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Auditor’s Independence – A Standard in 
Governance

Independence is the chief means by which auditors 
demonstrate that they can perform their task in an 
objective manner. Auditors need to be independent 
from the client company, so that the audit opinion 
does not get influenced by the relationship with any 
of them. 

Auditors owe a duty of care to the shareholders 
of a company, rather than its directors or managers. 
However, in reality, auditors are selected and 
monitored by managers and directors and they work 
with managers and directors. Given the business 
relationship that exists between audit firms and 
companies, there will always be some degree of 
interdependence between them.

Independence is a cornerstone of the audit profession and a priority for all professional institutions, 
regulatory bodies and corporate stakeholders. An episode like the  Satyam scandal raised controversies 
on the efficacy of independence norms. More so, the Companies Act, 2013 has been a reaction to the 
past scandals while dealing with the auditors per se. The most pertinent question is to evaluate how 
practicing independence makes a good business sense. In the present article, the author attempts to 
understand the impediments to an auditor’s independence and provisions of the new company law 
in imposing the sought after norms of independent practices. Read on…

CA. Navneet Agarwal 
(The author is a member of the 
Institute. He may be contacted at 
navneetagarwalca@gmail.com.)

The primary purpose of an audit is to provide its 
stakeholders with an expert, independent opinion 
as to whether the annual accounts of a company 
reflect a true and fair view of the financial position 
of that company and whether they can be relied on. 
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Taken to extremes, audit firms could be slow to 
stand up to the management of client firms where 
differences in opinion arise, as they may not wish to run 
the risk of losing the subsequent year’s audit contract, 
not to mention non-audit services. Consequently, 
absolute auditor independence, in reality, may not 
be possible as an audit firm is, to a lesser or greater 
extent, dependent on earning an income from the 
provision of services to these clients. The objective, 
therefore, is to ensure that the auditor is in a position 
to carry out an audit in an independent and objective 
manner as far as possible.

 
How has independence been defined?
Independence has been defined in the IFAC’s The 
Code of Ethics for Professional Accountants:

Independence of mind – the state of mind that 
permits the provision of an opinion without being 
affected by influences that compromise professional 
judgment, allowing an individual to act with  
integrity, and exercise objectivity and professional 
scepticism; and

Independence in appearance–the avoidance 
of facts and circumstances that are so significant 
a reasonable and informed third party, having 
knowledge of all relevant information, including any 
safeguards applied, would reasonably conclude a 
firms, or a member of the assurance team's, integrity, 
objectivity or professional scepticism had been 
compromised.

What are the threats to auditor’s 
independence?1

The perceived threats can be categorised as:
•	 Self-interest threat: where auditors are financially 

dependent on the audit client or where auditors 
or someone closely associated with them has a 
financial or other interest in the audit client. 
Auditors depend on the management of a 
company to secure its reappointment as auditors.

•	 Familiarity threat: due to long-term relationship 
between auditors and client, auditors get 
involved in advising their client or acting like 
management.

•	 Advocacy threat: this occurs when auditors 
promote, or are perceived to promote, a client's 
opinion to a point where people may believe that 
objectivity is getting compromised.

•	 Trust threat: auditors start trusting directors and 
management, and thereby avoid checking the 
management information and representations.

•	 Intimidation threat: auditors may perceive 
intimidated by actual or potential pressures from 
their client or other party and therefore avoid 
proper investigation.

Operational threats to independence:
•	 The	 responsibility	 of	 appointment	 and	 removal	

of auditors are on the shareholders. However, 
it is the directors who exercise real power by 
recommending the auditor, negotiating fees, etc., 
where shareholders are generally expected to 
approve what the directors recommend. 

•	 Concurrent	 areas	 of	 conflict	 when	 such	 other	
services are not compatible with auditors’ 
primary responsibility. If auditors are involved in 
negotiating loan for a client company, they may 
be inclined to certify the financial statements 
that are acceptable to the company’s bankers.

•	 Audit	firms	are	always	under	pressure	from	the	
management of a company to bring down the 
time and cost of audit. Since most of the firm 
overheads are fixed in nature consisting primarily 
of salaries and administrative expenses, only 
option left is to economise on time, which may 
lead to cutting short on generally accepted audit 
procedures.

•	 Auditors’	dependency	on	a	particular	 client	 for	
a proportionately large share of income gives 
them strong commercial reasons for preserving 
all unblemished reputation with such entity. 
This may however tempt them to compromise 
on their independence as the impact of loss of a 
significant client may be all the more devastating 
for individual partner responsible.

•	 Even	 though	 financial	 statements	 are	
management's responsibility, external auditors 
are engaged to provide assurance as to the 
absence of material misstatements. Still, auditors 
regularly guide management in adjusting those 
statements before they issue an unqualified 
opinion.

Counter measures to combat threats on 
independence 
(a) Companies Act, 2013

Disqualification for audit assignments: The 
Companies Act, 2013 (“the Act”) in order to ensure 
independence, prohibits the appointment of a person 
or firm as auditor in certain circumstances (Section 
141) and requires certain disclosures to be made 
[Section 139 (1)]. Additionally, all appointments shall 

1 The Code of Ethics for Professional Accountants, prepared by the International Federation of Accountants (IFAC).

385



Auditing

www.icai.orgTHE CHARTERED ACCOUNTANT    september 201490

be made only after taking the recommendations of audit committee that required to be constituted under 
Section 177 of the Act.
A person is disqualified 
under Section 141 (3) from 
being appointed an auditor 
of a company if he is:

A person is disqualified for entering into 
transactions with the Company or its subsidiary, 
or of its holding or associate company or a 
subsidiary of such holding company where:

Further a person will also be is 
disqualified if :

(a) an officer or employee of 
the company;
(b) a person who is a 
partner, or who is in the 
employment, of an officer or 
employee of the company.

(a) a person or his partner holds any security 
or interest, or his relative holds any security 
or interest/is indebted/has given guarantee or 
provided any security exceeding a value of R1 lakh 
[Section 141(3) (d) read with draft Rule 10.7(1) to 
(3)];
(b) a person or a firm who, whether directly or 
indirectly, has business relationship in the nature 
of any transaction entered into for a commercial 
purpose except those which are in the nature of 
professional services as permitted to be rendered 
by an auditor or audit firm under the Act and the 
Chartered Accountants Act and the rules and the 
regulations made under such Act [Section 141(3)
(e) read with draft Rule 10.7(4)].

(a) his relative is a director or is in 
the employment of the company as a 
director or key managerial personnel;
(b) he is in full time employment 
elsewhere or is a person or a partner 
of a firm holding appointment as its 
auditor, if such persons or partner is 
at the date of such appointment or 
reappointment holding appointment as 
auditor of more than twenty companies;
 (c) he or his subsidiary or associate 
company or any other form of entity, is 
engaged as on the date of appointment 
in consulting and specialised services as 
provided in Section 144.

The responsibility of appointment and removal of 
auditors are on the shareholders. However, it is the 

directors who exercise real power by recommending 
the auditor, negotiating fees, etc., where 

shareholders are generally expected to approve 
what the directors recommend. 

As regards the disqualifications restricting the 
appointment of auditors to 20 companies concerned, 
Section 141(g) does not make any distinction  
between companies having paid up share capital of 
R25 lakh or more within the number of 20 nor between 
public or private limited companies. Therefore, 
the restrictions of 20 companies will also include  
private companies at the time of appointment of 
auditors.

Mandatory rotation: The Companies Act 2013 
[Section 139(2)] read with the draft Rules 10.4 provide 
for the mandatory rotation of auditors in listed and 
specified class of companies. Individual auditors will 
be compulsorily rotated every five years and audit  
firms will be rotated every ten years in all companies 
except one-person companies and small companies. 
This step is aimed to ensure that auditors do 
not increase their familiarity and reduce their 
independence by continuing to audit a company  
for a prolonged period of time. Further, a cooling 
period of five years is also prescribed [proviso 
to Section 139(2)] before the reappointment of  
auditors, who complete one term. The same  
company cannot reappoint such auditors or audit 
firms for the next five years after completion of one 
term.

Non-audit services: The Act in Section 144 
provides a list of nine services that a company’s 
auditor cannot provide, directly or indirectly, to the 
company and its holding and subsidiary companies. 
The intent is to ensure that the auditor avoids 
any conflict of interest arising from the provision 

of other services such as accounting and book  
keeping, internal audit, management, actuarial and 
investment advisory services.

Tribunal’s power to remove auditors: While no 
separate regulatory body has been set up to regulate 
the auditors, the National Company Law Tribunal 
(“Tribunal”) has (in addition to the company itself ) 
the power to order the removal of an auditor. The 
Tribunal under Section 140(5) can order a company 
to remove its auditor, if it believes the auditor has 
acted in a fraudulent manner, or abetted or colluded 
in any fraud.

Reporting fraud: The Act also enhances the 
accountability of an auditor. It does so by placing 
on auditors including branch auditors, the onus 
of reporting fraud noticed by them, during the 
performance of their duties where they have  
sufficient reasons and information to believe that an 
offence involving fraud where the amount involved or 
likely to be involved is not less than 5% of net profit 
or 2% of turnover of the company for the preceding 
financial year, is being or has been committed against 
the company by its officers or employees [Section 
143(12) read with draft Rule 10.10].
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Section 147 of the Act mentions about the punishment 
for defaults committed by the auditors as regards 
their responsibilities stated in Sections 139, 143-

145. Normal punishment is a fine between R25,000 
and R5 lakh. However, if an auditor is found to have 
knowingly or willingly with the intention to deceive 
the company or its shareholders or its creditors or 
tax authorities committed any office, punishment 
will be an imprisonment up to one year and a fine 

between R1 lakh to R25 lakh.

However, the draft Rule 10.10 (4) states: 
 In case the audit committee or the Board, 

as the case may be, is not taking action or 
the auditor is not satisfied with the action  
taken, he may report to the Central 
Government even if the fraud is not material 
in nature. 

This is contrary to the materiality concept of 5% 
of the net profit or 2% of turnover and technically 
imposes a duty to report every incident of fraud/
suspected fraud to the Central Government.

Constitution of an oversight authority: Section 
132 of the Act, proposes the formation of National 
Financial Reporting Authority (NFRA) to provide 
for matters relating to accounting and auditing 
standards, and details the NFRA's jurisdiction, 
functions, powers, penalties and staffing, among other 
things. Notably, the NFRA will have the power to act 
against audit firms. It is an outcome from a lesson 
learnt from the most prominent accounting fraud of 
Satyam Computers, where the company’s promoter 
overstated cash balances and revenues, the audit firms 
that prepared the company’s accounts were never 
booked. Only the partner who signed off the accounts 
and two employees were. This will indirectly lead to 
the adherence of independent standards even at the 
level of a firm.

NFRA aims to enhance the auditor independence. 
To effectively stay independent, its composition is 
prescribed to be of truly independent people, as all 
members of the Authority, before being appointed, 
are required to submit a declaration to the Central 
Government confirming that they have no conflict 
of interest or lack of independence in being  
appointed to such a position [NFRA draft rule 3(2)]2. 
Further any person who is associated with any  
audit firm (including related consultancy firms) will 
not be eligible to be appointed as members of the 
Authority.

(b) The Chartered Accountants Act, 1949
Clause (10) of Part I of the first schedule to the 

Chartered Accountants Act, 1949 prohibits 
acceptance of contingent fees, i.e., fees, which 
are either based on the percentage of profits or 
otherwise dependent on the finding or the results 
of employment. It is evident that a person, who 
contemplates receipt of payment in direct proportion 
to the benefit received by his client, will be impairing 
his independence. 

However, Regulation 192 of Chartered 
Accountants Regulations, 1988 exempts members 
from charging/offering to charge, accept/offering 
to accept, in respect of any professional work, 
fees which are based on a percentage of profits, or 
contingent upon the findings, or results of such work 
provided:
a) in case of a receiver or a liquidator, fees may 

be based on a percentage of the realisation or 
disbursement of the assets;

b) in case of an auditor of a co-operative society, 
fees may be based on a percentage of the paid- 
up capital or the working capital or the gross or 
net income or profits;

c) in case of a valuer for the purposes of direct  
taxes and duties, fees may be based on a 
percentage of value of the property valued.

d) in case of certain management consultancy 
services as may be decided by the resolution 
of the Council from time to time, fees may be  
based on percentage basis which may be 
contingent upon the findings, or results of such 
work;

e) in case of certain fund raising services, fees  
may be based on a percentage of the fund  
raised;

f ) in case of debt recovery services, fees may be 
based on a percentage of debt recovered;

g) in case of services related to cost optimisation, 
fees may be based on a percentage of benefit 
derived; and

The Companies Act 2013 [Section 139(2)] read 
with the draft rules 10.4 provide for the mandatory 
rotation of auditors in listed and specified class of 

companies. Individual auditors will be compulsorily 
rotated every five years and audit firms will be 

rotated every ten years in all companies except one-
person companies and small companies.

2 Draft National Financial Reporting Authority (Composition and the manner of selection of Chairperson and Members) Rules, 2013.
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h) any other service or audit as decided by the 
Council.

Consequences of compromising 
independence
(a) Companies Act, 2013
Section 147 of the Act mentions about the 
punishment for defaults committed by the auditors 
as regards their responsibilities stated in Sections 
139, 143-145. Normal punishment is a fine between 
R25,000 and R5 lakh. However, if an auditor is found 
to have knowingly or willingly with the intention 
to deceive the company or its shareholders or its 
creditors or tax authorities committed any office, 
punishment will be an imprisonment up to one year 
and a fine between R1 lakh to R25 lakh. Further 
on conviction, she/he shall be liable to refund the 
remuneration and pay damages to the company, 
statutory bodies/authorities or any other person for 
losses arising as a result of incorrect or misleading 
statements in her/his audit report.

Where, in case of audit of a company being 
conducted by an audit firm, it is proved that:
•	 the	partner	or	partners	of	 an	 audit	firm	has	or	

have acted in a fraudulent manner or 
•	 abetted	or	colluded	in	any	fraud	by,	or	in	relation	

to or by, a company or its directors or officers
the liability, whether civil or criminal as provided 

in the Act or in any other law for the time being in 
force, for such act shall be of the partner or partners of 
the audit firm and of the firm jointly and severally and 
such partner or partners of the audit firm shall also be 
punishable in the following manner:
•	 an	 imprisonment	 for	 a	 term	 not	 less	 than	 six	

months and may extend up to 10 years, provided 
that where the matter involves public interest, 
the minimum term will be 3 years; and 

•	 a	fine	of	 an	 amount	 ranging	 from	one	 to	 three	
times the amount involved in the fraud (Section 
447).
Section 35 of the Act provides that, where a 

person has subscribed for securities of a company on 
any statement included, or the inclusion or omission 
of any matter, in the prospectus which is misleading 
and has sustained loss or damage as a consequence, 
the company and certain specified person (includes 
directors, promoters and experts) are liable to pay 
compensation to every person who has sustained loss 
or	damage.	Experts	may	include	auditors	as	defined	in	
the Section 2(38). 

Where it is proved that a prospectus has been 

issued with intent to defraud the applicants for the 
securities of a company or any other person or for 
any fraudulent purpose, every person referred to the 
above shall be personally responsible, without any 
limitation of liability, for all or any of the losses or 
damages that may have been incurred by any person 
who subscribed to the securities on the basis of such 
prospectus [Section 35(3)].

Section 245 of the Companies Act 2013 provides 
for class action suits, allowing a requisite number of 
members or depositors with common interest, in a 
matter, to file an application in the Tribunal against the 
company/its management/its auditors or a section of 
its shareholders for damages or compensation if they 
are of the opinion that the management or conduct of 
the affairs of the company are being conducted in a 
manner prejudicial to their interest.

(b) Chartered Accountants Act, 1949
Clause (4) of Part 1 of the second Schedule to 

Chartered Accountants Act, 1949 provides that a 
chartered accountant in practice shall be deemed 
to be guilty of professional misconduct if she/he 
expresses her/his opinion on financial statements of 
any business or any enterprise in which she/he, her/
his firm or a partner in her/his firm has a substantial 
interest, unless she/he discloses her/his interest also 
in her/his report.

Financial statements would cover both reports 
and certificates usually given after an examination 
of accounts or financial statement or any attest 
function under any statutory enactment or for 
purposes of income-tax assessments. This, however, 
does not include statements prepared by members 
in employment purely for the information of their 
respective employers in the normal course of their 
duties and not meant to be submitted to any outside 
authority.

Section 245 of the Companies Act 2013 provides for 
class action suits, allowing a requisite number of 

members or depositors with common interest, in a 
matter, to file an application in the Tribunal against the 
company/its management/its auditors or a section of 
its shareholders for damages or compensation if they 
are of the opinion that the management or conduct of 

the affairs of the company are being conducted in a 
manner prejudicial to their interest. 
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Clauses (8) & (9) of Part 1 of the first Schedule to 
Chartered Accountants Act, 1949:

A Member shall be deemed to be guilty of 
professional misconduct, if he:
 X XX XXX XXXX
 (8) accepts a position as auditor previously held 

by another chartered accountant or a restricted 
state auditor without first communicating with 
him in writing;

 (9) accepts an appointment as auditor of a 
company without first ascertaining from it 
whether the requirements of Section 225 
of the Companies Act, 1956 in respect of 
such appointment have been duly complied  
with.

Moving towards better practices
Finally, it is important to recognise that while 
the Corporate Governance (CG) standards with  
respect to auditor independence have seen 
substantial changes in a relatively short time span, 
the rules in the book do not necessarily translate 
into rules on the ground. In the last two decades, 

while the CG framework in India has emerged to 
improve governance standards, protect individual 
investors, and enhance their confidence, there  
is a scope for improvement in the enforcement 
of these rules. Matching the rules on the ground  
with the rules in the book is paramount to  
establishing the link between better governance 
systems and better economic outcomes.

To conclude, adequate, relevant, and high-quality 
disclosures are one of the most powerful tools  
available in the hands of independent directors, 
shareholders, regulators, and outside investors to 
monitor the performance of a company. This is 
particularly important for the emerging economies 
such as India, where there is insider dominance. 
Governance risk is a key determinant of the market 
pricing of listed securities. A high perceived 
independence quotient of a company’s auditing 
process can be reassuring to outside shareholders, 
which can help reduce the risk premium of raising 
capital, thereby providing a strong business case for 
strengthening auditor independence. 
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Significant features 
of the Knowledge 
Booklet II- “A New 
Era in Internal Audit- 
Companies Act, 
2013”are:
 The Companies 

Act, 2013, has laid 
down mandatory 
requirement for 
internal audit for 
prescribed classes 
of companies.

 This booklet highlights enhanced role of  

Knowledge Booklet II- “A New Era in Internal Audit- Companies Act, 2013”
(Pages: 16 + 4 Cover pages)

internal auditor in areas such as, Stronger 
Support for Audit Committee or Board, 
Effective	 Risk	 Management,	 Internal	 Control	
Systems	and	Ensuring	Compliance.

 Chartered Accountants possess skill sets and 
knowledge which helps them to demonstrate 
their competence and professionalism in the 
internal audit field.

 Provides overview on the initiatives of 
the Internal Audit Standards Board of  
ICAI.

This easy-to-read booklet is freely downloadable 
from the Institute’s website at http://220.227.161.86/
34454iasb24159.pdf.
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