors. All such instances of frauds
to the Board or the Audit Committee and wi
the company, instead of mandatory reporting to
5.4 Fraud through Creation of Secret Reserve

A Secret reserve is defined as the amount by which the net worth has been
deliberately understated. - Eric Kohler

It is also known as hidden reserve. It does not appear on the face of the balance sheet-
Conditions of creation of secret reserve exists where the assets are not recorded Of
undervalued or liabilities are understated, where proﬁts' are understated or losses are
overstated. Through creation of secret reserves company’s position appears to be WOrse
than what it is actually. It is opposite of window dressing.

Secret Reserves are created by following ways :

1. Undervaluation of stock
Inflating Purchases
Suppressing sales
Charging excess depreciation
Overstating outstanding expenses or charging personal expenses to business or
including dummy expenses as business expenses.

Objectives behind Creation of Secret reserve
1. To use for personal purpose

Secret Reserves are created by management with an intention to use the funds for
their personal use.

2. To misguide competitors

Any company may be interested in hiding its actual earning to misguide its
competitors.

3, To hide abnormal profits

Companies may sometime earn high (abnormal) profits. Companies may intend not to
disclose it because it is possible that such profit may not be earned in future. Thus, such
profits are transferred to Secret Reserve to set off losses.

Objections against Secret Reserve
1. No true and fair view of financial statements
Creation of Secret reserves does not allow statement of profit and loss to state true
profit nor it allows Balance Sheet to represent actual position. Thus, true and fair
view is not revealed in front of shareholders.
2. Shareholders are at a loss because they do not receive their returns on
investment i.e. dividend in time.
3. Management may take undue advantage of secret reserve by taking away
excess funds.

4. By Creating Secret reserve management hides its inefficiency. It can use past
secret reserves to cover losses of current year

5. No insurance claim

In case of loss of hidden assets, the com ' ;
from the insurance company. pany would not get full compensation

6. Against Law
Creation of secret reserve is against the isi :
provisions of the Co i
mpanies Act; 2013.
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