% raw deal for auditors

" There is a distinction between audit negligence and criminality. The government and the leaders in

the auditing profession must have a clear dialogue

ASHOK MAHINDRA

T he auditing "expectation gap” of
what the public and other finan-
cial statement users perceive
auditors’ responsibilities to be and what
auditors believe their responsibilities
entail is getting wider and wider. This
gap is further accentuated by the hard
stance and attitude of the regulatory
bodies. An audit cannot verify 100 per
cent of all documents and balances. If
the auditor were to verify 100 per cent of
sales and purchase invoices, delivery
challans, gate passes, production
records, journal vouchers, assets, liabili-
ties and all records of the entity and con-
sider all management representations as
unworthy, it would require an army of
auditors sitting at clients endlessly, and
it would not be possible to complete the
audit within the timeline prescribed by
law for presentation of accounts to the
shareholders. Further, the cost of doing
s0 would be prohibitive and dispropor-
tionate to the benefit that may be derived
by the shareholder.

An audit cannot discover all types
of fraud. The internal controls can be
corrupted and circumvented through
the collusive efforts of management,
like in the Tri-Sure case (1985), Collusion
by top management to commit fraud
that usually involves sophisticated
schemes, forgery, misrepresentations

will be nearly impossible to detect in an
audit, unless there be information from
a whistle-blower or something suspi-
cious or alarming to rouse the suspicion
of the auditor.

It would be wise to focus on some of
the important principles for considera-
tion in the Tri-Sure case pointed out by
Judge M L Pendse:

“The auditor is required to employ
reasonable skill and care, but he is not
required to begin with suspicion and to
proceed in the manner of trving to detect
a fraud or a lie, unless some information
has reached which excites suspicion or
ought to excite suspicion in a professional
man of reasonable competence. An audi-
tor's duty is to see what the state of the
company's affairs actually is...but he is
not required to perform the functions of a
detective,”

“In judging whether an auditor exer-
cises reasonable care and skill, it would
not be appropriate to proceed on matters
which have subsequently transpired, but
one must place oneself in the position of
the auditor as when the accounts were
audited and find out how the matters
appeared or ought to have appeared to a
man of reasonable care and skill.”

The current aggressive regulatory
mindset seems to strongly suggest that
an audit must be conducted like a foren-
sic investigation and smacks of the ben-
efit of hindsight, contrary to audit prac-
tice and ratio of the Tri-Sure decision.
This mindset needs to change.

The profession also needs to do its
bit. Today the statutory auditors are
debarred by law from providing certain
identified non-audit services to their
audit clients. However, the firms should
go further and voluntarily restrict the
provision of legally permitted non-audit
services to their audit clients falling into
the high-risk category. Another way to
help bridge the perception gap is that
audit partners should not be set any tar-

gets for internal revenues, profits and
chargeable hours,

Multiple agencies probing auditors
isconflicting

In the Tri-Sure case, the auditors were
probed in the Bombay High Court and
by ICAL Today, multiple agencies are in
some way or the other involved in
probes against auditors. In the now
unfolding IL&FS fraud, we already have
probes against auditors by ICAI, SFIO,
NERA, SEBI and ED and there is an over-
lapping of jurisdiction. The multiplicity
of agencies probing auditors is confus-
ing, conflicting and to say the least scary
for auditors and is indicative of regula-
tory overreach.

Only one regulator should be held
responsible to regulate the auditors; not
multiple regulators. If the newly formed
NFRA (for listed companies and large
unlisted companies) and ICAI (for small-
er unlisted companies) are to undertake
this task then the bench should comprise
of those who have a clearunderstanding
of standards. A majority of the members
of NFRA should comprise of chartered
accountants who are familiar with nearly
31 accounting standards, 38 standards
on auditing, numerous guidelines, the
leading authoritative books on auditing,

negligence, liabilities of auditors and
with numerous case laws dealing with
fraud and the auditor.

Regulatory agencies are blurring the
distinction between audit,

negligence and criminal collusion

In 2018, SEBI passed an order against
PwC alleging that the audit firm was
hand in glove and colluded with the
management of the scam-tainted
Satyam and that there there had been a
total abdication by the auditors of their
duty to follow the minimum standards
of diligence and care expected from
statutory auditors that infers malafide
and involment on their part. The order,
continued to state that a continuous
omission to check the figures of the com-
pany with the external sources can defi-
nitely lead to complicity as an inference
thereof, and that accumulated and
aggregated acts of gross negligence scale
up to an act of commission of fraud.
According to media reports, in the
IL&FS scam, SFIO has accused the audi-
tors, DHS (Deloitte) and BSR (KPMG) of
helping to conceal information and fal-
sify accounts and alleged that they were
culpable of fraud and connived and col-
luded with the management to conceal
material information and have asked for

aban for a period of five year.

By bringing criminality into the pic-
ture, the regulatory agencies are blurring
the lines between audit negligence and
pushing hard for criminality arising from
collusion. They appear to be laying down
a new red line for levying charges of
criminality against auditors based on
inference and probability. This is a dan-
gerous trend and will have serious ram-
ifications for the auditing profession.
The government and regulators need to
proceed with care and caution and have
good reason based on strong and con-
clusive evidence for levying criminal
charges of collusion against auditors and
not do sojust by inference or probability
of collusion or public pressure or media
hype. There is a clear distinction
between negligence and criminality.

Banning firms will be disruptive

EY has been barred from bank audits
one year. PwC has been barred for two
years from any audit work of listed com-
panies, DHS (Deloitte) and BSR (KPMG)
may also be debarred for five years.
According to press reports, the share of
DHS (Deloitte) and BSR (KPMG) net-
work firms on M-cap of all NSE cos was
40 per cent. If they are banned in the
same manner as PwC was, listed com-
panies in India will not be left with
enough good replacements and this will
seriously impact the financial markets;
hiring of professional accountants by
such firms and the foreign investment
sentiment. Bans are too disruptive.

Conclusion

The auditing profession is getting a raw
deal. Hasty premature decisions to
attach all properties, including lockers,
bank accounts and jointly held proper-
ties of auditors without cause just does
not appear right to me. In such a high-
risk environment, no chartered accoun-
tant will be ready and willing to do
audits. There is an urgent need for a
serious dialogue between the govern-
ment and the leaders in the auditing
profession.
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