Fraud and Error 
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 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 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.
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 for;
(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 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 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 resulting from fraud or error. The degree of 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 (see paragraphs 7-9) 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 the procedures undertaken in the circumstances and the suitability of the auditor's report based on the results of these procedures.
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 a debt by a customer is not conclusive evidence that the debt is good and recoverable. Therefore, it should be 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 resulting from error, because fraud usually involves acts designed to conceal it, such as collusion, forgery, deliberate failure to record 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 or 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 the reporting period and modify his audit procedures, if necessary. For example, 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 verifications 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;
(d) problems in obtaining sufficient appropriate audit evidence.
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.
Other Reporting Responsibilities
17. The auditor should communicate his findings to 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.
Effective Date
21. This Statement on Standard Auditing Practices becomes operative for all audits relating to accounting periods beginning on or after July 1, 1987.
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 understaffing of the accounting department.
(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 other reason.
(5) The entity has a significant investment in an industry or product line 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
(1) Unusual transactions, especially near the year-end, that have a significant effect on earnings.
(2) Transactions with related parties.
(3) Payments for services (for example, to lawyers, consultants or agents) that appear excessive in relation to the services provided.
D. Problems in obtaining sufficient appropriate audit evidence
(1) Inadequate records, for example, incomplete files, excessive adjustments to books and accounts, transactions not recorded in accordance with normal procedures and out of balance control accounts.
(2) Inadequate documentation of transactions, such as lack of proper authorisation, supporting documents not available and alteration to documents (any of these documentation problems assume greater significance when they relate to large or unusual transactions).
(3) An excessive number of differences between accounting records and third party confirmations, conflicting audit evidence and unexplainable changes in operating ratios.
(4) Evasive or unreasonable responses by management to audit inquiries.
Some factors unique to an EDP environment which relate to the conditions and events in A through D above include:
* Inability to extract information from computer files due to lack of, or non-current, documentation of record contents or programs.
* Large numbers of program changes that are not documented, approved and tested.
* Inadequate overall balancing of computer transactions and data bases to the financial accounts.
______________________________ 
* Issued in June, 1987. 
