CONNECTION

Volume 1, Issue 10 November 2012

LALIT BAJAJ & ASSOCIATES

The Emerging Role of Auditors in Mitigating Frauds

Every organization is suscepti-
ble to fraud, but not all fraud
can be prevented, nor is it cost-
effective to try. An organization
may determine it is more cost-
effective to design its controls
to detect, rather than prevent,
certain fraud schemes. It is
important that organizations
consider both fraud prevention
and fraud detection.

The need for external auditors
may be seen as a response to
the agency problem and the
audit functions as a mecha-
nism to attest to the account-
ability and stewardship of com-
pany management to reduce
the possibility of innocent mis-
takes and deliberate misstate-
ments such as fraud and man-

agement manipulation.

Are auditors responsible for
detecting fraud in the compa-
nies they inspect?
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Most of the public thinks
they are. Auditors often
demur. This gap between
the expectations of audi-
tors has existed for a long
time.

That an auditor has the
responsibility for the pre-
vention, detection and
reporting of fraud, other
illegal acts and errors is

one of the most contro-
versial issues in auditing, and
has been one of the most fre-
quently debated areas
amongst auditors, politicians,
media, regulators and the pub-
lic (Gay et al 1997). This de-
bate has been especially high-
lighted by the collapse of big
corporations including Enron
and WorldCom. The unantici-
pated fall of Enron and World-
Com shocked the world as both
of these companies received
clean bills of health from their
auditors immediately prior to
their for bankruptcy.

Although a series of reforms
were adopted worldwide in
order to protect the global
economy against such financial
scandals, it seems they did not
produce the expected effects.

The aim of this article is to
identify financial report users’
perceptions of the extent of
fraud, and to determine client’s
perceptions of the auditor’'s
responsibilities in  detecting
fraud and the performance of
related audit procedures.

Just to Remind you:

Nov 15 - E Payment of PF for Oct

Nov 22 - Filing e-forms 23AC & 23ACA(Non
XBRL) - (AGM on or after 21.09.2012)

Nov 25 - Service Tax Return (Apr'l2 - Jun'12)

Nov 30 - MVAT Audit Report (FY 2011-12)

Nov 30 - Transfer Pricing Audit Report
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Definition of fraud

Fraud is any intentional
act or omission de-
signed to deceive oth-
ers, resulting in the vic-
tim suffering a loss and/
or the perpetrator
achieving a gain. Re-
gardless of culture, eth-
nicity, religion, or other
factors, certain individu-
als will be motivated to
commit fraud. Fraud has
increased considerably
over the recent years
and professionals be-
lieve this trend is likely
to continue. Fraud is an
ever present threat to
the effective utilization
of resources and it will
always be an important
concern of manage-
ment.

Fraud Risk Assessment

To protect itself and its
stakeholders effectively
and efficiently from
fraud, an organization
should understand
fraud risk and the spe-
cific risks that
directly or indi-
rectly apply to the
organization. A
structured fraud
risk assessment,
tailored to the
organization’s
size, complexity,
industry, and
goals, should be
and

cally. The assess-
ment may be integrated
with an overall organiza-

tional risk assessment
or performed as a stand-
alone exercise, but
should, at a minimum,
include risk identifica-
tion, risk likelihood and
significance assess-
ment, and risk re-
sponse. An effective
fraud risk identification
process includes an
assessment of the in-
centives, pressures, and
opportunities to commit
fraud.

Investigation and Cor-
rective Action

No system of internal
control can provide ab-
solute assurance
against fraud. As a re-
sult, the management
should ensure the or-
ganization develops a
system for prompt, com-
petent, and confidential
review, investigation,
and resolution of in-
stances of noncompli-
ance and allegations
involving potential fraud.
The board should also
define its own role in the
investigation  process.
An organization can im-
prove its chances of loss
recovery, while minimiz-
ing exposure to litigation
and damage to reputa-
tion, by establishing and
preplanning investiga-
tion and corrective ac-
tion processes.

Thus, to properly ad-
dress fraud risk within
the organization, follow-
ing principles described
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are needed to be made
sure:

e Suitable fraud risk
management oversight
and expectations exist
(governance)

* Fraud exposures
are identified and evalu-
ated (risk assessment)

®* Appropriate proc-
esses and procedures
are in place to manage
these exposures
(prevention and detec-

tion)

* Fraud allegations
are addressed, and ap-
propriate corrective ac-
tion is taken in a timely
manner  (investigation
and corrective action)

Auditors’ responsibilities
in fraud detection

It is given that it is not
the prime responsibility
of the auditor to prevent
and detect fraud and
other material misstate
ments, rather it is the
responsibility of the
management to take
adequate steps to pre-
vent and detect fraud
and other misstate-
ments. The auditor is
there to establish
an opinion on the truth
and fairness of
the financial statements
. He is not there to in-
vestigate each and
every transaction or its
document. Coupled with
the fact that owing to




the volume of transac-
tions produced, every
transaction cannot be
checked as it would dra-
matically increase the
time and cost of audit,
work of the auditor gives
a relative assurance and
NOT absolute assurance
to the client, that the
financial statements are
free from material mis-
statement.

However, if this seems
to be the case, then why
carry out an audit at all?
Why lose time and
money on work that
won't give you complete
assurance?

In an attempt to answer
these questions, the
auditing profession has
developed standards
that address these very
issues. The standards
state that although the
auditor isn't liable to
uncover each and every
fraud or misstatement,
he is still held account-
able and responsible for
any fraud or misstate-
ment that has the ten-
dency of otherwise be-
ing caught by an auditor
carrying out his work to
the proper standards. If
the auditor fails to catch
such fraudulent activi-
ties that another auditor
of the same standard
would otherwise dis-
cover, then he is liable
for his work in this case.

The factors that would
mitigate this responsibil-
ity are that the auditor
properly plans, records
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and controls his work.
This means that:

* The auditor follows
the proper auditing stan-
dards

* Sends engagement
letters to his clients to
state his and their re-
sponsibility

e Attend audit plan-
ning meetings

* Makes permanent
and temporary audit
files

* Engages competent
staff, and

* Obtains overall
knowledge of the client's
environment and inter-
nal control

The factors that would
compound this responsi-
bility are:

* |f the auditor fails to
plan properly

e If the auditor mis-
judges the level of risk
and materiality

e |f the audit care-
lessly keeps audit files

* |f he doesn't follow
the audit procedures to
the book

* |f he obtains the
wrong sample sizes

* Engages
tent staff

incompe-

* Doesn't have ade-
quate knowledge of the
internal control mecha-
nism of the business

Fraud detection has
been considered a ma-
jor purpose

of auditing
for very [y
long time.
Auditors
are ex- [
pected tofy
inquire )
more
closely into
reasons
behind
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example, errors in ac-
counting estimates, un-
usual transactions that
appear to lack business
rationale, and a reluc-
tance to correct immate-
rial errors discovered by
the audit.

Lack of understanding

The study also found a
lack of understanding
among respondents of
the statutory duties of
auditors. The lack of
understanding is be-
cause the users may not
have read the statutory
provisions for auditors,
or have chosen to
ignore or forget
them.

The present situation
may be improved
through several
strategies, the two
most likely to suc-
ceed being: i) educat-
ing the users on the
role and the actual
duties of auditors,
through better com-
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munication by auditors;

and ii) by expanding the
scope of
the audit
to meet
market
expecta-
tions.

the normal course of an
audit is no longer re-
mote. CPA firms should
provide mandatory fraud
training to auditors to
enhance their fraud
knowledge and estab-
lish guidance and proto-
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evaluated.

J  Auditors should
consider the results of
the investigation as they
pertain to prior period
financial statements
audited by the CPA firm.
To the extent fraud dis-

Porter cols for auditors to re-

is material to
the prior period financial
statements; auditors
must follow through on

g (1997) spond to situations covered
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believes wherein potential fraud
that edu- is reported or sus-
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cation

may help

in solving
the misconception prob-
lem as it may reduce the
“misunderstanding gap”
caused by ignorance. On
the other hand, expand-
ing the scope of an au-
dit may help to mitigate
the “expectation gap”
problem as auditors
would then be perform-
ing additional duties not
previously required. It is
hoped that by imple-
menting both ap-
proaches, the public’'s
expectation and audi-
tor's duties will be
brought into closer ac-
cord.

Summary

The implementation of
the risk assessment
auditing standards and
similar relevant stan-
dards by other stan-
dards setting bodies
raises the likelihood of
discovering fraud during
an audit. In addition,
organizations  increas-
ingly employ antifraud
controls and systems to
encourage fraud report-
ing and improve fraud
detection. The chance of
discovering fraud during

pected. A few
points to take away:

key

Auditors should refrain
from providing forensic
accounting and fraud
investigation services to
an audit client if inde-
pendence is or may be-
come impaired.

Firms should evaluate if
the requisite resources
and skills to perform a
fraud investigation are
available. If not, the rec-
ommendation that the
client engage a compe-
tent fraud investigator
should be made.

v Auditors should
ensure that the scope
and procedures of the
investigation satisfy au-
dit needs, and obtain
updates at every stage
of the investigation.

J When the potential
impact of fraud on
financial statements
can be material, audi-
tors should not issue
an audit opinion until
the investigation is
completed and the
extent and impact on
the financial state-
ments has been

related professional
responsibilities.

J  With respect to au-
dit procedures, auditors
should set aside materi-
ality when indications of
fraud  surface. Proper
planning and execution
of extended audit proce-
dures should be imple-
mented to evaluate the
extent and full impact of
fraud on the financial
statements. Involve-
ment of forensic special-
ists may be necessary to
assist in the audit.

J  Communication pro-
tocols should be estab-
lished with the client
and those communica-
tions should be properly
documented in the audit
working papers.

J Auditors need to
understand relevant
legal, regulatory, and
agency reporting re-
quirements, and fulfill
their duty to disclose.
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Revised Procedure for Appointment of Cost Auditors

Ministry
Affairs had
a revised

of Corporate

prescribed
procedure to
be followed for appoint-
ment of cost auditors.
As per the revised pro-
cedure, each company
is required to e-file
its application with  the
Central Government in
the prescribed
23C within ninety days

Form

from the date of com-
mencement of each

financial year, which
shall be approved by

MCA within 30 days.

1. Upon
MCA, the company is
required to issue formal
letter of appointment to
the cost auditor,
shall, within 30 days of
receipt of such letter of
appointment, inform the

approval by

who

Central Government in
the
23D along with a copy of
such appointment.

prescribed Form

2.1t is, ob-
served that since April
1, 2011, though all the
appoint-
ment applications made
by the companies con-
Form 23C
already
been approved by  the
MCA, a large number of
cost auditors have de-
faulted in filing the re-
quired Form 23D within
the stipulated time. In
many cases, the default
period
than a year. This has

however,

cerned in
have

is even more

been viewed very seri-
ously by the Ministry.

3. Keeping in view the
operation  of
the revised procedure,
all the defaulting cost
auditors are requested
to file their required
Form 23D that have
already become due till
date, by December 16,
2012
case of any further de-
fault, names of such

initial

positively. In

defaulting members
shall be sent to the Insti-
tute on December

17, 2012 intimat-

ing the
to initiate Discipli-
nary Proceedings
against them un-

Institute

der the relevant
provisions of Cost
and Works Ac-
countants Act,

1959.

4.In cases where the
company
after approval of Form
23C, has failed to issue
the formal letter of ap-
pointment to the cost
auditor, they shall do so
within 15 days of the
this
lar enabling the cost
auditor to file Form 23D
within the extended time

concerned,

issue of Circu-

indicated above. In case
of non-compliance, the
company and
every officer thereof who
is found to be in default
shall be punishable as
per provisions of the

Companies Act, 1956.
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Carbon Credit - A Capital Receipt

Carbon creditis in the na-
ture of “an entitlement”
received to improve
world atmosphere and
environment reducing
and
The

earned

carbon, heat
gas emissions.
entitlement
for carbon credits can,
at best, be regarded
as a capital receipt
and cannot be taxed
as a revenue receipt.
It is not generated or cre-
ated due to carrying on
business but it is accrued
due to “world concern”. It
has been made available
assuming character of
transferable right or entitle-
ment only due to world
The

of carbon creditis world

concern. source
concern and environment.
Due to that the assessee
gets a privilege in the na-
ture of transfer of carbon
Thus, the

received

credits.

amount

for carbon credits has
no element of profit or
gain and it cannot be
subjected to tax in any
under

manner any

head of income. It is
not liable for tax for the
assessment year under
consideration in terms
of sections 2(24), 28, 45

and 56 of the Income-tax

Act, 1961.

Carbon credits are made
available to the assessee
on account of saving
of energy consumption and
not because of its busi-
ness. Further, in our opin-
ion, carbon credits cannot
be considered as a bi-
product. It is a credit given
to the assessee under the
Kyoto Protocol and be-
cause of international un-
Thus, the

assessees who have sur-

derstanding.

plus carbon credits can sell
them to other assessees to
emission
the

have capped

commitment under
Kyoto Protocol. Transfer-
able carbon creditis not a
result or incidence of one’s
business and it is a credit
for reducing emissions.
The persons having carbon
credits get benefit by sell-
ing the same to a person
who needs carbon cred-
one’s

itsto  overcome

negative point carbon
credit. The amount re-
ceived is not received for
producing and/or selling
any product, bi-product or
for rendering any service
for carrying on the busi-
ness. In our  opin-
ion, carbon credit is entitle-

ment or accretion of capi-

tal and hence income
earned on sale of these

credits is capital receipt.

Therefore, the receipt of
such consideration cannot
be considered as business
income and it is a capital
receipt. Accordingly, we are
of the opinion that the
consideration received on
account of carbon cred-
its cannot be considered
as income as taxable in the
assessment year under
consideration. Carbon

credit is not an offshoot of
business but an offshoot
of environmental concerns.
No asset is generated in
the course of business but
it is generated due
to environmental concerns.
Credit for reducing carbon
emission or greenhouse
effect can be transferred to
another party in need of
reduction of carbon emis-
sion. It does notincrease
profitin any manner and
does not need any ex-
penses. It is a nature of
entitlement to reduce car-
bon emission, however,
there is no cost of acquisi-
tion or cost of production
to get this entitlement.
Carbon creditis not in the
nature of profit or in the

nature of income.




Lalit Bajaj & Associates

Knowledge to fight.

Confidence to win

Join us on
» ﬁ facebook www.facebook.com/pages/CA-Lalit-Bajaj/246947515431681

Office No: 32, Nityanand Nagar llI,

25/27 S. N. Road, Near Railway Station,

Andheri (East), Mumbai - 400069
Phone: +91 - 22 - 26845133

Office No.: 5, Barsana,
Salasar Brij Bhoomi,
Near Maxus Mall,

Bhayander (West), Thane - 401105

Phone: +91 - 22 - 28180400
Fax: +91 - 22 - 28040048
E-mail: admin@bajajit.com

In exercise of its powers under
clause (ii) of Para 14 read with
clause (7) of Para 4 of the
‘Centralized Processing of Returns
Scheme, 2011’, issued vide CBDT
Notification No. SO 16(E) dated
4.1.2012, the Director General of
Income Tax (System) hereby ex-
tends the time limit for filing ITR-V

Filing of Balance Sheet and Profit
and Loss Account in Extensi-
ble Business Reporting Language
(XBRL) Mode for the financial year
commencing on or after 1.4,2011

In continuation of the Minis-

Income Tax Update

forms relating to Income Tax Re-
turns filed electronically (without
digital signature Certificate)
for AY. 2010-11 (filed during F.Y.
2011-12) and for AY. 2011-12
(filed on or after 1stApril,
2011). These ITR-V forms can now
be filedupto  31stDecember,
2012 or within a period of 120

MCA Update

try’s General Circular No. 16/2012
dated 06.07.2012, it is stated that
the time limit to file the financial
statements in the XBRL ‘mode
without any additional fee/ penalty
has been extended up to 15th

Disclaimer:

days from the date of uploading of
the electronic return data, which-
ever is later. This direction is is-
sued to mitigate the hardship and
grievance of the tax payers who
have been prevented by reason-
able causes to file the ITR-V in
time.

December,2012 or within 30 days
from the date of Annual General
Meeting of the company whichever
is later.

This newsletter is prepared strictly for private circulation and personal use only. This newsletter is for general guidance on matters
of interest only and does not constitute any professional advice from us. One should not act upon the information contained in this
newsletter without obtaining specific professional advice. Further, no representation or warranty (expressed or implied) is given as
to the accuracy or completeness of the information contained in this newsletter.




