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1. Introduction

Corporate governance (CG) ensures that companies are run in such a way that the interests of all
their stakeholders (internal or external) remain protected. Internal stakeholders include promoters,
members, and employees. External stakeholders mainly include customers, lenders, vendors, bankers,
community, government, auditors, and regulators.

Corporate governance consists of a set of proper and feasible relationships connecting company
management with its shareholders and stakeholders. It also provides a basis for the formulation of company’s
objectives, laying down the processes for achieving them and monitoring the performance thereafter. It not
only lays down the duties of the directors but also the decision making rules for corporates. Governance has
assumed significance in the recent times after a series of corporate failings and frauds in India which have
caused the investors to lose confidence in the Indian corporate sector.

Maximization of shareholders' wealth, investor protection, and transparency are the main aims of
corporate governance and its goal is to achieve the alignment of the interests of different stakeholders. An
effective corporate governance system can be expected to provide a mechanism for regulating directors’
duties in order to restrain directors/managers from misusing their powers to impair investors’ interests.

CG encompasses director’s responsibilities, disclosures, corporate and financial reporting, remuneration
committee, audit committee(AC) and shareholders grievance committee as illustrated in figure 1.

Figure 1: Facets of corporate governance
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With focus shifting to CG, one area that has received a lot of attention in India is the role of auditing.
This can be seen as the legacy of the Satyam scam of 2008, where auditing failure was identified as a
prominent factor in the fraud going undetected for a considerable time. Even before the surfacing of this
scam, discussions related to auditing and governance were being held in India. The linkage between auditors
and good corporate governance came into focus after the publication of a report submitted by the Kumar
Mangalam Birla Committee on corporate governance in 1999 (SEBI circular, 2000), a committee appointed by
the Securities and Exchange Board of India (SEBI). The formulation of this committee was motivated mainly
by the financial crisis that was rearing its head in the emerging markets like India. In the year 2000, the
committee gave various recommendations that paved the way for adoption of Clause 49, which dealt with
issues related to corporate governance. The clause stipulated that companies that were listed on any Indian
stock exchange were required to include CG report in their annual reports and this report had to mandatorily
mention any non-compliance with the prerequisites of Clause 49, giving specific reasons for the non-
compliance.

Later there were many other committees appointed by the SEBI in order to improve CG practices in
India to bring them at par with the standards evolving worldwide. Two prominent committees formed for
this purpose were the Naresh Chandra Committee, 2002 and the Narayana Murthy Committee, 2003.The
Naresh Chandra Committee on Corporate Audit and Governance, 2002 was formed by the Ministry of Finance
and Company Affairs after the introduction of the Sarbanes-Oxley Act (SOX) in the US. Key recommendations
were aimed at audit committee functioning, functioning of other committees, strengthening of audits in the
corporate sector and punitive mechanisms for auditors. The Narayana Murthy Committee on CG, 2003
recommended changes in Clause 49 of the Listing Agreement.

Understanding the key role of auditing in ensuring good governance, the current study aims to
analyze the role of AC as a tool of CG in the India. To achieve the objective of the study, various aspects of the
functioning of AC in some Indian companies have been analyzed.

2. Literature review

Many studies have highlighted the importance of effective corporate governance including a study by
Mohamad (2004), Moeller (2015) and Lessambo (2018).

Cadbury Committee defined “Corporate Governance" in its report “Financial Aspects
of Corporate Governance, 1992”, as "the system by which companies are directed and controlled". It gives
recommendations on board’s arrangement and accounting systems to lessen failures of corporate governance
(United Kingdom Shareholders' Association, 1992).

La Porta et al. (2000) and Shleifer &Vishny (1997) described CG as “a set of mechanisms through
which outside investors protect themselves against expropriation by controlling owners”.

According to OECD, “corporate governance provides a set of relationships which company's board, its
management, its shareholders and other stakeholders should maintain among themselves and it also
provides the rules and regulations through which the objectives of the company are made” (Co-operation and
Development, O. for E., 1999).

Hay et al. (2016) discussed the role of auditing and CG in Australia and New Zealand to highlight the
importance of CG in these two countries. He analyzed the relationship between auditing and CG in the
selected geographies. Beisland et al. (2015) analyzed nearly seventy microfinance institutions in order to
examine the relationship between auditing and CG in the sector. Mahdavi & Daryaei (2016) used social action
theory to understand the impact attitude towards marketing activities on auditing and corporate governance.
Auci (2006) analyzed the role of internal auditing as a means to reduce transaction costs associated with
asymmetric information. Re-emphasizing the importance of internal audit, Elbardan & Kholeif (2017)
underscored the importance of auditing in governance and established the catalyzing role of ERP systems
improved in internal audit functions. Christopher (2012) analyzed the impact of changing control paradigms
on internal auditing. Mihret & Grant (2017) and Joksimovic & Alseddig (2017) also identified internal audit as
a key component of corporate governance.

Porte et al. (2018) analyzed Sarbanes-Oxley Act (SOX) in a study which identified different themes in
auditing and its association with post-SOX Act era. Taking the discussion beyond internal audit, Kurihama
(2007) in an article “A New Perspective between Corporate Governance and Auditing” examined the impact
of independent auditing on corporate governance. In their study on independent auditing and corporate
governance, Rodgers et al. (2007) argued that independent auditing has the power to influence
accountability. Sonu et al. (2017) investigated the relationship between corporate governance and two
aspects of external audit, namely, audit fees and audit hours in the post and pre-financial crisis periods. In
their study related to fraud, auditing and governance, Pagano & Immordino (2012) argued how managers
tended to misreport information during the liquidation process and emphasized the role of audit quality and
managerial compensation in designing corporate governance mechanism. Thus, the existing literature has
clearly established the importance of auditing mechanism in ensuring better governance.
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3. Methods and Data

This study has examined the importance of AC as a tool of CG in India. Ten listed Indian companies
have been identified and analysed from the perspective of auditing practices. In addition, the recent PNB
scam (Dsouza, 2018), has also been analysed to underscore the importance of auditing in corporate
governance. Companies have been shortlisted based on their market capitalization except PNB, which is
analysed in order to highlight the loopholes in different processes. Data for the study has been extracted from
secondary sources, namely, CG reports, annual reports and websites. The case survey method is adopted for
achieving the objectives of the study. Inferences have been drawn by analyzing the CG philosophy and the AC
charters of the selected companies. A brief profile of these companies is given in table 1.

Table 1: Profile of companies

Market Capitalization in INR 10 Profitin INR 10
S. no Company Million Million Business
1 | TCS 580890.57 26357.00 | IT
Conglomerate- energy,
. petrochemicals, textiles, natural
2 | Reliance 577751.85 31425.00 .
resources, retail, and
telecommunications.
3 | HDFC Bank 480675.75 40106.06 | Bank
Conglomerate-(FMCG), Hotels,
4 | ITC 316398.74 10477.23 | Paperboards & Packaging, Agri
Business & IT
5 | HUL 281514.77 4502.00 | Consumer goods
6 | Maruti Suzuki 261735.76 7511.00 | Automobile manufacturer
7 | SBI 218520.44 3521.06 | PSU Bank
8 | Infosys 254099.71 14353.00 | IT
9 | ONGC 230549.07 21478.35 | Multinational-Oil and gas company
10 | PNB 23164.36 901.13 | PSU Bank

Source : Websites of selected companies

4. Analysis and Interpretation
The outcome of analysis of the AC charters and the PNB scam are given in this section.

4.1 Analysis of AC Practices

The analysis of the AC practices prevalent in the above mentioned companies has been divided under
the following headings:

4.1.1 Compliance of General Provisions of AC

Considering the compliance of general provisions of the AC as given in table 2, it is observed that all
10 companies under the study have an AC with an independent director as its chairman. All companies have
the required number of independent members in the AC except PNB which might to seen as the major reason
for the scam remaining undetected 7 long years before being caught. The chairman of the AC is present at
Annual General Meetings (AGM) in case of almost every company for any clarification sought by the
shareholders. Such a system goes a long way in boosting the morale of the stakeholders of the company. All
companies adopted whistleblower policy except PNB in order to raise voice against any devious activity
taking place in company.

Table 2: General Provisions of Audit Committee

Required no of Overall Committee adopted Whistle
Company Have audit Independent Chairman of Audit Committee Review Blower Policy to ensure
committee | members in Audit Present in AGM Prevention of Fraud and
. Process . R
Committee Unethical Behaviour
TCS Y Y Y Y Y
Reliance Y Y Y Y Y
HDFC Bank Y Y Y Y Y
ITC Y Y Not Mentioned Y Y
HUL Y Y Y Y Y
Maruti Suzuki Y Y Y Y Y
SBI Y Y Y Y Y
Infosys Y Y Y Y Y
ONGC Y Y Not Mentioned Y Y
Not clear- Chairman of BoD was
PNB v N pres.ent, Audit committee N N
chairman not clear from
corporate governance report

Source: Websites of selected companies

80



4.1.2 Auditor’s Role with regard to Financial Statements, Audit and Disclosure

Taking into consideration all the parameters regarding financial statements, audit and disclosures as
given in table 3, audit committees of almost all top companies comply fully with various prescribed aspects.
Audit committees of almost all companies oversee the financial reporting process except for PNB because
scam of such a large magnitude does not happen in a day. It took years i.e. previous financial reporting was
not done properly. The presence of financial experts in companies ensures proper review of quarterly as well
as yearly financial statements. For catching a scam like PNB, person who is savvy in handling large number of
transactions is required. Moreover, audit committees of all the top companies duly provide for probe into
financial irregularities, if any. Also there is a specific committee in each company which checks whether the
implementation of policies is done properly or not. So, the committee really works as the financial controller
of the company.

Table 3: Financial Reporting, Audit and Disclosures

Overseeing Presence of Provision for Review of Specific Committee
. . . . . - to oversee
Company Financial Reporting Financial probing Quarterly . .
. et implementation of
Process Experts irregularities Reports .
the policy
TCS Y Y Y Y Y
Reliance Y Y Y Y Y
HDFC Bank Y Y Y Not mentioned Not Mentioned
ITC Y Not Mentioned Y Y Y
HUL Y Y Y Y Y
Maruti Suzuki Y Not mentioned Y Y Y
SBI Y Y Y Not mentioned Not Mentioned
Infosys Y Y Y Y Not Mentioned
ONGC Y Not Mentioned Y Y Y
PNB N N N Y Y

Source: Websites of selected companies

4.1.3 Audit Committee’s Role with regard to Internal Audit

Internal audit (IA) consists of reviewing all financial and operational aspects within the company. It
is an independent appraisal activity. Effective functioning of the IA significantly enables the board to carry out
its governance responsibilities, as reflected in table 4. The AC of all the companies properly reviews the
working of internal auditors’ thereby ensuring adequacy of internal control system except for PNB. Review
of findings and significant reports is done by all companies to ensure transparency.

Table 4: Internal Audit

Committee Reviews

Internal Auditors Ensure the adequacy of Review of significant
Company Performance Internal Control System | Review of findings reports
TCS Y Y Y Y
Reliance Y Y Y Y
HDFC Bank Y Y Y Y
ITC Y Y Y Y
HUL Y Y Y Y
Maruti Suzuki | Y Y Y Y
SBI Y Not mentioned Y Y
Infosys Y Y Y Y
ONGC Y Y Y Y
PNB N N N N

Source: Websites of selected companies

4. 1.4 Audit Committee’s Role with regard to External Audit

The audit committee mechanism definitely helps in conduct of external audit. It sets a platform for
external auditors for submitting their annual report (see Table 5). The external auditors duly take into
consideration the analyses, findings, recommendations of audit committee and also hold discussions, if
required. Related party transactions is an important law which helps companies to take care of transactions
happening and see that they don’t have any chances of conflict with company’s interest.
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Table 5: External Audit

Discussion with Review of the
Company Related Party Transactions External Auditors and Performance of
Post-audit Discussions External Auditors
TCS Y Y Y
Reliance Y Y Y
HDFC Bank Y Not Mentioned Not Mentioned
ITC Y Y Y
HUL Y Y Y
Maruti Suzuki Y Not Mentioned Not Mentioned
“The Bank has not entered into any materially significant
SBI related party transactions with its Promoters, Directors, or v v
Management, their subsidiaries or relatives, etc., that may have
potential conflict with the interests of the Bank at large”.
“There have been no materially significant related party
transactions, monetary transactions or relationships between . .
Infosys the Company and its dil}"/ectors, the Management, sugsidiaries or Not Mentioned Not Mentioned
relatives, except for those disclosed in the Board’s report”.
ONGC Y Not Mentioned Not Mentioned
Disclosures given in the annual report but not confirmed
PNB whether the transactions had potential conflict with the N N
bank's interests

Source: Websites of selected companies

4.2 PNB Fraud and Role of Auditors

The total amount of wilful defaults of PNB as on January 31, 2018 mentioned on PNB website is INR
145.93 billion. Mehul Choksi and Nirav Modi have been identified as the key defaulters (Sahgal, 2018,
Dsouza, 2018), in the INR 114 billion fraud who gave shape to this scam along with different firms linked to
them by acquiring fake letters of undertaking (LoUs), between 2011 and 2017, from PNB’s Brady House
branch in Mumbai (Jha, 2018). This was done with the purpose to raise loans from Overseas Indian banks for
import of diamonds. In its FIR, PNB also said that its employees were able to send messages on SWIFT
(Society for Worldwide Interbank Financial Telecommunications) that provided bank credit to Nirav Modi’s
companies, which those employees did not log into the Core Banking Solution (CBS)- main online banking
account. It is not the first time that any fraud happened at PNB. In 2013 also PNB bank, along with a few
others, was involved in a similar kind of fraud. A syndicate of banks lent INR 68 billion to Winsome Diamond
Group. But instead of LoUs , that was done through issuance of standby letter of credit (LC) to overseas banks
which became the liability of banks that had issued the LCs.

4.2.1 Possible loopholes

As per Section 143 (12) of the Companies Act of 2013, “auditor of a company can immediately report
the matter to the government in case he feels and has reasons to believe that a fraud is being or has been
committed against the company by officials or employees of the company”. Documents of the PNB show that
the audit committee was well aware of its weak audit and scrutiny system. For two years, between 2015 and
2017, the PNB did not have required number of independent board members on the AC which allowed the
fraud to perpetuate.

Figure 2: Documents to be Verified
Verification of Buyer's Credit Transaction

2283 Following documents are required to be verified by the statutory

auditors during review of Buyers' Credit Transaction and its accounting treatment

in the Indian Bank's books

(a) (Loan) Agreament, if any, entered belween the Indian importer (borrower)
overseas bank (lender), the Indian bank (facilitator)

(b)  Underlying documents for import of capital goods or raw matenials,
(€)  Maximum tenure of buyer's credit as per gudelines of RBL,

(d) SWIFT messages orginated by overseas bank specifying the terms of
Buyer's Credil,

(e) The calculation of contingent liability towards LoC/ LoU is inclusive of
interest accrued on the Buyer's Credit as on financial statement date.

() Documentation / Agreement between overseas bank and Indian bank, and
any further confirmatory documents exchanged betweon overseas bank
and Indian bank

(g) Review of documents specifying right of recovery against borrower, in case
If the borrower defaults in repayment of Buyer's Credit,

(h) Balance confirmations obtained from the overseas bank

() Charge crested in records of RoC related to the security offered for Buyer's
Credit vis-a-vis disclosure of Buyer's Credd in the financials of borrowers as
secured / unsecured loan

() Acknowledgement of debl, if any, obtained from the bormower;

(k) The calculation of drawing power for working capital finance availed by the
borrower s net of the Buyer's Credit

()  Form 18CA / Form 15CB compliance made by the bormower

Source: https://resource.cdn.icai.org/49205icai-aasb-gnabanks2018.pdf
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Auditors should have checked the SWIFT records independently and cross-verified them against the
CBS, which they did not do. The auditors of the bank should have checked all the documents properly as laid
down by ICAl in its guidance note for audit of banks (see Figure 2).

Had they checked all the above mentioned documents, the scam would not have reached such
mammoth proportions. Further, a forensic auditors say that it is not possible for auditors to check every
transaction even at branches which deals with foreign exchange, so they look mainly at those segments of
lending where they notice sudden increase or decrease over the years. This fact can also not be used by the
auditors in their defence, as PNB did see sudden changes in lending to the gems and jewellery sector. The loans
extended to customers through LoUs are classified as part of the non-fund based offshore loans. The funded
loans - which typically require the bank to give the money right away to the customer - galloped from INR
26.65 billion to INR 236.02 billion over the same period. So though there was a significant change in lending but
that went unnoticed for years.

Figure 3: PNB Overseas Funding

Overseas funding to the gems and jewelery section by Punjab National Bank (in Ris crore)

g

o H
Source: Corporate filings of PNB
*INR 100 crores = 1 billion

Auditors are also required to check commissions or fee separately. If that would have done properly,
they would have noticed the discrepancy in the number of LoUs moving through the SWIFT software and the
missing commissions against them in the bank’s CBS. But that was also not done properly.

5. Conclusions

Before the Enron scam, most countries in the world did not feel the need for independent public
oversight to regulate the conduct of companies. Although there were initiatives taken to elaborate on the
audit report and revise the guidelines for conducting audits, those initiatives were regarded as inadequate
following a succession of financial reporting debacles in the United States and Europe between 2001 and
2003. Governance failure has now become a major problem in many companies across the world. With the
result, regulators have increased their focus on laying down codes and standards for good governance.

In India, none of the existing efforts at that time to improve corporate governance were effective in
preventing the spectacular failure of Satyam Computer Services Limited (hereafter, Satyam) in January 2009.
Satyam was audited by Lovelock & Lewes, a member of the PricewaterhouseCoopers (PwC) International
network, and it had outside directors with impressive profiles. “India's Enron” has led to questions about the
quality of accounting, auditing, and governance in India and in other emerging markets.

Severe corporate governance problems emerge out of the Satyam scandal like; unethical business
conduct and behavior, unwarranted acquisitions, lack of vigilance by board, insider trading, earnings
management, role of independent directors, external auditors’ negligence, dubious behavior of audit
committee, sloppiness of rating agencies, untrue disclosures, pledging of shares by promoters, flawed
ownership model; etc; are the major governance problems/flaws noticed in the collapse of Satyam.

In India, some people want to setup an independent “public accounting oversight board”, while
others believe otherwise. Those who supported the formation of an oversight board base their arguments on
the competence of ICAI and its independence. They feel that ICAI is capable of legally carrying out most of the
necessary functions detailed the SOX Act except for prosecution and levying of penalties.

The independence in the constitution and function of the AC is very important for CG. However, to
what extent this independence works in actual practice depends on the individuals who become directors in
companies and members of such committees. The right of the BoD to not to consider the recommendations of
AC may in some cases make the working of the AC difficult and frustrating, especially in companies where
majority shares are held by family groups. When a company is family-owned, practical recommendations
from the committee may be turned down by the board, and approved in the AGM. Also, the terms of reference
of the AC have to be approved by the board, and if the board does not want any specific issue to be
investigated by the AC, the AC on its own may not be able investigate such issues outside its terms of
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reference. Hence, there is a need to give power and freedom to the AC to decide issues on its own when
necessary, after recording the necessary reasons.

Setting up the audit committee has enhanced the credibility of financial statements, increased

transparency in financial reporting, and ensured the independence of statutory auditors, thereby playing a
significant role in corporate governance. Transparent and honest financial reporting is an indicator of good
CG, and good CG not only makes corporate publicly accountable, but also contributes to its better business
existence.
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