
1. The fall of corporate giants, one after another, remained
under intense debate at all levels throughout the year
2002.  In the United States, series of studies/investiga-
tions were undertaken to look into the depth of the
malaise leading to collapse of the corporates, role and
responsibilities of different constituents of corporate
governance mechanism and the  consequent various
corrective and preventive measures to be taken.  The
debate also dominated the financial crisis world over.
In the United States, this culminated into enactment  of
the Sarbanes-Oxley Act.  The said Act brought with it
fundamental changes in virtually every area of corpo-
rate governance including auditor's independence, con-
flict of interest, corporate responsibility and enhanced
financial disclosures.  The Act was signed into law by the
US President on 30th July, 2002.  

2. The profession in India has responded to the recent
developments in a positive manner.  This is despite the
fact that India did not record cases of corporate col-
lapses of the order witnessed in the US because of
accounting and auditing failures in the United States.
The perceived possibility of corporate failures in the
context of United States experience  made the
Government, regulators and the accounting profession
in India to revisit the entire gamut of corporate gover-
nance mechanism, and company-auditor relationship.
The profession looked upon the developments as an
opportunity for enhancing its role as valued trustee of
stakeholders, and to bridge up the gap that currently
exists between the corporate responsibility and the pub-
lic accountability.  The ICAI has been pro-actively
addressing to the concerns being expressed at different
levels from time to time.  These include:
● Interaction with the concerned authorities at the high-

est level in the Government and regulators in different
areas.  Various specific suggestions have been made
including reiterating those which had been given ear-
lier from time to time on the issues highlighted.

● Pro-active interaction with the press, including live
media, on a continuous basis, for enabling the under-
standing and appreciation of the facts in the right
perspective, and particularly, in the Indian context.

● Interaction with the members through conferences,
seminars and the Institute's Journal on a regular basis. 

● The Council of the Institute, from time to time,
and even before the debacle of ENRON, has
been addressing to the issues concerning the cor-
porate governance in generality, and the role of
accounting profession there in, particular.  In fact,
many of the suggestions made in the past have a
bearing on the issues currently under debate.

● Interaction with the Past Presidents of the
Institute, Chairmen of Regional Councils and
Council Members also provided the Institute
with a list of stimuli in its initiatives.

3. The Department of Company Affairs under the
Ministry of Finance & Company Affairs appointed a
High Level Committee under the Chairmanship of
Mr. Naresh Chandra.  The term of reference of
Committee were as under: 
● to examine the entire gamut of issues pertaining to the

Auditor-Company relationship with a view to ensur-
ing the professional nature of the relationship; in this
respect to consider issues such as (but not limited to)
rotation of auditors/auditing partners, restrictions on
non-audit fee/work, procedures for appointment of
auditors & determination of audit fees, etc.

● to examine measures required to ensure that the
managements and auditors actually present the
true and fair statement of the affairs of compa-
nies; in this respect to consider measures such as
(but not limited to) personal certification by
directors, random scrutiny of accounts, etc.

● to examine if the present system of regulation of the
profession of Chartered Accountants, Company
Secretaries and Cost Accountants is sufficient and
has served well the concerned stakeholders, espe-
cially the small investors, and whether there is
advantage in setting up an independent regulator
(along the lines of the recently passed Sarbanes-
Oxley Act of 2002 in the USA) and, if so, what shape
should the independent regulator take.

● to examine the role of independent directors, and how
their independence and effectiveness can be ensured.

4. Shri Ashok Chandak, President of the ICAI was also a
member of the Committee.  The Committee had the
benefit of extensive interaction with the cross-section
of the stakeholders.  The ICAI also made a detailed
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presentation before the Committee and provided
valuable inputs.  The Committee had acknowledged
the assistance provided by the Institute in terms of
supply of complete documentation, background
material, and well considered proposals which enabled
it to expedite deliberations on many important issues.

5. The Committee has since submitted its report to the
Hon'ble Union Finance Minister on 29th November,
2002. The report of the Committee has been divided
into five chapters, viz, Introduction; The Auditor-
Company Relationship; Auditing the Auditors;
Independent Directors: Role, Remuneration and
Training; Other Recommendations.   While the
report is available on the Website of the Department
of Company Affairs www.dca.nic.in, the major rec-
ommendations are given in the following paragraphs:

6. Recommendations Related to Independence of
Auditors
6.1 Recognising the inadequate remuneration that

audit firms in India receive for conducting statu-
tory audits and that may act as one of the threats
to independence. This also perhaps prompts
audit firms to look towards non-audit work, such
as consultancy, to augment their income. Given
these threats, the Committee felt it necessary to
outline some guiding principles regarding audi-
tor's independence. These are:

● For the public to have confidence in the quality of
audit, it is essential that auditors should always be
- and be seen to be - independent of the compa-
nies that they are auditing. In the case of audit, the
key fundamental principles are integrity, objectiv-
ity and professional skepticism, which necessarily
require the auditor to be independent.

● Before taking on any work, an auditor must con-
scientiously consider whether it involves threats to
his independence. In such instances, risk aversion
is a desirable virtue. In other words, it is better to
reject a task as a potential threat to independence
even when it may not be so, than to assume other-
wise and risk being even remotely compromised. 

● Where such threats exist, the auditor should
either desist from the task or, at the very least, put
in place safeguards that eliminate them or reduce
the threats to clearly insignificant levels. All such
safeguard measures need to be recorded in a form
that can serve as evidence of compliance with due
process. If the auditor is unable to fully imple-
ment credible and adequate safeguards, then he

must not do the work.
The first set of recommendations for ensuring inde-

pendence relates to disqualifications for audit an assign-
ment is as under:
6.2 Disqualifications for Audit Assignments

In line with international best practices, the
Committee recommended an abbreviated list of disqual-
ifications for auditing assignments, which includes:

● Prohibition of any direct financial interest in the
audit client by the audit firm, its partners or mem-
bers of the engagement team as well as their
'direct relatives'. This prohibition would also
apply if any 'relative' of the partners of the audit
firm or member of the engagement team has an
interest of more than two per cent of the share of
profit or equity capital of the audit client.

● Prohibition of receiving any loans and/or guar-
antees from or on behalf of the audit client by the
audit firm, its partners or any member of the
engagement team and their 'direct relatives'.

● Prohibition of any business relationship with the audit
client by the auditing firm, its partners or any member
of the engagement team and their 'direct relatives'.

● Prohibition of personal relationships, which
would exclude any partner of the audit firm or
member of the engagement team being a 'relative'
of any of key officers of the client company, i.e.,
any whole-time director, CEO, CFO, company
secretary, senior manager belonging to the top
two managerial levels of the company, and the
officer who is in default (as defined by section 5
of the Companies Act). In case of any doubt, it
would be the task of the Audit Committee of the
concerned company to determine whether the
individual concerned is a key officer.

● Prohibition of service or cooling off period,
under which any partner or member of the
engagement team of an audit firm who wants to
join an audit client, or any key officer of the client
company wanting to join the audit firm, would
only be allowed to do so after two years from the
time they were involved in the preparation of
accounts and audit of that client.

● Prohibition of undue dependence on an audit
client. So that no audit firm is unduly dependent
on an audit client, the fees received from any one
client and its subsidiaries and affiliates, all
together, should not exceed 25 per cent of the
total revenues of the audit firm. However, to help
newer and smaller audit firms, this requirement
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will not be applicable to audit firms for the first
five years from the date of commencement of
their activities, or and for those whose total rev-
enues are less than Rs.15 lakhs per year.

6.3 Non-Audit Services of Firms to Audit Clients
1) The Committee believes that non-audit services is a

complex area that can't be resolved by simplistic solu-
tions. These need to be carefully dealt with, keeping in
view the twin objectives of maintaining auditor's inde-
pendence and ensuring that clients get the benefit of
efficient and high quality services. The Committee
noted that the Ramsay Report (Australia) underscores
this point: "There is no solid evidence of any specific
link between audit failures and the provision of non-
audit services… A ban should not be imposed in the
absence of compelling evidence of a problem." In fact,
it is possible for audit firms to end up being more
dependant on their audit clients if other services were
to be totally banned. However, the Committee also
believed that certain types of non-audit services could
impair independence and possibly affect the quality of
audit. It also believed that, given the well- publicised
failures of an auditing firm as large as Andersen, some
judicious prohibitions are in order.

2) The Committee has recommended that the follow-
ing services should not be provided by an audit firm
to any audit client:
● Accounting and bookkeeping services, related to

the accounting records or financial statements of
the audit client.

● Internal audit services.
● Financial information systems design and imple-

mentation, including services related to IT sys-
tems for preparing financial or management
accounts and information flows of a company.

● Actuarial services.
● Broker, dealer, investment adviser or investment

banking services.
● Outsourced financial services.
● Management functions, including the provision

of temporary staff to audit clients.
● Any form of staff recruitment, and particularly hir-

ing of senior management staff for the audit  lient.
● Valuation services and fairness opinion.
Further, the Committee has recommended that in

case the firm undertakes any service other than audit, or
and the prohibited services listed above, it should be
done only with the approval of the audit committee.
3) The Committee has recognised that most of these

prohibitions already exist in India. The ICAI pro-
hibits its members, as auditing firms, from services
such as bookkeeping, maintaining accounts, internal
audit, designing any information system which is a
subject of audit or internal audit, brokering, invest-
ment advisory and investment banking services. Even
so, the Committee believes that it is necessary to pro-
vide an explicit list of prohibited non-audit services.

6.4 Independence Standards for Consulting and Other
Entities that are Affiliated to Audit Firms

1) The Committee is not against the audit firm having
affiliated consulting firms (or firm) engaged in spe-
cialised practices such as taxation or valuation. The
Committee observes that it has been often demon-
strated that consulting skills lead to a wider under-
standing of business strategy and, hence, can foster
positive knowledge externalities for auditors. It makes
a great deal of sense for good auditors to widen their
horizons by occasionally engaging in the business of
consulting, just as it does for business consultants to
intermittently get involved in the nitty-gritty of audit-
ing. There is human resources dimension as well.
Nowadays, rare is a good chartered accountant who
wants to spend his entire life as a pure auditor; he also
wants to do consulting assignments. Preventing the
talented from straddling both worlds could easily
result in decline in the quality and expertise of auditors. 

2) The Committee, however, recognised the fact that
such affiliations could cause potential threats to audi-
tor independence and, therefore, it would be prudent
to create realistic safeguards against such contingen-
cies. Therefore the Committee has recommended
the following in this regard: 
● Prohibition of undue dependence: Where an audit

firm has subsidiary, associate or affiliated entities,
yardstick of no more than 25 per cent of revenues
coming from a single audit client is should be widened
to accommodate the consolidated entity. Thus, no
more than 25 per cent of the revenues of the consoli-
dated entity should come from a single corporate
client with whom there is also an audit engagement.

● The other prohibitions listed for Disqualifications
for Audit Assignments should also apply in full to
all affiliated consulting and specialised service enti-
ties of any audit firm that are either subsidiaries of
the audit firm, or have common ownership of over
50 per cent with the audit firm. 

6.5 Rotation of Audit Firms
1) The Committee heard the views of two distinct

schools of thought; the minority, which believed in the
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compulsory rotation of audit firms and the over-
whelming majority  which was against it,  but argued in
favour of the rotation of audit or engagement partners.

2) The Report of the Committee mentions that those
who advocated rotation of audit firms held the view
that changing engagement partners did not suffice to
promote independence. According to this view,
replacing engagement partner A by B every three, five
or seven years was only a cosmetic change. The other
school of thought also brought to bear its arguments
in favour of rotating engagement partners, but not
necessarily the audit firm. Their arguments were as fol-
lows. First, auditing of multi-divisional, multi-seg-
mental companies in today's environment has become
an increasingly complex task - one that requires high
levels of accounting and income recognition skills as
well as detailed, industry-specific knowledge.
Secondly, such knowledge doesn't come overnight. It
needs sustained training, exposure and understanding
of business practices as well as rapidly changing global
accounting rules and standards. Thirdly, if auditing
firms know that they will be changed every few years,
then one of two things could happen. At best, the ten
or fifteen large and reputable audit firms could swap
the big clients among themselves to no great purpose.
At worst, most firms would have no incentive to invest
in the necessary knowledge of complex industries and
businesses, and so reduce the quality of auditing to its
lowest common denominator - to the detriment of the
company, its investors and other stakeholders.

3) During the prolonged deliberations, the Committee
did not find sufficient international evidence favour-
ing compulsory rotation of audit firms. Various inde-
pendent accounting studies made available to the
Committee indicated no discernible benefits from
rotation. In fact, these studies universally indicated
the opposite - that rotation tends to enhance the risk
of audit failures in the last year of the tenure of the
outgoing auditor (who has no further incentive to
invest in quality), and the first two years of the new
auditor (who is yet to get to grips with the nitty-gritty
of the business). Further, even the politically
charged, crusading post-Enron world has not legis-
lated in favour of compulsory rotation of audit firms.
Therefore, the Committee recommended compul-
sory audit partner rotation.  The Committee's rec-
ommendations in this regard are given hereunder:
● There is no need to legislate in favour of compul-

sory rotation of audit firms.
● However, the partners and at least 50 per cent of

the engagement team (excluding article clerks
and trainees) responsible for the audit of either a
listed company, or companies whose paid up cap-
ital and free reserves exceeds Rs.10 crore, or com-
panies whose turnover exceeds Rs.50 crore,
should be rotated every five years.

● Also, in line with the provisions of the European
Union and the IFAC, persons who are compul-
sorily rotated could, if need be, allowed to return
after a break of three years.

6.6 Setting up of Independent Quality Review Board
1) The Committee considered whether it was necessary to

establish a new, independent Public Oversight Board
for supervising the work of auditor, such as that has
been established by the Sarbanes Oxley Act of 2002.
The Committee was of the view that instead of creating
a new Board , it was necessary to empower the organi-
sations that are on the ground and, if need be, provide
additional safeguards to ensure that they can expedi-
tiously achieve their objectives and the Committee,
therefore, rejected the idea of setting up yet another new
regulatory oversight body. However, it also felt that the
ICAI must now show more determination and speed -
and so prove that it is an efficient body that can be
always entrusted to provide transparent and expedi-
tious auditing oversight in the interest of investors and
the general public.  The Committee has therefore, firstly
recommended a legislative and organisational support
for the setting up of independent Quality Review
Boards to strengthen and reform the peer review system
within the ICAI. Secondly, the Committee has recom-
mended significantly enhanced and expeditious disci-
plinary action within the framework of the Chartered
Accountants Act, 1949 to bring errant auditors to book.

2) The Committee examined the ICAI's recently intro-
duced system of peer review of audit firms, which is
going to be operational from 1 April 2003. While
ICAI's Peer Review Statement seems to be an ade-
quate, self-contained document that addresses most of
the issues regarding 'who audits the auditors', it is still
necessary to recommend a process of quality review
that is publicly perceived to be independent and expe-
ditious. The Committee noted that such a system has
been established in Sri Lanka recently. The Committee
recommends setting up of independent QRBs - one
each for the ICAI, the ICSI and the ICWAI.  The fol-
lowing are the recommendation of the Committee.
● There should be established, with appropriate

legislative support, three independent Quality
Review Boards (QRB), one each for the ICAI, the
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ICSI and ICWAI, to periodically examine and
review the quality of audit, secretarial and cost
accounting firms, and pass judgement and com-
ments on the quality and sufficiency of systems,
infrastructure and practices.

● In the interest of realism, the QRBs should, for
the initial five years, focus their audit quality
reviews to the audit firms, which have conducted
the audit for the top 150 listed companies, ranked
according to market capitalisation as on 31
March. Depending upon the record of success of
such reviews, the DCA may subsequently con-
sider altering the sample size or criterion.

● Composition of ICAI's QRB: The Board shall con-
sist of 11 members, including the chairman. The
Chairman shall be nominated by the DCA, in con-
sultation with, but not necessarily from, the ICAI.
Five members of the Board, excluding the
Chairman, shall be nominated by the DCA who will
be people of eminence, professional reputation and
integrity including, but not limited to, nominees of
the Comptroller and Auditor- General of India, RBI,
SEBI, members or office-bearers of the Bombay
Stock Exchange or the National Stock Exchange,
the three apex trade and industry associations (CII,
FICCI and ASSOCHAM), reputed educational and
research institutions, bankers, economists, former
public officials and business executives. The remain-
ing five members of the Board will be nominated by
the Council of the ICAI.

● Funding: Each of these QRBs will be funded by
their respective institutes in a manner that will
enable it to discharge its functions adequately.

● Appellate forum: In the instance of a dispute
between the findings of the QRBs and reviewees,
the matter should be referred to an appropriate
appellate forum. This appellate forum should be
the same as that suggested for disciplinary matters.

7. Other Important Recommendations of the
Committee Related to the Auditors
With a view to strengthening auditor's independence and

enhancing the public's confidence in the audit quality, some
other important recommendations inter alia are given below:
7.1 Disclosure of Contingent Liabilities by Auditor

● Management to clearly describe in plain English,
material liability and its risk.

● Above to be followed by auditor's clearly worded
comments on management's above views.

● To be highlighted in the Significant Accounting

Policies and Notes to Accounts 
● To be also highlighted in the Auditor's Report,

where necessary.
7.2 Auditor's Disclosure of Qualifications and

Consequent Action 
● Qualifications to be distinguished and high-

lighted in Auditor's Report.
● Qualifications to be in plain English - what they

are, quantification, why needed.
● May be read out by auditor in an AGM.
● Auditor to mandatorily send a copy of qualified

audit report to RoC, Securities and Exchange
Board of India, principal stock exchange.

● Auditor to communicate above action in writing
to management.

7.3 Management Certification re Auditor's Replacement
● Amend section 225 of Companies Act, 1956 to

need a special resolution of shareholders to replace
auditors otherwise eligible for reappointment.

● Explanatory statement to above to include man-
agement's reasons for replacement.

● Auditor to have a right to comment on above.
● Audit Committee to verify truth and fairness of

above explanatory statement.
7.4 Auditor's Annual Certification of Independence

● Before appointment, audit firm to submit a certifi-
cate of independence that it along with its affiliates:

■ is independent,
■ has an arm's length transaction with the client, and
■ is not disqualified by virtue of the above.

● Certificate to be submitted to Audit Committee/
Board of Directors

● Auditor to inform any inadvertent breach to audit
committee/ Board of Directors.

● Audit Committee/ Board of Directors to take
prompt action to restore auditor independence
and minimise potential risk.

7.5 Appointment of Auditors
● Audit Committee to:

■ discuss annual work program with the auditor,
■ review independence of audit firm, and
■ recommend with reasons regarding appoint-

ment/ re appointment or removal of auditor
and his remuneration.

● Above provisions not applicable to:
■ Government companies
■ Scheduled commercial banks

7.6 Apart from the aforesaid recommendations, the
Committee has also suggested several other measures
to improve the overall corporate measures to improve
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the overall corporate governance structure in the
country.  Some of these measures include certification
of annual audited accounts by CEO and CFO, role of
audit committees and independent directors, setting
up of corporate serious Fraud Office, etc.

8. Disciplinary action against professional misconduct
8.1 The Committee felt that the hallmark of any reputed

profession, especially one discharging key fiduciary
obligations, is the code of ethics that it imposes on its
members, and the mechanism for reviewing and pun-
ishing professional misconduct.  As far as chartered
accountants are concerned, Section 21 of the
Chartered Accountants Act provides for disciplinary
action against a member of the ICAI for professional
and/or other misconduct; while regulations framed
under the Act define the framework and procedures by
which the disciplinary proceedings must be conducted.
While the Committee was of the view that the existing
mechanism is quite elaborate, however, procedures
that were framed in the past have not been able to cope
with the changed scenario, which must deal with com-
plex businesses and over 70,000 practising members.

8.2 In the process of examining and deliberating upon
the proposed disciplinary mechanism for the ICAI,
the Committee observed that the existing system suf-
fers from the following limitations :
● Inability of the ICAI to enforce

information/documents from the concerned
agencies before the prima facie stage.

● Inability to deal with obstructive practices result-
ing in delay at every stage of proceeding.

● Inability to adopt a prioritised approach, which
can classify cases according to the severity of mis-
conduct and importance to the public, and deal
with the serious ones expeditiously.

8.3 In this context, the Committee also noted that ICAI
has suggested, from time to time, various changes in
the procedures, in order to ensure that disciplinary
cases are dealt with more expeditiously and effec-
tively. Some of the significant suggestions made in
the recent past were as under :
● Merging the two existing schedules of the

Chartered Accountants Act, that describe profes-
sional misconduct, into a composite schedule, and
clear categorisation of offences to focus on cases
having larger public interest and also relating the
quantum of punishment to the gravity of offence.

● Constitution of a new Standing Committee (Screening
Committee) for forming prima facie opinion.

● Broad-basing the Disciplinary Committee with

more representation for nominees of Central
Government, and empowering it to function
through regional benches.

● The Council, Screening Committee and benches of
the Disciplinary Committee should be given powers
similar to those vested in a Civil Court regarding mat-
ters like discovery and production of documents.

● The benches of the Disciplinary Committee
should also recommend punishment in its report
submitted to the Council.

● The Council must consider the report and, in cases
where it upholds the punishment recommendation
of the bench, simultaneously award punishment.

● The Council may be empowered to award all
types of punishment for each of the offences.

● Provision for withdrawal of specified type(s) of
complaint case(s) upto a specified stage.  

● Provision for summary disposal, in the event of
respondent pleading guilty upto a specified stage.

8.4 The Committee appreciated the changes suggested
by the ICAI and, in its final recommendations, also
accepted almost all the suggestions in form and/or
substance.  The major recommendations made by
the Committee are as under :
● Classification of offences and merging of Schedules

so that the Council is empowered to award all types
of punishments for all types of offences.

● Setting up of a permanent Directorate within the
structure of ICAI to exclusively deal with all dis-
ciplinary cases.

● Procedural changes with rigid timeframe for each
step/stage.

● Constitution of benches of Disciplinary
Committee.  Each bench should consist of five
members. The President or the Vice-President of
the ICAI will be the presiding Officer.  Two of the
other four members will be nominees of ICAI's
Council, while the remaining two will be the nom-
inees of the Department of Company Affairs.

● Constitution of an Appellate Body with retired
Judge of the Supreme Court or a retired Chief
Justice of a High Court to be a presiding officer.  

8.5 Similar recommendations have been made in regard
to the Institutes of Company Secretaries and Cost
Accountants.  The objective behind the recommen-
dations is to ensure an effective and expeditious dis-
ciplinary mechanism and also to overcome the exist-
ing structural limitation, and in the process, eliminat-
ing any avoidable steps/stages without, in any way,
diluting the principles of natural justice. ■
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