
hether there should be a system of
Rotation of Auditors in Companies is
being debated in various quarters in view
of the recent developments resulting in
corporate failures due to deficiencies in

reporting by some audit firms. This aspect is under con-
sideration of the Special Committee appointed by the
Government under the Chairmanship of Shri Naresh
Chandra. A view has been expressed in some quarters
that we should introduce the system of Rotation of audi-
tors every 3 to 5 years at least in some large companies
which are listed on the stock exchanges and having paid

up capital exceeding Rs. 10 Crores and turnover exceed-
ing 100 Crores.

The question of Rotation of Auditors has been
considered in the past. In 1972, it was proposed to add
clause (1B) in section 224 of the Companies Act by the
companies (amendment) Bill, 1972. This clause sought
to introduce the concept of “rotation of auditors”. This
was proposed with a view to bringing about disassocia-
tion of auditors from groups of companies so that they
may not have any temptation to shield the shortcom-
ings of the management from the shareholders. It was
also stated that this would achieve a more equitable dis-
tribution of audit work among the younger members of
the profession.

There was lot of resistance from the members when
this proposal was sought to be introduced by amend-
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ment of the companies Act. It was felt that such a pro-
posal would put out of gear complete machinery in
respect of the audit of corporate sector by members of
the accounting profession. It was also felt that this pro-
vision would not achieve the proposed objective. As a
compromise, it was decided to represent to the
Government that if ceiling on audits per member/part-
ner is fixed, it would achieve the objective of wider dis-
persal of audit.

The Joint committee of Parliament appreciated the
submissions made by the Institute. The joint committee
took the view that a ceiling on audits would sufficiently
serve to break the evil of continued association of audi-
tors with groups of companies. It was decided to fix ceil-
ing at 20 as such groups generally consisted of more than
20 companies. It was also decided that out of these 20
companies, not more than ten companies should be hav-
ing paid-up share capital of Rs. 25 Lacs or more. In the
case of a firm of auditors the ceiling applied on the basis
of each partner in whole time practice. On the above
basis, the Companies (Amendment) Act, 1974 inserted
Clause (1B) in Section 224 of the companies Act to pro-
vide for ceiling on company audits. This provision has
been modified w.e.f. 13/12/2000. While the ceiling of 20
audits per partner has been retained there is some liberal
approach. The Institute  has, however, by a notification
dated 8/5/2001 brought a restriction in the matter of
counting the number of audits. According to this notifi-
cation the number of audit assignments of public com-
panies with paid up capital of Rs. 25 Lacs or more cannot
exceed ten per partner.

The above provision worked with satisfaction for
more than 20 years. Even in the  Companies  Bill 1993 the
concept of ceiling of audits was accepted. However the
Companies Bill, 1997 once again proposed to provide
the rotation of auditors in clause 180(2). Under this
clause it was proposed to increase the ceiling of audits to
25 companies and also to provide for rotation of auditors
in such a manner that no company would be able to
appoint or reappoint an auditor for more  than five con-
secutive years.

Council of our Institute strongly opposed the con-
cept of rotation of audit when the above Bill was under
consideration. After an in-depth consideration of the
matter at various forums in the profession all over the
country, the Council came to the conclusion that the
proposal relating to rotation of auditors was neither in
the interest of the shareholders nor would it lead to bet-
ter corporate governance and, therefore, it was not in the

national interest. The council, therefore, suggested the
dropping of the proposal on the following grounds.
● The legislation in almost all developed countries

does not contain any provision regarding rotation of
auditors. On the contrary, the concept is that the
position of the auditor should be strengthened and
the options of the management to change him
should be limited to the very minimum. This seems
be the concept behind the spirit of various provi-
sions of the Companies Act in India which provide
for certain special procedures if an auditor is to be
removed or he is not to be reappointed at a general
meeting.

● The system of rotation can be evaded easily and will
only result in practices like tie-up arrangements
between auditing firms and splitting of existing
firms. It would indeed be impossible to implement it
in a manner that its perceived advantages are real-
ized.

● Rotation does not improve the independence of
auditiors. This is because, the management can play
one auditor against the other. It considerably
reduces the changes of a strict and up-right auditor
to be appointed after his term since the management
(having been exposed to different auditors) would
tend to opt for the ones who are considered more
convenient.

● Rotation of auditors will inevitably result in higher
cost since new auditors will have to spend extra time
in familiarizing themselves with the nuances of the
activities of a company. As a matter of fact, research
has shown that modern business operations are
becoming so complex that an auditor takes at least
two years to really understand the intricacies of the
input-output relationships and the economic reali-
ties behind the financial transactions. It is well
known that audit failures are more in the first or sec-
ond year of an audit. In more advanced countries,
certain audit firms have actually developed special
expertise in specific industries. The quality of audit
will therefore definitely suffer if there is rotation of
auditors.

● The council of the Institute is fully supportive of all
initiatives meant to enhance the independence of
auditors. It genuinely believes that rotation of audi-
tors will be a retrograde step unlike some of the
other initiatives in the Companies Bill, 1997, e.g.
tightening up of provisions regarding disqualifica-
tion of auditors and constitution of audit commit-
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tees. The council has in fact been constantly debat-
ing and enforcing a number of steps to improve the
quality of audit. A few initiatives being taken by the
Council are (a) working out a system of peer reviews,
(b) enforcing audit standards more stringently, and
(c) ensuring that an auditor does not have interest in
the organization under audit.
The above bill was referred to the parliamentary

Standing Committee for its consideration. In its report
dated 27th July 2000, the committee has considered the
suggestions received from the Institute and others and
recommended that Clause 180(2) of the above Bill, relat-
ing to rotation of auditors, for giving stability to the
appointment of auditors, be dropped.

The committee has however accepted the alternate
suggestion made by the Institute that the system of
appointment of Joint Auditors be introduced. The
committee has observed that with the acceptance of the
suggestion, the effect will be that the Companies Act
will be introducing, for the first time, the concept of
joint auditors, which is prevailing in some of the
advanced countries. This will ensure that the continuity
in audit is not broken.

Taking into consideration the above developments,
there is no justification for introduction of the concept
of rotation of auditors and the council of our Institute
should firmly oppose this proposal. It is significant to
note that the Parliamentary Standing committee has as
late as July, 2000 decided that rotation of audit will not
achieve the objective. The committee has recommended
the introduction of the system of Joint auditors and this
can be introduced in large listed companies. The number
of joint auditors can be fixed depending on the size of
operations of the company.

A view has been expressed in some quarters that if
the concept of rotation of auditors is not accepted, there
should be a regulated system of rotation of partners
undertaking the audit assignment. It is believed that in
large audit firms this concept exists in an informal man-
ner. This concept, if introduced, will improve the quality
of audit. This will require amendment of section 224 of
the Companies Act. This should be made applicable
where there are 5 or more partners in the audit firm. It
can be provided that no partner should conduct or
supervise the audit of a listed company for more than
three financial years and there should be a gap of at least
two years before he associates with that audit again.  It is
also for consideration whether a provision should be
made that no partner should give statutory audit report

of companies in any financial year in excess of the ceiling
of audits prescribed u/s 224 (1B) of the Companies Act.
This will ensure that no partner of any audit firm under-
takes audit assignments of more than the ceiling limit
prescribed u/s 224 (1B), thereby achieving the objective
with which the said ceiling has been introduced in the
Company Act.

It appears that the issue relating to rotation of audi-
tors is being raised when some audit failures by some
audit firms are reported. The remedy appears to be in
strengthening the procedure for appointment of audi-
tors, restricting fees for non-audit assignments, provid-
ing machinery for quick action against defaulting firms
strengthening internal control etc. rather than provid-
ing for rotation of auditors. In recent years some steps
have been taken in this direction and this should
strengthen the system. To mention about some of the
steps section 292 A of the Companies Act and Clause
49 of the Listing Agreement now provides for appoint-
ment of Audit Committee of Independent Directors.
This committee has power to supervise the work of
internal auditors as well as statutory auditors. This com-
mittee has to recommend appointment or removal of
internal as well as statutory auditors and also fixation of
fees for audit. The committee has also power to decide
about fees for other  services payable to statutory audi-
tors. Further, ourInstitute has issued a notification on
23rd March, 2002 restricting the fees for other services
payable to statutory auditors and their associate con-
cerns to an amount not exceeding the statutory audit
fees. The council of our Institute has also recom-
mended to the Government for amendments in the
Chartered Accountants Act to expedite the procedure
for taking disciplinary action against erring members. It
is possible to strengthen the internal control by making
a provision for appointment of a Chartered Accounant
as a Financial controller in companies where whole
time secretaries are required to be appointed. Such
Financial controller should be made responsible for
compliance with accounting discipline and also should
be asked to authenticate the financial statements.
Similarly, the Companies Act should make specific pro-
vision for internal audit and fix responsibility for main-
tenance of effective internal control and internal audit.
If these provisions are made and an effective machinery
is set up for random scrutiny of published financial
statements, it will be possible to bring accounting disci-
pline in reporting the corporate results. ■
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