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Abstract

Corporate governance reforms have emphasized on the need for an audit committee and expanded its role and responsibilities
over the last two decades. The purpose of this study was to examine the evolution of audit committee and document changes in
audit committee’s composition and responsibilities in the Indian context. This article investigated the impact of regulatory
changes on audit committee composition in terms of size, independence, and meeting frequency from 2003 - 2018. This study
found that the size of the audit committee and its meeting frequency has increased over the years. Our findings suggested thatin
the absence of mandatory compliance regarding independence of audit committee, we saw a considerable decline in fully
independent audit committees. We also documented increased presence of executive directors on audit committee.

Keywords : audit committee, financial reporting, auditing, risk management, corporate governance, SEBI Clause 49, disclosure
JEL Classification : G34, G38, M480, N24

Paper Submission Date : February 10, 2020 ; Paper sent back for Revision : November 5, 2020 ; Paper Acceptance Date :
December 24,2020 ; Paper Published Online : March 15,2021

ver the past two decades, with each new wave of financial irregularities, audit committee's relevance as

an effective mechanism for strengthening corporate governance has increased. An audit committee is

expected to reduce risks of corporate scandals and financial misstatements (Mautz & Neuman, 1977).
There is an ongoing debate among regulators, policymakers, and board of directors on designing an efficient and
effective audit committee (Bohm et al., 2013). In this article, we comprehensively investigate the changes in audit
committee composition and its responsibilities. Specifically, we examine the impact of regulatory changes on the
changing roles and responsibilities of audit committee and audit committee characteristics (size, independence,
and meeting frequency) in Indian firms.

The corporate sector's failure has repeatedly affected the economy and endangered the stability of the financial
systems. Active markets for corporate control and the belief in common values are not sufficient to monitor
managers. These scandals prompted the Securities and Exchange Board of India (SEBI) to enact new regulations
to protect the shareholders' interests. SEBI has strengthened the roles and responsibilities of the audit committee
over time. Pervasive concentrated ownership, family control, and weak investor protection provide us with an
ideal setting to examine the trends of audit committee composition in India.
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Audit committee is the subset of board and has the responsibility of overseeing a firm's financial - reporting
process (Klein, 2002). The Sarbanes - Oxley Act (Sarbanes - Oxley Act, 2002) defined audit committee as,
“committee (or equivalent body) established by and amongst the board of directors of an issuer to oversee the
accounting and financial reporting processes of the issuer and audits of the financial statements of the issuer”
(p.747). Audit committee acts as a facilitator between the board and the internal and external auditors.
Well-structured audit committee ensures independence of external auditors and improves a firm's financial
reporting process (Cadbury Committee, 1992). Further, researchers showed that high-quality audit committee
will reduce the likelihood of resource diversion by mangers (Chen & Li, 2013 ; Pomeroy & Thornton, 2008).

The regulators across the globe have prescribed four broad areas of audit committee oversight : (a) to oversee
the external audit process, including the appointment and termination of the auditors and preapproval of their audit
and non-audit services ; (b) reviewing the adequacy of internal control functions ; (¢) whistleblowing provisions to
handle matters related to accounting and auditing ; (d) review the financial reporting process and information
provided by the auditors and ensure the information is correct, sufficient, and credible.

The requirement of an independent audit committee is recommended by corporate governance codes (United
Kingdom, Switzerland) or through law (United States, India, Singapore) or as a requirement of the listing rule
(Australia, China, Malaysia). In the United States, an audit committee is required to have at least three directors
and all of them independent. In India, Clause 49 of the listing agreement mandates that the audit committee must
constitute at least three members and two-thirds of its members must be independent. The Appendix compares the
convergence of standards regarding audit committee composition and responsibilities across countries.

Our study contributes to the literature by examining evolution of the corporate governance regulations related
to audit committee in the Indian context. Al-Mudhaki and Joshi (2004) and Bhasin (2012) examined the impact
of SEBI regulations on audit committee composition during the initial period of governance compliance.
We extend this line of research by examining the trend of audit committee composition and responsibilities over
the last 20 years.

Using a sample of Indian listed firms, we examine the audit committee composition from 2003 — 2018. We
observed that 99.27% of the listed firms in India had constituted an audit committee. Our results are comparable
with the evidence for Dutch firms presented by Gupta (2019). We find that size and meeting frequency of the audit
committee has also increased over the years. We also find a steady decline in the existence of a fully independent
audit committee. Our findings show a significant increase in the number of executives (including Managing
Director) on audit committee.

Literature Review

Prior studies showed that corporate governance ensured better firm performance (Bhagat & Bolton, 2008 ; Khan
& Fatima, 2009 ; Sandhya & Parashar, 2019 ; Venkatraman & Selvam, 2014) and protects its shareholders
(Defond & Hung, 2004). Hence, we believe that to protect the interests of shareholders, the presence of an
effective corporate governance system is essential. Regulators around the world have emphasized the relevance of
audit committee to achieve effective corporate governance. The monitoring and oversight responsibilities of an
audit committee improve corporate decision making. Researchers showed that an audit committee is established
either through legislation or stock exchange listing agreement (Fichtner, 2010 ; Okike, 2007 ; Walker, 2004).
Fichtner (2010) found that before Sarbanes - Oxley (SOX), only 10 countries had mandated the requirement of
audit committee. Over the years, they found that 31 of the world's largest capital markets required audit committee
to be established.

Extant literature showed substantial variations in the audit committee composition and compliance (B6hm et
al., 2013 ; Fichtner, 2010). Bohm et al. (2013) found high compliance levels by Dutch firms where the disclosure
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of audit committee charters and standards was mandated by governance code. The absence of boilerplate law
regarding audit committee charters in Belgium and Spain resulted in better enforcement of audit committee
standards. On the other hand, listed firms in Germany, France, and Italy exhibited lower compliance in the absence
of mandatory corporate governance code. Further, they found that audit committee size, independence, and
meeting frequency varied across countries and companies. They emphasized on the need to move towards
compulsory public disclosure to eliminate differences in audit committee design and charter.

Al-Mudhaki and Joshi (2004) found that audit committee formation was slow during the initial phase of
corporate governance regulations in India. Bhasin (2012) found that Indian firms adhered to minimum standards
as stipulated by the governance regulations regarding audit committee post-Narayana Murthy Committee
recommendations (2004). Except for Al-Mudhaki and Joshi (2004) and Bhasin (2012), none of the prior studies
have examined the trends related to audit committee characteristics in India. These studies focused on audit
committee composition in the initial phase of corporate governance compliance.

In the past few years, we have seen several reviews and amendments to India's governance code. Many papers
have examined the evolution of corporate governance all over the world, but very few studies have examined the
developments specifically in the context of an audit committee. This paper fills the gap by reviewing the
audit committee's composition and responsibilities in the Indian context. The paper aims to examine the evolution
of audit committee regulations in India and simultaneously examine the evolution of its composition and
responsibilities over the last two decades.

Audit Committee Evolution in India

Research suggests that corporate governance practices vary depending on the institutional setting, thus negating
the concept of a one-size-fits-all approach (Arcot & Bruno, 2007 ; Black et al., 2012). Unlike the United States,
firms in India are owned and controlled by family firms. The presence of promoter - manager reduces the agency
conflict between the owners and managers. However, the agency issue is now between the promoter-managers
and minority shareholders (Sarkar, 2010 ; Shleifer & Vishny, 1997). Hence, an important corporate governance
issue in India is about protecting the interests of the minority shareholders.

An audit committee is regarded as the panacea for the inadequacies of corporate governance. An audit
committee is established to reduce agency costs and enhance information flow among stakeholders (Bradbury,
1990). The presence of an effective audit committee enhances the credibility of the financial disclosures of a firm.
Audit committee plays a vital role in protecting the investors and maintaining the health of the capital markets.
Hence, we examine the evolution of audit committee regulations in the Indian context.

Over the years, several committees have been constituted under SEBI by the Confederation of Indian Industry
(CII) to advice on issues related to corporate governance. Since our focus is on audit committee, we will
restrict our discussion to recommendations related to audit committees. Table 1 provides the details of various

Table 1. Details of Various Committee Recommendations Regarding Audit Committee

Committees Audit Committee : Recommendations

Cll, 1997 e Listed companies with turnover over INR 100 crores or paid-up capital
of INR 20 crores should have an audit committee.

e Minimum of three members, all non-executive directors with adequate
knowledge of finance, accounts, and basic company law.

e Should assist board and provide effective supervision of the financial statement process.
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¢ Inordertoascertain the accuracy of the financial reports, they must periodically
interact with external and internal auditors.

SEBIl appointed Kumar e Minimum three members : Allmembers must be non-executive
Mangalam Birla Committee directors, with the majority beingindependent ; at least one director must
Report, 1999 have financial and accounting knowledge.

e Meeting: Three timesayear - one before finalization of annual financial
statementand one necessarily every six months.

¢ Review financial statements, adequacy of internal auditand internal control systems.

e Recommending the appointment and removal of external auditor,
fixation of audit and non-audit fees.

SEBIl appointed Narayana ¢ Allmembers should be non-executive directors and financially literate; at
Murthy Committee, 2003 least one member should have accounting or related financial management expertise.

e Review of financial statements, letters of internal control weaknesses, and
management discussion and analysis.

e Quarterly review of use/application of proceeds from Initial Public Offering (IPO).

o Related Party Transactions (RPTs) should be placed before independent audit
committee for review/ approval/ratification.
¢ The financial statements of the subsidiary company should be reviewed
by the parent company’s audit committee.
e Both board and audit committee must review the key risks.
e Whistle Blowing Mechanism : Employees should be able to approach the audit
committee without informing their supervisors to report unethical practices.
e The appointment, removal, and terms of remuneration of the chief internal auditor must
be subject to review by the audit committee.
Cll, 2009 e Minimum three members, all members must be non-executive directors,
with the majority beingindependent.
e Chairman:He must be anindependent director and must receive additional
payment for being the chairman.
e Separate executive sessions for audit committee.
e Pre-approval of RPTs by audit committee which are notin the ordinary course of
business or not on arms-length basis.
e Mechanism of Whistle Blowing : Employees of a firm should also have direct access to
the chairman of the audit committee.
e Risk Management Policy: Audit committee along with board must identify risks impacting
the company’s business and document their process of risk identification,
risk minimization, and risk optimization.
SEBIl appointed Uday e Audit committee should scrutinize the end utilization of funds where
Kotak Committee, 2018 the total amount of loans/ advances/ investment from the holding company to the
subsidiary exceeds INR 100 crore or 10% of the subsidiary's asset size, whichever is lower.
e Number of meetings : Increased from four to five.
e The board needstodisclose toits shareholdersifit doesn’taccept the
recommendation of the audit committee.

Source : Compiled from corporate governance reports of various committees constituted over the years from
https://www.sebi.gov.in/reports-and-statistics/reports.html; Cl1 (1997), CII (2009), SEBI (1999), SEBI (2003), SEBI (2017).
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committees constituted under CII and SEBI and summarizes the recommendations specific to audit committee
composition and its role and responsibilities in India.

Several recommendations were accepted by SEBI leading to Clause 49 listing agreement and its amendments
over the years. The next section discusses the important SEBI regulations related to audit committee.

SEBI Clause 49:2001-2018

The expanding Indian economy and the desire of Indian firms to access global capital markets spurred corporate
governance reforms. In India, Section 292A of the Companies Act, 1956 stated the need to constitute an audit
committee for a public company. However, none of the companies had established an audit committee till the
first code of "Desirable Corporate Governance in India" was issued by CII on April 19, 1997. Further, to promote
strong corporate governance, SEBI convened the Kumar Mangalam Birla committee in 1999, which
recommended establishing an audit committee with minimum three members. Based on these recommendations,
SEBI amended the listing agreement and incorporated a new clause called as Clause 49 listing agreement. Clause
49 listing agreement (2001) mandates the firms to have an audit committee consisting of non-executive directors,
with at least three members, and two thirds must be independent. The developments in United States led SEBI to
setup the Narayana Murthy committee to review and improve the Clause 49 listing agreement (SEBI, 2003).

The revised Clause 49 listing agreement (SEBI, 2004) mandated that an audit committee must constitute at
least three members and two thirds of its members must be independent. All audit committee members must be
financially literate and at least one member must have accounting or related financial management expertise. The
revised Clause 49 dropped the requirement of non-executive directors.

Clause 49 (2004) (SEBI, 2004) mandated that the audit committee recommend the board regarding
appointment, dismissal of statutory/external auditors, and fixation of audit fees. They are also responsible for
approving the non-audit activities of the external auditors and fixing the non-audit fees. Clause 49 also mandates
that audit committee reviews the whistle-blower mechanism, monitor the utilization of proceeds of a public or
rights issue, and review the statement of significant RPTs submitted by management. The audit committee should
review the internal audit report related to internal control weaknesses and letters of internal control weaknesses
issued by the statutory auditors.

SEBI Clause 49 (2004) (SEBI, 2004) does not have a clear provision for separate meeting between the audit
committee and the auditors (internal and external auditors) to discuss matters in an open forum and obtain frank
opinions. The provision for private meeting provides an opportunity for the audit committee to ask specific
questions and allows the auditor to provide additional, candid, and confidential comments to the audit committee
(KPMG, 2016). The revised Clause 49 dropped the requirement of reviewing the going concern assumption by the
audit committee, which may result in material uncertainty about the firm's ability as a going concern.

The Satyam scandal triggered a series of corporate governance regulations including significant expansion of
the audit committee's roles and responsibilities. In addition to the responsibilities stipulated in SEBI Clause 49
(2004), Clause 49 (Amendment) 2010 entrusted the audit committee with the responsibility to approve the CFO
appointment. The audit committee needs to assess qualifications, experience, and background of the candidate in
order to ensure that the CFO has expertise to review and certify the financial statements (SEBI, 2010). Further,
SEBI Clause 49 (2010) imposes risk-oversight responsibilities on the audit committee.

The Companies Act (1956) was amended which led to enactment of Companies Act (2013) on August 30,
2013. SEBI reviewed Clause 49 listing agreement to align its provisions with the provisions of the Companies
Act (2013). SEBI continued all the provisions of the previous amendments, while adding new responsibilities.
The revised Clause 49 (2014) requires the audit committee to scrutinize the inter-corporate loans and investments
and empowers it to pre-approve or modify RPTs, bestowing the audit committee with the ultimate power to
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Table 2. Audit Committee — Evolution of Regulation Under SEBI Clause 49 Listing Agreement

Audit Committee Composition

Roles and Responsibilities

Feb 21,2000 e Members: Minimum three, all of them
should be non-executive directors. Majority of them

must be independent, and at least one director must

have financial and accounting knowledge.

® The chairman of the committee shall be anindependent director.

* Meeting : Atleast thrice ayear.

e Quorum : Two members or one third of the members of
audit committee, whichever is higher and minimum of two

independentdirectors.

Oct 29,2004 e Members : Minimum three and 2/3rd of them must be

independent. Allmembers must be financially literate.

¢ Expertise : Atleast one member must have accounting or
related financial management expertise.

e Meeting : Atleast four timesin ayearand not more than
four months should elapse between two meetings.

April 5,2010 -

April 17,2014 & -
Sep 15,2014

¢ Review financial statements with focus
on compliance of accounting standards,
going-concern assumption.

¢ Review financial statements for any changes
inaccounting policies and practices.
* Recommend the appointment and removal of

external auditor, fixation of auditand
non-audit fees.

® Review RPTs, company’s financial and risk
management policies and internal control
systemsarein place.

¢ Inquire about payment defaults to
theinvestors.

* Review the functioning of
whistle-blower mechanism.

e Review the chief internal auditor’s
appointment, removal, and remuneration policy.

e Audit committee must approve the
appointment of CFO.

® They must evaluate:
olnternalfinancial controls &
o Risk management systems.
* They must scrutinize inter-corporate
loans and investments.
¢ Firms must obtain audit committee’s
approval beforeindulginginto RPTs.
e Omnibus approval of RPTs subject to
specific conditions.

Source : Compiled from SEBI (2000), SEBI (2004), SEBI (2010), SEBI (2014a), SEBI (2014b).

approve such transactions (SEBI, 2014a, 2014b). Table 2 details the evolution of audit committee regulations
under SEBI Clause 49 listing agreement.

Data Analysis and Results

This study aims to investigate the audit committee composition in India in terms of size, independence, and
meeting frequency. Consistent with prior studies (Bhasin, 2012), we define size as the total number of members in
the audit committee ; independence as the proportion of independent directors in the audit committee ; and
meeting frequency as the number of times the audit committee meets each year. SEBI Clause 49 listing (2001)
agreement required all listed entities to follow the listing agreement by not later than March 31, 2003. Therefore,

Indian Journal of Finance * March 2021 13



‘uol3ealy10ads duapuadapul 993 WWO Jipne 3y} Sujjuasaldadl swdly jo uojziodoid ay3 S21eJIPUI %, PUE SWIS JO JDGUINU |B303 Y3 SIUdsaJtdal "ON ‘30N

€Ly 18TV €L0v VYO6E €CLE [BSE CTSE €evE vEEE 6STE  ¥L0E ¥96C S08C 8hvC €LTC LS9 azisajdwes
$10302.41Q Juapuadapul
¢0'cL 0€TL vveL v6'0L TETL TLTL 8STL 09TL T60L VEOL T6'89 TT99 TOV9 v¥'eE9 0C09 1985 jouonodoid
€0'6T 86'0C 06'TC T¥TIC SE€9C TT'6C L86C LTTE LETE O0OT'CE E€VCE TPCE 9T'CE 9V'SE [TEE TESE %
€8 868 768 9¢8 186 ¥¥O'T TSO'T 0L0'T 9¥0'T V¥IOT L66 196 06 898 €2/ €T ON  3udpuadapulAjng
¢1'/9 0TS99 [LT'€9 S¥'6S 9899 9¢€vS G8'TS €€0S 1Tv8y €997 LSWr ¢90F 649¢ P¥9'CE LSTE S8LCT %
GE6'C T6L'T LLS'T TTET LIT'T 0G6'T 9¢8'T 8TLT VI9T €LV'T O0LET +0T'T TEO'T 66L 989 €8T ON %66 01%/9
98'€T €8'E€T €8Vl €161 649T €S9T 6C'8T 0981 ¢C0C LTTC 00°€C 969¢ SOTE 06T 9T'SE €89 %
909 69 709 JAZA §29 €69 v9 S€9 ZA°) L9 L0L 664 T8 18L ¥9L <vc  'ON %L9 Uey1ssa
8T0C LTI0C 9T0C STOZ ¥I0C €T0C <CTOC TTOZ OTI0C 600C 800CZ LOOC 900C SO00C 00T €00C 99)lwwo) Hpny ul
(%) swuai4 3jdwes jo uoniodoid $1012241q Judpuadapu
(% pup siaquinp ainjosqy) asuapuadapuj 1aqWalA 3a11WWO0) UpnYy fo uoingriisig v aqeL
*uo11ed14199ds 9z1S 99111WW0I 1ipne ay3 Sulluasasdau swuly Jo uolodoud 8yl sa1edipul,%, pue swuly JO Jagquinu 8103 9yl syuasaudal ‘o ‘910N
€LEY T8V €L0V v06'€ €rL'e [8S'E TTS'E €ev'E PvEE'E 6ST'E  ¥L0'€ ¥96'T  S08‘CT  8W¥T €LTT LS9 azis ajdwes
LL'E TLE TLE I8€ 99t T9¢€ 79'€ 79'¢ 09°€ 79t S9’€ 67°€ 6v'¢t Ev'e  Tre e a8esany
18C 8¥'Cc 60°C L8C 0CCT ¥0¢C 6L'T 0°C 6T 1’ S0'¢C St'T 8L'T YT 90T €8'T % aJo0w
€t 90T S8 [4n" 8 €L €9 0L ¥9 L9 €9 1314 0S 9¢ €C [4? ‘ON 10/
LY 9TV LTV ¢0's  9v'e 9re 1€ LY'E 0€’e 68€ 96'C 09'¢ §8'C 0L'c  wre  wre %
90¢ 8LT VLT 96T 6¢T LTT €Tt 61T 01T €T 16 LL 08 99 €9 91 'ON 9
98'0T ¢v'0T €¥OT €LCT TOOT vI'6 8CTOT S86 ¥6'8 876 698 9L LL'8 T€L SO'8 ST'L %
VA% Iy 4% L6V €LE 8C¢ 79¢€ 8€¢€ 86¢C €6¢ L9C 9t¢C 9e 6LT SLT Ly 'ON S
¥0'6C¢ ST'8C €L'8C O01'8C 669¢ 1¢'LC €¥V'LT SS'SC SO'LC €T'ST VvI've Wwv'sc cv'ec 9€1c S¥'ic SELT %
042'T SOT'T OLT'T LG0T SOO'T 9.6 996 LL8 06 L6L (474 SL LS9 €¢S 99% 1T ‘'ON 14
¥8'1S SOvS €T'es S6'6v PI'SS ¥8SS 09'vS 96'eS TE'SS 6199 LT'8S 99°LS €€99 8L09 LP09 SL99 %
[9T°C VIET 89T°C 0S6'T €S0°C €00C €T6'T TC6'T w¥8'T SLLT 88LT 90LT 08S'T 88V'T WVIET CEv ‘'ON €
€0 SL0 STT €E'T 8T'C 1SC 0L'C ST'E 81’ 6C°€ 00¥ €€'g ¥8'9 LE9 €99 8Y'S %
[43 [43 1S 4] 18 06 S6 80T 91T 70T €T 89T 6T 9qT wr 9€ 'ON -1
8T0C LTOC 910¢ STOC V¥TOCZ €TOC <¢I0C TI0C OTOC 600C 800C LOOCZ 900C SO0C 1+00C €00¢C azis
swuJi4 ajdwes jo uojyodoud 99)WwWo) }pny

(% pup siaquinp a1njosqy) azis 3awiwo) pny Jo uoinqliisig "€ d|qeL

Indian Journal of Finance * March 2021

14



we collected the audit committee details for the firms from 2003. The data were collected from CMIE Prowess
database for the listed (BSE and NSE) companies from 2002—-03 to 2017-18. We used simple statistical tools such
as percentages and means to observe the audit committee composition changes.

Audit Committee Size

SEBI Clause 49 mandates that an audit committee must consist of minimum three directors. Table 3 indicates the
trend in terms of audit committee size. The average size of the audit committee was 3.77 (2017-18), with the
number of directors on audit committee ranging between 1 and 13. Overtime, we observe a considerable decrease
in the number of firms not adhering to the minimum requirement of three directors. We found that nearly 99.27%
(2017-18) of the firms had an audit committee with a minimum three directors. Majority of the firms (51.84%)
had constituted an audit committee with a minimum size of three according to SEBI regulation and 29.04% of the
firms had an additional director. Further, we can see that there has been a consistent increase in audit committee
with more than three members from 28.77% (2002 —03) to 47.43% (2017-18).

Audit Committee Independence

Clause 49 mandated that the audit committee must constitute of directors with two-thirds being independent.
Table 4 shows that the average proportion of independent directors on audit committee increased from
58.64% (2002-03) to 72.02% (2017-18). Compliance of Indian firms has increased over time and the proportion
of firms having less than 66% independent directors on audit committee dropped to 13.86% (2017-18). We
observed a steady decline of a fully independent audit committee from 35.31% (2002—03) to 19.03% (2017-18).
Further, the average proportion of independent directors stayed around 70% pre- and post-Satyam scandal. These
results are consistent with the findings of Narayanaswamy etal. (2015). We observed considerable decline in fully
independent audit committee from 26.35% (2013—14) to 21.41% (2014-15) after the SEBI Clause 49 redefined
the audit committee's role regarding RPTs. The revised SEBI Clause 49 mandated that firms need prior approval
of RPTs by the audit committee (Effective from October 1, 2014), which led to addition of executive members on
the audit committee.

Table 5 discusses the presence of executive directors and managing director (MD) within the audit committee.
The executive directors' presence on the audit committee increased from 21.46% (2002-03) to 49.39%
(2017-18). Further, the presence of managing director in audit committee increased from 4.11% (2002-03) to
11.71% (2017—-18). The decline of independent directors in audit committee highlights the deep discomfort in the
context of firms controlled directly or indirectly by promoters. We found that listed entities complied with the
mandatory requirements only as stipulated under the Clause 49 listing agreement since non-compliance would
resultin fine.

Frequency of Audit Committee Meetings

Prior research found that diligence is one of the important measures for ensuring audit committee effectiveness
(Collier & Zaman, 2005 ; Raghunandan & Rama, 2007). Audit committee meetings' frequency is a proxy for
diligence (Abbott et al., 2004 ; Raghunandan & Rama, 2007). Clause 49 requires the audit committee to meet at
least four times in a year with not more than four months gap between the two meetings. Table 6 shows that the
average audit committee meetings increased from 2.85 (2002 — 03) to 3.92 (2017-18). The proportion of firms
with less than four audit committee meetings steadily decreased from 61.34% (2003—04) to 18.11% (2017-18).
Even though there has been a steady improvement in the number of firms adhering to the SEBI mandate, we still

Indian Journal of Finance * March 2021 15



"uo131ed141939ds Su1193W 2211 WWOD Hpne ay3 Suljuasaldal swl jo uoiodoid Y3 S93eDIPUL,%, PUE SWLY JO JaqUINU |B10} 9y} S3Udsaldal "oN "a1oN

€LEY T8V €40V VO6'E €TL'c [8S'E TTS'E €ev'e vEE'E 6ST'E vLO'E ¥96°T S08CT 8vvT E€LTT LS9 azisajdwes
14 14 14 14 14 14 14 14 14 14 14 14 1% 14 € € SPON
6t €6'€ 68¢ 06€ 68¢ €6¢ [4oh74 86'¢ €0v 00Fv 06'¢c P¥8E €9€ TS¢E €€ 68T adesany
LY'C 69C €'z 68T 10T STC vT'e €T'C 9T'CT 08T S8T 661 €T 96T €EET WP %
80T STT 66 €Tt SL LL 6L €L [44 LS LS 6S 1517 14 6¢ 9T 'ON  8ueyialoN
6C'C v€'c v0OT 0OT'C 99T LT1 91 99'T 86T 89T 8T <l 8L'T SS'T 99'T 861 %
00T 00T €8 Z8 89 [4/ LS LS 99 €S 99 [4/ 0S 8¢ 9¢€ €T 'ON L
L9 o9 66'S 1I8S 6FE OFE 6C'Y ¢Ov 0TS €99 1TSS ¢8v vy 6S9°¢ vS'e vL'C %
6¢ VLT e Lee 0€T [44) 16T 8€1 0LT 8LT LST erT 911 88 LL 8T ‘ON 9
68'6T (V9T 6¥V'ST €9'ST 08VvT 8T'0C S6'TC V¥IVC 09'6C 8V'LC LT'VC TCVC 6C6T 6LF%1 €E€CT SO00T %
048 S0L T€9 019 TS veL €LL €8 /86 898 €vL 8TL Tvs 9¢€ 89¢ 99 'ON S
TG'0S €8'SS LP'9S P¥9'SS 9€'€9 9¥'8S €0°'SS 06CS 8v'vy S89F LTV 9€9y 1I8vP T6'Tyr TT'GE 9P'TC %
60C'C 06£C 00€CT TLT'T 6SEC L60C 8€6'T 9I8'T €8V'T O08Y'T €SV'T ©LET LST'T 920'T €9L 1340 'ON 14
[4%74 8L'C 0Cv ¥9¥ T6E O06€ 99°¢ 6TV OT'S /[8YV 6T'L 96L VvVeET 9T'T¢ LEOE €S9E %
081 61T TLT 18T vl ort 6CT i 0LT VST |x44 9€¢C LLE 819 099 ove ‘ON €1
66'€T 09'€T 8C'E€T 6C€T S80T €L0T ¢CTT /80T 8S'TT 89TT 6SCT €C€T T0ST €0'ST G9'ST 1I8WC %
719 8LS 145 619 ¥0vy 98¢ S6€ €€ 98¢ 69¢€ L8€ 76¢€ X474 89¢ ove €97 ‘ON 0
8T0C LTOZ 910C¢ STOZ ¥I0C €I0C <CTOZ TTOCZ OTOZ 600C 800C LOOCZ 900C S00C 0OOCT €00C
(%) swui4 ajdwes jo uonsodoid PI9H sSunasy jo ‘oN

(% pup siaquiny 33njosqy) sbuildaa 3a11WwWo) }pny fo uoingliisig *9 ajqeL

"991HWWOd HpNe uo gIAl pue g3 Y3m swiiy jo uoirodold 3yl Sa1ed1pul,%, PUB SWJlj JO JaqUINU |e30} Y3 syuasaldal "o ‘ajoN

€LE'Y 18T’V €L0'v vO6'c €rL'c [8S'€ Trs't €Ev'e vEE'E 6ST'E PLO'E v¥96'C S08'CT 8WPT €LTT LS9 azis a|dwes
TLTT SE€0T Sv'6 996 <¢96 8C'8 69L LT'L 699 809 €S 60S 90§ 6V 96¢€ TIv %
1§ 134% S8¢€ LLE  8SE L6¢C TLC Elg4 €ee 6T 9T 1ST [44" SOT 98 LT 'ON (%) QN Jo dduasald
6€'6Y V8LV 8E9Y 80'SY STy SV'6E S9LE LEVE 6CEE COTE ST6C SL9C 99'PC 80'TC ¢90C 9IVTC %
09T‘C 8¥0‘C 688'T 09LT €4ST SIV'T 9Z€T O0O8I'T OTT'T 086 668 €6L 689 919 vy Tyl  'ON  (%)Q3jo9dussald

810C¢ LTI0C 9T0¢ ST0C ¥I0C €T0C <CTOC TI0C OTOC 600C 800C LOOC 900C SO00C t00C €00C d9nIwwo)

(%) swui4 ajdwes jo uonpsodoud 1PNy u1s10323410

(% pup siaquiny a1njosqy) 3a131wwio) Upny ul (GiN) 1012341g buibpbupbiy pup (g3) s10123241g aA1INI3x3 fo uoilnqLisig *s d|qeL

Indian Journal of Finance * March 2021

16



see 13.99% of the firms did not even meet once a year. There has been a steady increase in firms having more than
four meetings from 17.20% (2002—-03) to 31.37% (2017-18), suggesting that firms hold meetings based on their
requirements and not just complying with the SEBI regulations.

Discussion and Policy Implications

Over the years, there has been a steady increase in audit committee size and meeting frequency. The Clause 49
listing requirement of four meetings generally coincides with the quarterly financial results of a firm. The agenda
of the audit committee meetings would be tied to discussions related to financial reporting and compliance.
However, the audit committee is also entrusted with oversight of risk management, which requires it to
communicate and coordinate with other committees. Hence, in our opinion, the audit committee should meet
more than four times a year. Further, we also observed that fully independent audit committees have reduced in
the last few years. We report an increased presence of promoter-controlled managers and managing directors on
audit committee.

Researchers showed that audit committees enhance financial reporting quality (Klein, 2002 ; Woidtke &
Yeh, 2013). Karamanou and Vafeas (2005) showed that insiders' presence in audit committees reduced the
financial reporting quality of firms. Pucheta - Martinez and De Fuentes (2007) showed that the size and percentage
of independent directors on audit committees reduced the likelihood of obtaining qualified audit reports. Woidtke
and Yeh (2013) showed that an independent audit committee enhanced earnings informativeness. Further,
audit committees with greater independence shielded the auditors from dismissal after issuing going concern
reports (Carcello & Neal, 2003). Therefore, an audit committee should be independent of the management
to ensure statutory auditor independence. Further, promoter-managers and executives in the audit committee
raise considerable doubt regarding the audit committee's independence.

Effectiveness of an audit committee in the Indian context is suspect with decreased independence and
the management's option not to accept the audit committee's recommendations. An audit committee that is
independent and competent will boost investor confidence (Levitt, 2000). Thus, in our opinion, the need for
strengthening audit committee independence becomes paramount for Indian firms.

Conclusion

This paper documents the evolution of the audit committee in India. The audit committee's role has evolved from
being a liaison between external auditors and management to a safeguard of auditor independence to overseeing
the financial reporting process, internal controls, and risk management. Recent corporate governance scandals
have forced the regulators in India to increase the audit committee's responsibilities (prior approval of inter-
corporate loans and investments, prior approval regarding RPTs).

Implications, Limitations of the Study, and Scope for Further Research

The findings indicate a significant increase in the audit committee size and meeting frequency and a steady decline
of fully independent audit committees. We find that the number of executives in audit committees and the
presence of MD on audit committees have risen over the years. We recommend strengthening of audit committee
independence. In this study, we do not examine the impact of audit committee effectiveness concerning its
oversight process. Hence, we recommend further research to understand the audit committee's effectiveness
concerning its responsibilities.
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Appendix

Appendix. Audit Committee : Composition & Responsibilities Across Countries

Jurisdiction Audit Committee Audit Committee Ratio of Risk Management Review of RPTs by
Establishment Chairindependence Independent Role of Audit Independent Directors /

Members Committee Audit Committee

United States Law/requirement of Independent 100% Law/requirement of Recommended
listing rule listing rule
United Kingdom Code Independent 100% Recommends that audit -
committees cover risk
management
Singapore Law Law >50% Requirement of listing rule Required
Japan Law - >50% - Recommended
Brazil Code and requirement Independent >50% Code -
of listingrule
Russia Law/Requirement of Independent >50% Requirement of Recommended
listing rule/Code listing rule/Code

India Law Independent 66% Law Required
China Law Independent >50% Code Required

Source : OECD Corporate Governance Factbook 2019.
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