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If the ‘market knows’, why doesn’t the auditor?  
 
Auditors are considered market fiduciaries, because they validate the 
fairness of financial statements. Resignation of auditors and frequent 
changes in auditors are considered early warning signals by most 
investors. Even so, we ask if the audit industry considers its responsibility 
towards a company’s stakeholders while writing out scripted audit 
reports. The market frustration over the lack of accountability of the 
audit industry led to SEBI using its discretionary powers over market 
fiduciaries to regulate auditors. SAT overturning SEBI’s ban of 
PriceWaterhouse, legally tenable no doubt, misreads market 
expectations and leaves open the question of their accountability yet 
again. There needs to be a systemic focus on improving audit quality 
standards. 
 
The market has raised pertinent questions of auditors given the recent 
controversies. IL&FS, CG Power and Industrial Solutions Limited, Dewan 
Housing Finance Limited (DHFL) are just some of these instances.  In these 
and in others as well, investors question the role of auditors in not being 
able to highlight financial shenanigans, which (post-facto) have seemed 
obvious in some cases. Another frequent comment we hear from 
investors is that audit reports are scripted, and most read similar to each 
other. Put differently, it is that audit reports don’t really differentiate 
between companies. 
 
The audit industry argues that the failures are isolated instances and that 
in aggregate, these ‘mishaps’ account for a very small share of the 
financial statements reviews by auditors. This no longer appears to hold.  
The financial implications of these ‘mishaps’ has been material. Starting 
from the Satyam fiasco – the first material event that raised questions on 
the role of the auditors – to IL&FS, to Vakrangee, to DHFL, to Fortis, to CG 
Power and to several more. These have impacted both banks and the 
average citizen: either through an overall impact on the economy or 
through the erosion of personal wealth. 
 
In most instances, investors seemed to sniff out that something is amiss, 
well before the company auditors. This got reflected in either a steadfast 
deterioration in the company’s stock price, or a systematic contraction in 
the company’s access to debt. Therefore, if the ‘market knows’ based on 
largely publicly available information, why are auditors – who have access 
to much better quality of internal information – unable to see the writing 
on the wall? And, can what the ‘market knows’ be embedded into the 
audit process?  
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Some of the issues raised above (and more) were discussed at the NSE-
IiAS’ round table discussion held a few weeks ago between audit firms 
(the big four and some domestic firms) and some institutional investors.   
 
One of the questions raised during this round table discussion was 
whether audit firms did a ‘look-back’ to see what they missed to catch in 
these failures. The audit firms reiterated the claim that they have strong 
processes in place that ensure appropriate level of oversight of each 
individual audit. This includes measuring partner hours per audit, 
monitoring of workload of the audit team, use of technology to scan 
through reams of data, leveraging the forensic practice to examine critical 
areas, a committee-based escalation matrix for tricky issues (this is 
essential as more judgement-based accounting seeps into the financial 
statements) and internal independent reviews on quality of work.  
 
If this is indeed the case and audit review processes are strong, the 
answer may be that auditors have limited themselves to form, rather than 
the substance in audit reports. 
 
Auditors describe their role as expressing an opinion on the financial 
statements, whose preparation is the responsibility of the management. 
In expressing this opinion, they appear to limit their role to what is 
prescribed by the accounting and auditing standards. If so, there still 
exists one contradiction: Indian accounting standards are closer to 
International Financial Reporting Standards (IFRS), yet there is little 
confidence that they offer a truer picture.  
 
Regulatory oversight 
Can the answer here too lie in enforcement? The dominant regulator for 
the audit industry, until recently, was the Institute of Chartered 
Accountants (ICAI), which did little to promote better industry standards. 
ICAI’s Quality Review Board (QRB), which is responsible for the review of 
audit quality, has reviewed just 580 audit engagements over six years 
between 2012-2018, of which it found only 39% to be of generally accepted 
standards1. Despite the abysmally low volume of reviews, the results are 
reflective of what the market experiences. Less than half the audits are of 
acceptable quality. Even so, there has been no sense of urgency in ICAI’s 
effort to raise audit standards. The creation of the National Financial 
Regulatory Authority (NFRA) is possibly the next hope for imposing 
accountability within the audit industry. 
 
It is this market frustration over the weak regulatory oversight that has 
led different bodies usurping oversight on the audit industry. The 
accountability of auditors was first enshrined in the Companies Act 2013, 
which brought penalty provisions for auditors. RBI banned an audit firm 

 
1 Report on audit quality review 2017-18 

http://www.qrbca.in/wp-content/uploads/2018/07/qrb40447.pdf
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from auditing banks, which is well within RBI’s purview, since all bank 
auditors need to be approved by RBI. SEBI decided to use its discretionary 
powers over market fiduciaries to ban PriceWaterhouse in the Satyam 
case. In expecting SEBI to establish criminal culpability of auditors before 
exercising its oversight powers, SAT has done a disservice to investors and 
misread market expectations. The market has been itching for SEBI to 
take a stand on auditors. 
 
The market regulator unfortunately both, dithered and overreached in 
holding the auditor accountable. The decision came a decade after the 
event, during which time the people running the audit firm, and the 
practices that the firm followed had changed materially. And while SEBI 
had certainly done its homework on the responsibilities of the auditors, it 
should have accounted for a more graded punishment mechanism – 
simply banning the entire firm, at this late stage, was perhaps a stretch. 
 
Issues of conflict 
This is also the best time for the industry to question if there is a conflict 
of interest for partners: at times incentives are linked to revenues. While 
at a leadership level it may be difficult to separate revenue targets as 
performance criteria, perhaps at the operating level separation of 
business targets and audit quality needs to be administered. Rating 
agencies and even proxy firms have separated business and analytical 
targets – the audit industry needs to quickly take heed. 
 
Capability beyond the big four 
With all the ‘Big Four’ audit firms are grappling with regulatory action, 
each for a different reason, the other looming question for the markets is 
whether domestic firms (not affiliated to international networks) have the 
capacity and the capability of conducting audits of large listed companies. 
This question is central to the debate, as accounting moves towards 
becoming more judgement-based, for which wide-spread institutional 
experience and memory are needed. Although both domestic and foreign 
audit firms reiterate that capacity and capability of audit firms are fit for 
purpose, the lingering doubt continues in the minds of audit committees 
and investors. 
 
Auditor resignations 
Auditor resignation has worried investors. More so, if auditors resign 
during the year, before signing off on the year’s financial statements. In 
several instances, following the appointment of a new audit firms, adverse 
remarks made by the outgoing auditor (in quarterly statements) have 
quietly disappeared and a clean audit report has been issued by the newly 
appointed auditor.  
 
Auditors argue that resignations are not that uncommon – it wasn’t 
noticed earlier because of the annual appointment of statutory auditors. 
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With five-year terms, the resignations appear more pronounced -earlier 
they just did not get themselves re-appointed.  Even so, the concern over 
auditor resignation was important enough for SEBI to publish a circular 
on Resignation of statutory auditors from listed companies and their material 
subsidiaries. The circular does not allow auditors to simply walk away – it 
encourages audit firms to either complete the audit or publish a 
disclaimed opinion. While this will likely increase the discord between 
warring managements and audit firms, it may well be in the interest of all 
stakeholders. 
 
Looking ahead 
The creation of an ecosystem that compels better audit quality is a 
possible solution. There needs to be an industry-level focus on 
strengthening audit quality – one that does not ignore what the market 
already knows. Leaving it alone to regulatory bodies is not enough. There 
needs to be a systemic solution, which begins with audit committees 
being discerning in setting audit quality metrics (Exhibit 1) that audit firms 
need to meet before being engaged as statutory auditors. Audit 
committees need to annually test for auditor independence, as well have 
sufficient expertise to challenge auditors – rather than learn from them. 
Audit firms too, must publish audit quality metrics for their firms; this is a 
practice is followed in global markets. Creating transparent metrics for 
measurement of audit quality and compelling their disclosure will 
perhaps be a big step in setting accountability.   
  

 
 
 
A modified version of this article by Hetal Dalal was published as a two-part series on www.moneycontrol.com, which can be 
accessed here: 
• 29 October 2019; Part 1: https://www.moneycontrol.com/news/economy/policy/policy-if-the-market-knows-why-

doesnt-the-auditor-4581841.html 
• 30 October 2019: Part 2: https://www.moneycontrol.com/news/economy/policy/policy-if-the-market-knows-why-

doesnt-the-auditor-part-2-4586151.html 

 

 

 

https://www.sebi.gov.in/legal/circulars/oct-2019/resignation-of-statutory-auditors-from-listed-entities-and-their-material-subsidiaries_44703.html
https://www.sebi.gov.in/legal/circulars/oct-2019/resignation-of-statutory-auditors-from-listed-entities-and-their-material-subsidiaries_44703.html
http://www.moneycontrol.com/
https://www.moneycontrol.com/news/economy/policy/policy-if-the-market-knows-why-doesnt-the-auditor-4581841.html
https://www.moneycontrol.com/news/economy/policy/policy-if-the-market-knows-why-doesnt-the-auditor-4581841.html
https://www.moneycontrol.com/news/economy/policy/policy-if-the-market-knows-why-doesnt-the-auditor-part-2-4586151.html
https://www.moneycontrol.com/news/economy/policy/policy-if-the-market-knows-why-doesnt-the-auditor-part-2-4586151.html


 

 If the ‘market knows’, why doesn’t the auditor? 

 

5                                   iias.in                                                                          October 2019 
 

Institutional 
EYE 

 
Exhibit 1: IiAS Audit Quality Indicators 
 

Audit quality is difficult to assess in its absolute terms, but there are indicators that can reduce the subjectivity 
involved in evaluating audit quality. Audit Quality Indicators (AQIs) are a set of qualitative and quantitative 
parameters to provide a basis for comparison across different audits and audit firms. AQIs can be defined at 
both engagement level (indicators related to the specific audit engagement) and audit firm level (indicators to 
gauge the audit firm’s overall focus on quality).   
 
Globally, several initiatives have been taken to outline such measures. For India, IiAS recommends the 
following metrics: 
 
• Workforce metrics: These set of indicators enable the audit committee to judge the knowledge and 

experience levels of the audit firm personnel. 
• Training: These metrics can be used to check the efforts undertaken by the audit firm towards skill-

development and training of its audit team. 
• Quality: These indicators highlight the quality of audit process and instances of audit deficiencies. 
• Trends in audit metrics: These metrics may help the audit committee understand if fees and time 

involvement have grown in proportion to the complexity and volume of audit work. 
• Legal: These indicators highlight the instances of litigation and penalties imposed by regulatory bodies on 

the audit firm. 
• Independence: These indicators can be used to evaluate the independence of the audit team and steps 

taken by the audit firm in ensuring that the independence policy is not violated. 
• Technology: These metrics indicate how well the audit firm understands the technology being used by the 

audit client, and leverages technology and analytics in audit execution. 
 
For more details on IiAS Audit Quality Indicators for India, please see “Auditing the Auditors: Audit Quality 
Indicators” available here: https://bit.ly/2Wb3BOD  

 

  

https://bit.ly/2Wb3BOD
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Disclaimer 
This document has been prepared by Institutional Investor Advisory Services India Limited (IiAS). The information contained herein is solely 
from publicly available data, but we do not represent that it is accurate or complete and it should not be relied on as such. IiAS shall not be 
in any way responsible for any loss or damage that may arise to any person from any inadvertent error in the information contained in this 
report. This document is provided for assistance only and is not intended to be and must not be taken as the basis for any voting or 
investment decision. The user assumes the entire risk of any use made of this information. Each recipient of this document should make 
such investigation as it deems necessary to arrive at an independent evaluation of the individual resolutions referred to in this document 
(including the merits and risks involved). The discussions or views expressed may not be suitable for all investors. The information given in 
this document is as of the date of this report and there can be no assurance that future results or events will be consistent with this 
information. This information is subject to change without any prior notice. IiAS reserves the right to make modifications and alterations to 
this statement as may be required from time to time. However, IiAS is under no obligation to update or keep the information current. 
Nevertheless, IiAS is committed to providing independent and transparent recommendation to its client and would be happy to provide any 
information in response to specific client queries. Neither IiAS nor any of its affiliates, group companies, directors, employees, agents or 
representatives shall be liable for any damages whether direct, indirect, special or consequential including lost revenue or lost profits that 
may arise from or in connection with the use of the information. The disclosures of interest statements incorporated in this document are 
provided solely to enhance the transparency and should not be treated as endorsement of the views expressed in the report. 
 
Confidentiality 
This information is strictly confidential and is being furnished to you solely for your information. This information should not be reproduced 
or redistributed or passed on directly or indirectly in any form to any other person or published, copied, in whole or in part, for any purpose. 
This report is not directed or intended for distribution to, or use by, any person or entity who is a citizen or resident of or located in any 
locality, state, country or other jurisdiction, where such distribution, publication, availability or use would be contrary to law, regulation or 
which would subject IiAS to any registration or licensing requirements within such jurisdiction. The distribution of this document in certain 
jurisdictions may be restricted by law, and persons in whose possession this document comes, should inform themselves about and observe, 
any such restrictions. The information provided in these reports remains, unless otherwise stated, the copyright of IiAS. All layout, design, 
original artwork, concepts and other Intellectual Properties, remains the property and copyright of IiAS and may not be used in any form or 
for any purpose whatsoever by any party without the express written permission of the copyright holders. 
 
IiAS Voting Guidelines 
IiAS' voting recommendations are based on a set of guiding principles, which incorporate the basic tenets of the legal framework along with 
the best practices followed by some of the better governed companies. These policies clearly list out the rationale and evaluation parameters 
which are taken into consideration while finalizing the recommendations. The detailed IiAS Voting Guidelines are available at our website. 
The draft report prepared by the analyst is referred to an internal Review and Oversight Committee (ROC), which is responsible for ensuring 
consistency in voting recommendations, alignment of recommendations to the IiAS’ voting criteria and setting and maintaining quality 
standards of IiAS’ proxy reports. Details regarding the functioning and composition of the ROC committee are available at 
https://www.iiasadvisory.com/about. In undertaking its activities, IiAS relies on information available in the public domain i.e. information 
that is available to public shareholders. However, in order to provide a more meaningful analysis, IiAS, generally seeks clarifications from the 
subject company. IiAS reserves the right to share the information provided by the subject company in its reports. Further details on IiAS policy 
on communication with subject companies are available at https://www.iiasadvisory.com/about. 
 
Analyst Certification 
The research analyst(s) for this report certify/ies that no part of his/her/their compensation was, is or will be, directly or indirectly related to 
specific recommendations or views expressed in this report. IiAS’ internal policies and control procedures governing the dealing and trading 
in securities by employees are available at https://www.iiasadvisory.com/about. 
 
Conflict Management 
IiAS and its research analysts may hold a nominal number of shares in the companies that IiAS covers (including the subject company), as on 
the date of this report. A list of IiAS’ shareholding in companies is available at https://www.iiasadvisory.com/about.  
 
However, IiAS, the research analyst(s) responsible for this report, and their associates or relatives, do not have actual/beneficial ownership 
of one per cent. or more securities of the subject company, at the end of the month immediately preceding the date of publication of this 
report. A list of shareholders of IiAS as of the date of this report is available at https://www.iiasadvisory.com/about. However, the preparation 
of this report is monitored by an internal Review and Oversight Committee (ROC) of IiAS and is not subject to the control of any company to 
which such report may relate and which may be a shareholder of IiAS. 
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Other Disclosures 
IiAS is a SEBI registered research entity (proxy advisor registration number: INH000000024) dedicated to providing participants in the Indian 
market with independent opinions, research and data on corporate governance issues as well as voting recommendations on shareholder 
resolutions of about 750 listed Indian companies (https://www.iiasadvisory.com/iias-coverage-list). Our products and services include voting 
advisory reports, standardized services under the Indian Corporate Governance Scorecard, and databases (www.iiasadrian.com and 
www.iiascompayre.com). There are no significant or material orders passed against the company by any of the Regulators or 
Courts/Tribunals.  
 
IiAS further confirms that, save as otherwise set out above or disclosed on IiAS’ website (www.iias.in):   
• IiAS, the research analyst(s) responsible for this report, and their associates or relatives, do not have any financial interest in the subject 

company. 
• IiAS, the research analyst(s) responsible for this report, and their associates or relatives, do not have any other material conflict of interest 

at the time of publication of this report. 
• None of IiAS, the research analyst(s) responsible for this report, and their associates or relatives, have received any compensation from 

the subject company or any third party in the past 12 months in connection with the provision of services of products (including 
investment banking or merchant banking or brokerage services or any other products and services), or managed or co-managed public 
offering of securities of the subject company.  

• The research analyst(s) responsible for this report has not served as an officer, director or employee of the subject company in the past 
twelve months. 

• None of IiAS or the research analyst(s) responsible for this report have been engaged in market making activity for the subject company. 
 
 
Disclosures relating to the subject companies 
IiAS as a proxy advisor provides various services including publishing reports on corporate governance and related matters. These services 
are subscribed to by various market participants. Some of the subject companies have subscribed to IiAS’ services, for which IiAS receives 
remuneration. IiAS has received remuneration from the subject companies in the past twelve months. 
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About IiAS  
Institutional Investor Advisory Services India Limited (IiAS) is a proxy 
advisory firm, dedicated to providing participants in the Indian market with 
independent opinion, research and data on corporate governance issues as 
well as voting recommendations on shareholder resolutions for over 650 
companies. IiAS provides bespoke research, valuation advisory services and 
assists institutions in their engagement with company managements and 
their boards.  

 
In addition to voting advisory, IiAS offers two cloud based solutions -  IiAS 
ADRIAN, and comPAYre. IiAS ADRIAN captures shareholder meetings and 
voting data and provides packaged data that can be used to gain insights on 
how investors view specific issues and gain greater predictability regarding 
how they might vote. comPAYre provides users access to remuneration data 
for executive directors across S&P BSE 500 companies over a five-year 
period.  
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