
he Companies Act, 1956 in its existence
for the last four and half decades has had
a chequered history of amendments in
tune with the changes taking place from
time to time. As on today, the Act has

witnessed as any as twenty amendments and with the
onset of the liberalised and globalised economic reforms
in 1991, major amendments kick-started in 1997 when
The Companies Bill, 1997 was introduced. The efforts
and initiatives of the Government then started was not
possible at one go, rather it could find its way in other
amendment bills introduced thereafter. The spate of
amendments in the Act continued on the one hand and
followed by the major scams in the corporate affairs and
in the stock market. Coupled with the internal pressure,
the role of big accounting firms in the collapse of giant
companies has added fuel to the fire as to the role of an
independent director and auditor. The actions for the
checks and balances and to infuse good corporate gover-
nance was given top priority in order to maintain the

decorum and democracy of the corporate affairs and
strive for better investor rights and protection. Corporate
Governance reports floated around the world had much
care and concern in the Indian context, and to follow, we
had few reports of the Committees (to begin with the CII
Desirable Code on Corporate Governance, SEBI
Kumaramangalam Birla Committee, DCA-Naresh
Chandra Committee on Corporate Audit and
Governance and recently the SEBI (Narayana Murthy)
Committee on Corporate Governance) which focused
the company vis-à-vis  its director-auditor relationship.
The belief that good corporate governance should spring
mainly from the Board of Directors has been now given
an extended arm to the accountancy profession striving
for excellence, independence and integrity. The focus at
present is on how the relationship between company-
auditor be delinked. Does this relationship really existed,
created, or confused about? Is it legal, family, financial or
pecuniary or nexus relationship that being mainly now
talked about? The recent amendments in the Companies
Act, 1956 centers around ways that how company vis-à-
vis its director and auditor should not have any relation-
ship. It is not an exaggeration that an auditor once and
now considered, as a watchdog is slowly becoming a

<< EE XX EE CC UU TT II VV EE   SS UU MM MM AA RR YY >>

T

CHARTERED ACCOUNTANT APRIL 2004
1115

The author is Deputy Director of Studies, ICAI. The views

expressed herein are the personal views of the author and do not

necessarily represent the views of the Institute.

New Prescriptions for the
Independent Auditor and Director

Dr. P.T. Gridharan

◆ The belief that good corporate gover-

nance should spring mainly from the

Board of Directors has now been given

an extended arms to the Accountancy

Profession striving for excellance,

independence and integrate. The focus

at present is on how the relationship

between company-auditor be delinked.

Does this relationship really existed,

created, or confused about? Is it the

legal, family, financial or pecuniary or

nexus relationship that being mainly

now talked about?

What constitutes an independent

Board and independent auditor?

Some answers are stated are recently

introduced Companies (Amendment)

Bill 2003 which was introduced in

Rajya Sabha on 7th May, 2003. The

Amendment Bill 2003 seeks to incor-

porate the recommendation made by

the Naresh Chandra Committee on

Corporate Governance and audit and

by Joint Parliamentary Committee.

LLAAWW



bloodhound. The recent changes in the law apparently
seem to place the auditor on the same platform and plat-
itude that how independent the Board has to be. Does
this bring about real independence of them? What con-
stitutes an independent Board and independent auditor?
Some answers to the above questions are stated in the
recently introduced Companies (Amendment) Bill, 2003,
which was introduced in the Rajya Sabha on 7th May,
2003. The Amendment Bill, 2003 seeks to incorporate
the recommendations made by the Naresh Chandra
Committee on Corporate Governance and Audit and by
the Joint Parliamentary Committee, which probed the
recent stock scam in the country.

TTHHEE  VVIITTAALL  QQUUEESSTTIIOONNSS??
If at all the auditors are also responsible for good

governance of the company, may it not require a legal
justification by way of a special position and role in the
law vis-à-vis that of the Directors. It may be so argued,
for the reason that the auditor do not enjoy the role of an
executive in corporate governance and hence prime
responsibility vests with the Board only. If the Board also
fails on that account, the question arises, who shall blow
the whistle? Is it not the auditor who should be able to
identify and bring out the position of company affairs? In
this situation, should not the auditor be seen indepen-
dent both in fact and in appearance? Is he seemingly
independent and or seen to be independent?

WWHHOO  IISS  AANN  IINNDDEEPPEENNDDEENNTT  AAUUDDIITTOORR??
The definition of an independent auditor (unlike

that of independent director defined in clause 49 to the
listing requirements) has not been clearly defined in the
relevant Indian statutes; rather restrictions and condi-
tions have been imposed so that he is not only seemingly
independent but to be seen as not dependent on account
of any relationship with that of the auditee-company in
whatsoever manner. Nevertheless, a moot question
often arises as to why independence of an auditor is
much discussed about and disturbed by many. The fact
remains that his duties, responsibilities have been gener-
ally specified. Lest he functions, he is made “dependent”
on anybody and best he remains, he becomes the martyr
of “independence”. The linkage and lineage of rela-
tionship between the dependence and the indepen-
dence are so thin, that any line of distinction the law
tries to impose, brings in only an apparent indepen-
dence and not real independence.

Right from the time of his appointment till he func-
tions or ceases to function as an auditor of the company,
he is perceived as a dependent commodity. His role is
exhaustive for the sake of independence. But at what
price? His remuneration package vis-à-vis luggage of
responsibility for audit-test-match at times becomes a
mis-match. As a result, the auditor tries to associate with
non-audit services, which may fetch him the otherwise
better compensation for remuneration. This was per-
ceived by the framers and the regulators as a hindrance
for bringing the desired level of independence of audi-
tors and therefore it was thought that for better corpo-
rate governance, and defining their identity of relation-
ship vis-à-vis that of company, company-auditor should
be driven separately and not mixed together.

TTHHEE  LLAAWW  FFOORR  IINNDDEEPPEENNDDEENNCCEE  OOFF  AAUUDDIITTOORRSS
((SSEEEE  AALLSSOO  CCOOMMPPAARRAATTIIVVEE  TTAABBLLEE))

The proposed amendment in section 226 of the
principal Act, 1956 states that any person? shall not be
qualified for appointment as an auditor, if
● he has any direct financial interest in the company in

which he is appointed or is proposed to be
appointed as an auditor;

● he receives any loan or guarantee from or on behalf
of the company;

● has any business relationship (other than as an auditor);
● has been in the employment in the company includ-

ing his relative.
Further to bring in, the amendment proposes that he

shall not be qualified for appointment as an auditor, if he
receives or proposes to receive more than twenty-five
percent of his total income in any financial year as his
remuneration from such company. However this sub-
provision, has a saving for the young professionals that it
shall not be applicable in the following situations:
✓ During the initial five finanial years beginning from

the date of commencement of the profession of any
auditor

✓ To the auditor whose total income is less than fifty
lakh rupees in any financial year.
To infuse real independence, a new section (226A)

has been proposed by which an auditor under section
224, is prohibited to provide services other than audit.
The list is exhaustive and does not omit “any other ser-
vice” (as may be prescribed) barring audit services. In
this context, the UK Cadbury  Committee considered
the proposition whether in order to bring objective rela-
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tionship between management and the auditor, audit
work should be quarantind from other services. It was of
the view that the audit committee should keep under
review the non-audit fees paid to the auditor both in rela-
tion to their significance to the auditor and in relation to
the company’s total expenditure on consultancy.
However, the lessons from Enron, World Com have
complicated the situation and turned the auditor stable.
The US Sarbanes-Oxley Act, 2002 (Section 201) has pro-
hibited the auditor in rendering any non-audit service as
they are considered outside the scope of practice of an
auditor. However any rendering of non-audit service
including tax service is exempted, provided, a prior
approval, from the audit committee is obtained.
Applying the same analogy, the Bill 2003 contains new
prescriptions for the independent auditor.

Besides the auditor has to include in his report
◆ Comments on the loans and advances made by the

company which have been shown as deposits;
◆ Whether the unpaid dividend has been credited with

full payment for unpaid dividend;
◆ Whether steps have been taken for payment of

deposits and interest thereon due for re-payment.
The Department of Company Affairs in its new mis-

sion and vision has recently notified  (GSR 480(E) dated
12th June, 2003) a new order called the Companies
(Auditor’s Report) Order, 2003 in supersession of
MAOCARO, 1988. The new mandate as similar to those
stated in the Bill, 2003 requires the auditor w.e.f. 1st July,
2003 to include the following:-
◆ Whether the rate of interest and other terms and

conditions of loans given or taken by the company,
secured or unsecured, are prima facie prejudicial to
the interest of the company;

◆ If overdue amount is more than one lakh, whether
reasonable steps have been taken by the company
for recovery/payment of the principal and interest;

◆ Whether the company has given any guarantee for
loans taken by others from bank or financial institu-
tions, the terms and conditions whereof are prejudi-
cial to the interests of the company;

◆ Whether the company has made any preferential
allotment of shares to parties and companies cov-
ered in the Register maintained under Section 301 of
the Act, 1956 and if so whether the price at which
shares have been issued is prejudicial to the interest
of the company;

◆ Whether any fraud on or by the company has been
noticed or reported during the year; if yes, the nature
and the amount involved is to be indicated.

The auditor has to report in this order, whether
answers to the above questions are unfavourable or qual-
ified along with reasons. Where the auditor is unable to
express any opinion in answer to a particular question,
his report shall indicate such fact together with the rea-
sons why it is not possible for him to give an answer to
such question.

The above matters are a matter of judgement and
may clash or crash in the opinion of the director and
auditor. To make the auditor report/comment upon
them is only a way for strafing his independence not a
sign for bringing his real independence.

Further to bring the auditor from the shell of depen-
dence, the amendment Act provides situation of reading
out by the auditor at the annual general meeting, if, in his
opinion, there is any reservation, qualification or adverse
remark and such report shall be forwarded within thirty
days from the date of meeting to the ROC, SEBI and the
concerned stock exchanges. One may welcome this as a
bold step provided what is reservation, qualification or
adverse remark are equally points of heated debate and
discussion from the point of company and the auditor.
What happens when an auditor makes default in compli-
ance of the above responsibilities? Fine equivalent to
three times of the total remuneration or fifty thousand
rupees whichever is more?

IINNDDEEPPEENNDDEENNTT  BBOOAARRDD
The issues relating to how far the Board to be inde-

pendent has been widely debated and discussed by many
reports on corporate governance. The issue now is how
to strengthen it. In order to strike a balance and sem-
blance of distinctive corporate independence, the
Amendment Bill 2003, makes several provisions in
respect of the Board of Directors. The highlights are:-
■ Majority of the Board of Directors should be inde-

pendent.
■ Certain Companies shall not have more than 15

directors, which include Women Directors.
■ The Independent Director should not be a relative

of the Chairman, MD, Auditor or Consultant.
■ Nominee Director will not be considered as an inde-

pendent Director.
■ Share qualification is no more the qualification for

appointment as a Director.
■ Sitting fees for Directors to be omitted.
■ Audit Committee to consist only of independent

Directors.
■ Whole Time Director or MD can be director only in
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10 companies.
■ The Director’s age for retirement fixed at 75.
■ The Independent Director have to undergo training

within 2 years from the date of appointment.
■ The Retiring Director can contest only if  he has a

stake of 100 shareholders or 1% voting power.
■ Failure to get elected as a Director is a debar for

appointment as Additional Director.

WWHHOO  IISS  AANN  IINNDDEEPPEENNDDEENNTT  DDIIRREECCTTOORR??  ((SSEEEE
AALLSSOO  CCOOMMPPAARRAATTIIVVEE  TTAABBLLEE))

The Blue Ribbon Committee set up in 1998, recom-
mended that Directors as members to the Audit
Committee, cannot be independent if

✕ he is employed by the Company or any of its affili-
ates for the current year or any of the past five years;

✕ he accepts any compensation from the Company or
any of its affiliates other than compensation for
board service or benefits under a tax-qualified
retirement plans;

✕ he being a member of the immediate family of an
individual who is, or has been in an of the past five
years, employed by the Company or any of its affili-
ates as an executive officer;

✕ he being a partner or a controlling shareholder or an
executive officer in a profit-business organization to
which the Company made, or from which the
Company received payments that are or have been
significant to the Company/such business organisa-
tion in any of the past five years;

✕ he being employed as a Executive in a Company
where any of his accomplices represents on the
Compensation Committee of that other company.

In India, the Report of the RBI Advisory Group on
Corporate Governance stated that Directors have to be
truly independent. The definition (in the Indian context)
encompasses two aspects in determining independence
of Director i.e. family as well as financial relationship. An
independent Director is defined “as one who does not
have any family relationship with any of the Executive
Director/Promoters, does not have currently or during
the last five years any material financial dealings with the
Company and is/was not, during the last five years, an
employee of the Company or other Companies that
have/had material financial dealings with the
Company”.

As per the Clause 49 to the listing requirements, the

expression means Directors who apart from receiving
Directors’ remuneration, do not have any pecuniary rela-
tionship or transactions with the Company, its
Promoters, its Management or its subsidiaries, which in
the judgment of the Board may affect independence of
judgement of the Director. Except in the case of
Government Companies, Institutional Directors on the
Boards of Companies should be considered as
Independent Directors whether the institution is an
investing institution or a lending institution. The Naresh
Chandra Committee has now extended this definition
and in the Amendment Bill 2003, the following condi-
tions for qualifications for an independent Director has
been prescribed:-

A person shall not be capable of being appointed as
independent Director if
◆ he is a whole-time Director or a Managing Director

of the Company; or

◆ he has any transaction with the Company (including
its holding Company or subsidiary Company) or its
Chairman or Managing Director or whole-time
Director or Secretary or any Officer who can be con-
sidered as an Officer in default in connection with
business or profession or in any other capacity; or

◆ he is relative of the persons as mentioned above; or

◆ he has held any post in the Company; or

◆ he has been an Auditor or Internal Auditor or
Consultant (including Advocate or Legal Advisor)
of the Company during any of the three preceding
financial years; or

◆ he is or has been a supplier or vendor or customer of
the goods or services of the company; or

◆ he holds two per cent or more of the securities of the
Company having voting rights; or

◆ he has been a Director or an Independent Director
for a consecutive period of nine years or more; or

◆ he is holder of any equity shares of the Company in
which he is an Independent Director during his
tenure as such a Director and six months after he
ceases to be an Independent Director, or

◆ he is Nominee Director or employee or executive
director of any Bank

◆ or financial institution or Corporation which has
offered financial assistance to the Company; or

◆ he is Nominated Director in any other Company,
which has nominated a Director in the Company in
which he is an independent Director.
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◆ he has taken training from an institute notified by the
Central Government, within two years prior to his
appointment.

SSTTRRIIVVIINNGG  OORR  SSTTRRAAFFIINNGG  IINNDDEEPPEENNDDEENNCCEE??
Analysis of the proposed amendments in the law

brings certain observations and thoughts to ponder over.
Prohibition on the part of the Auditor in rendering non-
audit services to the Company (apart from tax constancy,
if at all) is good beginning to delineate his relationship
vis-à-vis that of the company and does it make him really
independent? Reporting on whether the Company has
taken adequate steps for the repayment of deposits and
interest thereon along with reasons for non-payment is a
hard-line matter which both the Directors and Auditors
may differ in their judgment, and further, if this becomes
a reservation, qualification or adverse remark to be read
out at the general meeting may apart from bringing inde-
pendence (not results) would also open a Pandora Box.
The expectation of the law and the public vis-à-vis the
position of the Auditor and however still not clear.

The legal framework in which the auditors operate
and the objectivity which the stakeholders expect from
that of auditor, is not sufficiently provided in certain
respects. A further drawback is the lack of awareness,
knowledge and understanding of the exact nature, role
and duties of the auditors. The difference between what
the Auditors do and what they are expected to achieve
(known as expectation gap) is widening day by day lead-
ing to more expectations and perceived responsibilities.

The Code of Ethics to Professional Accountants of
the International Federation of Accountants provides a
useful analysis of potential threats to an Auditor’s inde-
pendence under the following headings:

● Self-interest, where an auditor could benefit from a
financial or other form of interest in or relationship
with the Company being audited, e.g., an investment
in the Company or undue dependence on fees from
assurance or non-assurance services.

● Self-review, e.g. performance of services for an
audit client that result in the audit firm auditing its
own work

● Advocacy, e.g., acting as an Advocate for an audit
client’s position in dealings with third parties

● Familiarity, e.g., long association of an audit
engagement partner or other key engagement per-
sonnel with a particular client or a recent former
partner or senior staff member of an audit firm serv-

ing as CFO or in some other key management role at
an audit client.

● Intimidation, e.g., threat of replacement of an
Auditor over a disagreement on the application of
accounting principles.

Besides there are several issues pertaining to inde-
pendence of Auditors and these issues directly or indi-
rectly become the source of attention and concern by the
regulators. It may be observed that in US, the accounting
profession has been saddled with crisis of confidence
and, therefore, it is very much imperative in the Indian
context to have introspection into the entire gamut of
the matter. Even in India there has been a significant
expectation gap between the society and the role per-
formed by the auditors and in order to bridge the expec-
tation and perception, it is necessary that not only the
Auditor independence but also the faith of Law-makers
and the Government in the audited accounts need to be
improved upon. Some of other vital areas the Bill, 2003
could have thought upon are:

■ In the process of appointment of Auditors (really
appointed by the Board and apparently approved by
the Shareholders at the meeting);

■ Remuneration for audit services (work and time
based);

■ Appointment of Joint Auditors (as provided in the
Companies Bill, 1997) etc.

These are very crucial for bringing the independence
to the Auditor and bridging the expectation gap. In the
center stage of the corporate of governance, it is the
Board, which provides the desired mission and vision for
the Company. The supporting roles are played by the
Management, Auditors including Internal Auditors. If
the Board is the brain behind the corporate governance,
then it is the Management which is the heart of gover-
nance. Since the dividing line between the role of the
Management and the Board is very thin, the Board
should independently and broadly concentrate on
achieving the drawn-up mission and vision of the
Company, leaving the execution to the Management.
Decentralisation, systematization and sophistica-
tion of corporate activities and procedures should
form the paradigm of corporate governance and
independence of a true professional independent
director and auditor. Ambition, Achievement and
Acquiring Professional Independence is a journey
and has no destination. Let us wait, watch and see.

CHARTERED ACCOUNTANT APRIL 20041119

LLAAWW



Independent Auditor vs Independent Director
Definition
Not defined but conditional Not defined but conditional
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Prescriptions for Independence
Any person shall not be qualified for appointment as
an auditor if
✕✕ he has any direct financial interest in the com-

pany in which he is appointed or is proposed to
be appointed as an auditor;

✕✕ he receives any loan or guarantee from or on
behalf the company;

✕✕ has any business relationship (other than as an
auditor);

✕✕ has been in the employment in the company
including his relative.

A person shall not be capable of being appointed as
independent director if
■■ he is whole-time director or a managing director

of the company;
■■ has any transaction with the company (including its

holding company or subsidiary company or its
Chairman or Managing Director or whole-time
director or secretary or any officer who can be con-
sidered as an officer in default in connection with
business or profession or in any other capacity; or

■■ he is relative of the persons as mentioned above; or
■■ he has held any post in the company; or
■■ he has been an auditor or internal auditor or con-

sultant (including advocate or legal advisor) of
the company during any of the three preceding
financial years; or

■■ he is or has been a supplier or vendor or customer
of the goods or services of the company; or

■■ he holds two per cent or more of the securities of
the company having voting rights; or

■■ he has been a director or an independent director
for a consecutive period of nine years or more; or

■■ he is holder of any equity shares of the company
in which he is an independent director during his
tenure as such a director and six months after he
ceases to be an independent director; or

■■ he is nominee director or employee or executive
director of any bank or financial institution or
corporation which has offered financial assis-
tance to the company; or

■■ he is nominated director in any other company
which has nominated a director in the company
in which he is an independent director and

New Responsibilities/Duties
To Comment

■■ On the loans and advances made by the company
which have been shown as deposits;

■■ Whether the unpaid dividend has been credited
with full payment for unpaid dividend;

■■ Whether steps have been taken for payment of
deposits and interest thereon due for re-pay-
ment.

■■ Whether accounting policies of the company are
in conformity with the accounting standards;

■■ Whether there have been any deviation from the
accounting policies and if so, the quantum of

■■ he has taken training from an institute notified by
the Central Government within two years prior
to his appointment.

■■ A person who is not a retiring director shall be eligible
for appointment to the office of director at any gen-
eral meeting only if he has the consent of one hundred
shareholders or of the holders of one-tenth of voting
power and deposit Rs.10,000 for this purpose, which
shall be forfeited if votes cast on the resolution are less
than one percent of the total number of votes cast in
favour of the resolution. On his failure to get elected
as a director he cannot be appointed as an additional
director till the next annual general meeting.
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■■ Fails to pay interest in debentures on due date
■■ Has been convicted for any default punishable

with imprisonment under the Companies Act.
■■ Has failed to acquire such percentage of shares

in such class of companies as may be prescribed.

financial implications such deviations have
caused;

■■ Whether the accounting treatment in the bal-
ance-sheet and the profit and loss account in
respect of any item is inappropriate;

■■ Whether the company has taken adequate steps
to repay deposits due, along with interest or divi-
dend declared;

■■ He or his nominee in the annual general meeting
should read any reservation, qualification or
adverse remark contained in auditor’s report.

Additional disqualification

Prohibition to provide following non-audit ser-
vices, namely:-

■■ Accounting and book-keeping services, relating
to the accounting records or financial statements
of the audit client.

■■ Internal audit services
■■ Financial information systems design and imple-

mentation including services relating to informa-
tion technology system for preparing financial or
management accounts and information flow of
the company.

■■ Actuarial services
■■ Broker or as intermediary or investment adviser

or investment banking services.
■■ Outsourcing financial services as may be pre-

scribed by way of notification.
■■ Management functions including provision of

temporary staff to the audit clients
■■ Any form of staff recruitment and hiring of

senior management staff for the audit client.
■■ Valuation services and fairness opinion.
■■ Any other service as may be prescribed.

Penalty for disqualification

■■ Non-compliance by auditor with sections 226A,
227 and 229 shall be punishable with fine equiv-
alent to three times the total remuneration
received or Rs.50,000/- whichever is more.

■■ For disqualification, he can be imprisoned upto
three years with fine.


