
• Non- 
compliance 
with  
quaality  
control 
policies and 
procedures.

• Quality  
control  
system design  
deficiency; or

• Non- 
compliance 
with  
relevant laws 
and  
regulations 
as required 
under  
applicable  
auditing 
standard;

• Non- 
compliance  
with technical 
standards and 
other relevant 
guidance;

(I)  Elements relating to audit qualities of  
companies – 

a. Description of scope, period, and  
limitation (if any) of the review. 

b.  Statement indicating the instance of 
lack of compliance with relevant laws & 
regulations. 

c.  A statement indicating instance of lack 
of compliance with technical & other 
professional standards. 

(II) Elements relating to quality control  
framework adopted by the audit firm  
conducting audit – 

a.  An indication of whether the firm has 
implemented system of quality control 
with reference to the quality control 
standards. 

b.  Statement that system of quality con-
trol is responsibility of audit firm. 

c.  An opinion on whether the firms’ system 
of quality control has been designed to 
meet the requirements of the quality con-
trol standards & other professional and 
ethical standards, other relevant guidance 
and relevant laws and regulations 

d.  Suggestion where reviewer concludes 
that modification in the report is neces-
sary.

e.  Reference to the preliminary report. 
f.  Attachment which describes that quality 

review conducted.

8

Q.7 What are the consequences if the Quality Review Board notices major non-compliances with the requirements of 
the Standards on quality control or standards on auditing or accounting standards? (SM-21) Hint: See point ‘10’

Q.8 What are the reporting responsibilities of the technical reviewer while carrying out a Quality review assignment? (SM-21) Hint: See point ‘13’

(i) In case of PSU
The Quality Review Group’s Report on the 
quality of audit by the auditor of a PSU should 
be furnished to C&AG and the C&AG’s views, 
if any, shall be put-up before the Board along 
with the recommendations of the QRG.  
(ii) In all other cases
• The QRG’s recommendations along with 

the decision of the Board on the quality 
of audit by the auditor of a PSU shall be 
furnished to C&AG for information. 

• The recommendations of the QRG on the 
quality of statutory audits by the audi-
tors of entities (other than those covered 
above) shall be placed before the Board for 
its consideration directly. 

• The Board may, after due consideration 
of the recommendations and comments 
of Office of the C&AG, wherever applica-
ble, decide whether the recommendation 
made by the QRG should be accepted or 
otherwise. 

• The Board may, suo moto, take such fur-
ther action, as it may deem appropriate. 

• If the Board decides against the recom-
mendations made by the QRG in its report, 
the Board shall record the reasons for 
doing so.

Non –compliance with Standards on Auditing
• Independence declaration from audit members 

received on sign off date of auditors’ report. Independ-
ence confirmation not received from all members. 

• No process of maintaining standard checklists, manu-
als, working papers to ensure consistency in the quality 
of each engagement. 

• No audit evidences for evaluation of estimates made 
by the management. 

• No confirmations of balances have been obtained 
pertaining to parties to Debtors, Creditors, Advances 
and related party balances. 

•  Management representation letter had been obtained 
for the general points covering the financial state-
ments not on other specific items of the financial state-
ments.

Non –compliance with Accounting Standards
• Significant Accounting Policies did not include  

disclosures of policies in respect of: 
¾ Recognition of Insurance claims. 
¾ Accounting of Leases. 
¾ Treatment of IPO Expenses. 

• Inventory of traded goods was not shown separately 
from that of finished goods. 

• Method of preparation of cash flow statement had 
not been disclosed in standalone financial statements 
and consolidated financial statements. 

• Accounting policy on revenue recognition did not 
capture the point of recognition where significant risks 
and rewards were transferred. 

• Disclosures relating to previous year figures in regard 
to related parties were not given.

QUALITY REVIEW

QR process enables the TRs to 
express an opinion on whether the 
system of QC for the attestation 
services of the firm under review 
has been designed so as to carry out 
professional attestation services    
assignments in a manner that 
ensures compliance. 

b d

c

REPORTING 
RESPONSIBILITIES 

OF TECHNICAL 
REVIEWER

There are inherent limitations in 
the effectiveness of any system 
of quality control, departure 
from the system may occur and 
not be detected. 

Projection of any evaluation 
of system of quality control 
to future periods is subject 
to the risk that the system of 

quality controls may become 
inadequate because of changes 

in conditions, or that the degree 
of compliance with the policies and 
procedures may deteriorate. 

The TR’s review  
would not  
necessarily disclose 
all weaknesses in the 
quality of attestation 
work or all instances of 
lack of compliance with  
applicable Technical Standards. 

Reviewer may 
Qualify the  

report due to

Basic elements of the reviewers report Type of Report to be issued
In deciding on the type of report to be issued, a reviewer should consid-
er the evidence obtained and should document the overall conclusions 
with respect to the year being reviewed in respect of following matters:

A B C

  REPORTING AND OTHER PROCEDURES8
CONSIDERATION OF THE  

REPORTS OF THE QUALITY  
REVIEW GROUPS

9
(a) 

Make recommendations to  
the Council of ICAI u/s 

28B(a) of CA Act, 1949 for 
referring the case to the 
Director (Discipline)for  

consideration and 
necessary action .

(c)  
Inform the details of 
the non-compliance 

to the regulatory 
body relevant to the 

entity as may be  
decided by the Board.

(e)
In case of review arising 

out of a ref. received from a 
regulatory body, inform the 

results of review and the 
details of action taken.

(b) 
Issue advisory and  

guidance to the AFUR u/s 
28B(c) of CA Act, 1949 for 

improvement in the quality 
of services and adherence to 
various statutory and other 

regulatory requirements.

(d)  
Intimate the AFUR as to 

the findings of the Report 
as well as action initiated 

as above.

(f)  
Consider the matter 
complete and inform 
the AFUR accordingly

10

13

ACTIONS THAT MAY BE RECOMMENDED BY THE QRB 

a

• The Board had specified the format for the Final Report, and 
• The Quality Review Program General Questionnaire containing questions concerning various  

aspects of an audit firm such as: 

Quality 
control, 

leadership  
and  

responsibilities; 

client  
relationships & 
engagements; 

human  
resources, 

and

auditor’s 
report. 

Etc.

assurance 
practices; 

ethical require-
ments & audit 
independence; 

• However, whenever the Quality Review Board is of such a view, in the light of international  
practices, changes in domestic laws & regulations and through experience gained, it may, amend, 
or modify the Quality Review Questionnaire/ reporting formats, from time to time, as it may deem 
appropriate

CHANGES TO THE REPORTING FORMATS/ QUESTIONNAIRE12

(a)  whether the policies and procedures that constitute the reviewed 
firm's (AFURs) system of quality control for its attestation services 
have been designed to ensure quality control to provide the firm 
with reasonable assurance of complying with technical standards , 
other relevant guidance and other relevant laws and regulations. 

(b)  whether personnel of the reviewed firm (AFUR) complied with 
such policies and procedures in order to provide the firm with 
reasonable assurance of complying with technical standards, 
other relevant guidance and other relevant laws and regulations. 

(c)  whether independence of AFUR is maintained in conducting audit. 
(d)  whether the AFUR has instituted adequate mechanism for  

training of staff. 
(e)  whether the audit firm (AFUR) ensures the availability of  

expertise and/or experienced individuals for consultation.
(f)  whether the skill and competence of assistants are considered  

before assignment of attestation engagement. 
(g)  whether the progress of attestation service is monitored and 

work performed by each assistant is reviewed by the service  
in-charge and necessary guidance is provided to assistants. 

(h) whether the audit firm (AFUR) has established procedure to 
record the audit plan, the nature, timing and extent of  
auditing procedures performed and the conclusions drawn from 
the evidences obtained. 

(i)  whether the audit firm (AFUR) maintains audit documentation as 
per the relevant standards. 

(j)  whether the audit firm verifies compliance with laws and regula-
tions to the extent it has material effect on financial statement. 

(k) whether the internal controls within the audit firm (AFUR)  
contribute towards maintenance of quality of reporting. 

QRB shall require 
AFUR to submit a 
compliance report 
to the Board within 

specified period  
for adopting  

necessary  
measures .

QRB may  
follow-up and  

review  
effectiveness  
of corrective  
actions taken  

by AFURs.

In case of lack of 
effective corrective 
actions by AFURs, 

next on-site  
review might  
be organised  

earlier. Horizontal 
and in-depth 

analysis of results 
of individual off-site 

monitoring and  
 on-site review will 

be conducted.

QRB may also share 
results of such  

analysis with relevant  
stakeholders, as  
may be decided  

by the Board

MECHANISM  
FOR FOLLOW-UP 

OF REVIEW  
FINDINGS

 
Cases of 

continued non-
compliance may be 
recommended to the 
Council of the ICAI  

for taking   
necessary  

action

11
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ILLUSTRATIVE QUALIFICATIONS
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AUDIT OF PUBLIC SECTOR UNDERTAKINGS (PSU)

IT CONSISTS THE GENERAL STANDARDS THAT APPLY TO SAI INDIA’S 
PERSONNEL AS AUDITORS AND FUNDAMENTAL TO PSU AUDITS

PLANNING THE AUDIT
n Establish the terms of the Audit.
n Obtain understanding of the Entity.
n Conduct risk assessment of problem analysis.
n Identify risks of fraud.
n Develop an audit plan.

CONDUCTING THE AUDIT
n Perform the planned audit procedures to obtain audit evidence.
n Evaluate audit evidence and draw conclusions.

REPORTING & FOLLOW-UP
n Prepare a report based on the conclusions reached.
n Follow-up on reported matters as relevant.

(a)  Ethics & Independence

(c)   Quality Control

(f)   Materiality

(e)   Audit Risk

(b)  Professional Judgement,  
Due Care and Skepticism

(d)   Audit Team  
Management & Skill

(g)  Documentation

(h)  Communication

GENERAL PRINCIPLES PRINCIPLES RELATING TO AUDIT PROCESS
4. Under Section 143 (1)

1. Under Section 143 (6) & (7)- Supplymentary Audit & Test Audit 2. Section 148 : Cost Audit & Records 3. Sch III-Part II-Additional Information  

PROPRIETY ELEMENTS COMPANIES ACT, 201311PRINCIPLES OF PSU9

STEPS INVOLVED IN THE AUDIT OF GOVT COMPANIES10

Whether the investments made,  
guarantees provided, security given & T&C 
of the grant of all loans and advances, are 
not prejudicial to the company’s interest;

Secured Loans & 
Advances – Whether 
Prejudicial?

Book Entries –  
Whether Prejudicial?

Other than Bank/ 
Investments Company –  
Investments sold at Loss?

Loans & Advances –  
Whether shown 
as Deposits

Personal expenses 
debited to revenue?

Whether Shares issued 
for other than cash – 
Appropriately Disclosed?

Where Shares were  
allotted for cash –
Whether Cash actually 
Received?

A

B

In respect of loans, investments,  
guarantees, and security,  prov. of sections 
185 and 186  have been complied.

Whether the provisions of section 192 of 
Companies Act have been complied with;H

Whether there has been any resignationof 
the statutory auditors during the yearI

Whether unrecorded income as per  
assessments of  income tax has been  
properly recorded ;

C

G
Whether all transactions with the related 
parties are in compliance with sections 
177 and 188 of Companies Act

C

D

E

F

G

Q.8 Write short note on areas of proprietary audit under section 143(1) of the Companies Act, 2013 (M-18 New)(N-12) (SM-21) Hint: See point ‘11‘

Q.6 Briefly describe the various principles associated with audit of Public Sector enterprises.- Hint: See point ‘09‘
Q.7 Write short notes on the Role of C&AG in the Audit of a Government company (SM-21) - Hint: See point ‘10‘

Q.9 Write short note on: Supplementary Audit u/s 143(6) of Companies Act, 2013. (N-12) - Hint: See point ‘10‘
Q.10 What are the relevant sections of the Companies Act, 2013 and steps involved in audit of Government Companies?(N-16) - Hint: See point ‘10‘
Q.11 Write short note on: Propriety Elements in CARO, 2016/2020.- Hint: See point ‘11‘
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A

B

5. Under CARO, 2016

Whether the company 
has granted loans  

to related  parties in 
(Sec. 189)

Whether the company 
is regular in depositing  

undisputed  
statutory dues

Whether the company 
has defaulted in  

repayment of dues to a 
Financial Institution  

or bank or  
debenture holder

Whether money  
raised by way of IPO or 

FPO and term loans  
were applied for  

purpose for which  
it was obtained?

Whether any fraud 
by the company/on the 
company by its officers/

employees

A

B

C

D

E

Whether money raised by way of IPO or FPO  
(including debt) were applied for purpose 
for which it was obtained?

E

Whether any fraud by the company or any 
fraud on the company has been noticed or 
reported during the year.

Whether loans used for intended purpose/
company declared as wilful defaulter D

F

(Update-2021)5. Under CARO, 2020

(iii) 

Clause of CARO 2020

(iv)

(viii)

(ix)

(x)

(xi)

(xii)

(xv)

(xviii)

a  Appointment of Auditors u/s 139(5), 
139(7), 143(5) of the Companies Act;

b  Supplementary audit under section 143(6)
(a) of Companies Act, 2013;

  c  Comment upon or supplement such audit 
report u/s 143(6)(b);

  d  Test Audit u/s 143 (7) of the Companies 
Act, 2013.

Definition :  A performance audit is an 
objective and systematic  
examination of evidence for the 
purpose of providing an  
independent assesment of the  
performance of a government 
organization, program, activity 
or function in order to provide 
information to improve public 
accountability and facilitate 
decision-making by parties with 
responsibility to oversee or  
initiate corrective action. 

Conducted by :  C&AG through subordinate offices of 
Indian Audit and Accounts Department (IAAD).

Guide to audit :  Manual and auditing standards  
prescribed by C&AG.

Audit Promotes :  Accountability by assisting TCWG and 
improving performance through an examination of 
whether:

a.  decisions by the legislature or the executive are  
efficiently and effectively prepared and  
implemented; and

b.  tax payers or citizens have received value for money.

SJ Update (Performance Audit- Refer 12C)
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FINANCIAL AUDIT

A

COMPLIANCE AUDIT

B

COMPREHENSIVE AUDIT

D
PERFORMANCE AUDIT

C

Objectives –     To examine whether:
i. Economy-  Resources have been used economically and  

acquired in due time, in appropriate quantity and quality,  
at the best price

ii.  Efficiency – it is assessment of Input Output Ratio 
 (see point ‘a’ below)
iii.  Effectiveness – extent to which objectives are achieved 
 (see point ‘b’ below)
Planning a Performance Audit–
a. Understanding the entity/programme (see point ‘c’ below)
b. Defining the objectives and scope 
c. Determining audit criteria (see point ‘d’ below)
d. Deciding audit approach (see point ‘e’ below)
e. Developing audit questions
f.  Assessing audit team skills whether outside expertise required?
g. Preparing audit design matrix (see point ‘f’ below)
h. Establishing time table and resources
i. Intimation of Audit programme

Efficiency-cum-performance audit 
locates the area of weakness and 
extravagance for managements.
Areas covered - Refer SJ Update Next Page

Issues examined –
a. Overall capital cost of the 
project.
b. Accepted production.
c. Planned rate of return been 

achieved.
d. System of project formulation.
e. Cost control measures are  

adequate.
f.   Purchase policies are adequate.
g.  Repairs & maintenance.
h.  Effective & economical.
i.   Poor or insufficient project 
     planning.

PROPRIETY AUDIT

E

E.L. Kohler has defined the term propriety as “that 
which meets the tests of public interest, commonly 
accepted customs, and standards of conduct and 
particularly as applied to professional performance, 
requirements of law, Govt. regulations and profes-
sional codes.”
n It is concerned with scrutiny of executive actions 

and decisions bearing on financial and profit & loss 
situation of the company with special regard to 
public interest and commonly accepted customs 
and standards of conduct.

n Every officer has exercises the same vigilancein 
respect of expenditure incurred from public money.

Requirements –
a. Expenditure is not prima-facie more than occasion 

demands
b. Authority doesn’t exercise its power for its own 

advantage
c. Funds are not utilised for benefit of a particular 

person or group
d. Apart from agreed remuneration no other  

benefit avenue is kept open for the management

• In the case of public spending,           
efficiency is achieved when the  
output is maximised at the minimum 
of inputs, or input is minimised for 
any given quantity and quality of 
output  

• Auditing efficiency embraces aspects 
such as whether:

i. Sound procurement practices are 
followed;

ii. Resources are properly protected and  
maintained;

iii. Human, financial and other resources 
are efficiently used;

iv. Optimum amount of resources (staff,  
equipment, and facilities) are used in       
producing or delivering the appropri-
ate quantity and quality of goods or 
services in a timely manner;

v. Public sector programmes, entities 
and activities are efficiently managed, 
regulated, organised and executed;

vi. Efficient operating procedures are 
used; and

vii. Objectives of public sector pro-
grammes are met cost-effectively

13 AUDIT REPORT OF C&AG

a. Introduction to govenment compa-
nies, deemed govenment companies 
& corporations.

b. Comprehensive appraisal audit board.
c. Company auditor reports comments 

on the account of the government 
companies.

d. Significant results undertakings not 
taken up for appraisal by audit board.

n For certain specified states, the 
C&AG submits a separate audit report 
(commercial) to the legislature.

n For other state /U.T. with legislature, 
there is a commercial chapter in the 
main audit report.

n The state audit reports contains  
both results of audit appraisal of  
performance of selected 
companies/corporations as well as 
important individual instances of 
financial irregularities,wasteful  
expenditure, system deficiencies  
notified by the statutory auditors etc.

Q.12 Contents of audit report given by Comptroller & Auditor-General India (N-17) (N-19 Old) -  Hint: See point ‘13‘
Q.13 Kalmani & Co. Chartered Accountants have been appointed by C & AG for performance audit of a sugar industry. What factors 
should be  considered by Kalmani & Co., while planning a performance audit of a sugar industry?  (M-16) (M-14) - Hint: See point ‘12-C‘

Q.14 In carrying out efficiency audit of a Public Sector Undertaking (PSU), what important aspects are required to 
be looked into, to assess the efficiency?  (M-18 Old) - Hint: See point ‘a‘
Q.15 Write a short note on General principles of propriety audit (SM-21)(M-11) (N-08) (N-07)- Hint: See point ‘12-E‘
    

Financial audit is primarily conducted 
to (a) express an audit opinion on a set 
of financial statements, and(b) enhance 
user confidence, it includes-
i.   Examination and evaluation of  

financial records, to express opinion 
on set of FS whether as per applicable 
FRFW.

ii.  Financial system and compliance with 
applicable statues & regulations.

iii. Internal control and internal audit 
functions.

TYPES OF AUDIT CONDUCTED BY C&AG

a. Assess whether the objectives of and the means provided (legal, financial, 
etc.) are proper, consistent, suitable or relevant to the policy;

b. Determine the extent to which a program achieves a desired results;
c. Assess and establish with evidence whether the observed direct or indi-

rect social and economic impacts of a policy are due to the policy or to 
other causes;

d. Identify factors inhibiting satisfactory performance;
e. Assess whether the programme complements, duplicates, overlaps or 

counteracts other related programmes;
f. Assess the effectiveness of the program and/or of individual program 

components;
g. Determine whether management has considered alternatives for carry-

ing out the program that might yield desired results more effectively or 
at a lower cost;

h. Assess the adequacy of the management control system for measuring, 
monitoring and reporting a programme’s effectiveness;

i. Assess compliance with laws and regulations applicable to the program; 
and

j. Identify ways of making programmes work more effectively

Performance Audit - Auditing the Effectiveness 
Performance Audit - 
Sources for Understanding 
the Entity

Performance Audit - 
Methods for Deciding Audit 
Approach

Performance Audit - Specimen of Audit Design Matrix (ADM)

Performance Audit - Sources for Determining Audit Criteria

Performance Audit - Aspects to be 
looked into, to assess the efficiency

i. Documents of the entity
ii. Legislative documents
iii. Policy documents
iv. Academic and special research
v. Past audits
vi. Media coverage
vii. Special focus groups

i. Analysis of procedures
ii. Case studies
iii. Use of existing data
iv. Surveys
v. Analysis of results
vi. Quantitative analysis

i. Procedure manuals of the entity
ii. Policies, standards, directives and guidelines
iii. Criteria used by the same entity or other entities in similar activities or 

programmes
iv. Independent expert opinion and know how
v. New or established scientific knowledge and other reliable information
vi. General management and subject matter literature and research papers

b

c

d

e

f
Audit 

Objective
(1)

Audit 
Questions

(2)

Audit 
Criteria

(3)

Evidence
(4)

Data Collection and Analysis Method
(5)

Q.16 You have been appointed by C&AG for performance 
audit of a PSU. What are the steps to be followed by you 
while planning the performance audit.Hint: See point ‘12-C‘ 

AUDIT OF PUBLIC SECTOR UNDERTAKINGS (PSU)

a

Compliance audit is an independent  
assesment of wheather a given  
subject matter is in compliance with  
applicable criteia
It is Concerned with –

i)  Regularity : Adherence of subject  
matter to formal criteria based on L&R 
and agreements applicable to entity

ii)  Propriety : Observing public  
officials following sound FM and  
ethical conduct.

Perspective of Compliance Audit -

12
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Compliance auditing is generally 
conducted either-
(i)  In relation with the audit of financial 

statements, or
(ii)  Separately as individual compliance 

audits, or
(iii)  In combination with performance 
 auditing.

Definition - Refer SJ Update Previous Page

Developing Audit programme-  
Refer SJ Update Next Page

Problems associated with  
the Propriety Audit

g  The expression "propriety" 
is a moral term and can be 
understood by reference to 
the concept of morality

g  The element of subjectivity 
has caused proper  
discharge of duty very 
delicate and demands 
discretion

g  The judgement of the  
auditor must be  
objective as otherwise it 
would dampen the  
initiative of MGT and  
others

g  C&AG has developed the 
norms of propriety -C&AG 
has really tried to tackle in 
a practical way the complex 
problem of subjectivity
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The C&AG may direct the appointed auditor the manner in which the accounts of the  
Government company are required to be audited and thereupon the auditor so  
appointed shall submit a copy of the audit report to the Comptroller and  
Auditor-General of India.” What are the relevant sections of the Companies Act, 
2013 and steps involved in auditor of Government Companies?  
(MTP N-18)(M-19) Hint: See point ‘10‘

Q 18

Q 19

Q 20

Q 21

Q 22

Q 23

Write short notes on: Various Types of Audit conducted by CAG. 
Hint: See point ‘12‘ 

The reports of the Comptroller and Auditor General of India on the audit of PSUs are 
presented to the Parliament and to various state legislatures to facilitate a proper  
consideration. Enumerate the contents of Audit Report presented by C & AG. 
(M-19-Old) Hint: See point ‘13‘

The areas covered in comprehensive audit vary from enterprise to enterprise  
depending on the nature of the enterprise, its objectives and operations. You are  
required to list down some of the broad areas to be examined in comprehensive 
audit. (MTP-M- 18) (RTP-M-19) Hint: See point ‘12-D‘

XYZ & Co., a CA. firm was appointed by C&AG to conduct comprehensive audit of ABC 
Public undertaking. C&AG advised to cover areas such as investment decisions,  
project formulation, organisational effectiveness, capacity utilisation, management of  
equipment, plant and machinery, production performance, use of materials,  
productivity of labour, idle capacity, costs and prices, materials management, sales 
and credit control, budgetary and internal control systems, etc. Discuss stating the 
issues examined in comprehensive audit. (RTP-M-20) Hint: See point ‘12-D‘

The Comptroller and Auditor General assists the legislature in reviewing the  
performance of public undertakings. He conducts an efficiency-cum-performance 
audit other than the field which has already been covered either by the internal 
audit of the individual concerns or by the professional auditors. He locates the area 
of weakness and extravagance for managements’ information. Explain stating clearly 
the issues examined in comprehensive audit. (MTP-N-19) Hint: See point ‘12-D‘

AUDIT OF PUBLIC SECTOR UNDERTAKINGS (PSU)
ADDITIONAL QUESTIONS
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Comptroller & Auditor General of India were conducting supplementary audit U/s 
143(6) of the Companies Act, 2013 made certain comments on the reported foreign 
exchange loss in the accounts of a Public sector company. The Board of Directors 
failed to reply to the comments of C&AG in their report. Comment. (N-11)  
Hint: See point ‘10‘ & The Board of Directors has contravened provisions of the  
Companies Act. They should give explanation on such comments.

Q 17

ABG & Co., a Chartered Accountant firm has been appointed by C &AG for performance 
audit of a Sugar Industry. What factors should be considered by ABG & Co., while planning a 
performance audit of Sugar Industry? (M-14) Hint: See point ‘12-C‘

“A performance audit is an objective and systematic examination of evidence for the 
purpose of providing an independent assessment of the performance of a government 
organization, program, activity, or function in order to provide information to improve 
public accountability and facilitate decision-making by parties with responsibility to 
oversee or initiate corrective action.” Briefly discuss the issues addressed by  
Performance Audits conducted in accordance with the guidelines issued by C&AG. 
(SM-21)(RTP-M-20) (RTP-N-18) Hint: See point ‘12-C‘

Write short note on; Issues addressed in Performance Audit of PSUs. (N-18-Old) 
Hint: See point ‘12-C‘

You have been appointed as auditor of a AKY Ltd. After having determined the audit objectives, 
now you have been requested to draft audit criteria. What are the sources that you will use while 
doing the task? (SM-21) Hint: See point ‘12-C‘(d)

Briefly describe the problems associated with propriety audit. 
Hint: See point ‘12-E‘-Problems associated with the Propriety Audit 

Sun Light Limited is a public sector undertaking engaged in production of  
electricity from solar power. It had commissioned a new project near Goa with a 
new technology for a cost of ` 5,750 crore. The project had seen delay in  
commencement and cost overrun. State the matters that a Comprehensive Audit by 
C&AG may cover in reporting on the performance and efficiency of this project. 
(SM-21)(MTP-N-20)(N-18-New) Hint: See point ‘12-D‘

Tee & Co., a firm of chartered accountants had been appointed by C & AG to conduct 
statutory audit of M/s Rare Airlines Limited, a Public-Sector Company. They would like 
to check certain mandatory propriety points as required u/s 143(1) of the Companies 
Act, 2013. List the areas of check to meet these requirements.(M-18-New)(MTP-M-19) 
Hint: See point ‘11‘

The Comptroller and Auditor General of India has appointed a chartered accountant firm to  
conduct the comprehensive audit of Metro Company Limited (a listed government company) 
which is handling the Metro project of the metropolitan city for the period ending 31-03-2020. The 
work to be conducted under Project A handled by the Metro Company Limited was of laying down 
railway line of 124 kilometres. [The chartered accountant firm reviewed the internal audit report 
and observed the shortcoming reported about the performance of Project A regarding the  
understatement of the Current liabilities and Capital work in progress by ` 84.68 crore.] Explain 
some of the matters to be undertaken by the chartered accountant firm while conducting the 
comprehensive audit of Metro Company Limited. (Jan-21-New) Hint: See point ‘12-D'

Q 24

Q 26

Q 27

Q 28

Q 29

Q 30

Q 31

Q 25

Based on study of objective, 
reason of setting up enterprise, 
its objectives, annual accounts, 
budget , BOD deliberations, 
other reports & papers these 
programmes identify areas 
requiring further :

a) detailed analysis 
b) criteria (source of criteria is 

Bureau of public enterprises 
PSU guidance of General 
mgt. FM, Materials mgt., 
Production management, 
etc. + Technical/ Industrial 
studies by internal/ external 
experts etc.)  

c) data required for analysis 
d)  source of data 
e) extent of analysis  

including test checks 

Areas Covered: 

Developing Audit programme

1. investment decisions
2.  project formulations
3. organisational effectiveness
4.  capacity utilisation
5.  management of equipment 
6.  plant and machinery
7.  production performance
8.  use of materials
9.  productivity of labour
10. idle capacity, costs and 

prices
11. materials management
12. sales and credit control
13. budgetary and internal  

control systems, etc.   

SJ Update   
(Comprehensive Audit- Refer 12D)

SJ Update   
(Comprehensive Audit- Refer 12D)
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AUDIT OF NON-BANKING FINANCIAL COMPANY

A. Back drop

Under section 45-IA of the RBI (amendment) Act, 1997, no 
Non-Banking Financial Company(NBFC) is allowed to com-
mence or carry on the business of a Non-Banking Financial 
Institution without :
• Obtaining a certificate of registration issued by the RBI.
• Having a net owned fund (NOF) of  ` 25 lakhs ( ` 2 crore 

since  April  1999)  not exceeding ` 200 lakhs, as the RBI 
may, by notification in the official gazette, specify. (Up-
per limit in relation to net owned fund requirement for 
commencing NBFC business has been increased from ` 2 
crores to ` 100 crores as per Finance Act. 2019). 

 Presently notified limit is ` 2 crores only. 

2 REGISTRATION AND REGULATION OF NBFC

Venture Capital 
Fund Companies

Mutual Benefit 
Companies

Mortgage Guarantee 
Companies

Core Investment 
Companies

 Alternative Investment 
Fund (AIF) Companies

Securitisation and  
Reconstruction Companies

Nidhi  
Companies

Chit  
Companies

Following NBFCs have been exempted from the requirement of registration under Section 45 -IA of the 
RBI Act, 1934 subject to certain conditions.

3 EXEMPTION FROM THE REGISTRATION WITH RBI

Section 45 I(f) of Reserve Bank of India (Amendment) 
Act, 1997 defines a Non-Banking Financial Company as:
• A financial institution which is a company;
• A non banking institution which is a company with 

principal business of receiving of deposits, under 
any scheme or arrangement or in any other manner, 
or lending in any manner;

• Such other non-banking institution or class of such 
institutions, as the Reserve Bank with the previous 
approval of the Central Government may specify by 
notification in the official Gazette.

For purpose of RBI Directions relating to acceptance 
of Public Deposits, Non-Banking Financial Company 
means only the non-banking institution which is a – 
“Loan Company, Investment Company, Hire Purchase 
Finance Company, Equipment Leasing Company and 
Mutual Benefit Financial Company”.

Further, financial activity as principal business also 
happens when (as per last audited balance sheet)                                                  
• A company’s financial assets constitute more than  
50 % of the total assetss (netted off by intangible  
assets) and                              
• Income from financial assets constitute more than 
50 % of the gross income. A company which fulfils both 
these criteria shall qualify as an NBFC and would  
require to be registered as NBFC by RBI.(Popularly 
Known as 50-50 test)

1 DEFINITION

Q.1 Define NBFC. Also give a brief description about types of NBFCs covering any five NBFCs. (SM-21)(N-05)(RTP-M-13) - Hint : See point ‘1 & 4’ 
Q.2 Write short note on Core Investment Companies.  (M-15) - Hint : See point ‘4.5’
Q.3 Write short note on: Infrastructure Finance Companies.- Hint : See point ‘4.3’

Q.4  Shubham & Associates are going to start the audit of NBFCs. They have not performed much work for the NBFCs in the past 
years. You are required to explain the requirements related to registration and regulation of NBFCs which an auditor needs to 
keep in his mind while planning the audit of NBFC which would help this firm. (SM-21) Hint : See point ‘2’& ‘1’ (Brief)

4.2 NON-BANKING FINANCIAL COMPANY – MICRO  
FINANCE INSTITUTION (NBFC-MFI)

NBFC-MFI is a non- deposit taking NBFC which has at least 85% of 
its assets in the form of microfinance. Such microfinance should 
be in the form of loan given to those who have annual income of ` 
1,00,000 in rural areas and ` 160,000 in urban or semi urban areas. 
Such loans should not exceed ` 1,00,000 and its tenure should not 
be less than 24 months. Further, the loan has to be given with-
out collateral. Loan repayment is done on weekly, fortnightly or 
monthly installments at the choice of the borrower.

4.4 INFRASTRUCTURE DEBT FUND (IDF-NBFC)

IDF-NBFC means a non-deposit taking Non Banking Financial Company that has:    
a) Net owned funds of ` 300 crore or more; and
b) Which invests only in Public Private Partnerships(PPP) and post commencement operations  
 date (COD) infrastructure projects which have completed at least one year of satisfactory  
 commercial operation and becomes a party to a Tripartite Agreement.

   DEEMED NBFC

4.5 CORE INVESTMENT COMPANY (CIC)

These are NBFCs which carry on the business  of  acquisition of shares and securities in “group  
companies” and satisfies four conditions stated in the regulatory framework for Core Investment 
Companies  issued  by  RBI, namely-
i. it holds not less than 90% of its Total Assets in the form of investment in equity  shares,  

preference shares, debt or loans in group companies;
ii. its investments in the equity shares (including instruments compulsorily convertible into  

equity shares within a period not exceeding 10 years from the date of issue) in group companies  
constitutes not less than 60% of its Total Assets;

iii. it does not trade in its investments in shares, debt or loans in group companies  except through 
block sale for the purpose of dilution or disinvestment;

iv. it does not carry on any other financial activity referred to in section 45-I(c) and 45- I(f) of the 
RBI Act, 1934 except investment in bank deposits, money market instruments, government  
securities, loans and investments in debt issuances  of group companies or guarantees issued 
on behalf of group companies.

4.3 INFRASTRUCTURE  
FINANCE COMPANY (IFC)

A company which has net 
owned funds of at least ` 300 
Crore and has deployed 75% of 
its total assets in Infrastructure 
loans is called IFC provided it 
has credit rating of A or above 
and has a CRAR of 15%

Means any company which is a 
financial institution carrying on 
as its principal business as:
• Asset finance 
• Providing finance – 

whether by making loan or 
advances or otherwise 

• For any activity other than 
• The acquisition of its 

own security and not any 
other category of NBFC (as 
defined by RBI in any of its 
master directions)

NBFCs mandated to register under RBI categorized as follows:                                                                                                                     
a) Deposit Acceptance: - In terms deposit acceptance or  
otherwise into Deposit and Non-Deposit accepting NBFCs;                                                                                
b) Non deposit taking NBFCs: - By their size into systemically impor-
tant and non-systemically important (NBFC-NDSI and NBFC-ND); and                                                                                                                                              
c) by the kind of activities, they conduct.                                                                                                                                         
The different types of NBFCs are as follows: by the kind of activity they conduct

 (i) Investment 
and Credit  
Company (ICC)
(ii) Infrastructure 
Finance Company 
(IFC)

(iii) Systematically Important 
Core Investment Company 
(CIC-ND-SI)
(iv) Infrastructure Debt  
Fund Non- Banking 
Financial Company  
(IDF-NBFC)

(v) NBFC-MicroFinance 
Institution (NBFC-MFI)
(vi) NBFC Factors  
(NBFCFactors)
(vi) NBFC- Non Operative 
Financial Holding  
Company (NOFHC)

CLASSIFICATION OF NBFC’S REGISTERED WITH RBI

4.6  SYSTEMICALLY IMPORTANT CORE INVESTMENT COMPANY (CIC-ND-SI)

Core Investment Companies  (CIC) having total assets of not less than ` 100 crores  either individually 
or in aggregate along  with other CICs in the group and which raises or holds public funds are called as 
Systemically Important Core Investment Companies (CICs-ND-SI)

4.7  NON-BANKING FINANCIAL COMPANY – FACTORS (NBFC-FACTORS)
Factoring business refers to the acquisition of receivables by way of assignment of such receivables 
or  financing, there against  either by way of loans or advances or by creation of  security interest over 
such  receivables  but does not include normal lending by a bank against the security of receivables etc.
NBFC-Factor is a non-deposit taking NBFC engaged in the principal business of factoring. The finan-
cial assets in the factoring business should constitute at least 50% of its total assets and its income 
derived from factoring business should not be less than 50% of its gross income.

4.8  NON-OPERATIVE FINANCIAL HOLDING COMPANY (NOFHC)

Non-Operative Financial Holding Company (NOFHC): means a non-deposit taking NBFC referred  to in 
the “Guidelines for Licensing of New Banks in the Private Sector”, issued by the RBI, which holds the 
shares of a banking company and the shares of all  other financial services companies in its group, 
whether regulated by the Bank or by any other financial regulator, to  the  extent permissible under 
the applicable regulatory prescriptions.
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Housing Finance 
Institutions

 Merchant Banking 
Companies 

Micro Finance 
Companies

Stock-broking/sub-
broking companies

 Stock  
Exchanges

Insurance  
companies ; and

Note: - (i) Mortgage Guarantee Companies have been notified as NBFCs under Section 45 I(f)(iii) of the RBI Act, 1934(ii) 
Core Investment Companies with asset size of less than Rs. 100 crore, and those with asset size of Rs. 100 crore and above 
but not accessing public funds are exempted from registration with the RBI.

4.1 INVESTMENT CREDIT 
COMPANY (ICC)

CLASSIFICATION OF NBFC’S REGISTERED WITH RBI4

(Update-2021)

(Update-2021)

(Update-2021)

(Now Definition from point 4.1 to 4.8 removed from module)
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D. Difference  
between Bank 
and NBFC: -

3
NON BANKING 

EQUIPMENT 
LEASING FINANCE 

(NBELF) 
COMPANY

(i)
Ascertain whether the 
Non Banking Financial 
Companies (NBFC) has 

an adequate appraisal system 
for extending equipment 

leasing finance.

 (ii) 
Verify whether there 

is an adequate system in 
place for ensuring 

installation of  assets and their 
periodical physical verification. 

Arrange for physical verification of 
the leased assets so as to dispel any 

doubts that  equipment  leasing  
finance was not extended 
without the corresponding 

assets 
being created

(iii)
Ascertain that the NBFC has 

an adequate system 
for monitoring whether the assets 

have been adequately insured 
against and regular maintenance 

of the leased asset is being 
carried out by the lessee (iv)

Verify the lease agreement 
entered into 

with the lessee 
in respect of the equipment

 given on lease.

(v)
Verify whether the

 Accounting Standard /
Ind AS in respect of “Accounting for 

Lease”
 has been compulsorily

 followed.

Q.10  Write a short note on Special points that may be covered in the audit of equipment leasing finance company. (M-10) (M-06)(M-07) 
 Hint : See point ‘C (3)’

AUDIT OF NON-BANKING FINANCIAL COMPANY

2
HIRE PURCHASE 
(HP) FINANCE 

COMPANY/LEASING 
COMPANY 

I. 
Examine the adequacy 
of operation and the  

effectiveness of  
internal controls  

for extending  
hire purchase  

finance.

V.
For HP finance against 
vehicles, ensure that  

registration certificate 
contains an endorsement in 
favour of the hire purchase 

company.

III.
See whether the NBFC 

has a system for  
verifying the hire purchase 
asset periodically to ensure 
that the hires have not sold 
the assets or encumbered 

them.

VII.
Check whether adequate 

provision has been made for 
overdue HP instalmentas  

required under  
RBI directons.

II. 
Ensure that original 

invoice has been made out 
in the name of NBFC and the 

payment for acquiring assets is 
made directly to the  

supplier/dealer.

VI.
Verify that the hire  

instalments being received 
regularly as and when  

they fall due.

IV. 
For high value items, 

physically verify the asset 
in possession of the hires, 

especially in case of any doubt 
to the genuineness of the 

transaction.

VIII.
Verify the method of 

accounting followed by the 
NBFC for apportionment of  

finance charges over the 
period of hire purchase 

contracts.

IX.
Ascertain that there is no 
change in the method of  

accounting as compared to  
immediately preceding  

previous year.

Q.9  Enumerate the verification procedures in relation to audit of a Hire-Purchase Finance Company (J-09)  
Hint : See point ‘C (2)’

 i)  NBFC cannot accept  
demand deposits.  
however some NBFCs can 
accept Term Deposits;                                                                            

(ii)  NBFC do not form part  
of the payment and  
settlement system and 
cannot issue cheques 
drawn on itself                                            

(iii)  Deposit insurance facility 
of DICGC is not available 
to depositors of NBFC’s 
unlike in case of banks.

(iv)  No Minimum Exposure to 
Priority Sector required 
by NBFCs.

(Update-2021)
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A. CASH RECEIPTS FRAUDS:
Holding back cash sales, collections by travelling 

salesman, recoveries out of debts written off earlier etc. 
can be covered up by the perpetrator by adopting following de-

vices: -
n Issuing a receipt to payee for the full amount collected and entering 
only a part of amount on the counterfoils.

n Showing large cash discounts than actually allowed.
n Adjusting a fictitious credit in account of customer for goods returned.
n Adjusting cash sales as credit sales.
n Writing-off good debts as bad & irrecoverable.
n Short debiting customer’s account in ledger.
n Under casting receipt side of cash book/over casting payment side.

B. VERIFICATION OF CASH RECEIPTS:
n Evidence as regards income received from different sources should be scrutinized.
n Carbon copies of receipts marked ‘duplicates’ should be scrutinized.
n Recalling pay in slip from banks for cash deposited.
n Record of sale of scrape of waste paper, collection of rent from labours etc.
n Cash sales to be vouched in detail.
n Recoveries from customers & sundry parties should be checked with.
n All withdrawals to be checked by reference to corresponding entries 

in bank pass book.

A. CASH PAYMENT FRAUDS:
n Make double payment of invoice/fake invoice payment.
n Paying personal expenses out of business.
n Withdrawing unclaimed credit balance of customers.
n Falsely adjusting a refund in account of customer.
n Wrong totaling of wages sheets & misappropriating excess amount.

B. VERIFICATION OF CASH PAYMENTS:
n Evidence of cash payment carefully scrutinized.
n All payments by bearer checks should be examined.
n System of recording wages should be reviewed, eliminate entries of dummy workmen.
n System of ordering & receiving goods to be reviewed to confirm no payment made in 

respect of supplies which have not been received.
n Confirmation to be obtained from partners/directors in respect of amount shown to 

have been paid.
n Petty cash book to be vouched & totaled.

n All bills receivables/payables to be checked by 
reference to bills books.

4

INVENTORY FRAUDS
                         (Update-2021)

Are concerned with misappropriation of goods & their 
concealment.

n Employees may simply remove goods from their premises.
n Theft of goods may be manipulated by employees who 
have committed theft so that book quantities tally with actual 

quantities in hand.
n For their detection, entire system of receipts, storage & dispatch of all 
goods be reviewed to localize their weakness in the system.

n Different items of inventory held & those shown in inventory book.
n Receipts & issues of inventories recorded in inventory books, goods inward 

and outward register to be cross checked.
n Entries in respect of returns (both inwards & outwards) to be checked.
n Totals of inventory book should be checked.
n Shortage observed on physical verification of inventory should be reconciled 

with discrepancies observed. 
n  Inflating the quantities issued for production is another way of defalcating raw 

materials and store items. 
n  Stocks actually dispatched but not entered in sales/ debtor’s account 

1

CASH RECEIPTS

2

INFLATING CASH PAYMENT

20
CASH  

EMBEZZLEMENT  
FRAUDS

3

FRAUDS THROUGH SUPPLIER’S/CUSTOMER LEDGER
A. SUPPLIER LEDGER FRAUDS: (Purchase frauds)

n Adjusting fictitious/duplicate invoices as purchases in account of suppliers & 
subsequent misappropriation.

n Suppressing credit notes issued by suppliers & withdrawing corresponding amounts not claimed.
n Withdrawing amounts unclaimed by suppliers.

n Accepting purchase invoice at prices considering higher than their market price & collecting excess amount in cash from 
suppliers.

(Similar risks in customer’s ledger fraud)
B. VERIFICATION OF BALANCES IN SUPPLIERS’ LEDGER:

n Purchase journal to be vouched to goods inward book & suppliers’ invoice to confirm amounts credited to account.
n All supplier to be requested to furnish statements of their accounts.

C. VERIFICATION OF BALANCES IN CUSTOMER’S LEDGER:
n Special attention should be paid to allowances adjusted on account of goods returned or differences in price or on any other account as well as to 
amount written off as bad debts.

n Entries in order book to be tested with those in Sales Day Book.
n Obtain confirmation of customers in respect of amount outstanding in their accounts.

D. VERIFICATION OF BALANCES IN SUPPLIERS’ LEDGER: (SIMILAR TO ABOVE)

INDICATORS OF FRAUD
Several indications of possible frauds can be listed as 

follows :-
n Discrepancies in Accounting Records including non-recording 
or partial recording or incorrect recording or delayed recording of 

amounts, misclassifications, etc.
n Conflicting or missing evidence including missing documents, altered 
documents, significant unexplained items in reconciliations, discrepancies between 

entity’s records and confirmations received etc.
n Unacceptable management responses such as – denial of access to records/facilities/

employees, undue time pressure to resolve complex issues, unusual delays in providing 
requested information, denial for use of CAAT, unwillingness to address identified deficiencies in 

internal control etc.
n Other indications such as – Accounting policies in variance with industry norms, frequent changes in 

accounting estimates etc.

INVESTIGATION

Q.10 What steps needs to be taken to investigate frauds of Cash 
Receipts? (N-15) (N-12) (N-07) - Hint: See point ‘20-1(B)’

Q.12 In a company, it is suspected that there has been embezzlement 
in cash receipts. As an investigator, guide the company the areas where 
embezzlement is possible? (SM-21) - Hint: See point ‘20-1(A)’

Q.11 Write short note on: Frauds through suppliers ledger. OR                                                                                                                                    
In a Public Limited Company, it is suspected by the Management that there has been embezzlement in supplier’s ledger. As an auditor of the Company, 
you have been asked to investigate the matter. What are the major areas that you would verify in this regard?(SM-21)(N-19 Old)- Hint: See point ‘20-3’

5
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INTERNAL AUDITORS’ WORK SHOULD INCLUDE A REVIEW OF 

i. Internal 
control 
system  

and 
procedures

ii. System of 
custodianship 

& 
safeguarding 

of assets

iii. Compliance 
with the 

policies, plans 
and procedures 

& relevant 
regulations & 

laws

iv. 
System of 
collecting 

data

v. Ensure 
information given 

to management 
& to external 

agencies is 
relevant and 

reliable

vi. Organisational 
structure, its 

congruence with 
its objectives
vii.Efficient & 

economical use 
of available 
resources

INTERNAL AUDIT EXTERNAL AUDIT
a. It’s an ongoing audit performed within

an organisation
Its an audit function performed by the 
independent body

b. Auditor examines operational 
efficiency Auditor examines accuracy & validity of FS

c. Auditor appointed by management Auditor appointed by members
d. It’s a continuous process throughout

the year Its done once in a year

e. Opinion is provided on effectiveness of 
operational activities

Opinion is provided on truthfulness &  
fairness of FS of company

f. Internal auditor is employee of company 
hence less independent

External auditor is an independent 
person

DIFFERENCE BETWEEN INTERNAL & EXTERNAL AUDITORS6

ESSENTIAL FEATURES OF  
A GOOD INTERNAL AUDIT REPORT

n Objectivity
n Constructiveness
n Readability
n Conciseness
n Clarity
n Timeliness
n Accuracy
n Recommendations

n Findings &              
conclusions 

n Auditor’s views
n Draft report
n Supporting                 

information
n Summary
n Writing & issuing  

of final report

5

Q.1  State the important aspects to be considered by the External auditor in the evaluation 
of Internal Audit Function. (SM-21) (N-08) Hint: See point ‘7’ + SA-610

Q.2  ABC Ltd appointed CA Mr. X, for conducting internal audit for the financial year 2018-19. CA Mr. X seeks your advice in drafting a good quality internal   
        audit report. You are, therefore, required to guide him by elaborating essential features of a good internal audit report.(M-19 Old) Hint: See point ‘5’

INTERNAL AUDIT

7
SA-610 “Using the 

work of an  
internal auditor” 

deals with  
the relationship  

between internal  
& external  
auditors.

8  QUALIFICATIONS OF INTERNAL AUDITOR

APPLICABILITY OF PROVISIONS OF INTERNAL AUDIT1

Applies to class of  
companies as  

prescribed in Rule-13 of 
Companies (Accounts) 

Rules, 2014.  
Appointment of  

Internal Auditor/ Firm 
of internal auditor is 

done as per Section 138 
of Companies  

Act, 2013.

The objectives and scope of  
Internal Audit Function as per SA 

610, “Using the Work of an  
Internal Auditor” may include:

Monitoring of internal controls; 
•  Examination of financial and 

operating information 
•  Review of operating activities 
• Review of compliance with laws 

and regulations 
•  Risk management 
•  Governance

As per Standard on Internal Audit (SIA) 370 Reporting Results, reporting of internal 
audit results is generally undertaken in two stages:

Stage-2 

(i) On a periodic basis, at the close of a plan 
period, a comprehensive report of all the 
internal audit activities covering the entity 
and the plan period is prepared by the Chief 
Internal Auditor . 

 (ii)  Such reporting is normally done on a quar-
terly basis and submitted to the highest 
governing authority responsible for internal 
audits, generally the Audit Committee.

(iii) Some part of the aforementioned Internal 
Audit Reports may form part of the periodic 
(e.g.Quarterly) report shared with the Audit 
Committee.

Stage-1  

(i)  At the end of a particular 
audit assignment, an “Internal 
Audit Report”covering a 
specific area, function or part 
of the entity is prepared by the 
Internal Auditor highlighting 
key observations arising from 
those assignments.                                          

(ii)  This report is issued to the 
auditee, with copies shared 
with local and executive man-
agement, as agreed during the 
planning phase.

INTERNAL AUDIT REPORT4 (Update-2021)

As defined in Framework  
Governing Internal Audits, 
“Internal Audit provides 
independent assurance on 
the effectiveness of internal 
controls and risk   
management processes to 
enhance governance and 
achieve organisational  
objectives.”

(Update-2021)

Definition of Internal Audit

2

He shall not allow  
prejudice or bias to override 

his objectivity, especially 
in arriving at conclusions or 

reporting his opinion.

The Internal Auditor shall 
conduct his work in a highly 
objective manner, especially 

in gathering and evaluation of 
facts and evidence.

He shall avoid all conflicts of 
interest and not seek to derive any 

undue personal benefit or  
advantage from his position.      

He shall  
operate in a highly  

professional  
manner and seen 
to be fair in all his 

dealings.

The Internal Auditor 
shall be honest,  
truthful and be a 

person of high  
integrity.

The internal  
auditor shall resist 

any undue pressure 
or interference in  
establishing the  

scope of the  
assignments               

The Internal  
Auditor shall be free  

from any undue  
influences which force  

him to deviate from the 
truth. This independence 
shall be not only in mind 
but also in appearance.

There is a set of core  
principles fundamental 

to the internal audit 
function and activities. 
These basic principles of 
internal audit are critical 
to achieving the desired 
objectives as set out in 

the Definition  
of Internal Audit.                                                                        

i

ii

iii
iv

v

vi

vii
INTEGRITY, OBJECTIVITY & INDEPENDENCE OF IA3 (Update-2021)

This SIA deals with the internal auditor’s responsibility to issue only the first type of  
reports, the Internal Audit Report pertaining to specific audit assignments and not to the pe-
riodic (e.g. Quarterly) reporting for the whole entity as per the Annual/Quarterly audit plan.
On the basis of the internal audit work completed, the Internal Auditor shall issue a clear, 
well documented Internal Audit Report which includes the following key elements: 

An  
overview  

of the  
objectives, 
scope and  

approach of 
the audit  

assignments;

The fact that 
an internal 
audit has 

been  
conducted 

in  
accordance 

the SIA;

An executive 
summary of key 

observations 
covering all  
important 

aspects, and 
specific to the 
scope of the 
assignment;

A summary of 
the corrective 

actions required 
(or agreed by 
management)  

for each  
observation;  

and

Nature of 
assurance, 

if any, which 
can be  
derived  

from the  
observations.

 a b c d e

1. Basis of Internal Audit Report: Each internal 
audit report is prepared on the basis of the 
audit procedures conducted and the analysis 
of the audit evidence gathered. Conclusions 
reached shall be based on all the findings 
rather than on a few deviations or 
issues noted. 

3. Content and Format of Internal Audit Report:  
The manner in which the internal audit report is 
drafted and presented is a matter of professional 
judgment and choice and could be influenced by the 

preferences of the recipients. Where some level of 
assurance is being provided, the form and content 

of the report shall be as per SIA 380,“Issuing 
Assurance Reports”.                               

4. Documentation: To confirm compliance 
of audit procedures with this SIA, the list 

of documents required is as follows:                    
  a    Copies of draft and final internal audit 

 reports to be maintained, appropriately cross  
referenced to specific observations.               

  b If appropriate, management action plans may be  
counter signed by respective management personnel.

2. Conducted in Accord-
ance with SIAs: Where the 
internal audit is conducted in 
compliance with the SIA, ,and 
the internal auditor can substanti-
ate the same with supporting evidence 
and documentation, the internal 
audit report shall include a statement 
confirming that “the internal audit was 
conducted in accordance with the SIA 
issued by ICAI.     

The internal audit report shall be issued within a reasonable time frame from the completion of  
the internal audit work.   

1
2

3
3

Special expertise 
necessary for  
evaluating  
management  
control systems.

He must have  
accounting and  
financial expertise 
to be able to  
discharge his  
duties.

3.  Expected to evaluate operational 
performance and  non-monetary,  
operational controls. This requires a 
basic knowledge of the technology and 
commercial practices of the enterprise.

4. He should also have a basic 
knowledge of commerce, laws, 
taxation, cost accounting,  
economics, quantitative  
methods and EDP systems.

5. An understanding of 
management principles 
and techniques is another 
essential qualification of an 
internal auditor as also the 
ability to deal with people.

6. By his conduct the internal auditor 
should provide an   assurance to 
the management that confidential-

ity of such information would be 
maintained.

1
2

4

5

6

3
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Q.3 “Review of the internal audit function has 
become statutory responsibility for the statutory 
auditor.” (M-15) Hint: See Point ‘07’ 

Responsibilities of Internal AuditorFollow-up 98A
1.  To ensure maintenance of adequate system of internal control.
2.  To operate independently of the accounting staff.
3. To observe unusual facts and circumstances and bring them to notice of management.
4. To appraise policies and procedures prevailing in the entity and bring to the notice  

of management any deficiencies, wherever these require to be corrected.
5. To perform his work with independence.

As per SIA 390 Monitoring and Reporting of Prior Audit 
Issues:
(i) The Chief Internal Auditor is responsible for  

continuously monitoring the closure of prior audit 
issues through timely implementation of action plans 
included in past audits. 

(ii) The responsibility to implement the action plans 
remains with the management. In monitoring and 
reporting of prior audit issues, the responsibility of the 
Internal Auditor is usually in the form of an “Action 
Taken Report (ATR) of previous audits”.

(iii) The internal auditor should review whether follow-up 
action is taken by the management on the basis of his 
report.

(iv) If no action is taken within a reasonable time he 
should draw the management’s attention to it.

(v) Where the management has not acted upon his  
suggestions or not implemented his  
recommendations, the internal auditor should  
ascertain the reasons thereof.   

(vi) Where the management has accepted his  
recommendations and initiated the necessary action, 
the internal auditor should periodically review the 
manner and the extent of implementation of the  
recommendations and report to the MGT highlighting 
the recommendations which have not been  
implemented fully or partly.

Review of Utilisation of Resources12

• The internal auditor (IA) should check 
whether proper operating standards and 
norms have been established for measuring 
economical and efficient use of resources.

• They should be detailed enough to be 
identifiable with specific operating   
responsibilities 

• Should be capable of being used by  
operating personnel for monitoring and 
evaluating their performance.

• The IA  should review the methods of estab-
lishing the operating standards and norms. 

• He should carefully examine the assump-
tions made while setting the standards to 
ensure that they are appropriate and  
necessary.

• Where there is a wide divergence between 
actual performance and the corresponding 
standards, reasons may be considered. 

Areas to be covered in Internal Audit Plan

Standard on Internal Auditing 
AASB issues 18 SIA, listed as below: 

Appraisal of Organisational Structure by Internal auditor

10

13

11

1.  Terms of audit engagement and 
scope of internal audit as determined 
by audit committee.

2. Nature and timing of reports and 
other communications.

3. Legal or statutory requirements.
4. Accounting policies adopted by the 

client and changes made therein.
5. New accounting or auditing pro-

nouncements and their impact on 
the entity

6. Identification of significant audit 
areas.

7. Setting up of materiality levels for 
purpose of audit.

8. Circumstances requiring special 
attention, such as the possibility of 

material error or fraud or related 
party transactions.

9. Degree of reliance to be placed on 
accounting system and internal con-
trol.

10. Nature, form and extent of audit 
evidence to be obtained.

11. Nature, timing and extent of proce-
dures to be performed.

12. Use of expert’s work
13. Establishing and coordinating  

staffing requirements.
14. Attending the inventory count.
15. Method of physical verification of 

cash and investment.
16. Verification of Assets and Liabilities.
17. Compliance of Laws and Regulations.

The internal auditor should conduct an appraisal of the organisation 
structure to ascertain:
• whether it is in harmony with the objectives of the enterprise and
• whether the assignment of responsibilities is in consonance there-

with. 
For this purpose, internal auditor should:
(a)  Review the manner in which the activities of the enterprise are 

grouped for managerial control so as to find out whether respon-
sibility and authority are in harmony with the grouping pattern.

(b)  Examine the organisation chart to find out whether the structure 
is simple and economical and that no function enjoys an undue 
dominance over the others.

(c)  Ensure that the responsibilities of managerial staff at headquar-
ters do not overlap with those of chief executives at operating 
units.

(d)  Examine the reasonableness of the span of control of each execu-
tive (the number of sub-ordinates that an executive controls). He 
should examine whether there is a unity of command i.e., whether 
each person reports only to one superior.

(e)   Evaluate the process of managerial development in the enterprise.

Q.4 M/s ME Ltd. is a manufacturing Company of M/s Bars and Rods. The turnover of the company for financial year 2017-18 was ` 870 
crores. The audit committee has appointed M/s MK Associates, Chartered Accountants as an internal auditor of the company for the financial 
year 2018-19. As an auditor of ME Ltd., draw out the internal audit plan specifying coverage of area. (M-16)Hint: See Point  ‘10’

Q. 7  AB Pvt. Ltd. company having outstanding loans or borrowings from banks exceeding one 
hundred crore rupees wants to appoint internal auditor. Please guide him who can be appointed 
as internal auditor and what would be reviewed by him. (SM-21) Hint: Refer Section 138 & SA-610

Q 5 XYZ Yarns Ltd. is a manufacturing company engaged in manufacturing of different types of yarns. Its annual turnover is ̀  100 Crores and net profit 
` 10 crores. It has two manufacturing units. Company is facing difficulties in maintaining adequate system of internal control. Company wants 
to appoint Internal Auditor who would help in the above task and also various other functions including compliance. In view of above, you are 
required to explain the main responsibility of Internal Auditors. (MTP-N-18)  
   OR
The internal auditor must be regarded as part of the management and not merely as an assistant thereto. He must have authority to investigate 
from the financial angles every phase of the organisational activity under any circumstances. Explain. Hint: See Point  ‘9’

Q 6 ABC Ltd. is engaged in manufacturing of Yarns and Towels. It sells its product in both domestic as well as in International Market. It has achieved 
turnover of 200 crores in the F.Y. 2016-17. Directors of the company realized that they are not managing the company professionally and thereby 
request your firm of Internal Auditors for appraisal of its organizational structure to ascertain whether it is in harmony with the objectives of ABC 
(P) Ltd. Comment. (MTP-N-18)
      OR         
Internal auditor makes an appraisal of organization structure to ensure that it is in harmony with the objectives of the entity, besides checking of 
financial transactions and operational activities of the entity. Elaborate. (N-18)  Hint: See Point ‘11’

ADDITIONAL QUESTIONS

INTERNAL AUDIT

SIA - 1 Planning an Internal Audit 

SIA -2 Basic Principles Governing Internal Audit 

SIA -3 Documentation

SIA -4 Reporting

SIA -5 Sampling

SIA -6 Analytical Procedures

SIA -7 Quality assurance in Internal Audit

SIA -8 Terms of Internal Audit Engagement

SIA -9 Communication with Management

SIA -10 Internal Audit Evidence

SIA -11 Consideration of Fraud in an Internal Audit

SIA -12 Internal Control Evaluation

SIA -13 Enterprise Risk Management

SIA -14 Internal Audit in an Information Technology Environment

SIA -15 Knowledge of the Entity and its Environment

SIA -16 Using the Work of an Expert

SIA -17 Consideration of Laws and Regulation in an Internal Audit

SIA -18 Related Parties

Note: Compliance of these Standards are recommendatory in Nature

(Update-2021)
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An Automated Environment is an eco-system that combines 
people, process and technology within an overall business 
environment.
Category of business applications –
• Packaged software (also called off the shelf applications) 

used by micro and small business (E.g. Tally, Quick Books).
• Small ERP used in small business (E.g. Tally ERP, SAP business 

one etc.)
• ERP applications used in medium to large companies (E.g. 

SAP R13, Oracle R12 enterprise business suite).

B. LAYERS OF AN AUTOMATED ENVIRONMENT 

A. KEY FEATURES OF AUTOMATED ENVIRONMENT D. AUDITING IN REAL TIME ENVIRONMENT

I.  Physical and Environmental - (Access to IT facilities, CCTVs, 
temperature control, firefighting equipment etc.)

II.  Network devices & network - (Switches, router, firewall, 
LAN, WAN, VPN.)

III.  Storage Devices - (disks, tapes, network storage)
IV.  Operating System - (Windows, Unix, Linux)
V.  Database - (Oracle12g, MS-SQL, Server).

C. REAL TIME ENVIRONMENT: IT COMPONENTS

I
Application

II
Middleware

III 
Networks

IV. 
Hardware

Example- ERP 
application 

SAP, 
ORACLE RZ, 

CORE Banking 
applications

Example, 
Web 

servers like 
Apache, 

ATM 
Switches

Example, 
WAN, 

Internet 
Hosting

Example, Data 
centres, 
Back-up 

and storage 
devices, Power 

supply

A real time environment is a type of automated environment in which business operations and transaction are initiated, processed and recorded immediately as they happen without delay.

I. Understanding & 
Documenting Automated 
Environment: 

• Required as per SA 315
• It includes following –
i. The applications that are 

being used by the company
ii. Details of IT infrastructure 

components for each of the 
application

iii. The organization structure 
and governance

iv. The Policies, Procedures 
and Process followed

v. IT risks and controls
The auditor is required to 
document the understanding 
of a company’s automated 
environment as per  
SA 230.  

II. Consideration of Automated environment 
at each phase of audit cycle: 

• During risk assessment, consider risk 
arising from the use of IT systems  
at the company

• When obtaining an understanding of the 
business process the use of IT system and 
application should be considered

• While assessing the entity level controls 
the aspect related to IT governance to be 
understand and received

• Pervasive controls including segregation of 
duties, general IT controls and application 
should be considered and received

• During testing phase, the result of general 
IT controls would impact the NTE of testing

• At completion stage, evaluation of control 
deficiencies may require using data analytic 
and CAATs

III. Enterprise Risk management overview:  
(Update-2021)

• Risk is the possibility that an event will happen which 
prevents a company from achieving business objectives

• Risk management is a combination of process, people, 
tools & techniques through which company identifies, 
assess, respond mitigate and monitor risks

• The Companies Act, 2013 requires the board report 
to include statement indicating development and 
implementation of risk, if any which in the opinion of the 
board may threaten the existence of the company.

• This ERM – Integrated Framework expands on IC, 
providing a more robust and extensive focus on the 
broader subject of ERM. While it is not intended to and 
does not replace the ICF, but rather incorporates the ICF 
within it.

• The ISO 31000:2018 is Risk Management standard 
published by the International Organization for 
Standardization and provides guidelines on managing  
risk faced by organizations.

IV. Assessing IT related risks 
and controls: 

• Entity level aspects of risks 
that are related to the 
governance, organisation 
and management of IT

• Risks in the IT processes 
and procedures being 
followed

• IT risks at each layer 
of the automated 
environment

• The controls that are put 
in place to mitigate IT 
risks and to maintain the 
confidentiality, integrity 
and availability and 
security of data are –

 General IT controls
 Application controls
 IT- dependent controls

V. Evaluating risks and controls at 
entity level and process level: -
The controls that operate across 
a company at all levels, i.e. from 
board and top management to the 
department and transaction level 
are known as entity level controls 
or ELCS

Obtain an understanding of –
• How business process operates,
• The relevant information system 

used in the processing of business 
transactions and activities.

• The risks and controls pertaining 
to the information system and 
underlying infrastructure.

• Reliability of information 
generated from systems.

• Understand, evaluate and validate 
the entity level controls as part of 
audit engagement.

VI. Using relevant 
analytical 
procedures and 
tests using data 
analytics: -
Generating 
and preparing 
meaningful 
information from 
raw system data 
using processing, 
tools, and 
techniques is known 
as Data Analytics. 
Data Analytics 
method used in an 
audit are known 
as Computer 
Assisted Auditing 
Techniques or 
CAATs.

Q.1 A real-time environment is a type of automated environment in which business operations and transactions are initiated, processed and recorded 
immediately as they happen without delay. It has several critical IT components that enable anytime, anywhere transactions to take place. You are 
required to name the components and its example of real-time environment.(SM-21)(MTP-N-18/M-20/M-21) (RTP-N18) - Hint: See point ‘C’

Q.2 SA 315 requires the auditor to obtain an understanding of the entity and its environment as a part of Risk 
Assessment procedure to identify and assess Risk of Material Misstatements. List the areas of which auditor is 
required to obtain understating in an automated environment. (RTP-M-20)-Hint: See point ‘D-I’

        SPECIAL ASPECTS OF AUDITING IN   
AUTOMATED ENVIRONMENT

I. Risk Assessment
• Identify significant accounts 

and disclosures
• Qualitative and Quantitative 

considerations
• Relevant financial statement 

assertions
• Identify likely sources of 

misstatement
• Consider risk arising from  

use of IT system

III. Test for Operating  
Effectiveness 

• Assess nature timing and extent of 
control testing

• Assess reliability of key reports and 
spreadsheet

• Sample testing
• Consider competence and 

independence of staff/team 
performing control testing

II. 
Understand and Evaluate

• Document understanding of business 
process using Flowchart/Narratives

• Prepare Risk Control Matrix (RCM)
• Understand design of controls by performing 

walk through of end-by-end process
• Process wide considerations for entity 

level controls, segregation of duties
• IT general controls, 

application controls

IV. Reporting
• Evaluate control deficiencies

• Significant deficiencies, material 
weakness

• Remediation of control weakness
• Internal control memo (ICM) or 

management letter
• Auditor’s Report

E. 
PLANNING  
EXECUTION  

AND  
COMPLETION

Standards on 
Auditing issued by 

ICAI

Section 143 of 
Companies Act, 

2013 Sarbanes Oxley 
Act of 2002

The cyber 
security 

framework  
(CSF)

 ITIL and ISO 2000

ISO 27001: 
2013 is the 
Information 

Security Management 
System

Control 
objectives for 

information and 
related techniques 

(COBIT)

 Framework 
under the statements 
on standard for attest 

engagements No. 16 → 
SOC1, SOC2, 
 and SOC 3

F. 
STANDARDS, GUIDELINES 

AND PROCEDURES – USING 
RELEVANT FRAMEWORK AND 

BEST PRACTICES

  i    The Auditor should 
understand and document 
each of the business  
processes in form of  
narratives / flowcharts.

  ii   The next 
process will be to 
identify areas / 
events that can 
lead to risks.

F. 1 Statutory Auditor’s approach to identify the risks associated with the IT systems.
 iii  The Auditor 
should also analyse 
the risks i.e. the 
impact it will have 
if materializes.

 iv   Next will be 
prioritization in terms 
of probability of how 
often the risks will 
materialize.
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