
70 I Gems & Jewellery Times I December 2014 – January 2015  December 2014 – January 2015 I Gems & Jewellery Times I 71

L e g a l  L a n e L e g a l  L a n e

The Companies Act 2013 (Act) has introduced 
far-reaching changes that have come into effect 
from April 1, 2014. These changes are expected 
to enhance transparency in financial reporting 
which will result in greater and unprecedented 
accountability on the part of the board of 
directors (BOD), the audit committee (AC), 
independent auditors and senior management 
(SM) including chief executive officers (CEOs), 
chief financial officers (CFOs), chief commercial 
officers (CCOs) and company secretaries. The 
board of directors and senior management 
have the responsibilities of risk management, 
establishing and ensuring internal control 
system and compliance framework and more. 
The Act stipulates specific requirements for 
compliance by certain class of companies with 
respect to internal audit (IA). 

The new paradigm for 
internal audit
What has changed? Earlier, under the 
Companies Act, 1956, there were no 
specific provisions for the appointment 

of internal auditors. The only reference 
to internal audit was under the Companies 
(Auditor’s Report) Order, 2003 (CARO) wherein 
the statutory auditor had to comment under 

clause (vii) of the 
annexure to the 

Auditor’s Report 
that “In our opinion, 
the company has an 
internal audit system 

commensurate with the size and nature of its 
business”. In the event the comment of the 
auditor was in the negative, only the disclosure of 
the same in the CARO report as a qualification by 
the auditor was required. There were no specific 
penalties under the provisions of the Companies 
Act, 1956.

Regulatory requirements 
for internal audit under the 
Companies Act 2013
 Section 138 (1) of the Act, has given statutory 
recognition to the function of internal audit by 
defining mandatory internal audit for certain 
class of companies. 

	 Effective from September 30, 2014 
onwards applicable to all listed 
companies 
Effective from September 30, 2014 
onwards
●	 All unlisted public companies which have 

in the preceding financial year (FY) either 
paid up share capital of R50 crore or 
more; or turnover of R200 crore or more; 
or outstanding loans or borrowings from 
banks or public financial institutions of  
R100 crore or more at any point of time; 
or outstanding deposits of R25 crore or 
more at any point of time. 

●	 All private companies which have in 
the preceding financial year, turnover 
of R200 crore or more; or outstanding 
loans or borrowings from banks or public 
financial institutions of R100 crore or 
more at any point of time. 

The internal auditor has to be either a 
chartered accountant or a cost accountant or 
such other professional as may be decided 
by the board of directors. Further, the Act 
also clarifies that the internal auditor may or 
may not be an employee of the company and 
the term “chartered accountant” shall mean 
a chartered accountant, whether engaged 
in practice or not. Rule 13 of Companies 
(Accounts) Rules, 2014 specifies that the 
companies fulfilling the above criteria have to 
appoint an internal auditor or firm of internal 
auditors. It has also been specified that the 
central government may by rules prescribe the 
manner and the intervals in which internal audit 
will be conducted and reported to the board  
of directors. 

The Act also says that where the existing 
internal auditor is also performing the role of a 
statutory auditor of the subsidiary, or its holding 
or associate company or subsidiary of such 
holding or associate company, then such an 
internal auditor will be disqualified from taking 
up the statutory audit unless he relinquishes the 
position of internal auditor of the company.

Besides this, companies have the additional 
responsibility to ensure that appropriate 
internal financial control framework, enterprise 
risk management, fraud risk management and 
legal compliance framework are in place. 

Penalties for non-compliance 
No specific penalty has been prescribed for 
violation of Section 138. 
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As such the penalties under Section 450 
(punishment where no specific penalty or 
punishment is provided) will be applicable, 
wherein for every violation, the company and 
any officer of the company or any other person 
involved shall be:
•	 Punishable with fine which may extend to  

R10,000; and
•	 Where the contravention is a continuing 

one, with a further fine which may extend to 
R1000 for every day after the first during 
which the contravention continues. 
Section 451 of the Act provides for 

“punishment in case of repeated default”: 
If a company or an officer of the company 
commits an offence punishable either with fine 
or imprisonment and where the same offence 
is committed for the second or subsequent 
occasions, within a period of three years, then, 
that company and every officer thereof who is 
in default shall be punishable with twice the 
amount of fine for such offence in addition to 
any imprisonment provided for that offence. 

As such, it is imperative that the board of 
directors, audit committee and chief financial 
officer of every company are fully aware of the 
provisions of the Act and, considering their 
eligibility or otherwise, under these provisions, 
take appropriate actions to ensure compliance 
of the regulations. 

Internal audit: meaning and 
role in businesses 
Internal audit is not defined in the Act; 
however, it is defined in the preface to the 
standards on internal audit issued by the 
Institute of Chartered Accountants of India 
(ICAI) thus: 

“Internal audit is an independent 
management function, which involves a 
continuous and critical appraisal of the 
functioning of an entity with a view to suggest 
improvements thereto and add value to and 
strengthen the overall governance mechanism 
of the entity, including the entity’s strategic risk 
management and internal 
 control systems.”

Internal audit as an independent function 
evaluates adequacy and effectiveness of 
governance, risk and compliance management 
and controls and provides feedback to the 
board of directors and senior management 
which helps them fulfil their duties to the 
organisation and its stakeholders. Internal 
auditors work with businesses to monitor and 
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evaluate how well risks are being managed, 
the business is being governed and internal 
processes are working. The internal audit 
function reports to the board of directors, 
either directly or through the audit committee. 
The element of independence helps internal 
auditors to provide the board of directors, 
the audit committee and senior management 
unbiased and objective views of the company’s 
operations.

Changing role of internal 
auditor 
While the role and responsibility of internal 
audit may vary in scope and authority between 
organisations, there is a clear trend that 
internal audit is taking on a more strategic 
and central role. As such the internal auditor 
has to meet the increasing expectations of the 
various stakeholders, namely the board of 
directors, audit committee, external auditors 
and regulators and operating management. The 
chief internal auditor or the outsourced firm 
carrying out internal audit for the company will 
be required to use technology for continuous 
and integrated auditing, leverage data analytics 
for fraud detection, focus on risk assessment 
and regulatory landscape, invest in cross-
functional and domain experts, benchmark 
industry standards/best practices and so on. 

Role of IT in internal audit 
Businesses today are driven by information 
technology (IT) systems in terms of enterprise 

resource planning (ERP) or legacy IT 
applications running on diverse technology 
platforms. For a meaningful internal audit in 
an IT-dominated environment, it becomes 
imperative to review IT controls. The auditor 
needs to review IT policies, design and system 
controls, IT organisational structures, including 
third party service providers, to ascertain 
their performance, roles, responsibilities 
and accountability apart from review of IT 
infrastructure to test its robustness as also the 
effectiveness and efficiency of the IT system. 
Enhanced IT audits can go to the extent of 
auditing the programmes, source codes, scripts 
and configurations.

Transactions processed through technology 
systems need special attention from the 
perspective of internal audit. These include 
tests to ensure that the transactions are 
processed completely, that they follow the 
business rules and ensure that integrity of the 
data is maintained. There are also tests to check 
application controls covering inputs, output 
and data processing controls.

Actions required for 
complying with the provisions
For complying with the requirements of the 
Act and Rules, the board of directors/audit 
committee should undertake the following: 
•	 Determine the applicability in respect of 

each company.
•	 Appointment of internal auditor. If an 

internal auditor has already been appointed, 
the company needs to ensure that the 
said internal auditor complies with the 
requirement of the Act on eligibility criteria. 

•	 Formulation of Internal Audit Charter 
(scope, functioning, periodicity and 
methodology for conducting the internal 
audit). 

•	 Approval of the Internal Audit Charter by 
the board of directors/audit committee. 

•	 Monitoring of the internal audit function.
•	 Evaluation of performance and course 

correction where required. 
•	 Ensuring that the emerging audit 

findings are properly discussed by the 
audit committee/board of directors and 
appropriately acted upon by the operating 
management of the company. 

(Dr. Suresh Surana can be reached at suresh@
astuteconsulting.com). 

A
ll 

im
ag

es
: S

hu
tte

rs
to

ck
.co

m

L e g a l  L a n e


