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Chapter 1

Introduction to Auda{mg

i G nnr RAL PURPOSE FINANCIAL STATEMENTS

. . an

staternonty

MR, ECh,

- (¢) Cash flow & funds flow Statement: Which shows movement of cash/ funds dua*ing N

H PR & o g e U
((1) Notec to accounts: i.e. Disclosures or explanatory notes. O *\J rep rect

f“mancial

- Financial Statements include the following:

(a) Profit & Loss Account: Which indicates profit carned or loss incurred :hiing a
particular financial year. T# v» vrade Lweh o e d nl Hoo
3 A

(b) Balance Sheet: Which shows position of assets &liabilities at a particular date. j\ i pndr 5t

(\. eyt t
o -1 \.‘ AL
particular financial year (However these are not prepared by all entities). i\l

0wner Ls»  For evalmtmg perf()rmance of busmcss

1A= For evaluating pro/‘tabzllty of business.

Management = For evaluatmg their own performancc

= For making decisions, !, _\;\wh Cot

= For judging tax liabilities.. *

»  For estmmtmg e\pectedfuture outcomes.
Lenders & = For Judomg credzt worthiness of the entity.

creditors . ForJudgmg recovembtlzty ofthelr dues.

Customers . For determmmg geneml conszstenc) ofthc busmess.

Government i . For calculatlon of dlrect tax.

= For levying excise duty, VAT, etc.

Employees = For determmmg reasonableness of wages & salaries etc.

*  For creating demand for bonus.

Research =  Forevaluating frends.

analysts efc. = Forjudging investment opportunities in the entity.
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12 AUDITING
per L
AAS .

Audit is an independent examination,
Of financial information,
Of any entity whether profit making or not, irrespective of its size & legal structure,

When such an exammdtlon is conducted Mth a view to e\(prr’ss an opmwn 1hereon

1



2 Avditing and Assurance Chap. 1
Feaiures/ S_l"arcv;zafic & = Audit has to be conducted in a pf'opcr way: K i’)/"vt;;\'%’ ‘v ’\\5“4‘ Y“r“.i’
Characteristics independent " Auditor should be completely objective (unbiased) in his approach
of Audit *  He should not be influenced by the client.
- Financial = Auditor’s opinion is on financial statements ihc!uding Profit and loss
statements account. Balance sheet & Notes te accounts.

* The Preparation of financial statements is the responsibility of
management of entity.

HI:“'n‘t'ity = His client can be an& 'entily whatever is thé'l»égal form ie.. it‘lmﬁ\ be
‘proprietorship, partnership. trust or company etc.
: *  The entity may be profit oriented or a charitable one.
: Opiﬁi(m ) »  His bpihion s on ‘tru;'&'fair i'iept’;ioifﬁvnm']c‘i“élﬁét’éienﬂéhts.
: »  For this, it is necessary that

(i) Financial statement have been prepared using acceptable policies
which are consistently applied,

(i) Financial statements have been prepared as per relevani
regulations, &

» _ (i11) There is appropriate disclosure of all material items.
By Whom  In India, audit is to be conducted by a professional having good accounting & auditing
background A chartered dcuountant hdvmg cemhcate of practlce is ehglble to conduct audl

1.3 INDEPENDENT AUDIT

Méaning i of () Indépéﬁdéilrciéﬂﬁi.ééﬁé that Vthejﬁdgeméﬁrtm(r)fa 'peréon is not subordinate to wishes of another
Independence =~ Person.
- (b) It requires that he should not act under any influence.

“ (c) Thus, he can work in a complete unbiased manner.

Auditor’s  (a) The need for auditor independence is provided in AAS.
Independence ;f(b) THE COMPANIES ACT, 1956 also contains specific provision to ensure auditor’ s
? independence.

(¢) Moreover, as per THE CHARTERED ACCOUNTANTS ACT, 1949 as amended by THE
CHARTERED ACCOUNTANTS (AMENDMENT) ACT, 2006, mdependence of auditor
1s required.

Wi,y ~ (a) If auditor maintains high degree of independence, credibility of financial statements is

independence enhanced.
(b) lndepundcnt audlt report mll be accepted & rcspu:ted by all stakeholders.

Advantages Of For management () They can casily judge reasons for losses along with the reasons & try

independent fV' to control it.
audit : (b) They can ensure general reliability of accounting systcm
For 'Emplovy'eiers ‘ (a) 1t dlsuuumgw them from uommittmg frauds as lt acts as a moral check
:\) Cohl 1\»\",‘/\ on them. ,,
5 . o (b) They can judge icasonableness of payments w.r.t salary, bonus etc.
e ,;‘ [N VA ;A.V.A,., Tv - A,\...v, ,,, e i i o— et mes et oo eee < en o e
Coee ey N

o £ et be A Pe e, oo rans pue \3\‘\5’( Py on E |
v



inroduction to Auditis 3
For lenders »  Baunkers can place reliance on audited financial statements while
: HiaR i dectston about Cr2iit worthiness ol foan applicants.
= [Even after providing loan, the audited statements of borrower help the
tender to judge recoverabitity of their funds.
- ! For Computing *  Audited statements enhances the reliability of computation of income
! T Tax carned by entity, thus helps in determining income tax.

- -

Auditor also checks computation of excise duty & sales tax etc.
For Owners ~ = Theyv get real picture of profits & losses earned.
»  From such statements. they come to know about their share in profit
(as in partnership firms) and can expect dividend.
For arbitration In case of dispute, audited statements help in setthing claims.
For insurer In case of loss or damage to property by fire, theft etc, it helps the insurer to
scttk the ddnn

For prospective On basis of pan years audited financial statements, th(.\ can devise
investor - expected profit trends for deciding whether to mmvest in the entity or not.

1 4 BA~ ‘!( ASPECTS TO BE COVERED BY THE AUDITOR / AUDITORS FUNCTIONS

fay P 5:;,@;;\ , L of Accountmg system & Internal Control syslem to ensure about their appropnalcness. VAN

([, heenbes . Checking books of accounts to ensure their arithmetical accuracy. Vey;&‘fws ST v
H . o

1(" : e l Examining documentary evidence to support the books of accounts.

(d; »uil v ciusion ’Checkmg whether all entries in tht‘?‘ books of Accountmg have been tqken whlle Lo
prepqrmghnanc;al%tatements COAN et jgte ) Aee e et

(g) P OPerEess E xamining whether information contained in financial statements is proper and it doe
- not contain any erroneous or fraudulent entry.

(h ‘;3>;g'~11‘tir()li of Checking their Lompktenesc existence, valuation & disclosure in financial statements

N S o \ } Y Pl
A Emh;]n]es : \JV x\ \ \ L U AN »\ n{ N \x

_ S
~,
__N
~
—
_ ]
—y ‘
R .Umry " ‘In case of audit of banks, General Insurance Compames etc., ensure compliance of
‘ nk;ipdance . financial statements with relevant statute.
(h) iisclosure MF\ammmg whether the infbwnnationmgn financial statements is disclosed ”pfohpcrb'.'y' asper
_ accounting principles. AL
(i) oot by & Chééking whether Vﬁn'a'nc.inl statements aca whole 7rér;')7résern{nné & fair view of Droﬁt
- /loss and of Assets & liabilities in the required from.

-

T

i i‘i il(“;ﬁ

1.5 QUALH IES OF AUDITOR

(a3 ln{cgrlty " Auditor should be honest, sincere & snalghtforwqrd while performmg, his profesmonai
duties.

x_, _ He must adopt unbiased & 1mpersonal approach.

e F epe ndence ' "He should not subordinate hlsJudgemem to the will of others (chent or other person)
\ ~.et 54 Tirveer ) 4 = He should be free of any interest apparently as well as in reality.
' '« He should audit the financial statements prepared by the management in unbiased

‘Q\(‘\ \(zgt YY\"Y\Y\‘. { Way,



4 Awdditing and Assurance Chap. 1
(1 Wnowledoe " He should have pener al l«nmuhrhvr o mient e ho i
S ‘ *  Awareness aboul laws Dhke Taxation laws & Contract Act, Partpership Act,
e . . oy Companies Act cte, is also required.
', STt st

() Communication
skills

(n Tact] L onte

Yoo Y

(”) !u(\lﬂement

{(h) !quicnl skills

achmml sl\llls

N

A ;} { f\%«‘ B ;kb

(! Cenfidentiality
Ly -

(k) Caution

te must continuonsly update his knowledge to conduct audit etiectively.
During conduct of audit. he has to interact with various officers & staff of orpanisation &
third parties, thus he requires goeds oral & written communication abilities.

Hc must be able to deal with different f)érson i different situation. He has to direct &
supervise his own staff as well, thus he should be tactful.
He should be "va;)Aab.Ic to tarkinré firm judgemcm as to which items are to be checked &
. what should be the sample size.
" He must be able to analvse & interpret problems so that he can accordingly deal with the
same.

He must have good hand on accounting & auditing etc. Morcover, he should be aware 1
latest dev e.oment in audmng standards so that he can pertorm qudut in effective manner.

_ He should not disclose, confidential information acqmred dumw conduct of his
protessional duties, to any third party except when
= Permitted by client or
: -

chmred by ]dV\
Whatevu he does he must do W|th propcr sklll & care.

1.6 RELATIONSHIP OF AUDITING WITH OTHER DISCIPLINES
Accbuntmg (a) ‘Auditor pro{;ldes opinion on hnancml statements i
Ly 4,'",‘, re Vi \ Uy ol “(b) For this, he has to review & ev aluat¢ the financial statements.
J (c) Thus he should have thorough & sound knowledge about Accounting principles & form and
‘ contents of financial statements.
(dy It reqmres completc e\pcmsu of dccountmg concepts.
. Mathematics ,(,a) Auditor deals with financial flgures & amounts that dppear in financial statements.
Ul ST VJ 1 (b) It requires knowledge of calculation procedure involved in computing various items for e.g.,
SN N deprecation, provision for tax etc.
' B \\' o .’j(c) He has to make comparisons & perform ratio analysis. Thus, a good hand on maths is
. 1equ1red
S‘ﬁ"tistics 7 (a) Q'}mphng is an 1mp0rtant audltmg tcchmque
}mlS ';” R‘\g’\ - (b) For drawing random sample, he requires knowledge of probability thcor\’ & various
Ay - statistical concepts.
Ec(m omics (a) Before conductmg audit, auditor needs to obtain knowledge regarding business & econcmic
environment affecting the client.
_(b) Moreover, accounting records the data regarding economic activities (e.g., purchases, sales,
; income, payments etc).
- (¢) Thus economic > concepts are requured to pcrfonn audmng ina mean.ngml way.
Law H%m(’a') " Auditor has to check transactions w r .t conformity with law.
b (/co At - (b) For example, in audit of partnership firm, he has to check if interest on capital has been
' : provided in accounts even in absence of such a provision in partnership deed. If it is so, he
L f:i il has to mention this in audit report (as it is in contravention of The Partnership Act).
- \ e MFQQL\, " Thus, he shs)yld have sqund knowinidﬁ%t? of laws affeutmg the client.

-maamnnmmmd«'h(’l"l“l‘l‘ll’l"l‘ﬂ'.'l“l'I"l"'l‘lll.“ﬂ
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inroduction to Auditing R
Compee (a) Now a days, most of the client maintain their accounts in computer information system.
i
TR ') Thus working knowledge on computer is required tfor auditors to conduct audit n an

effective way. .

o
e

(1) In tinancial statement of client. results of various operations / functions are shown.

(h) For example finance. purchase. sale, personnel (payroll) ete.

(¢) Untl auditor has knowlicdge about basic business operations, he cannot judge their financial
results in effective way.
RBehavioural (@) Auditor has to deal with many personnel.

s,cr;lrcnce ~(b) Hehasto obtain explanation from client’s staft & management.

(¢) Moreover, he hasto direct & supervise his own audit staff.

Iy yyryvraad

{
¢(d) Thus, he should have tact of getting dlong with pcople

Financial p\?‘(a) He should have knowledge of financial tcchmques |1}\e rallo o analysis. funds flows analysis

mana e ment & working capital management ete ( 5 [
(by This will help him to understand & evaluate thc hndnudl statumnt in a better way.
Logic - (a) Auditing isa S);stematic & loglml process
“(¢) Thus, audrtor s procedurcs must be logrcal according to glven situation.
f;lilgé% e (a) Auditor is requrred to communicate orally has well as in writing (preparing audit *cpc»ri
’ ete.).

(b) Thus, he should have good command over language, which is in general use.

T MMERENCE BETWEEN AUDITING AND ACCOUNTING

Basis ; Accounung ; Audmng
Meaning - Acwuntrnw s the art of Recording It is lndependent Examination of financial
- Classifying & Summarizing financial . *information of an entity to express an opinion
Information ' thereon
gt ok ' It records financial aspects of entity Tt reviews ‘the accountmg svslem
B:,, whom Any bérson having good knowledge 0 atutory audit can only ‘be conducted by a chartered
« ; H - -t
accountmg v oy o ’ﬂmj A accountant. «
Principles .~ As per accounting standards A‘ As per auditing standards ARS.

To maintain dccounts&preparc ﬁnancral “To “conduct Taudit in an effective way is the
statements is the responsibility of . responsrbrhty of auditor

i managen

Priaary
responsibility

EXpertisé Accountnu, expemse o Accountmg & audmng Expemse (both)

Time df "'Accounts are prepared by the Audltmg is exammatlon of ﬂnancnal mfrormahorr
occurrence management prior to get them audited. thus can’t be conducted prior to accountmg

o W51 - BASIC PRINCIPLES GOVERNING AN AUDIT Disco PAWR |

T(a)y ~Auditor should be strarghtforward Thonest and sincere in his professronal work

1. lntegrity;
el %

()bjectivity and ¢ “(b) He should be fair and must not be biased.
mdependence (c) He Shou.d mau.tam 1mpartrahty He 5h0u‘d bP frcc of any mterest

= D O £ k] - Q

r:cumurahrm \L w \)%0 ‘\QMB
Tty gy
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o Auditing and Assurance Chap. 1
0 ()nﬁdar’tl {ay He should maintain L‘.m\ﬁdcmialir}' of mformation acquired during his work
T {by He should not disclose any such information to a third party without specific
permlsuon of client or legal or professional duty to dnxcloqc
3. Skilland (a) He should perlorm work with due professional care,
competence - (b) Audit should be performed by persons having adequate trainimg. expenence and
competence.
4. Work (a) The auditor can delegate work to assistants or use work performed iw other auditors
performed by , and experts.
others - (b) But he will continue to be responsible tor as opinion on financial information
" (¢) The Auditor is entitled to rely on work performed by others, provided
e He exercises adequate skills and care and
* There is nothing to doubt.
~ \ D()cument‘ltion (a) He should document matters relating to the audit (mdmtam working papers).
LA \\a> ar o ot " (b) Working papers are maintained to demonstrate that the audit was carried out in
ORI SRR —n:u I (\ ' accordance with the basic prmcrples
s : -
6. Y'pi (a) He should phn his work to conduct audit in cffective and timely manner.
. i
vy oA i AR ‘\ff (b) Plans should be based on knowledge of the clients business.
N “(";\ NN \w“"'\\ ‘?‘f.‘“.: () Plans should be further developed and revised during audit if circumstances require
N
7 Aud,t Evndence ('1) Auditor should obtain sufficient and dppropnate audit evidence bv performm;,
N % compliance and substantive procedures.
\ Vo -»A'):u“: : .
CC LAY ,at TR ¢ (b) Evidences enable the auditor to draw reasonable conclusion.
T R T - (¢) Compliance procedures mean the tests designed to obtain reasonable assurance that

\ /3 R NS
e N

8. Accounting
system and -
internal control

S“‘ AR RNTANN Y NN (\ sre yloy
J
9. Audit
conclusions and
reporting

Ly syt on RRUY Ly Neteh

I ‘{"'\\“ D& * iy e

3 AN ,\ QJJ‘
\)) {3\0) \]‘Q\l( ‘i\’:\"" ‘!»\wd
yoy el o (ACITUTE
‘,‘A ‘w\i R L i»&wd S
Q_;_,lg

internal controls have been properly designed & operating effectively throughout
the year.

(d) Substantive- Procedures are performed to obtain evidence as to the completeness,

~accuracy and valldxty of data r)roduced by the acgoummg system.

- (a) Internal control system ensures that the accountmg system is adcquatc and that all

the accounting information has been duly recorded.

(b) The auditor should understand the accounting system and related internal controls
adopted by the management.

tlmmg and extent of other audlt procedures

N T ‘l fo %(c) He should study and evaluate internal controls system to determine the nature,

(a) The auditor should review ‘and assess the canclusions drawn from the audit
evidences obtained through performance of procedures.

E (b) The audit report should contain clear written expression of opinion on the financial
statements.

(c) His report is on whether:

s  The financial information has been prepared using acceptable accounting
policies which have been consistently applied;

{

s  The financial information complies with relevant regulation and statutory
requirements; and

= There is adequate disclosure of all material matters.

(d) The report shouid be as per legal requirement. When other than clean opinion is
gwen the audlt report should state the reasons thereof

o aa a B 2 6 5 =2 H 2 4

F U B B B O R Y Y Y BN Y Y Y BGDGVY'YS WS



Introduction to Auditing

19 mﬂhLll\ ES OF AUDIT

S is per AAS -1
A Vrpcr AAS-2
Reporti n e on
what?

True & fair-
Meaning

Secondary  Detection of
T misstatement

As per AAS-4

As per case of

Audit is conducted to express an optmon on financial statements. This
: prunar) ob)utnc 1S Repomnu

The ObJL(,U\’ e of audit of financial statements is to enable the auditor to express
- an opmmn on such hmncnal statements.

. It can be examined by considering whether:

(a)

(b
©

o

(b
©
(b

©

)

©
0

“Kingston cotton

zlls c ()mpanv

O

Financial statement have been prepared using consistent & acceptable
accounting policies &

Financial statements comply with relevant rules & regulations &
Financial statements contam disclosure ot all material matters.

Auditor is u(pected to prov ide opinion on true & fair view of financial
statement as above.

He cannot frame such opinion if he is not able to contirm / dispel the
possibility of existence of fraud & error in financial statements.

Thus incidental/ secondary objective is detection of misstatement in

financial statements.

Primary responsibility of prevention, detection & correction of fraud and
error is that of management.

However, if there are doubtful situation that some material misstatement
may exist, auditor should extent his procedure to confirm / dispet the
doubt.

Audit may not reveal all the misstatement (due to inherent limitations of
audit).
If auditor performs his work in accordance with hasic principies

governing an audit, he cannot be held liable for non-detection of
misstatement in financial statements of client.

However, if he notices material misstatement resulting from fraud, he
should communicate the same at appropriate level of management.

If misstatements are found he should ensure their appropriate disclosure
Unless doubttul situations are there, auditor is totally Justmé&‘tn' 7relymg
upon the management / employees of the client.

He isa watchdog nota blood hound

1.10 AAS-2 - OBJECTIVE AND SCOPE OF THE 'AUDIT OF FINANCIAL STATEMENTS

{)bjectlve of an ' ] (1) “The objectwc is to enable the auditor to cxpress an opmlon on financial ‘statements
‘ prepared by management of entity.

Aundit :
- (b)

©

For this, it is essential that financial statements are prepared as per the recognized

accounting policies and practice and relevant statutory requirement and they should
disclose all material matters.

However, his opinion does not constitute an assurance as 10 future viability of the
enterprise or the efficiency or effectiveness with which its management has
conducted the a,f'nrs ofthe cnterprlse

o~
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Auditing and Assurance {hap.

Respousibility for
the hinancial
statements

{2)  The management s uspwmbk for maintaining an upto date and proper coceunting

Y stctii aina “.mn) Lo e v Hitiaiiend stateiieins.

(by The auditor is responsible for forming and expressing an opunion on the tinancial

statements.

“(cy The audit of the

Scope of an audit

,:of audit-What are
these?

\);.}‘3\\&0)&6 -
oo \,g.)(\w \
RS
(gt U

¢

Limitation on
scope-effect.on
audit report
()rgamsmg an audit -

responsibility.

financial statement does not relieve the manapement ot its

¢ The auditor decides the scope of s audit having regard to:

= The requirement of the relevant legslation

=> The pronouncerients of the institute (ICAT)

= Terms of engagement

However, the terms of engagement can not supersede the pronouncement of the institute
or the provisions of relevant legislation.

lnhcwm limitations « 1. T(’*fdlc’ckm{, (a)

Lm\m\\ W DR ()

ISR
) .';‘“ \\ ? Ly
"oo \\,{_3;,,\,\\(»\‘,»(;{\};1 v o)

. Nature of , (a)

evidences

:\,»( W\{}( (b)

weo ©

. 3. Involvement :(a)
of judgement :

z , ()
- 4. Inherent - (a)
limitations of
internal (b)

controls :

Auditor uses sampling during performance of audit

Its not possible for him to conduct detailed checking due to
time constraints and other practical problems.

As he does not check each & every item, it’s impossible tor him
to detect all fraud & errors. _

The evidences obtained by the auditor are persuusivé rathes
than conclusive.

They can’t ensure the auditor in a certain way.

They can enable auditor to draw only reasonable conclusions
there from (not absolute conclusions). ;

Auditor exercises Judg,ement n evaluatmg> the reasonableness
of judgement & estimates made by the management in
preparing the financial statements.

The judgement by auditor may not always be correct.

Internal controls suffer from limitation such as collusion among
employees or wrong use of authority by management ete.

If internal controls are weak, auditor may not be in a position tu
obtain assurance.

~1f there are any constraints as regards the scope of audit, he should mention them in his

- audit report.

"Auditor should conduct audit in such a way that he would be able to obtain

sufficient and appropriate audit evidences.

Lo b

He should cover all-important aspects affecting financial statements of the client.
If there is indication of misstatement, he should extend his audit procedures.

1.1 T YPES OF ERRORQ

As per nature

(a) self revealmo " (a) These appear during preparation of accounts.

errors _(b) For example, if a cheque deposited is not shown. It becomes
f apparent during BRS. -
(b) ’/\’orn?se'l"f” M (5) They do not appear themselves durmé preparation  of
revealing 7 accounts.
errors _(b) These can be known only by detailed analysis.

c) Foreg: capital expenditure shown as revenue expendlture

s - B 4t |

N vy Y 9

b A -

P -
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Introduction to Auditin i

. (¢) Unintentional :
(B
- (c)

crror

' (d) Intentional

errors

- ( é) Unconcealed

(a)

(a)

(b)

! Same as unintentional error No efforts are made to Lide

‘These are not deliber rate mistakes
It may be due to ignorance foversight of facts,

For example. if Petty cashier forgets o record freight of Ry,
10/- in petty cash book.
Deliberate mistakes i.e. frauds.

Bad debts recovered not  recorded  in books,  thuy
misappropriating the money so received by employee of the
enmv

1€ error
Whereby the person Lommlttmg the ervor (fraud) is mal

The%e can be ‘ascertained only by detailed checkmﬂ
One sided error due 10 whwh trial balance does not la}lv
For example: goods sold to "A” entered in sales book but not

Two sided error such as compenmtmg error or comp!

For example:- No provmon for bad debts.
Recordmg an entrv n funddmentallv incorrect manner.

Which are nullified b) the i lmpqct of another error.

expenses amounting to Rs. 6000 wrongly
recorded at Rs. 8000 while another expense amounting to Rs.

But may affect profits if one error arises in revenue A/c &

Where transaction is not recorded in Accounts wholly or

For example, Sales of 1000 to A cither not recorded wholly or
shown in sales Accounts but not posted to A’s account.

Full omission does not affect trial balance but partial

Incorrect recording of a transaction.

™ Posting error: - wrong Account/Amount/ Side.
. Casting Error:- Wrong totalling/balancing.
. ® Duplication error: - entry recorded twice.

" Carry forward error:- Wrong amount/ side.

For example: - Sales amounting to Rs. 1000/~ recorded as
100/- or page total of wage sheets 500/- carried forward as

Errors - by person committing it.
(/) concealed ?"(d)
Error ways to hide it.
SR (b
(g) Error (a)
affecting trial - ( b)
: balance in A’s account.
(W) Errors  not (a)
' affecting trial omission of transaction.
, balance (b)
() Error  of (a)
principle (b)
i . {¢) No effect on trial balance.
L - (d) But they may affect profit.
(u) Cémpensatmg (a)
‘ Errors (b) For example.:
. \\ \ 2000 not recorded at all.
? (e )\H\\a\d C a‘}" - (¢) No effect on Trial Balance.
pAVL (d)
other in a balance sheet item.
(iii) Errorof (a)
"Omission - partly.
ped e et (®)
A alt (©)
: omission does.
- (d) May affect profit.
(zv) Frra oj(a)
: commission (b) Maybe of following types:
o N (}\\N‘_\ :
&’ ~—5\f
A
' ()
Rs. 5500/-.
(d)

May or may not affect triai balance. Same is the vase of

impact on profit.
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Auditing and Assurance

~ Chap. 1

Ty pe ol erroes

i

l

r
As per nature As per accounting
aspect
A v
Self-revealing Unintentional/ Unconceated/ Affecting T.B /not
/not self- intentional concealed affecting T.B.
revealing
v v v v
Error of Compensating Error of Error of
principle error omission commission

Conditions which increase the risk of misstatement in financial statement

1. Weakness in internal control system. [ ¢

2 Doubt about competence and integrity of management.

3. Unusual pressure within entity e.g., entify facing problems in getting finance.

4 Unusual transactions e.g., transaction with related parties.

5 Problems in obtaining sufficient & appropriate audit evidence. For example, management deliberately not co-

operating with the auditor.

1.12 AAS-4 - THE AUDITOR’S RESPONSIBILITY TO CONSIDER FRAUD AND
ERROR IN AN AUDIT OF FINANCIAL STATEMENTS

Fra lid

- Nature Intentional

By whom* - -Exnployees or o )

‘ . *»  Management, or
. = Those charged with governance, or
»  Thid parties

Example- = Falsification ofaccounts -
= Misappropriation of assets
= Suppression of transactions
=  Omission of effects of transactions
= Wrong accounting procedures

B L . = Misapplication Of?.FFQLIHting Policies - B
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Error Nature Unirtentional
By whom Same as *above
Example =«  Mathematical mistakes.
= Oversight of facts.
= Misapplication of Accounting Policies.
Responsibility On part of those = Prevention & detection of fraud & error is their responsibility.
. Charged with »  For this. management establishes suitable internal contol
. system.
- Governance and 7
Management
On part of = He must work in accordance with AAS.
Auditors = If there is indication of misstatement. he should extend his

procedures to confirm/ dispel the doubt.
o= He should maintain documentation.
But he can’t be held responsible for prevention of fraud & error.
;v - If auditor works in accordance with AAS, he can not be held
: responsible for non-detection of fraud or error.
fnhcrent hmitations = Test nature of Audit (Sampling).

of audit due to =  Professional judgment of Auditor.
which detection of

; % = Persuasive nature of Audit evidence rather than conclusive.
all roestatements 1s

. . =  Limitations of internal ol system. 7 - /
noi possible ntemal controt sy
s ussion and With members of audit  Probability of Fraud and Error in financial statements.
inqures | team ;
. . . T T
- With management - Regarding accounting and internal control system. ' "
 With those charged with  Regarding fraud by management. :
- governance ‘~ N :
Management (a) Management responsibility for accounting and 1.C. system to prevent and detect &
representation correct Fraud & Error.

letters that auditor (b) Aggregate uncorrected misstatements are immaterial for financial information
should obtain opinion of management.

(c) Ithas disclosed the auditor all facts regarding -
\\I\Q\/ = Known frauds &
= Suspected frauds.
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it andiic = has indication of misstatement (70, deebrful sitation)
He should carry out extended procedures i respect of same
I T The—
4//—/ o \\\\\\\
\ T
Doubt is dispelled Deoubt is confirmed Unable to conclude
| 1 1
0O.K. He should consider wiether its He shonld consider disciosure
Indicative of error or fraud it financial statement
> ~—_ T T~
e T e T
Error I'raud If met. dees it Blse
\’ \ L
He should 0O.K. Effoct on AR
Consider 1ts effects
. > S/
He should ask mgt. for suitable disclosure in
Financial Statements
> [f mgt. does it - O.K.
> Else —effect on A.R.
Documentation 1. Fraud risk factors. ’
- 2. His response to same.
Communication L. of fraud and error
: = At appropriate level.
= on Timely basis.
= If management is involved, consider communicating to those charged with
governance.
2. of weaknessin L.C. system

= T IC. fails to prevent/detect misstatement.

=  Then, communicate this fact to management.

Auditor unable to *

complete the
engagement "

He concludes that due to material misstatements, it is not possible for him to
continue performing audit.

Discuss all facts with management and those charged with governance.

Consider withdrawal from engagement.

Consider his responsibilities towards appointing authority. e

Consider his responsibilities towards regulatory authority.

If he resigns due to misstatements, he should estate the facts regarding these matters
to incoming auditor.

22 4222292129222 200 20822220222 848 8adanddaad
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i.:3  SJUMMARY OF DUTIES OF AUDITOR REGARDING FRAUD & ERROR AS
T A A8-4
i hould take into consideration the risk of material wisstatement,
& ok management as to any fraud or significant error.

3. If circumstances indicate the possible existence of fraud or error, the auditor should consider the effect of the

suspected fraud or error on the financial information.
4. tHe should perform appropriate additional procedures.
&

i'lic auditor should satisfy himself that the effect of fraud is properly reflected in the financial intormatien or
the error is corrected.

0. in case auditor is unable to obtain evidence to confirm or dispel a doubt regarding fraud, the auditor shewid
;e,n~1=.ie*%i' rotevant laws and regulations and may obtain legal advice.

J He heead also communicate this situation to the management.

8, Wherce a significant fraud has occurred, the auditor should consider the necessity for a disclosure of the fraud

in th financial statements and if adequate disclosure is not made, the necessity for a suitable disclosuie @ (S
i repui

[ *Hi "COUNTING CONCEPT-DISCLOSURE OF ACCOUNTING POLICIES

Vi eny - = It refersto specxﬁc accounting prmuples & methods ofapplymg those prmcxple

Accownidine policies = adopted by entity,
~* I preparation & presentation of financial statements.

W é»g‘jggﬁ.ré is (a) “There is no single list of Accounting pohcnes ‘that can be 1pphcablc in all situaticas
oot ~(b) Management chooses the appropriate accounting policy. Ao

(c) Foreg, depreciation can be charged as per written down value method or stra’ght—
line method. Same ways, different pohces may be adopted for following:-

Lo m\‘wtqu; = Valuation of inventory NJIRVRY FTQ Nodwohira
-t : » Treatment of expenditure during construction
Tl w‘\ \ \\ & : = Valuation of fixed assets

((,\;uﬂw % “’ ' Conversion of foreign currency items

.ok \ﬁ \f\ ) X
\( PRTLS 382 ’»X ‘\W tox =  Valuation of investments
. ’ =  Treatment of research & development expenditure
-yt
G S » Treatment of contingent liability
(d) The profit or loss can be significantly affected by adopting different accounting
policies.
_(e¢) Thus disclosure of accounting policies followed, becomes necessary so that readers
' of ﬂnan01al statement can proparlv understqnd the view presented
chmrementw  of ( ;1) CAlL ugmﬁcant accounting p011c1es ‘adopted in financial statements should be
Accounting disclosed; &
standard regarding i (b) Disclosure should, usually, be made at one place; &
¢ i
ETRPEUTRPIN of (c) Disclosure should from part of financial statement; &
ceouniine policies- {d) Any change in Accounting policies having material effect should be disclosed along
e E1 with amount by which financial statement is affected by such change ( if amount is
A‘a‘t‘"i ascertainable ) If amount is not ascertainable, the fact should be stated; &
/ ~(e) If any fundamental accounting assumption is not followed, the fact should be
" disclosed.
L>/ C(‘ "“\V\r‘\ (!y (o == “»7’ vy \) ',‘e."r ! ‘.'_ r i§ A V) t\‘ef \\‘J“!Jnr . 3\
B ',A\ T . ‘\ J \ \h AT W
y e ,.f'i‘\' O T S N A IR R VIR
L- R S ! 5o B R 3
el N T I RN 6
-7 t oy A A 8 A RN - | i
» -4 N 5 & -
L ) N k L1 N
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1.15  ACCOUNTING CONCEPT-FUNDAMENTAL ACCOUNTING ASSUMPTION

- _ e e -

Meaning s Certain fundamental accounting assumptions underlic the preparation & presentation
of financia! statements.

e Their use 1= assumed.

Three {a) Going Concern: The enterprise is viewed as going concern. that is, continuibng'bpcratiions
fundamental for the foreseeable future. It is assumed that the enterprisce has neither the intention nor the
: . necessity of close down.
accounting L ) o ) o ) )
assumpﬁmas (h) (“()nSlst(ﬁn‘g'};:”_ It is assumed that accounting policies are consistent from one period to
another perind.
(¢} Accrual: Revenues and costs are accrued, that is, recognized as they are earned or
Tncurred (and not as money is received or paid) and recorded in the {inancial statements of
, the period to which they relate.
Disclosure (a) If all three fundamental Accounting assumptions are being followed in prepdratlon &

reqf;%rcmeni as presentation of financial statements. specific disclosure i1s not needed.
per AS-1 (by However, if any fundamental accounting assumption is not followed the fact has to be
disclosed in the financial statements.
" (¢) Thus disclosure is needed only in case of non-compliance with the fundamental

accounting assumption.

OBJECTIVE TYPE QUESTIONS

Comment alongwith reasons whether following are True or False.

(1) Financial statements include P&L accounting and Balance Sheet but not notes to accounts.

FALSE ©  Financial statements mean whole set of accounts including P&L account, Balance sheet and

disclosure i.e., notes to accounts.

(2) Auditis independent examination of operations conducted by management.

FALSE ©  Audit is independent examination of financial statements of an entity to express opinion

thercon. It is thus examining financial information, not operations of entity.

£

(3) . Auditor’s opinion is on True & Fair view of financial statements.

TRUE ©  For reporting on true & fair view, it is seen whether acceptable policies are consistently applied,
regulations have been observed & appropriate disclosures have been made in financial

statemznts.

'

(4) Auditor needs to be independent. W

TRUE ©  Independence mcans that judgement of a person is not subordinate to wishes of any persen.

Independent audit enhances credibility of financial statements of client.

(5) Audited financial statements help the lenders.

TRUE ©  Lenders can rely on audited financial statements while making decision about credit worthiness

of loan applicant & later on, they can judge recoverability of their funds.

(6) Anuditor does not need communication skills, as he is concerned only with financial information.

FALSE =  During conduct of audit, he has to interact with various officers and staff of client & third

parties, which requires good written & oral communication skills.

lmnaqiniilmmmiliﬁtll’lIl'l‘l‘l‘lllllllll!lL‘
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Aunditer must maintain contidentiaiity subject to certain exceptions.

[ = He (Auditor) should not disclose any confidential information re lating to client. Hovewr he
can disclose it it is permitted by chient or required by law.

At does not need knowledge of accounting.

FALSE ©  Auditor expresses opinion on financial statements. 1f he does not have expert knowliedae on

accounting. he cannot check whether financial statements prepared by entity’s management are
true & fair or not.

¢ - - s .
Aunditor shhould have knowledge ()f CIS =3 Certvu TR RAa} ORMATION 6’5?2 M.

CRUE = Now a davs, most of thc client maintain their accounts in computer information systemn. Thus,

working knowledge on computer is required for auditors to conduct ¢ audit in an citective wa
it doesn’t require knowledge of business operations on part of auditor.

318K ©  In financial statements of client, result of various operations/ functions are shown Unless
auditor has knowledge about basic business operations, he can’t judge their financial »
eftfecive way.

itean

ocumentation is required to be l\ept by auditor.

TRUE ©  He should document matters relating to the audit (maintain working papers). Working pagees are

maintained to demonstrate that the audit was carried out accordance with the basic principies

A
#uditar is responsible for prevention & detection of misstatements. viat

‘AfSE = Primary responsibility of prevention, detection & corre%tlon of fraud and error is that of
management. Thus if auditor performs his work in accordance with basic principles govs
an audit, he cannot be held liable for non-detection of misstatement in financial statements.

Bng

¥invocial statements are responsibility of management.

TRUE ©  The management is responsible for maintaining an upto date and proper accounting of varicus
transactions entered into during the course of the ycar.

Srenpling is a major inherent limitation of audit. !

TRUE  ©  Auditor uses sampling during performance of audit. It is not possible for him to conduct
detailed checking due to time constraints and other practical problems. As he doesn’t check
each & every item. it is impossible for him to detect all fraud & errors

Disciosure of accounting policy, which is adopted in preparation of financial statements, is not required.

FALSE ©  The profit or loss can be significantly affected by adopting different accounting policies. Thus,
disclosure of accounting policies followed becomes necessary so that readers of financial
statements can properly understand the view presented.

As per AS -1 disclosure of fundamental accounting assumptions is needed whether these are followed or
not.

FALSE = If all three fundamental accounting assumptions are being followed in preparation &
presentation of financial statements, specific disclosure is not needed. Thus, disclosure 1S
needed only in case of non-compliance with the fundamental accounting assumption.
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