Independence of the auditor has not only to exist in fact, but also appear to so
exist to all reasonable persons.

The objective of an audit of financial statements is to enable an auditor to express an
opinion on such financial statements. The auditor’s opinion helps determination of
the true and fair view of the financial position and operating results of an enterprise.
The user should not assume that the auditor’s opinion is an assurance as to the future
viability of the enterprise or the efficiency or effectiveness with which management has
conducted the affairs of the enterprise.

The auditor should be straightforward, honest and sincere in his approach to his
professional work. He must be fair and must not allow prejudice or bias to override
his objectivity. He should maintain an impartial attitude and both be and appear to be
free of any interest which might be regarded as being incompatible with integrity and
objectivity.

Many different circumstances, or combination of circumstances, may be relevant
and accordingly it is impossible to define every situation that creates threats to
independence and specify the appropriate mitigating action that should be taken. In
addition, the nature of assurance engagements may differ and consequently different
threats may exist requiring the application of different safeguards.

10.2.2 Threats to Independence

The Code of Ethics for Professional Accountants, prepared by the International
Federation of Accountants (IFAC) identifies five types of threats. These are:

1. Self-interest threats, which occur when an auditing firm, its partner or associate
could benefit from a financial interest in an audit client. Examples include (i) direct
financial interest or materially significant indirect financial interest in a client, (ii)
loan or guarantee to or from the concerned client, (iiij) undue dependence on a
client's fees and, hence, concerns about losing the engagement, (iv) close business
relationship with an audit client, (v) potential employment with the client, and (vi)
contingent fees for the audit engagement.

2. Self-review threats, which occur when during a review of any judgement or
conclusion reached in a previous audit or non-audit engagement (Non audit
services include any professional services provided to an entity by an auditor,
other than audit or review of the financial statements. These include management
services, internal audit, investment advisory service, design and implementation
of information technology systems etc.), or when a member of the audit team
was previously a director or senior employee of the client. Instances where such
threats come into play are (i) when an auditor having recently been a director or
senior officer of the company, and (ii) when auditors perform services that are
themselves subject matters of audit.

3. Advocacy threats, which occur when the auditor promotes, or is perceived to
promote, a client’s opinion to a point where people may believe that objectivity is
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getting compromised, e.g. when an auditor deals with shares or securities of the
audited company, or becomes the client’s advocate in litigation and third party
disputes.

4. Familiarity threats are self-evident, and occur when auditors form relationships
with the client where they end up being too sympathetic to the client’s interests.
This can occur in many ways: (i) close relative of the audit team working in a
senior position in the client company, (ii) former partner of the audit firm being
a director or senior employee of the client, (iii) long association between specific
auditors and their specific client counterparts, and (iv) acceptance of significant
gifts or hospitality from the client company, its directors or employees.

5. Intimidation threats, which occur when auditors are deterred from acting
objectively with an adequate degree of professional skepticism. Basically, these
could happen because of threat of replacement over disagreements with the
application of accounting principles, or pressure to disproportionately reduce
work in response to reduced audit fees.

10.2.3 Safeguards to Independence

The Chartered Accountant has a responsibility to remain independent by taking into
account the context in which they practice, the threats to independence and the
safeguards available to eliminate the threats.

The following are the guiding principles in this regard: -

1. Forthe public to have confidence in the quality of audit, it is essential that auditors
should always be and appears to be independent of the entities that they are
auditing.

2. In the case of audit, the key fundamental principles are integrity, objectivity and
professional skepticism, which necessarily require the auditor to be independent.

3. Before taking on any work, an auditor must conscientiously consider whether it
involves threats to his independence.

4.  When such threats exist, the auditor should either desist from the task or put in
place safeguards that eliminate them.

5.  Ifthe auditor is unable to fully implement credible and adequate safeguards, then
he must not accept the work.

10.2.4 Professional Skepticism

Professional skepticism refers to an attitude that includes a questioning mind,
being alert to conditions which may indicate possible misstatement due to error or
fraud, and a critical assessment of audit evidence.

The auditor shall plan and perform an audit with professional skepticism recognising
that circumstances may exist that cause the financial statements to be materially

misstated.
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