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Audit Expectation Gap
The recent corporate 
frauds in India have 
once again brought the 
limelight on the audit 
profession. This time 
around, however, in so 
far as the auditors are 
concerned, there is a 
dangerous trend from the 
regulators, media, and 
the public asking “Where 
were the auditors?” and  
accusing the auditors of 
being hand in glove with 
the perpetrators of such 
wrongdoings.  A shift 
from being accused of 
professional negligence to 
nothing less than criminal 
conspiracy.  It is evident 
that the Expectation 
Gap, i.e., the mismatch 
between the roles and 
responsibilities of the 
auditors vis-à-vis what the 
regulators and the society, 
at large, understand or 
expect from them, has 
anything but abated. In 
fact, it seems more tectonic 
now. This Article dwells 
on the Expectation Gap 
in the context of audit of 
the financial statements 
of a company. However, 
the context may also be 
extended to audits of other 
entities as well. Read on to 
know more...

The author is member of the Institute. He can be 
reached at sanjayvasudeva90@gmail.com   

and eboard@icai.in

CA. Sanjay Vasudeva

As a prerequisite to discussing 
the “Expectation Gap, one needs 
to understand as to what is an 
audit of financial statements, 
its objectives, nature and 
scope, as also the respective 
roles and responsibilities of the 
management, the directors and 
those charged with governance 
vis a vis those of the auditors 
appointed under the Companies 
Act, 2013 (“the Act”) and the 
Standards on Auditing (SAs), 
issued by the Institute of 
Chartered Accountants of India 
(ICAI) and specified under 
section 143(10) of the Act. 
Audit of Financial 
Statements– Objective, 
Nature and Scope
Requirements of Standards on 
Auditing (SAs)

Paragraph 3 of SA 200, “Overall 
Objectives of the Independent 
Auditor and the Conduct 
of an audit in accordance 
with Standards on Auditing” 
provides that “the purpose of an 
audit is to enhance the degree 
of confidence of intended users 
in the financial statements. This 
is achieved by the expression of 
an opinion by the auditor on 
whether the financial statements 
are prepared, in all material 
respects in accordance with the 
applicable financial reporting 
framework. In the case of most 
general purpose frameworks, 
that opinion is on whether 
the financial statements are 
presented fairly in all material 
respects, or give a true and fair 
view in accordance with the 
framework.”
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Paragraph 4 of the SA 200 
provides that “the financial 
statements that are subject to 
audit are those of the entity 
prepared and presented by 
management of the entity with 
oversight from those charged 
with governance.  However, an 
audit, in accordance with SAs 
is conducted on the premise 
that management and, where 
appropriate those charged with 
governance have responsibilities 
that are fundamental to the 
conduct of the audit.”  These 
responsibilities include their 
responsibility for preparation 
and presentation of financial 
statements that comply 
with the applicable financial 
reporting framework; and 
design, implementation and 
maintenance of internal 
controls over preparation 
and presentation of financial 
statements to ensure that they 
are  free from any material 
misstatement, whether due 
to fraud or error.  This also 
constitutes the basic premise on 
which an audit is conducted.
Further, the objective of an 
auditor in an audit of financial 
statements is to obtain 
reasonable assurance about 
whether the financial statements 
as a whole are free from 
material misstatement, whether 
due to fraud or error, thereby 
enabling the auditor to express 
an opinion on those financial 
statements. (Paragraph 11 of SA 
200)
The SAs further provide that 
in carrying out an audit, the 
auditor undertakes procedures 
to provide a basis for 
identification and assessment of 
risks of material misstatements 

in the financial statements. 
Once the risks are so identified 
and assessed, the auditor 
obtains sufficient appropriate 
audit evidence therefor by 
designing and implementing 
appropriate responses 
thereto, including substantive 
procedures as well as test of 
control.
Requirements of the Act
Section 143(2) of the Act 
contains the responsibilities 
of the auditors in respect of 
reporting on the true and 
fair view of the state of the 
company’s affairs as at the end 
of its financial year and profit or 
loss and cash flow for the year 
and such other matters as are 
prescribed.
Further, in terms of Section 
143(9) of the Act read with the 
proviso thereto, the auditors are, 
presently, required to comply 
with and carry out an audit 
of the financial statements in 
accordance with the SAs issued 
by ICAI.
Also, Section 134(5) of the 
Act casts responsibility on 
the Directors of the company, 
inter alia, with respect to the 
preparation of the annual 
accounts in accordance with 
the applicable accounting 
standards, taking proper 
care in the maintenance of 
adequate accounting records in 
accordance with the provisions 
of the Act for safeguarding the 
assets of the company and for 
preventing and detecting frauds 
and other irregularities. 
Domain of Auditor’s 
Report and Auditor’s 
Responsibilities
Flowing from the above, 

following important 
aspects about the auditor’s 
responsibilities may be noted.

(i) The auditor provides an 
opinion on the financial 
statements. The term opinion 
is not defined either in the 
Act, 2013 or in the SAs. The 
Oxford Advanced Learners’ 
Dictionary, however, defines 
the term “Opinion” as “belief 
or judgement not founded on 
complete knowledge.”The Black’s 
Law Dictionary defines the term 
“opinion” as:

“ In the law of evidence, Opinion 
is an inference or conclusion 
drawn by a witness from facts 
some of which are known to 
him and others assumed, or 
drawn from facts which, though 
lending probability to the 
inference, do not evolve it by a 
process of absolutely necessary 
reasoning…..”1

(ii) The audit procedures 
carried out in terms of SAs 
are designed to enable the 
auditor to provide only 
reasonable assurance. The 
term “Reasonable Assurance”,in 
the context of assurance 
engagements, including audit 
engagements, and quality 
control, means a high, but not 
absolute level of assurance2. This 
entails the use of judgements 
and estimates, existence of 
the inherent limitations of any 
internal control system, the use 
of test check and the fact that 
the audit evidence is persuasive 
and not conclusive in nature 
and, hence, the fact that audit 
risk can never be brought to 
zero.  This is a nationally as 
well as internationally accepted 
position.  In fact, 

1 Source:www.the lawdictionary.org
2 Source : Glossary of Terms Included in the Handbook of Auditing Pronouncements, issued by ICAI.
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while “reasonable assurance, is 
the highest level of assurance 
that can be provided, in India, 
however, in an alarming number 
of instances, audit is wrongly 
perceived to provide an absolute 
assurance by the various 
stakeholders.
(iii) The auditor’s opinion 
mentions that the accounts of 
the company provide a true 
and fair view of the state of 
affairs of the company as at 
the balance sheet date and 
the profit and loss and cash 
flows for the period ended on 
that date. The concept of true 
and fair was inserted by the 
Companies Act, 1956 in place 
of true and correct, as required 
under the Companies Act, 
1913. There was a view that 
“True and Correct” implied an 
assertion by the auditor that the 
financial statements represented 
an actual state of affairs, truly 
and correctly. However,since 
neither the 1956 Act nor the 
2013 Act provides a definition 
of true and fair view, it may 
be inferred that the financial 
statements should not only be 
made out correctly but should 
also convey the information in 
the manner required. Hence, 
the Accounting Standards, 
including the presentation 
and disclosure requirements 
therein, and also the specific 
additional financial reporting 
requirements under the Act 
and other laws are minimum 
benchmarks that support 
“fairness” aspect of the financial 
statements.  These factors, along 
with other qualitative aspects of 
the financial statements become 
important considerations for 
“true and fair view”.
(iv) Management’s 
Responsibilities- The 

responsibility for the 
preparation and presentation 
of the financial statements, 
including the design of the 
internal control relevant to the 
preparation and presentation 
of the financial statements rests 
with the management, under 
the supervision of those charged 
with governance. The auditor 
is neither responsible nor 
does he prepare the financial 
statements to be audited.  In 
fact, the Code of Ethics issued 
by ICAI prohibits the auditor 
to undertake/be involved in the 
preparation and presentation 
of the financial statements that 
would be subjected by him/her 
to audit, since it would give rise 
to a self-review threat.
Thus, an auditor examines the 
financial statements, which are 
prepared by the management, 
in accordance with the audit 
procedures prescribed by 
the SAs and provides his/her 
professional opinion. An audit, 
however, is not a guarantee as to 
the efficiency and effectiveness 
with which the management 
of the entity has managed the 
affairs of the entity. It is also 
not a guarantee as to the future 
viability of the company or that 
the financial statements are free 
from fraud/error. An opinion 
may be correct or incorrect but, 
at the end of the day, it is an 
opinion only.
Auditor’s Responsibility 
relating to Detection 
of Frauds in Financial 
Statements

SA 240, the Auditor’s 
Responsibilities Relating to 
Fraud in an Audit of Financial 
Statements, paragraph 5 
recognises that “owing to the 
inherent limitations of an audit, 

there is an unavoidable risk that 
some material misstatements 
of the financial statements 
may not be detected, even 
though the audit is properly 
planned and performed in 
accordance with the SAs”. 
These inherent limitations of 
an audit arise from nature of 
financial reporting, nature of 
audit procedures and the need 
for the audit to be conducted 
within a reasonable time and 
cost and result in much of the 
audit evidence being persuasive 
rather than conclusive in nature.  
Further, paragraph 6 of SA 240 
mentions that “…the potential 
effects of inherent limitations 
are particularly significant 
in the case of misstatement 
resulting from fraud. The risk 
of not detecting a material 
misstatement resulting from 
fraud is higher than the risk of 
not detecting one resulting from 
error. This is because fraud 
may involve sophisticated and 
carefully organised schemes 
designed to conceal it, such 
as forgery, deliberate failure 
to record transactions, or 
intentional misrepresentations 
being made to the auditor.”
Further, paragraph 7 of SA 240 
mentions that “Furthermore, the 
risk of the auditor not detecting 
a material misstatement 
resulting from management 
fraud is greater than for 
employee fraud, because 
management is frequently in a 
position to directly or indirectly 
manipulate accounting records, 
present fraudulent financial 
information or override 
control procedures designed to 
prevent similar frauds by other 
employees”
Thus, the SAs while providing 
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guidance to the auditor in 
carrying out the audit also 
recognize that it is not the 
primary duty of the auditor to 
identify/detect frauds and the 
reasons why it is difficult to 
detect frauds. 
Role of Professional 
Skepticism

The auditor, however, is 
required to plan and perform 
an audit with professional 
scepticism, recognising that 
circumstances may exist 
that may cause the financial 
statements to be materially 
misstated. Professional 
skepticism has been defined 
in SA 200 as “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 
is also required to exercise 
professional judgment in all 
aspects of audit, be it planning, 
risk assessment, designing 
and performing risk response 
procedures, etc.

Professional skepticism 
has been defined in SA 
200 as “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.” 

It may be relevant to also 
focus on the responsibility of 
the management and those 

charged with governance with 
regard to design of internal 
control system and prevention 
and detection of frauds.  In 
this regard reference may be 
drawn to paragraph 4 of SA 240 
“The primary responsibility for 
the prevention and detection 
of fraud rests with both those 
charged with governance of the 
entity and management. It is 
important that management, 
with the oversight of those 
charged with governance, place 
a strong emphasis on fraud 
prevention, which may reduce 
opportunities for fraud to take 
place, and fraud deterrence, 
which could persuade 
individuals not to commit fraud 
because of the likelihood of 
detection and punishment.”.

This, in essence, means that 
in the ordinary course of 
audit, though the auditor is 
required to maintain an attitude 
of professional skepticism, 
however, he is not required 
to treat the audit engagement 
as an investigation. An audit 
engagement has a specified 
purpose as defined in the Act 
and articulated well in the SAs. 
An Investigation on the other 
hand is a detailed exercise 
with the objective of obtaining 
conclusive evidence as opposed 
to persuasive evidence in the 
case of audit. It also requires 
skill sets different from a normal 
audit. The focus area could also 
be different and the time and 
the cost would also different 
from an audit.

Section 143(12) of the Act 
which casts a responsibility on 
the auditors to report to the 
Central Government on frauds 
also envisages such reporting 
only “in the course of the 

performance of his duties as 
an auditor” The phrase “in 
the course of his duties as an 
auditor” is construed as the 
duties that an auditor performs 
in accordance with the SAs.

It can be concluded that, as per 
the present scope of audit, an 
auditor is not required to carry 
out an investigation. However, 
one needs to recognise that 
in case the auditor has been 
negligent in the carrying 
out his duties as an auditor, 
which has resulted in material 
misstatement/s, whether due 
to fraud or error, remaining 
undetected in the financial 
statements, then he cannot 
escape liability for professional 
negligence.  But in no case, 
should he be faulted for not 
detecting a fraud/error or being 
complicit in fraud merely on the 
ground that he  has carried out 
the audit.

At this juncture, it would 
be relevant to mention the 
landmark British Common 
Law case of Kingston Cotton 
Mill Company, 1896 that 
had repercussions for external 
auditors throughout the 
English-speaking world. In 
a rather quaint language of 
the day, the case’s judicial 
description of external auditors 
as “watchdogs” rather than 
“bloodhounds” established 
the principle that auditors’ 
duties involve the exercising of 
reasonable professional care: 
“What is reasonable skill, care 
and caution must depend on the 
particular circumstances of each 
case. An auditor is not bound 
to be a detective.” The legal 
framework of external auditing 
has changed significantly since 
the Kingston Cotton Mill 
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case, but its judicial reasoning 
can be interpreted as an early 
articulation of the existence of 
the expectations gap. 

A similar sentiment was also 
echoed by Justice M L Pendse 
in the Tri-Sure India Ltd.’s 
case too.  In his judgment, the 
Honourable judge had observed 
that, “The auditor is required 
to employ reasonable skill and 
care, but he is not required 
to begin with suspicion and 
to proceed in the manner of 
trying to detect a fraud or a lie, 
unless some information has 
reached which extends suspicion 
or ought to excite suspicion 
in a professional man of 
reasonable competence…………
he is not required to perform the 
functions of a detective.”

The recent Securities 
Appellate Tribunal’s (SAT) 
Judgement in the case of Price 
Waterhouse Coopers (PWC) 
can be considered another 
landmark judgment on the 
role and responsibilities of the 
auditors.(extract below) 

“..The user, however, 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’s work 
involves exercise of judgement, 
for example, in deciding the 
extent of audit procedures and 
in assessing the reasonableness 
of the judgements and estimates 
made by management in 
preparing the financial 
statements. Furthermore, much 
of the evidence available to the 
auditor can enable him to draw 

only reasonable conclusions 
therefrom. Because of these 
factors, absolute certainty in 
auditing is rarely attainable. 
In forming his opinion on the 
financial statements, the auditor 
follows procedures designed to 
satisfy himself that the financial 
statements reflect a true and 
fair view of the financial 
position and operating results 
of the enterprise. The auditor 
recognizes that because of the 
test nature and other inherent 
limitations of an audit, together 
with the inherent limitations of 
any system of internal control, 
there is an unavoidable risk that 
some material misstatement 
may remain undiscovered. While 
in many situations the discovery 
of a material misstatement by 
management may often arise 
during the conduct of the audit, 
such discovery is not the main 
objective of audit nor is the 
auditor’s programme of work 
specifically designed for such 
discovery. The audit cannot, 
therefore, be relied upon to 
ensure the discovery of all 
frauds or errors but where the 
auditor has any indication that 
some fraud or error may have 
occurred which could result 
in material misstatement, 
the auditor should extend his 
procedures to confirm or dispel 
his suspicion.

The auditor’s opinion on the 
financial statements is based 
on the concept of obtaining 
reasonable assurance; hence, 
in an audit, the auditor does 
not guarantee that material 
misstatements, whether from 
fraud or error, will be detected. 
Therefore, the subsequent 
discovery of a material 

misstatement of the financial 
statements resulting from fraud 
or error does not, in itself, 
indicate:
(a)  failure to obtain reasonable 

assurance,
(b)  inadequate planning, 

performance or judgement,
(c)  absence of professional 

competence and due care, or,
(d)  failure to comply with 

auditing standards generally 
accepted in India.

This is particularly the case 
for certain kinds of intentional 
misstatements, since auditing 
procedures may be ineffective 
for detecting an intentional 
misstatement that is concealed 
through collusion between or 
amongst one or more individuals 
in the management. Whether 
the auditor has performed an 
audit or not in accordance 
with auditing standards 
generally accepted in India is 
determined by the adequacy of 
the audit procedures performed 
in the circumstances and the 
suitability of the auditor’s report 
based on the result of these 
procedures. However, unless the 
audit reveals evidence to the 
contrary, the auditor is entitled 
to accept records and documents 
as genuine. Accordingly, an audit 
performed in accordance with 
auditing standards generally 
accepted in India rarely 
contemplate authentication of 
documentation, nor are auditors 
trained as, or expected to be, 
experts in such authentication.”

The Way Forward

The recent SAT order has 
amply clarified the role and 
responsibility of the auditor 
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within the context of the SAs 
and the Act and distinguishes 
between a case of professional 
negligence vis-à-vis a criminal 
conspiracy related to fraud.
In discussions with Regulators 
earlier, at least some of them 
have acknowledged that while 
the auditors are not expected 
to detect frauds, however, they 
should not remain silent in 
case they suspect something. 
Especially so, where they have 
been associated with companies 
for a longer period of time. The 
real test lies in drawing that fine 
distinction. 
However, it now seems that the 
expectation of the Regulators 
and the other stakeholders from 
the auditors is not only that 
there is adequate compliance of 
what is already provided in the 
SAs and the Act, but something 
beyond that. The ICAI needs 
to engage in a broad-based 
dialogue and debate with the 
Regulators, the Government, 
and other stakeholders, 
including the auditors 
themselves, on understanding 

the changing expectations and 
how best these can be addressed 
in an attempt to bridge the 
expectation gap.  The dialogue/
debate should also explore how 
best to guide and equip the 
profession and the auditors and 
whether using emerging tools 
of data analytics and artificial 
intelligence in audit could 
provide a solution or whether 
there is a requirement to reskill 
and reorient auditors more 
towards fraud identification /
detection. The engagement cost 
and timelines for completion 
of the audit exercise in such 
situation would also be an 
important issue as also the 
fact that the nature of the 
engagement would then shift 
towards more investigation 
oriented one. Another option 
which could be explored is to 
supplement the existing audit 
engagements with forensic 
engagements in select cases 
based on certain pre-defined 
criteria. More solutions may 
also emerge during the course 
of such discussions. However, 
in none of the dialogues and 

debates sight should lose the 
fact that “absolute assurance” 
is just not achievable, even 
perhaps hypothetically, and that 
“reasonable assurance” would be 
the highest that the Profession 
would be able to provide in any 
circumstances.
The role of the management and 
those charged with governance 
in the preparation of financial 
statements and preventing 
detection of frauds needs to be 
reiterated. There needs to be 
a creation of an environment 
where there is a better trust by 
the Regulators and the society 
in the auditors and a system 
whereby early warning signals 
can be provided to the auditors 
in case of suspected frauds.The 
Government and the Regulators 
also need to appreciate whether 
in a situation where large scale 
frauds have occurred, there is 
a case of auditor negligence 
or culpability. Necessary 
disciplinary action is definitely 
warranted within the existing 
disciplinary framework in both 
the cases. However, putting the 
preparers of financial statements 
and auditors on the same 
footing and in turn, banning 
the entire audit Firm may not 
be a real solution. For example, 
one does not hear of an entire 
hospital being shut down on 
account of the negligence of one 
or two doctors.
Last but not least, while all the 
debate and dialogue will take 
its own time to reach fruition, 
the auditors should continue to 
exercise professional skepticism 
and be alert to how and when 
frauds could occur. n

Men of great conversational powers almost universally practise a sort of lively sophistry  and exaggeration which deceives for the 
moment both themselves and their auditors. - Thomas B. Macaulay
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