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atelast June, the National Finan-
- cidl Reporting Authority (NFRA),
the regulator overseeing auditors,
delivered a biting critique of the
statutory audit of Infrastructure

W

A

Leasing & Financial Services Ltd (IL&FS)

for FY18—the period just before the
group’s payment defaults and credit rat-
ing downgrades.

The NFRA had, in its audit quality
review, stated that the appointment of
SRBC & Co.Llpandits continuation asthe
statutory auditor of IL&FS for FY18 was in
breach of auditor independence norms.
The regulator argued that the network
SRBC is part of—Ernst & Young Global
Ltd, or EY—provided “prohibited” non-
audit services indirectly to IL&FS group,
and was earning “significant non-audit
revenues” from IL&FS when SRBC took
up the FY18 audit assignment.

Non-audit services include a range of

+advisory and consultancy services. of

them, eight are prohibited as they would
lead to a conflict of interest for the statu-

“tory auditor. They are: accounting and

bookkeeping services; internal audit;
design and implementation of any finan-
cial information system; actuarial servi-
ces; investment advisory services; invest-

“ment banking services; rendering of out-
‘sourced. financial services; and

_management services.
SRBC has denied any breachandbelieves
itis firmly in compliance withall applicable

* norms, according toan industry executive -

aware.of its position. The firm, in its
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The industry’s business model is set for ah overhaul with the government expected to clarify

which services an auditor can and carinot provide

" Regulator NFRA has flagged
“prohibited non-audit services

- Z:-being provided by an

~-aditor's affiliates to its clients

-~ and their related entities

~ + "asaviolation.

Shmreey

~ Inmany cases, non-audit
fees can be significant in
__terms of the impact they can
~ haveona firm's topline, and
therefore, they can influence
itsindependence.
|

NOW

i =" The government is planning
-3 series of changes to overhaul
. theaudit framework to bring
~._complete clarity on what -

‘services auditors can and
> cannot offer.

non-audit services to audit clients.

“GT Bharat Llp was the first tomake the
announcement that non-audit services
will not be offered to listed audit clients
from1July 2019. Iwould go to the extent
of saying that it makes sense for all audit
firms to not offer even permitted non-au-
dit services to audit clients in order to
show auditor independence is para-
mount,” CEO Vishesh Chandiok said in an
interview. Deloitte and PW India made
their announcements in 2020.

OVERHAUL COMING
Clan'ty onwhat services an auditor can
and cannot offer is expected to come
from the government soon in anamend-
ment to the Companies Act. A Company
Law Review committee has proposed that
in the case of companies having an inher-
ent public interest, statutory auditors
should not be allowed to offer non-audit
services of “any kind, directly or indi-
rectly, toeither the company, itsholding,
subsidiary or associate companies”. The
committee submitted its report to union
finance and corporate affairs minister Nir-
mala Sitharaman last March.

“The committee made this recom-
mendation to make it absolutely explicit
that no kind of non-audit service could
be offered to audit clients. In the case of
non-audit clients, they are free to offer
any service,” explained Amarjeet Chopra,
former president of ICAl and amember
of the committee. _

“The way scams and corporate failures
have happened in the past, we need to
protect the audit profession from any sort
of conflict of interest,” said Chopra.

Not taking up non-audit services from
audit clients does not come in the way of
offering multi-disciplinary services to-



SRBChasdenied any breach and believes
itisfirmly in compliance with all applicable

. nporms,according toan industry executive

aware.of its position. The firm, in its
response to the NFRA, asserted that other
“independent member firms of EY Group
operating in India are not related toitina
' way that isagainst the law. That s, they are
notcovered by the Companies Act provision
_prohibiting an auditor from offering eight
“non-audit services to clients indirectly.
“ Thereisno commonality of ownership, con-
- trol, management or trademark between
- SRBC and any of the other independent
" members of the EY Group that may show
they arerelated in suchaway, theaudit firm
informed theregulator. But the NFRA found
- thisargument unacceptable, and stated as
much initsaudit quality review report.
An email sent to an EY spokesperson
remained unanswered at the time of
* publishing. e
. TheNFRA and theindustry areunable
. to see eye to eye on two major points. One
“ js over services rendered by an auditor’s
 affiliates toits client’s group entities. The
- otheriswhat constitutes a ‘management
service’, which an auditor is prohibited
from offering, both directly and indirectly.
The NFRA report on IL&FS, in essence,
questions practices in the audit industry
- and the business model of some of the
- audit firms. That business model is set to
' change as the government is planning a
* series of legislative changes to overhauls
the audit framework to bring complete
clarity on what auditors can and cannot
do. A Bill to amend the Companies Actis
+, expectedsoon, according toagovernment
official who spoke on condition of ano-

nymity.

WHY NFRA WAS SET UP
fter everylarge-scale fraud or collapse
of asystemically important business,
*  auditors— considered the gatekeepers of
good governance—face tough questions
*4 fromregulators, both inIndiaand in other
" markets. India has over 2,000 auditors—
* firms and individuals included— signing
off on the financial statements of more
than 6,800 public inter-
est entities, including
listed and unlisted com-
panies, banks and insur-

Industry executives say that
an audit firm needs to be

allowed the Centre to supersede the
board of directors at IL&FS. The IL&FS
case thus became the NFRA’s first case.

The newregulator madeita priority to
examine the audit quality of the systemi-
cally important non-banklender. Ithasso
farissued reports on IL&FS and its subsid-
iaries IL&FS Transportation Networks
Limited ITNL) and IL&FS Financial Ser-
vices Ltd (IFIN), both for FY18.

NFRA’s critique in the IL&FS case
echoed sentimentsithad
earlier expressed in its
audit review report for
IFIN, which was jointly

ers. At the same time, e audited by BSR & Asso-
much of the auditing proficient in complementary  ciates Llp and Deloitte
businessis concentrated ; ; Haskins and Sells LLP.
in a few hands— 70% of non-audit services such 2s tax The watchdog had in
the 1,800 or so compa-  « provisioning, diligence 2020 said the appoint-
nies that trade on the : : ment of BSR & Associates
"National Stock services and [T reviews. Llp asthe statutory audi-
Exchange are audited by tor for IFIN for FY18 was

firms affiliated to the Big Four accounting

firms, according to aministry of corporate

affairs discussion paper from 2020, citing
| Delhi-based Prime Database.

The Companies Act of 2013 sought to
establish the NFRA as an independent
regulator to oversee the auditing profes-
sion in the wake of a series of accounting
seandals, the most prominent of which
was the Satyam scam.

\

TEST CASE
he failure of IL&FS expedited the
setting up of the NFRA, which
started its work on 1 October 2018, the
day the National Company Law Tribunal
ey v PP eEeNYrYeYe:

illegal and void under two auditor disquali-
fication provisions in the Companies Act.

Thewatchdog had also said in Decem-
ber 2019 that IFIN’s statutory audit by
Deloitte Haskins & Sells LIp had violated
the law in directly or indirectly offering
certain prohibited services to the group
entities of the audit client.

Emails sent to Deloitte Haskins and
Sells, BSR & Associates and the NFRA
remained unanswered at the time of pub-
lishing.

THELAW
“he NFRA's orders have put the spot-
light on how the ‘indirect’ rendering
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of prohibited services to anaudit clientis
interpreted differently by the auditing
industry and by the regulator. :

Under the Companies Act, an audit firm
gets disqualified from auditing a company
under two circumstances—ifit directly or
indirectly has a business relationship with
any of the group entities of the audit cli-
ent, orwhen it directly or indirectly pro-
vides the audit client or any of its group
entitiesany prohibited non-audit service.

In its report on IL&FS, the NFRA said
that the non-audit services provided by
any firm in the network towhich the audit
firm belonged amounted to the latter
“indirectly” providing such services.

The audit regulator sought to draw par-
allels between the brand, name, email
domain and policy documents of firms in
anetwork to argue that they are affiliates
and are in breach of independence norms.
An auditor’s affiliate allegedly making
“significant” non-audit revenues from the
audited company’s group entities was a
red flag for the regulator.

The worryis that ifthe fee foranon-au-
dit service is higher than the fee charged
for an audit, it can influence the auditor’s
opinion, a point that an expert panel high-
lighted in recommending sweeping
changes to the statutory audit framework.

Revenues from audit and non-audit ser-
vices vary from firm to firm. But in many
cases, non-audit fees can be significantin
terms of the impact they can have on a
firm’s topline, and therefore, they can
influence its independence, says a senior
industry executive. In 2002, after the
Enronscandal, the Institute of Chartered

Accountants of India ICAI) had mandated
that the non-audit service fees earned by
anauditor along with itsassociate entities
cannot exceed the aggregate audit fee.
There have been discussions within the
government to lower this cap to 50% of
the audit fee.

INDUSTRY RESPONSE
ccording to a senior industry execu-
tive, who spoke on condition of ano-
nymity, there are contractual arrange-

ments between certain large firms with -

international firms. “(Under) these con-
tractual arrangements (they) do not call
themselves anetwork because thereisno
common ownership, control, significant
influence or sharing of a trademark or
brand,” said the person.

“There is a contractual arrangement
between KPMG and BSR. Thisis to share
certain methodology, tools, softwareand
training, forwhich BSR pays. BSR isavery
independent firm. There is no network
relationship with KPMG that involves
ownership, control or significant influ-
ence as defined in section 144-of the Com-
panies Act,” said the person. :

“BSR’s position is to continue to pro-
vide permissible non-audit services to
audit clients within the parameters of the
domestic guidelines and contractual
arrangements,” said the person.

SRBC’s position also is that it will pro-
vide only services that are allowed under
law. “If the law does not allow it, the firm
will not provide that service,” the first per-
son quoted above said.

The industry executives also claim the
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regulatory response after [L&FS isunduly
falling on the audit industry. The IL&FS fail-
ure was due toits asset-liability mismatch,
not due to an auditing failure, they say.
The first industry executive quoted
above, who is aware of the IL&FS FY18
audit quality report, said that the regulator
had considered non-audit services ren-
dered several years prior to the auditor’s
appointment in assessing its independ-

ence. “There is no single precedent of
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of conflict of interest,” said Chopra. e

Not taking up non-audit services from
audit clients does not come in the way of
offering multi-disciplinary services to"
clients. . .

“The only thing we are saying is that in
the case of a public interest entity, if you
are the auditor, donot give any non-audit
service to thatclient. You canrender non-
audit services to other clients, but not to
youraudit client,” explained Chopra.

For now, these firms and the regulator
areslugging out the issue of auditor inde-
pendence before the Delhi High Court.

COMPLEMENTARY SERVICES?
he regulator and the industry are
also at loggerheads over what con-
stitutes a “management service”, which
an auditor is prohibited from offering
directly or indirectly.

According to the NFRA, in the absence
of a definition in the Companies Act,
“management services” have to be
understood in their literal meaning as
services performed by the statutory audi-
tor for the management.

Industry executives allege that this
would amount to treating every non-au-
dit service asamanagement service, not-
ing that there is no common understand-
ing globally or in India about what con-
stitutes management services as they are
not defined by law. “If policymakers
want an absolute prohibition of any non-
audit service to the audit client, let it be
so, but it should be clarified,” said
another senior industry executive, on
condition of anonymity.

But why should an auditor offer any
other service at all in the first place? Audit
industry representatives say that many
businesses today are large conglomerates
with complex operations and financial
transactions and have sophisticated IT
and accounting systems. Ifan auditor has .
to play hisrole the right way, he needs to
have these specialized skills in the non-
audit segment, they say.

such a thing in any juris- “An audit firm hasto
diction. There is no : be proficient in tax pro-
requirement under the The NFRAand the industry visioning, diligence ser-

Companies Act to go
into past years. If that is
the case, then auditors
would be doing nowork
except waiting for
audits,” said the execu-
tive, who sought ano-
nymity to speak freely.

“In some jurisdic- :
tions, thereisa cooling-off period. Butin
the Companies Act, that is not there.
Besides, the audit fee of one year hasbeen
compared with the non-audit fee of multi-
ple years prior to the year to which the
audit relates to. This is also unprece-
dented,” said the person.

“If the government wants to introduce
a cooling-off period before audits are
taken up, then everyone can follow that,”
the person added.

But some audit firms appear to have
seen the writing on the wall, Grant Thorn-
ton Bharat Llp, Deloitte Haskins and Sells,
and Price Waterhouse Network of Firms

have differing views on what
services can be rendered by
an auditor's affiliates to its
client's group entities and
what is prohibited.

in India (PW India) have stopped offering

“butalsobe seen to be independent.”

vices and IT reviews to
issue an audit opinion.
These are complemen-
tary services,” said asen-
jor industry executive,
who also spoke on condi-
tion of anonymity.

At times, audit firms
provide non-audit servi-
cessuch as tax complianceservices. These
services are complementary to the audit
service, said the executive.

Accounting rule maker ICAT has also
recommended to the government that
tax audits and tax compliance services
rendered to a company by its statutory
auditor should not be interpreted as a
management service, Mint had reported
on 23 September.

But the regulator and the government
wantaclearredline to demarcate auditor
independence and uphold corporate gov-
ernance. As a government official put it,
“Auditors should not only be independent
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