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SA-240 

 

 

 

Note: - Please read this SA only after understanding of 

SA 315 and SA330, and after reading this SA please 

read SA 450 Also. 

After the WorldCom and Enron debacle of United 

States in 2002, and in 2008 Satyam fiasco in India the 

auditing profession all over the world is in the eyes of 

users of Financial Statements and regulatory 

Authorities. All auditing bodies are redefining and re 

interpreting the Auditors duties and responsibilities.  

Q.1. What is a Fraud? 

Intentional mistakes to get unjust advantage are 

commonly known as fraud. Fraud as defined by SA 

240 is 

 An intentional act 

 By one or more individuals among 

SA-240- The Auditor’s Responsibilities Relating 

To Fraud in an Audit of Financial Statements- 

[Effective Date 01.04.2009] 
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 Management, 

 Those charged with Governance, 

 Employees, 

 Third parties, 

 Involving the use of deception 

 To obtain an unjust or illegal advantage.” 

Although Fraud is a broad Legal concept, for the 

purposes of the SA, the Auditor is concerned with 

fraud that causes a material Misstatement in the 

Financial Statements.  

Two types of Intentional Misstatements are relevant to 

the Auditor misstatements resulting from Fraudulent 

Financial Reporting and Misstatements resulting from 

Misappropriation of Assets. 

 For Example: To reflect a good financial 

position deliberately purchase is suppressed. Here 

suppression of purchase is used for deception, 

which is done intentionally by management and 

employees with the directions of those charged 

with Governance. As a result of this by showing 

inflated profit the entity will enjoy unjust or illegal 

advantage of fictitious financial health. 
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Hence, we can conclude that, Frauds are planned. A 

person responsible for fraud has knowledge of what 

he is doing. Frauds are committed with due care. 

Fraud will always result in loss to aggrieved party. 

Frauds are deliberately concealed. Usually errors are 

rectified and ratified but frauds should be reflected in 

Financial Statements. 

*** Those charged with Governance means: Persons 

charged supervising, controlling, and directing 

responsibility (include management only when they 

perform managerial persons) viz. Audit committee 

under a company can be termed as committee of 

persons those charged with Governance 

Q.2. Illustrate by way of some example how 

Fraudulent Financial Reporting and 

Misappropriation of Asset can be done? 

Examples of Fraudulent Financial Reporting 

 Manipulation, falsification (including forgery), or 

alteration of accounting records or supporting 

documentation from which the Financial 

Statements are prepared. 
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 Misrepresentation in or intentional omission from, 

the Financial Statements of events, transactions or 

other significant information. 

 Intentional misapplication of accounting principles 

relating to amounts, classification, manner of 

presentation, or disclosure. 

 Recording fictitious journal entries, particularly 

close to the end of an accounting period, to 

manipulate operating results or achieve other 

objectives. 

 Inappropriately adjusting assumptions and 

changing judgments used to estimate account 

balances. 

 Omitting, advancing or delaying recognition in the 

Financial Statements of events and transactions 

that have occurred during the reporting period. 

Following are the examples of Misappropriation of 

Asset  

Embezzling receipts (For Example, misappropriating 

collections on accounts receivable or diverting receipts 

in respect of written-off accounts to personal bank 

accounts). 
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 Stealing physical assets or intellectual property (For 

Example, stealing inventory for personal use or for 

sale, stealing scrap for resale, colluding with a 

competitor by disclosing technological data in 

return for payment). 

 Causing an entity to pay for goods and services 

not received (For Example, payments to fictitious 

vendors, kickbacks paid by vendors to the entity's 

purchasing agents in return for inflating prices, 

payments to fictitious employees). 

 Using an entity's assets for personal use, (For 

Example, using the entity's assets as collateral for a 

personal loan or a loan to a related party). 

Q.3. Who is responsible to prevent and detect 

Fraud? 

According to SA-240, “The primary responsibility for 

the prevention and detection of Fraud rests with those 

charged with Governance of the entity and 

management." Management through internal control 

places a strong emphasis on fraud prevention, which 

may reduce opportunities for fraud to take place. 
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Q.4. How much Auditor is responsible for 

detection of Fraud? 

According to SA-240 “An Auditor conducting an Audit 

in accordance with SAs is responsible for obtaining 

reasonable assurance that the Financial Statements 

taken as a whole are free from material Misstatement, 

whether caused by fraud or error. Owing to the 

inherent limitations of an Audit, there is an 

unavoidable risk that some material misstatements of 

the Financial Statements will not be detected, even 

though the Audit is properly planned and performed 

in accordance with the SAs. According to this SA the 
objectives of the auditor are:  

1. To identify and assess the risks of material 

misstatement in the financial statements due to 

fraud;  

2. To obtain sufficient appropriate audit evidence 

about the assessed risks of material misstatement 

due to fraud, through designing and implementing 

appropriate responses; and  

3. To respond appropriately to identified or 

suspected fraud. 
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PART A- IDENTIFYING AND ASSESSING THE RISK 

OF MATERIAL MISSTATEMENT DUE TO FRAUD 

Q.5. What steps are involved in assessing the 

risk of material misstatements? 

Following steps are required to be considered when 

Auditor is assessing the Risk of Material Misstatement 

due to fraud:- 

 Understanding the entities business: - According to 

SA-315, "Auditor before planning the Audit 

procedure should understand the entities business 

which helps him to identify fraud risk prone areas." 

 Enquiries trough management: - According to SA-

240 the Auditor shall make inquiries of 

management regarding following: 

 Management’s assessment of fraud risk factor: - 

Auditor shall enquire that, what is 

management's assessment of the fraud risk and 

how frequently management assesses the same. 

Further, Auditor shall evaluate the 

management's process for identifying and 

responding to the risks of fraud in the entity. 
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Auditor shall also enquire how management 

communicated such assessment to those charged 

with Governance and employees so that the 

ethical behaviour can be established. 

 Knowledge about actual or suspected or alleged 

fraud: - The Auditor shall make inquiries of 

management, those charged with Governance 

and others within the entity as appropriate, to 

determine whether they have knowledge of any 

actual, suspected or alleged fraud affecting the 

entity. 

 Enquiries with internal Auditor: - According to SA-

240, "The Auditor shall make inquiries of internal 

Audit (if engaged but entity) to determine whether 

it has knowledge of any actual, suspected or 

alleged fraud affecting the entity, and to obtain its 

views about the risks of fraud." 

 Result of Auditor's analytical procedures: - At 

planning stage, Auditor applies certain analytical 

procedures (i.e. ratio analysis, trend analysis) over 

the Financial Statement. When Auditor applies 

such procedures, he should evaluate the result of 

such procedures that whether unusual or 

http://www.cakit.in/
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unexpected relationships that have been identified 

in performing analytical procedures, including 

those related to revenue accounts, may indicate 

risks of material Misstatement due to fraud. 
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PART B- OBTAIN SUFFICIENT & APPROPRIATE 

AUDIT EVIDENCE ABOUT THE ASSESSED RISKS 

OF MATERIAL MISSTATEMENT DUE TO FRAUD. 

Q.6. How Auditor responses towards assessed 

Risk of Material Misstatement? 

As in Part A, we have seen how Auditor assesses the 

Fraud Risk in Financial Statement now we will 

understand how Auditor will respond through his 

Audit procedure to address the Fraud Risk Factors. 

Auditor will have two kind of responses to such risks 

which are: 

 Overall Response: - In determining overall 

responses to address the assessed risks of material 

Misstatement due to fraud at the Financial 

Statement level, the Auditor shall depute 

adequately skilled and experienced Engagement 

team which has knowledge of significant 

Engagement responsibilities and the Auditor's 

assessment of the risks of material Misstatement 

due to fraud for the Engagement. Further, Auditor 

shall evaluate whether the selection and 

application of Accounting Policies by related to 
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subjective measurements and complex 

transactions. Auditor shall incorporate an element 

of unpredictability in the selection of the nature, 

timing and extent of Audit procedures. 

 Auditor's response to assertion level: - In 

accordance with SA-330, the Auditor shall design 

and perform further Audit procedures whose 

nature, timing and extent are responsive to the 

assessed risks of material Misstatement due to 

fraud at the assertion level. As we know 

management is in a position to override the 

internal controls according to SA-240, Auditor 

shall apply following procedure to satisfy himself 

that management had not misused its position to 

give a room for fraud to take place. 

 Test the appropriateness of journal entries 

recorded: 

 Enquire employees involved in the 

financial reporting process about 

inappropriate or unusual activity relating 

to the processing of journal entries and 

other adjustments; 

http://www.cakit.in/
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 Select journal entries and other 

adjustments made at the end of a 

reporting period; and 

 Consider the need to test journal entries 

and other adjustments throughout the 

period. 

 Review Accounting Estimates involved: - As we 

know risk of fraud is greater where the 

estimates are involved Auditor shall evaluate 

whether Accounting Estimates are appropriate 

and not biased. In performing this review, the 

Auditor shall Evaluate whether the judgments 

and decisions made by management, indicate a 

possible bias on the part of the entity's 

management that may represent a Risk of 

Material Misstatement due to fraud. If so, the 

Auditor shall re-evaluate the Accounting 

Estimates taken as a whole; and perform a 

retrospective review of management judgments 

and assumptions related to significant 

Accounting Estimates reflected in the Financial 

Statements of the prior years. 
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After above response to Audit Risk by applying 

Audit procedures Audit will obtain sufficient 

and appropriate Audit Evidence. Now it is 

required for Auditor to evaluate the Audit 

Evidence obtained through above procedure. 

PART C- RESPONSE TO IDENTIFIED OR 

SUSPECTED FRAUD 

Q.7. How Auditor should respond to 

Identified or Suspected Fraud? 

Case -1. When Audit Evidence showing that there is a 

Misstatement: - As Auditor found a Misstatement in 

Financial Statement, the Auditor shall evaluate 

whether such a Misstatement is indicative of fraud. If 

there is such an indication, the Auditor shall evaluate 

the implications of the Misstatement in relation to 

following: 

 Reliability of management representations, 

 The Auditor shall re-evaluate the assessment of the 

risks of material Misstatement due to fraud and its 

resulting impact on the nature, timing and extent 

of Audit procedures to respond to the assessed 

risks. 
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 The Auditor shall also consider whether 

circumstances or conditions indicate possible 

collusion involving employees, management or 

third parties when reconsidering the reliability of 

evidence previously obtained. 

When the Auditor confirms that, the Financial 

Statements are materially misstated as a result of fraud 

the Auditor shall evaluate the implications. The 

implications may be that either he issues a Qualified 

Opinion or if the magnitude of the fraud is extremely 

significant Auditor may issue an adverse opinion. 

Case-2 When Auditor unable to conclude whether or 

not Misstatement exist or not In such cases Auditor 

may issue a reservation of opinion or if magnitude of 

suspected fraud is extremely significant Auditor shall 

issue a reservation of opinion or disclaimer of opinion. 

Q.8. Can Auditor may decide to withdraw 

from his Engagement? 

According to SA-240, if, as a result of a Misstatement 

resulting from Fraud or Suspected fraud, the Auditor 

encounters exceptional circumstances that bring into 

question the Auditor's ability to continue performing 

the Audit.  

http://www.cakit.in/
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The Auditor shall: 

 Determine the professional and legal 

responsibilities applicable in the circumstances, 

 Consider whether it is appropriate to withdraw 

from the Engagement, where withdrawal from the 

Engagement is legally permitted; and 

 If the Auditor withdraws: 

 Discuss with the appropriate level of 

management and those charged with 

Governance the reasons for the withdrawal; 

and 

 Determine whether there is a professional or 

legal requirement to report to the person or 

persons who made the Audit appointment or to 

regulatory Authorities, the Auditor's withdrawal 

from the Engagement and the reasons for the 

withdrawal. 
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Q.9. What kind of Representation by 

Management required under SA-240? 

According to SA-240 “The Auditor shall obtain written 

representations from management that: 

 It acknowledges its responsibility for the design, 

implementation and maintenance of internal 

control to prevent and detect fraud; 

 It has disclosed to the Auditor the results of its 

assessment of the risk that the Financial Statements 

may be materially misstated as a result of fraud; 

 It has disclosed to the Auditor its knowledge of 

fraud or suspected fraud affecting the entity 

involving: 

 Management; 

 Employees who have significant roles in internal 

control; or 

 Others where the fraud could have a material 

effect on the Financial Statements; and 

 It has disclosed to the Auditor its knowledge of 

any allegations of fraud, or suspected fraud, 

affecting the entity's Financial Statements 
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communicated by employees, former 

employees, analysts, regulators or others. 

Q.10. What are the Auditors responsibilities of 

communication of fraud or Suspected 

fraud? 

According to SA-240 - If the Auditor has identified a 

fraud or has obtained information that indicates that a 

fraud may exist, the Auditor shall communicate these 

matters on a timely basis to the appropriate level of 

management. The Auditor shall communicate these 

matters to those charged with Governance also on a 

timely basis. 

Q.11. Is it required for the Auditor to 

communicate to regulatory and 

enforcement Authorities? 

SA-240 has a provision that if law requires reporting of 

fraud to regulatory and enforcement authorities the 

Auditor should report accordingly.  

 For Example - as per Section 143 (12) 

“Notwithstanding anything contained in this 

section, if an Auditor of a company in the course 

http://www.cakit.in/
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of the performance of his duties as Auditor, has 

reason to believe that an offence of fraud 

involving such amount or amounts as may be 

prescribed, is being or has been committed in the 

company by its officers or employees, the Auditor 

shall report the matter to the Central Government 

within such time and in such manner as may be 

prescribed. 

Provided that in case of a fraud involving lesser than 

the specified amount, the Auditor shall report the 

matter to the Audit committee constituted under 

section 177 or to the Board in other cases within such 

time and in such manner as may be prescribed. 

Provided further that the companies, who’s Auditors 

have reported frauds under this sub-section to the 

Audit committee or the Board but not reported to the 

Central Government, shall disclose the details about 

such frauds in the Board's report in such manner as 

may be prescribed.” Although the Auditor's 

professional duty to maintain the confidentiality of 

client information may preclude such reporting, the 

Auditor's legal duty may have an overriding effect 

over the same. 
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The audited Financial Statements of Shiv Limited show 

sales of Rs. 100 crores for the year 2004-2005. Mr. A's 

(Auditor of Shiv Limited) article clerk stated that the 

sales are properly recorded. Subsequently, it was 

found that goods to the extent of Rs. 8,50,0000 were 

sent on approval but included in the sales. 

As per the given information in the case, after 

completing Audit of Shiv ltd by Mr. A which states 

that sales are properly recorded of Rs. 100 crores but 

after it was found that goods worth Rs 850000 were 

sent on approval basis but included in sales. Looking 

to the materiality of the item it is not material as 

compared to gross turnover. As per SA 240, the 

primary responsibility for the prevention and 

detection of fraud and error rests with both those 

charged with Governance and the management of an 

entity. An Audit conducted in accordance with the 

auditing standards generally accepted in India is 

designed to provide reasonable assurance that the 

Financial Statements taken as a whole are free from 

material Misstatement, whether caused by fraud or 

error . Owing to the inherent limitations of an Audit, 

there is an unavoidable risk that some material 

misstatements of the Financial Statements will not be 
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detected, even though the Audit is properly planned 

and performed in accordance with the auditing 

standards generally accepted in India. However in case 

of immaterial items of Financial Statement, generally 

Auditor applies sampling or test check procedures and 

any subsequent discovery of fraud or error in that does 

not , in and of itself, indicate that Auditor failure to 

obtain reasonable assurance, absence of professional 

competence and due care etc. 
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PRACTICE PROBLEMS 

Q.12. When an Auditor identifies a Misstatement 

resulting from fraud, it is his  responsibility 

to communicate it to the regulatory and 

enforcement Authorities  apart from those 

charged with Governance. 

True, As per SA-240, "The Auditor's Responsibilities 

Relating to Fraud in an Audit of Financial Statements" 

an Auditor identifies a Misstatement resulting from 

fraud or error, it is his responsibility to communicate 

the matter with those charged with the Governance 

and, in some circumstances, when so required by laws 

or regulations, to regulatory and enforcement 

Authorities also. 

Further As per Section 143 (12) “Notwithstanding 

anything contained in this section, if an Auditor of a 

company in the course of the performance of his 

duties as Auditor, has reason to believe that an offence 

of fraud involving such amount or amounts as may be 

prescribed, is being or has been committed in the 

company by its officers or employees, the Auditor shall 
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report the matter to the Central Government within 

such time and in such manner as may be prescribed. 

Provided that in case of a fraud involving lesser than 

the specified amount, the Auditor shall report the 

matter to the Audit committee constituted under 

Section 177 or to the Board in other cases within such 

time and in such manner as may be prescribed. 

Provided further that the companies, who’s Auditors 

have reported frauds under this sub-section to the 

Audit committee or the Board but not reported to the 

Central Government, shall disclose the details about 

such frauds in the Board's report in such manner as 

may be prescribed.” 

Q.13. The Auditor is responsible for failure to 

disclose the affairs of the company kept 

out of books and concealed from him. 

Comment. 

As per SA-240, "An Audit conducted in accordance 

with the Auditing Standards generally accepted in 

India is designed to provide reasonable assurance that 

the Financial Statements taken as a whole are free 

from material Misstatement, whether caused by fraud 
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or error. The fact that an Audit is carried out may act 

as a deterrent, but the Auditor is not and cannot be 

held responsible for the prevention of fraud and 

error." Further 

Owing to the inherent limitations of an Audit, there is 

an unavoidable risk that some material misstatements 

of the Financial Statements will not be detected, even 

though the Audit is properly planned and performed 

in accordance with the auditing standards generally 

accepted in India. The subsequent discovery of a 

material Misstatement of the Financial Statements 

resulting from fraud or error does not, in and of itself, 

indicate: failure to obtain reasonable assurance, 

inadequate planning, performance or judgment, 

absence of professional competence and due care, or, 

failure to comply with auditing standards generally 

accepted in India. Hence, we can say that, as the 

transactions are out of the Books of Accounts and so 

concealed that no one can detect them, it may be 

possible that Auditor was unable to detect them 

despite he applied adequate Audit procedures. 
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Q.14. The Managing Director of the Company 

has committed a “Teeming and Lading” 

Fraud. The amount involved has been 

however subsequently after  the year-

end deposited in the company. As a 

Statutory Auditor, how would  you 

deal? 

As per SA- 240, “The Auditor’s responsibilities relating 

to Fraud in an Audit of Financial Statements” First of 

all, the auditor needs to perform procedures whether 

the Financial Statements are materially misstated. 

Because an instance of fraud cannot be considered as 

an isolated occurrence and it becomes important for 

the auditor to perform audit procedures and revise 

the audit risk assessment. Secondly, the auditor needs 

to consider the impact of Fraud on Financial 

Statements and its Disclosure in the Audit report. 

Thirdly, the Auditor should communicate the matter 

to the Chairman and Board of Directors. Finally, in 

view of the fact that the Fraud has been committed at 

the highest level of management, it affects the 

reliability of Audit Evidence previously obtained since 
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there is a genuine doubt about representations of 

Management. 

The Managing Director of the company has 

committed a “Teeming and Lading” fraud. The fact 

that the amount involved has been subsequently 

deposited after the year-end is not important because 

the auditor is required to perform his responsibilities 

as laid down in SA 240,  

Further, As per section 143(12) of the Companies Act, 

2013, if an auditor of a company, in the course of the 

performance of his duties as Auditor, has reason to 

believe that an offence involving fraud is being or has 

been committed against the company by officers or 

employees of the company, he shall immediately 

report the matter to the Central Government within 

60 days of his knowledge and after following the 

prescribed procedure. 

The auditor is also required to report as per Clause 

(x) of Paragraph 3 of CARO, 2016, whether any 

fraud by the company or any fraud on the Company 

by its officers or employees has been noticed or 

reported during the year; If yes, the nature and the 

amount involved is to be indicated. 
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THIS SA IN EXAM 

Q.15. Explain  briefly  the  duties  and  

responsibilities  of  an  auditor  in  case  

of  material misstatement resulting from 

management fraud. (May 17/6 Marks) 

As per SA 240 on “The Auditor’s Responsibilities 

Relating to Fraud in an Audit of Financial 

Statements”, fraud can be committed by management 

overriding controls using such techniques as engaging 

in complex transactions that are structured to 

misrepresent the financial position or financial 

performance of the entity. Fraud involving one or 

more members of management or those charged 

with the governance is referred to as “management 

fraud”. The primary responsibility for the prevention 

and detection of fraud rests with those charged with 

the governance and the management of the entity. 

Further, an auditor conducting an audit in accordance 

with SAs is responsible for obtaining reasonable 

assurance that the financial statements taken as a 

whole are free from material misstatement, whether 
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caused by fraud or error. Owing to the inherent 

limitations of an audit, there is an unavoidable risk 

that some material misstatements of the financial 

statements may not be detected, even though the 

audit is properly planned and performed in 

accordance with the SAs. The risk of the auditor not 

detecting a material misstatement resulting from 

management fraud is greater than for employee 

fraud, because management is frequently in a position 

to directly or indirectly manipulate accounting 

records, present fraudulent financial information or 

override control procedures designed to prevent 

similar frauds by other employees Auditor’s opinion 

on the financial statements is based on the concept of 

obtaining reasonable assurance, hence in an audit, 

the auditor does not guarantee that material 

misstatements will be detected. 

Further, as per section 143(12) of the Companies Act, 

2013, if an auditor of a company, in the course of the 

performance of his duties as auditor, has reason to 

believe that an offence involving fraud is being or 

has been committed against the company by officers 

or employees of the  company, he shall immediately 

report the matter to the Central Government (in 
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case amount of fraud is Rs. 1 crore or above) or Audit 

Committee or Board in other cases (in case the 

amount of fraud involved is less than Rs. 1 crore) 

within such time and in such manner as may be 

prescribed. 

The auditor is also required to report as per Clause (x) 

of Paragraph 3 of CARO, 2016, whether any fraud by 

the company or any fraud on the company by its 

officers or employees has been noticed or reported 

during the year. If yes, the nature and the amount 

involved is to be indicated. 

If, as a result of a misstatement resulting from fraud 

or suspected fraud, the auditor encounters 

exceptional circumstances that bring into question the 

auditor’s ability to continue performing the audit, the 

auditor shall: 

 Determine the professional and legal 

responsibilities applicable  in  the circumstances, 

including whether there is a requirement for the 

auditor to report to the person or persons who 

made the audit appointment or, in some cases, to 

regulatory authorities; 
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 Consider whether it is appropriate to withdraw 

from the engagement, where withdrawal from 

the engagement is legally permitted; and 

 If the auditor withdraws: 

 Discuss with  the  appropriate level of  

management and those  charged  with 

governance, the auditor’s withdrawal from the 

engagement and the reasons for the withdrawal; 

and 

 Determine whether there is a professional or legal 

requirement to report to the person or persons 

who made the audit appointment or, in some 

cases,  to regulatory authorities, the auditor’s 

withdrawal from the engagement and the 

reasons for the withdrawal. 

Q.16. Is it appropriate for the auditor to make 

inquires of management regarding 

management’s own assessment of the 

risk of fraud and the controls in place to 

prevent and detect it? Discuss.    

          (Nov 16/ 5 Marks)  
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Auditor to make Inquiries regarding Management’s 

own Assessment of Risk of Fraud and Controls: As per 

SA 240 “The Auditor’s Responsibilities Relating to 

Fraud in an Audit of Financial Statements”, 

management accepts responsibility for the entity’s 

internal control and for the preparation of the entity’s 

financial statements. Accordingly, it is appropriate for 

the auditor to make inquiries of management regarding 

management’s own assessment of the risk of fraud and 

the controls in place to prevent and detect it. The 

nature, extent and frequency of management’s 

assessment of such risk and controls may vary from 

entity to entity. 

In some entities, management may make detailed 

assessments on an annual basis or as part of continuous 

monitoring. In other entities, management’s assessment 

may be less structured and less frequent. The nature, 

extent and frequency of management’s assessment are 

relevant to the auditor’s understanding of the entity’s 

control environment. For example, the fact that 

management has not made an assessment of the risk of 

fraud may in some circumstances be indicative of the 

lack of importance that management places on internal 

control. 
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The auditor’s inquiries of management may provide 

useful information concerning the risks of material 

misstatements in the financial statements resulting 

from employee fraud. However, such inquiries are 

unlikely to provide useful information regarding the 

risks of material misstatement in the financial 

statements resulting from management fraud. 

Management is often in the best position to perpetrate 

fraud. Accordingly, when evaluating management’s 

responses to inquiries with an attitude of professional 

scepticism, the auditor may judge it necessary to 

corroborate responses to inquiries with other 

information. 

Q.17. You are appointed as an auditor of 

Global Ltd. Explain the risk factors 

relating  to misstatements arising from 

misappropriation of assets. -(Nov 15/ 4 

Marks)  

Risk Factors Relating to Misstatements Arising from 

Misappropriation of Assets: As per SA 240, “The 

Auditor’s Responsibilities Relating to Fraud in audit 

of Financial Statements”, misappropriation of assets 
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involves the theft of an entity’s assets and is often 

perpetrated by employees in relatively small and 

immaterial amounts. However, it can also involve 

management who are usually more able to disguise 

or conceal misappropriations in ways that are 

difficult to detect Risk factors that relate to 

misstatements arising from misappropriation of assets 

are classified according to the three conditions 

generally present when fraud exists: 

incentives/pressures, opportunities, and 

attitudes/rationalization.  

The following are examples of risk factors related to 

misstatements arising from misappropriation of assets: 

Incentives/Pressures:  

 Personal financial obligations may create pressure 

on management or employees with access to 

cash or other assets susceptible to theft to 

misappropriate those assets. 

 Adverse relationships between the entity and 

employees with access to cash or other assets 

susceptible to theft may motivate those 

employees to misappropriate those assets. For 

http://www.cakit.in/


 

    

Order for video lecture  www.cakit.in 
 

 

 

34 | | Author: CA. Aseem Trivedi                                    7566758177 

example, adverse relationships may be created by 

the following: 

 Known or anticipated future employee layoffs. 

 Recent or anticipated changes to employee 

compensation or benefit plans. 

 Promotions, compensation or other rewards 

inconsistent with expectations. 

Opportunities: Certain characteristics or circumstances 

may increase the susceptibility of assets to 

misappropriation. For example, opportunities to 

misappropriate assets increase when there are the 

following: 

 Inventory items that are small in size, of high 

value, or in high demand. 

 Fixed assets which are small in size, marketable, or 

lacking observable identification of ownership. 

 Inadequate internal control over assets may 

increase the susceptibility of misappropriation of 

those assets. 

 Inadequate segregation of duties or independent 

checks. 
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Attitudes/Rationalizations 

 Disregard for the need for monitoring or reducing 

risks related to misappropriations of assets. 

 Disregard for internal control over 

misappropriation of assets by overriding existing 

controls or by failing to take appropriate remedial 

action on known deficiencies in internal control. 

 Behaviour indicating displeasure or dissatisfaction 

with the entity or its treatment of the employee. 

 Changes in behaviour or lifestyle that may indicate 

assets have been misappropriated. 

Q.18. M/s Honest Limited has entered into a 

transaction on 5th March, 2013, near 

year- end, whereby it has agreed to 

pay Rs. 5 lakhs per month to Mr. Y as 

annual  retainer-ship fee for "engineering 

consultation". No amount was actually 

paid,  but Rs.60 lakhs is provided in 

books of account as on March 31, 2013. 

Your  inquiry elicits a response that 

need-based consultation was obtained 
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round the  year, but there is no 

documentary or other evidence of 

receipt of the service. As  the Auditor of 

M/s Honest Limited, what would be your 

approach?         (Nov 13/5 Marks) 

As per SA 240 on “The Auditor’s Responsibilities 

Relating to Fraud in an Audit of Financial Statements”, 

fraud can be committed by management overriding 

controls using such techniques as recording fictitious 

journal entries, particularly close to the end of an 

accounting period, to manipulate operating results or 

achieve other objectives. Keeping in view the above, it 

is clear that Company has passed fictitious journal 

entries near year-end to manipulate the operating 

results. Also Auditor’s enquiry elicited a response that 

need-based consultation was obtained round the year, 

but there is no documentary or other evidence of 

receipt of the service, is not acceptable. 

Accordingly, the Auditor would adopt the following 

approach- 

If, as a result of a Misstatement resulting from fraud or 

suspected fraud, the Auditor encounters exceptional 

circumstances that bring into question the Auditor’s 
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ability to continue performing the Audit, the Auditor 

shall: 

 Determine the professional and legal 

responsibilities applicable in the circumstances, 

including whether there is a requirement for the 

Auditor to report to the person or persons who 

made the Audit appointment or, in some cases, to 

regulatory Authorities; 

 Consider whether it is appropriate to withdraw 

from the Engagement, where Withdrawal from the 

Engagement is legally permitted; and 

 If the Auditor withdraws: 

 Discuss with the appropriate level of 

management and those charged with 

Governance, the Auditor’s withdrawal from the 

Engagement and the reasons for the 

withdrawal; and 

 Determine whether there is a professional or 

legal requirement to report to the person or 

persons who made the Audit appointment or, 

in some cases, to regulatory Authorities, the 

Auditor’s withdrawal from the Engagement and 

the reasons for the withdrawal. 
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Q.19. In the course of Audit of A Ltd you suspect 

the management has indulged in 

fraudulent financial reporting? State the 

possible source of such fraudulent 

financial reporting.     (May 12/ 6 Marks) 

Hint: Possible Sources of Fraudulent Financial 

Reporting: As per SA 240, “The Auditor’s 

responsibilities relating to Fraud in an Audit of 

Financial Statements”, fraudulent financial reporting 

involves intentional misstatements or omissions of 

amounts or disclosures in Financial Statements to 

deceive Financial Statement users. It may be 

accomplished by manipulation, falsification, or 

alteration of accounting records or supporting 

documents. 

FFR by management may be in such form: 

 Recording fictitious journal entries, particularly 

close to the end of an accounting period, to 

manipulate operating results or achieve other 

objectives. 

 Inappropriately adjusting assumptions and 

changing judgments used to estimate account 

balances. 

http://www.cakit.in/


 

    

Order for video lecture  www.cakit.in 
 

 

 

Author: CA. Aseem Trivedi  Standards on Auditing | 39 

 Omitting, advancing or delaying recognition in the 

Financial Statements of events and transactions 

that have occurred during the reporting period. 

 Concealing, or not disclosing, facts that could 

affect the amounts recorded in the Financial 

Statements. 

 Engaging in complex transactions that are 

structured to misrepresent the financial position or 

financial performance of the entity. 

 Altering records and terms related to significant 

and unusual transactions. 

 Embezzling receipts (For Example, 

misappropriating collections on accounts 

receivable or diverting receipts in respect of 

written-off accounts to personal bank accounts). 

 Stealing physical assets or intellectual property (For 

Example, stealing inventory for personal use or for 

sale, stealing scrap for resale, colluding with a 

competitor by disclosing technological data in 

return for payment). 

 Causing an entity to pay for goods and services 

not received (For Example, payments to fictitious 

vendors, kickbacks paid by vendors to the entity’s 
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purchasing agents in return for inflating prices, 

payments to fictitious employees). 

 Using an entity’s assets for personal use (For 

Example, using the entity’s assets as collateral for a 

personal loan or a loan to a related party). 

Q.20. While conducting statutory Audit of ABC 

Ltd., you come across IOUs amounting to 

Rs. 2 crores as against a cash balance 

shown in books of Rs. 2.10 crores. You 

also observe that despite similar high 

balances throughout the year, small 

amounts of Rs. 50,000 are withdrawn from 

the bank to meet day to- day expenses?  

(June 09) 

If IOU is outstanding since long it indicates the 

existence of suspected misappropriation of cash. 

According to SA-240 "The Auditor's responsibilities 

relating to fraud in an Audit of Financial Statements", 

when the Auditor assesses that there is a risk at 

assertion indicating the possible misstatements resulting 

from procedure to consider the effect of fraud on 

Auditors report. In this case, the circumstances indicate 
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that the possible misstatements in Financial Statements 

is due to fraud, the Auditor must obtain sufficient and 

appropriate Audit Evidence to confirm whether the 

fraud is there or not . 

The Guidance Note on Audit of Cash and Bank 

balances also mentions that, if the entity is maintaining 

an unduly large balance of cash, he should carry out 

surprise verification of cash more frequently to 

ascertain whether it agrees with the cash book. If cash 

in hand is not in agreement with the book balance, he 

should seek explanations and if the same are not 

satisfactory should state the said fact appropriately in 

his Audit Report. 

Q.21. You notice a Misstatement resulting from 

fraud or suspected fraud during the Audit 

and conclude that it is not possible to 

continue the performance of Audit?   

          (Nov 06 / 5 Marks) 

According to SA-240 If, as a result of a Misstatement 

resulting from fraud or suspected fraud, the Auditor 

encounters exceptional circumstances that bring into 
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question the Auditor's ability to continue performing 

the Audit, the Auditor shall: 

 Determine the professional and legal 

responsibilities like communication of such 

withdrawal to the person or persons who made 

the Audit appointment or, in some cases, to 

regulatory Authorities; 

 Consider withdrawal from the Engagement is 

legally permitted; and 

 If the Auditor withdraws: 

 Discuss with the appropriate level of 

management and those charged with 

Governance, the Auditor's withdrawal from the 

Engagement and the reasons for the 

withdrawal; and 

 Determine whether there is a professional or 

legal requirement to report to the person or 

persons who made the Audit appointment or, 

in some cases, to regulatory Authorities, the 

Auditor's withdrawal from the Engagement and 

the reasons for the withdrawal. 
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