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1. ROLES AND RESPONSIBILITY OF THE STATUTORY AUDITORS OF 

A PUBLIC LIMITED COMPANY  

An Auditor, first and foremost has to be a Chartered Accountant under the Chartered 

Accountants Act, 1949. He is the person appointed to examine the books of account 

and the accounts of a company registered under the Companies Act, and to report upon 

them to the company’s shareholders. Audit means the examination or assessment of a 

company’s annual accounts, i.e. a balance sheet, profit and loss account and other 

financial statements as required by law. 

Under the Companies Act, an auditor is required to express an opinion as to whether 

the annual accounts give a true and fair view of the company’s state of affairs and 

financial position. To formulate such an opinion, the auditor needs to examine the 

company’s internal accounting system, inspect its assets, test-check of accounting 

transactions. 

The statutory duties of the auditor basically entail the following: 

1. Duty to make certain inquiries 

2. Duty to make a report to the company on the accounts examined by him 

3. Duty to make a statement in terms of the provisions prescribed. 

The auditor has a duty to inquire into certain matters and seek any information required 

for the audit, from the company. This could be in relation to security on loans and 

advances made by the company, any transactions entered into by the company and 

whether they are prejudicial to the interests of the company, whether personal expenses 

are recorded and charged to proper accounts, any transaction with respect to sale of 

shares and whether the position depicted in the books and balance sheet is correct, 

honest and proper. 

If there are any suspicious circumstances or unusual transactions like unavailability of 

original documents, or sudden increase or decrease in shareholdings or debt, 

employees given the liberty to access unauthorized documents etc., then the auditor is 



under a clear duty to ―probe into these transactions‖ and ensure that they are proper 

and legal. At all times, auditor has to act with care and skill of a professional of 

reasonable competence. The degree of care and skill required however, varies from 

case to case. 

Auditor’s Report 

Under Section 227 of the Companies Act, the auditor is supposed to report to the 

beneficiaries of the company i.e. the shareholders in the general meeting, about the 

books and accounts of the company, the balance sheet and profit and loss account on 

the basis of their assessment. They have to give their opinion on the financial position of 

the company and also make sure that it has been fairly, truly and honestly depicted.  

As per Section 227 of the Companies Act, the report should also state 

1. That the auditor has obtained all information and explanations, which are to 

the best of his knowledge and belief necessary for his purpose; 

2. Whether in his opinion, all the books of accounts and requisite documents 

necessary for the audit have been furnished by the company; 

3. Whether the balance sheet and profit and loss account comply with the books 

of accounts; 

4. Any observation and comments on the functioning of the company, especially, 

which may have an adverse effect on the company. 

He is thus required to report not merely on the balance sheet but on the accounts he 

examines, and he also has to express his opinion whether the company has properly 

kept all the books as per law and whether the balance sheet and profit and loss account 

are in accordance with the accounting standards and procedures prescribed by the 

ICAI. 

The report should be complete, concise, clear and unambiguous and the auditor should 

be careful about the language used, as the readers of the report are all laymen. 



Auditor’s opinion can be qualified or unqualified. A qualified opinion is an opinion 

subject to certain reservations. That means that the auditor is unable to satisfy himself 

that the accounts present a true and fair view of the company’s financial position. As per 

Section 227(4) of the Companies Act, the nature and reasons of qualification should 

also be clearly stated, instead of merely stating grounds for suspicion. 

For the purpose of drawing up the report, the auditor is given the right to inspect and 

examine the books and accounts, balance sheets and vouchers or any other requisite 

documents necessary for the purpose of the audit. These documents can be accessed 

by the auditor at all times, irrespective of where they are kept. The auditor can also ask 

for any information and explanation from the officers of the company, and the officer 

would be under a duty to furnish the information and explanation so needed. 

Duty to report fraud 

During the course of the audit, the auditor could come across situations where he 

discovers that a senior employee is defrauding the company or using unfair practices, 

then an obligation arises of the auditor to report what he has discovered to the 

management immediately so that appropriate action can be taken. If the auditor 

identifies the possible existence of fraud or other irregularities in accounting practices, 

the auditor should attempt to clarify it or report it. There may be circumstances, where 

the auditor needs to report to a third party without the consent and knowledge of the 

management, when the suspects that the management may be involved. The auditor 

should consider the magnitude of loss that will occur due to the fraud and irregularity 

and the number of people that will be affected by it or the possibility of recurrence of the 

fraud if gone unreported. As a measure of recoverable loss, the court noted that no 

losses would have been incurred from the date of discovery if the auditor had taken 

some action to blow the whistle. 

Auditor’s duties to third parties 

The courts have held that if the auditors know or have reason to believe that the 

accounts so prepared by them will be relied upon by third parties, they are under a duty 

to ensure that those accounts are carefully prepared and that they don’t contain any 



false information or negligent misstatements and that they reflect a true and fair 

reflection of the company’s financial position. 

There is no legal principle that a holding company is unable to recover damages for loss 

in the value of its subsidiary resulting directly from a breach of duty owed to the 

company itself, as distinct from a duty owed to the subsidiary. 

With respect to the duty of auditors towards shareholders and investors, in the case of 

Caparo Industries Plc. vs Dickman4, the plaintiff company, in an attempt to make a bid 

for the takeover of another company, relied upon the accounts and statements prepared 

by the auditors of the target company and suffered a loss, due to inaccuracy of the 

accounts. In an action against the auditors, the court held that the auditor owed a duty 

to the company’s shareholders but not to potential investors. This ruling was affirmed in 

a number of cases thereafter. 

Duty as to considerable accuracy 

The auditor’s function is not just to verify the arithmetical accuracy of the accounts; but 

that it includes all the particulars required by law and that it presents a correct and 

honest view of the company’s financial standing. Therefore he must examine all the 

records and books of the company with utmost care and precision. 

Detection and Prevention of Fraud 

The term fraud is defined as: 

An intentional perversion of the truth, for the purpose of inducing another in reliance 

upon it, to part with some valuable thing belonging to him, or to surrender a legal right. 

A false representation of a matter of fact, whether by words or by conduct, by false or 

misleading allegations, or by concealment of that which should have been disclosed, 

which deceives and is intended to deceive another so that he shall act upon it to his 

legal injury... A generic term, embracing all multifarious means which human ingenuity 

can devise, and which are resorted to by one individual to get advantage over another 

by false suggestions or by suppression of truth, and includes all surprise, trick, cunning, 

dissembling, and any unfair way by which another is cheated. 



Internal audit staff and external auditors have to perform an essential function of fraud 

prevention and deterrence as they are up to speed, experienced and trained in the 

same and can see to it that the loopholes in the system and the risk areas are identified 

and investigated. Once they are identified, quick action has to be taken to address and 

rectify them. The internal processes and programs have to be tested at regular intervals 

to test their effectiveness. 

In order to do this, the auditor needs to ensure that effective anti fraud programs are in 

place, which not only prevents fraud but also assists in its detection and cure. 

This can be done by 

1. Observing the modus operandi of financial reporting; 

2. Overseeing the internal audit and control system; and 

3. Reporting findings to the management. 

Some of the factors that indicate the existence of fraud are unavailability of original 

documents, unusual relationships, unauthorized transactions, and unexplained items in 

the accounts, sudden increase or decrease in trends, employees given liberty to access 

system and records, disparities in accounts and spur of the moment adjustments in the 

books. 

Once the fraud is detected, the auditor can investigate it further by authentication of 

original documents, impromptu tests and location visits, contacting major customers and 

suppliers, interviewing the personnel and testing the veracity of computer records. 

The auditor should then report of this to the director or the management, unless 

circumstances are such that their involvement is suspected. The possibility of detection 

is a lot less in such cases. However, then the auditor can either approach a third party 

or consider legal counsel. 

The auditor is at all times, required to act with reasonable care and skill, but he is not 

required to always be on the lookout for fraud or a lie, unless he comes across such 

information or situation which is unusual and instigates him to act with suspicion of a 



professional man of reasonable competence. An auditor’s main function is to assess the 

financial position of the company and depict the same in the accounts i.e. the balance 

sheet and profit and loss account. There is no hard and fast rule for defining reasonable 

skill and care and that varies from case to case. If there are suspicious and unusual 

transactions and features in the accounts or other prima facie reasons, reasonable skill 

and care has to be exercised. 

An auditor is not to be confined to the mechanics of checking vouchers and making 

arithmetical computations. He is not to be written off as a professional ―adderupper and 

subtractor.‖ His vital task is to take care to see that errors are not made-of omissions, 

commissions or downright untruths. To perform his duty properly, he must come to it 

with an inquiring mind- not suspicion or dishonesty. 

Liabilities of an auditor 

The auditor has a fiduciary relationship vis-à-vis the shareholders of a company, 

therefore he has a moral obligation to see that ensuring that the statements issued are 

made with the utmost skill safeguards their interests and care and depict the true and 

fair state of affairs of the company.  

Section 233 of the Companies Act imposes a penalty for on the auditors for 

noncompliance of Sections 227 and 229 with payment of fine if there is willful 

negligence and default. The auditor may have to compensate the members or 

shareholders of the company who have suffered losses attributable to the negligence in 

performance of the auditor’s duties. The auditor may be held liable in tort for fraud and if 

there is negligence in detection of errors that may cause loss to the company.  

In order to hold the auditor liable for fraud, the following conditions must be satisfied: 

1. that the statement signed by the auditor is untrue and false  

2. that he knew it to be untrue either or did not apply reasonable care and skill 

3. that he intended the report to be relied on by others 

4. that the parties on relying upon the report suffered loss. 



The Companies Act, 1956 imposes a Criminal liability under Section 628 on any person 

who makes a false or untrue statement through any document like balance sheet, profit 

and loss account, return, prospectus, intentionally, thereby causing a loss to the people 

who rely on such documents. 

The auditor who knowingly doesn’t make a fair and honest report of the company’s 

financial position in any report, certificate, return, prospectus or other documents, and 

makes false statements therein is liable. 

The shareholders interests are dependant on the degree of care and skill applied by the 

auditor to draw up an accurate and honest report of a company’s state of affairs. 

Therefore, the auditors should employ utmost good faith, care and vigilance in the 

carrying out of their duties. If there is the slightest bit of suspicion of the legality and 

integrity of a record or transaction, the auditor is under a duty to investigate and report 

it, before he certifies it to be true. 

  



2.  THE SATYAM SCAM 

The Satyam Computer Services scandal was publicly announced on 7 January 2009, 

when Chairman Ramalinga Raju confessed that Satyam's accounts had been falsified. 

Accounting scam, which eroded nearly $2 billion of wealth that belonged to 3 lakh 

shareholders and the their net worth dropped from a positive Rs 8,529 crore to a 

negative Rs 278 crore.  

Raju confessed that Satyam's balance sheet of 30 September 2008 contained: 

 inflated figures for cash and bank balances of Rs 5,040 crore (US$ 1.04 

billion) (as against Rs 5,361 crore (US$ 1.1 billion) crore reflected in the books). 

 an accrued interest of Rs. 376 crore (US$ 77.46 million) which was non-existent. 

 an understated liability of Rs. 1,230 crore (US$ 253.38 million) on account of 

funds was arranged by himself. 

 an overstated debtors' position of Rs. 490 crore (US$ 100.94 million) (as 

against Rs. 2,651 crore (US$ 546.11 million) in the books). 

He stated that 

"What started as a marginal gap between actual operating profit and the one 

reflected in the books of accounts continued to grow over the years. It has 

attained unmanageable proportions as the size of company operations grew 

significantly (annualised revenue run rate of Rs 11,276 crore (US$ 2.32 billion) in 

the September quarter of 2008 and official reserves of Rs 8,392 crore (US$ 1.73 

billion)). As the promoters held a small percentage of equity, the concern was 

that poor performance would result in a takeover, thereby exposing the gap. The 

aborted Maytas acquisition deal was the last attempt to fill the fictitious assets 

with real ones. It was like riding a tiger, not knowing how to get off without being 

eaten.‖ 

PriceWaterhouse was the statutory auditor for Satyam Computer Sevices for last six 

years. 
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3. FAILURE ON THE PART OF PRICEWATERHOUSE – ANALYSIS 

There is intense debate about the role of Price Waterhouse, the external auditors of the 

company in clearing the accounts of Satyam. Was it a “Fraud” or a “Mistake”? 

Mistake 

A week after the Satyam fraud—described as India's Enron—was exposed; ICAI issued 

a show cause notice to Price Waterhouse. The institute also said that it would examine 

all communication between Satyam and Price Waterhouse. Reacting to reports of 

allegedly overlooking the Satyam accounts, Price Waterhouse said: "The audits were 

conducted by Price Waterhouse in accordance with applicable auditing standards and 

were supported by appropriate audit evidence. Given our obligations for client 

confidentiality, it is not possible for us to comment upon the alleged irregularities. Price 

Waterhouse will fully meet its obligations to cooperate with the regulators and others." 

Interestingly, the Satyam fiasco also finds similarities in an earlier case wherein the 

Bombay High Court ruled in favor of the auditor. In the 1987 case of Tri-Sure vs A F 

Ferguson (the auditing firm), the high court held that the "auditor is required to employ 

reasonable skill and care but is not required to begin with suspicion and to proceed in 

the manner of trying to detect a fraud or a lie..." 

The case also involved falsification of the accounts. The net profit of Tri-Sure was 

overstated in its prospectus, which invited the public to subscribe to its shares. The 

abnormal rise in profits was subsequently revealed to be false after an investigation. 

The high court said that while high standards needed to be maintained by an auditor, it 

would be difficult for an audit firm to be suspicious from the very beginning unless prima 

facie there is sufficient reason to doubt the company. 

Fraud 

In order to hold the auditor liable for fraud, it must me proved that the auditor knew the 

financial statements to be untrue and he did not apply reasonable care and skill.  



Auditors’ not knowing about a fraud this size does not seem possible, particularly with 

the confession that Satyam has been doing it for years. Standard and basic accounting 

procedures of auditing firms using the traditional ICAI method should have spotted 

through various means any large-scale fudging of books: 

 Bank balances: certificates from banks confirming the amount balance as 

shown in the company account books, particularly the bank balance confirmation 

certificate that the auditor compulsorily has to seek from the client's bank by 

India's financial year end of March 31. 

 Cash in hand: the auditor has to physically check the client's cash reserves in 

sudden surprise inspections. Satyam reported a cash/bank balance of $1.09 

billion, while it actually only had about $65 million as of September 30, 2008, a 

gaping hole that auditors using the supposedly superior IFRS mysteriously failed 

to see.  

 Outstanding debts: The chartered accountant corresponds directly to debtors, 

who confirm through a certificate that they owe such a sum to the firm. This 

outstanding-dues certificate from each debtor has to reach the auditor directly. 

Satyam auditors seemingly have failed to spot faked outstanding debts worth $99 

million for the financial quarter ending September 2008, thereby showing fake 

profits and duping investors. 

In other words, Price Waterhouse has not apparently undertaken what traditionally 

would have been the minimum independent verification of the client's accounts as a 

chartered accountant firm is supposed to do.  

What’s at stake for Price Waterhouse? 

Apart from a possible loss of reputation, the stakes are high for PwC, which audited 

over 140 companies in India in the previous fiscal year. Price Waterhouse's clients 

include big names, such as Maruti Suzuki, United Breweries, United Spirits, GMR Infra, 

Glenmark Pharma, Piramal Healthcare, among others.  

Section 233 establishes a penalty on the company for non compliance that may extend 

to INR 10,000.  Possible action may be taken against Price Waterhouse under the 

http://www.silobreaker.com/pricewaterhousecoopers-11_252570


Institute of Chartered Accountants of India internal code of conduct, in addition to 

possible action against them under the Act. Under Sections 62 and 63 of the Act, any 

person issuing a prospectus that contains a false statement may be punished with up to 

2 years imprisonment and fine up to INR 50,000.   This includes directors, promoters 

and experts such auditors and investment bankers. Further, shareholder lawsuits could 

be brought against the audit firm for failure to exercise due care. In addition, disciplinary 

proceedings/enquiries could be initiated by the Institute of Chartered Accountants 

of India against the audit firm, which would be a very serious implication for the audit 

firm, as it could have the immediate effect of disqualifying their eligibility to act as 

statutory auditors for several banks and other institutions. Such an event could also 

result in suspension or debarment of the audit firm if the ICAI concludes that there were 

serious lapses on the audit firm’s part. 

Price Waterhouse’ Limited Liability 

Even as shareholders and investors plan to take Satyam Computer Services' auditors, 

Price Waterhouse, to court for failing to check the alleged falsification in the company's 

accounts, it is likely that the audit firm could get away lightly as accountancy firms limit 

the extent of their liability in their contracts with clients. 

Typically, auditors restrict the quantum of their liability to the extent of the fees that they 

receive from the company, however, the Institute of Chartered Accountants of India can, 

if convinced about Price Waterhouse's audit failure, blacklist the audit firm. 

It is also important to analyze the legal relationship between the auditor and a company 

and the auditor and other stakeholders. The contract that the auditor has with the 

company is not a contract the shareholders or other stakeholders are privy to. Hence, 

under Indian law, it would be difficult for the shareholders to take any action against the 

auditors under the Law of Contract. 

Price Waterhouse’ Defence 

Price Waterhouse India has drawn up a five-point line of defence over the Satyam 

scandal. Price Waterhouse India's legal team is working in concert with Jyoti Sagar & 



Co and the global firm's legal team from the US. Price Waterhouse India is also learnt to 

be taking active help and guidance from Javier H Rubinstein, the global general counsel 

of PwC International and a principal in PwC US. 

The five points, which the legal eagles associated with Price Waterhouse have brought 

forward, are: 

1. The working papers of the Satyam audit had gone through Peer Review and the 

Public Company Accounting Oversight Board (PCAOB) and had also visited 

Indian auditors with clients registered in the US including Satyam and conducted 

inspection work during February-March last year. The PCAOB is a private, 

nonprofit corporation created by the Sarbanes-Oxley Act of 2002 to oversee the 

auditors of public companies and consists of five members who are appointed by 

the Securities and Exchange Commission of the US. 

2. Satyam has been a client of Price Waterhouse Bangalore, which is a separate 

legal entity from PwC India. PwC India Pvt. Ltd has nothing to do with audit. 

3. The onus of finding such gaps and mismatches in the balance sheet lies on the 

internal auditor. 

4. There is no guarantee that audits find frauds, as audit is not an investigation. 

Generally, frauds have come to light due to a whistle blower or accidentally. 

5. Even in the eventuality of a liability falling on the auditor, the firm has a huge 

Preferential Indemnity Insurance of close to Rs 1,000 crore. 

 

  



4. PROSPECTS 

There are multiple ways in which this case could unfold. One school of thought would 

say that the liability to Price Waterhouse would be restricted to Price Waterhouse India. 

The extent of this liability would be defined either through a liability insurance the firm 

would have raised when taking on a new client or through clauses outlined in Price 

Waterhouse's letter of engagement with Satyam. Usually this liability would be the total 

amount of fees or a percentage of fees paid by Satyam to Price Waterhouse as its 

auditor. 

However any liability coverage would protect an accounting firm only from 'error' or 

'negligence' and not 'fraud'. If a case of fraud is filed against Price Waterhouse then the 

liability insurance or letter of engagement raised by Price Waterhouse will not be able to 

save it. 

Given that Satyam is also listed on the NYSE the outcome of this case will be 

contextual to both India and the US. Historically, the way such cases have been treated 

in the US and in the UK are very different from the way they have been treated in India. 

In India, Price Waterhouse would have a liability to the company and not to 

shareholders. The 'Law of Tort' in the US, which PricewaterhouseCoopers in the US 

could be subjected to, would place the firm with, 'the duty of care to employees and 

shareholders".  

Lessons 

The Satyam scandal in India highlighted the nefarious potential of an improperly 

governed corporate leader. As the fallout continues, and the effects felt throughout the 

global economy, the prevailing hope is that some good can come from the scandal in 

terms of lessons learned. 

The following quotes illustrate some of the concerns that the Satyam scandal has 

brought to light, both in India and throughout the global economy: 



 “Independent directors should also (in addition to the management) be held 

accountable for board decisions and audit-related compliance practices.” —

 Andrew Holland, CEO, equities, Ambit Capital 

 “The concept of CEO and Board chair separation is well accepted in Europe, and 

American companies are steadily moving in that direction. This would bring a 

better balance in the boardroom.” — Neville Dumasia, head, Governance, Risk 

and Compliance, KPMG 

 “Accountability and action against fraud/negligence are major concerns.  

Professionals (auditors) should be made accountable and consequences 

(punishment) should follow if there are any deficiencies and slip-ups.” — N K 

Jain, secretary and CEO, Institute of Company Secretaries of India 

Public Company Oversight Board 

Following the Enron fiasco, the US Administration brought in a legislation known as the 

Sarbanes Oxley Act involving various reporting requirements on corporate operating in 

the US. One of the important measures introduced at that time was the setting up of the 

Public Company Oversight Board. This Board was intended to be a device to review the 

audit of various public corporates. 

This Board has recently come out with an impressive plan of action for five years (2008-

2013). Its main goals are strengthening the effectiveness and coordination of audit 

oversight efforts, not just in the US alone, but also abroad, obviously of US companies. 

It is intended to promote confidence of the public in auditors’ financial statements of 

public firms through effective use of a supervisory procedure. 

The Public Company Oversight Board has pointed out that it wants to try to reduce the 

risks of auditing failures in the US and promote public interest. These are among the 

ambitious goals of the Oversight Board. It also contemplates actions to be taken swiftly 

on emerging issues. 

Recent events have forced many observers to suggest a similar set-up in India although 

there are some views that the present structure is good enough. The time taken to 



initiate disciplinary action against the erring firms in India’s corporate history contrasts 

sharply with the quick action taken in the US against the leading audit firm, Arthur 

Andersen and Company. 
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