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An organisation is today ridden with a number of audits, financial audit, social audit, cost audit, energy audit, management 
audit etc. Audit generally means examination, taken from the Latin term “Audire” (hear). Audit, therefore, means listening 
to someone and deriving from the hearing, the usefulness of the action. In the case of a corporate body, audit takes the 
shape of examination of specific field of working viz. financial activities, organisational activities, management activities, 
social activities etc. Each activity has a specific objective and responsibility and the function of Audit is to check and ensure 
fulfilment of responsibility delegated to the activity.
 The term ‘Due Diligence’ is generally used for a number of concepts involving the performance of an act with a 
certain standard of care and caution. At its simplest, due diligence means care and precaution. In this sense, due diligence 
in work place means taking every precaution to protect the health, safety and welfare of all workers and staff. Acquisition 
remains the quickest route companies have, to access new markets and new capabilities. With globalization of markets and 
the pace at which technological change accelerates companies are finding merger and acquisition as compelling strategy for 
growth. The successfulness of Mergers and Acquisitions strategy required Due Diligence Audit. An attempt has been made 
in this paper to highlight different aspects of due diligence audit framework.

Genesis and Conceptualisation
The origin of term ‘Due Diligence’ owes to US Securities Act 
of 1933. This Act contained a “Due Diligence” clause which 
could be used as defence by the broker-dealer, if accused of 
inadequate disclosure of material information to investor with 
respect to purchase of securities. This term was subsequently 
institutionalized by the broker-dealer community as a standard 
practice over a period of time by conducting due diligence in-
vestigations of any stock offerings by them. However, it has 
now been associated with investigations of private mergers 
and acquisitions etc. as well as. The aim is to ensure that there 
is nothing which contradicts the financier’s or buyer’s under-
standing of the current state of affairs and potentials of the 
business proposed to be acquired.

Due Diligence primarily means ‘background checking’ or the 
intense examination of a target asset for an acquisition by a 
prospective buyer. It is done to ensure that the buyer has all 
the information to take the necessary decision. It can there-
fore, be described as a fact-finding to assist in taking the final 
decision i.e., whether to buy the target asset or how much 
offer to pay for the acquisition or how to structure the ac-
quisition. The main objective of Due Diligence is to verify the 
assertions made by the Seller and to identify caveats, if any 
that may not have been disclosed by the Seller. It can also 
be described as the task of carefully confirming all critical as-
sumptions and facts presented by a buyer or borrower and to 
ensure that no material facts are omitted. In other words, it 
is a reasonable investigation about the state of affairs of the 
business to be acquired, especially focusing on matters which 
may have a critical bearing on the future of the business. In 
short, the Buyer determines through Due Diligence that the 
proposed bought out acquisition contains all the assets and 
liabilities that have been paid for.

Due Diligence audit is a special purpose audit/study of an en-
tity for the specific objective of assessing the financial health 
of the entity and to ascertain whether its policies, performanc-
es and the operations are carried on with ‘due diligence’. The 
study in scope will cover the efficacy in corporate governance 
and management of an entity and will involve the tasks of 
reviewing/analyzing operational/financial data, acquiring the 

requisite information, investigation, assessment and evalua-
tion, with reference to the primary data available as also the 
secondary data gathered during the due diligence audit.

Key Assets of an Organization
The key assets of an organization generally are:
• Brand/IPR (Intellectual Property Right)
• Technology
• Production capacity/utilization
• Managerial expertise
• Infrastructure
• Distribution Network
• Supply chain
• Customer base
 
Scope of Due Diligence Audit
The due diligence process varies in each case based on its own 
merits. The broad areas of investigation include finance, legal, 
personnel, taxation, environmental and other market/commer-
cial considerations. Luis F Gillman has suggested that a com-
prehensive Due Diligence ought to investigate the following 
nine fields:
• Compatibility audit
• Financial audit
• Macro-environmental audit
• Legal- environmental audit
• Marketing audit
• Production audit
• Management audit
• Information systems audit
• Reconciliation audit
 
The scope of due diligence study is not confined to financial 
due diligence but extends to operational due diligence, mar-
ket due diligence, technical due diligence, legal due diligence, 
IT due diligence and some refer to even “No access due dil-
igence”, all of which together constitute the full process of 
due diligence.

Steps involved in Due Diligence Audit
The work of due diligence study will include:
• A comprehensive study of the organization, its manage-
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ment structures and practices.
• Assessing the extent/efficacy of corporate governance in 

vogue
• Evaluation of competence levels of top/middle level mana-

gerial personnel
• Review of Management information/Internal Control Sys-

tems in vogue
• Assessment of Capital Structure
• Evaluation of all tangible and intangible assets
• Determination of outstanding/contingent liabilities
• Review of appropriateness of Technology/Technical exper-

tise/ quality of products
• Study of market factors/acceptance and competition levels
• Analysis of performance/operations of the company
• Discussion with key persons involved
• Preparation of due diligence report
 
Performance Evaluation for Professional Judgement
Due diligence is not confined to study/evaluation of assets 
and liabilities only. It is equally important to assess the perfor-
mance, operational capabilities, working results, projections 
and trends to have a focussed assessment of the entity. The 
pattern of working/operational results of the company for the 
past 3 to 5 years shall be studied in depth and also trends/pro-
jections for future operations have to be fully assessed.

Systems Review for Accuracy and Authenticity
As part of the process of due diligence the auditor should re-
view the systems, policies and practices of the entity in rela-
tion to the following matters:

• Internal Audit
• Internal control system
• Audit committee
• Accounting/computer/ERP systems
• Accounting Policies
• Reserves/Write offs/Provisions
• Hedging/Derivatives Policy
• Investment Policy
• Fixed Obligations
• Employee Benefits/Welfare Schemes
• Credit Polices
• Significant Trends
 
The review should involve detailed discussions with the top 
managerial personnel, senior executives of the entity as also 
with the statutory/internal auditors of the company, financial 
institutions and bankers to the entity, so as to ensure that the 
information gathered for due diligence study are accurate and 
authentic.

A recent survey had revealed that most of the mergers and 
acquisitions have subsequently failed to add to the share-
holder value. This high failure rate can be very easily reduced 
with proper and efficient due diligence in each case. It may be 
clarified here that Due Diligence is not a process of valuation 
of a business. In short, a due diligence audit is performed to 
understand the details of the development process, degree of 
regulatory compliance, etc. of a target asset sought to be ac-
quired.

Conclusion
In due diligence audit, the concepts of prudence and conserv-
atism though relevant could not be relied on unduly. It is im-
portant that all assets are taken at fair values and hence cer-
tain aspects of realities have to be recognized. The important 
task in due diligence is to uncover undervalued/overvalued 
and unrecorded assets and liabilities. Professional judgement 
has to be brought in at all stages. It is therefore a reasonable 
‘good-faith study’ of all significant aspects-both tangible and 
intangible-of the business and its people. It involves a study of 
the business structures, systems, operations, and transactions 
and it requires detailed investigation and analytical study. Due 
diligence study is an extremely challenging assignment and 
could be quite satisfying and productive for the finance pro-
fessional.


