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Internal Financial Controls

The new Companies Act, 2013, now requires
auditors to also opine on whether a company
has an adequate internal financial controls
(IFC) system in place and the operating
effectiveness of such controls. This is in
addition to the existing audit opinion on
financial statements. While this requirement
was originally applicable to financial
statements ending 31t March 2015,
considering the lack of guidance, this
applicability was deferred and is now effective
for the y*ear ending 31t March 2016. Due to
the deferral of this reporting requirement, the
Ministry of Corporate Affairs (MCA) retained
the reporting requirement relating to internal
controls in certain specific areas under the
Companies (Auditor’s Report) Order, 2016
(CARO).

Reporting on IFC is undoubtedly a paradigm
shift from the reporting required under CARO.
The ICAI has now reissued the long awaited
‘Guidance Note on Audit of Internal Financial
Controls over Financial Reporting’ (guidance
note), which provides detailed guidance on
this topic.
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Internal Financial Controls

(a) Companies Act, 2013: Section 134(5)(e)

(b) Companies

(c)

explains internal financial controls as the
policies and procedures adopted by the
Company for ensuring the orderly and
efficient conduct of its business , including
adherence to Company’s policies, the
safeguarding of its assets, the prevention
and detection of frauds and errors, the
accuracy and completeness of the
accounting records and the timely
preparation of reliable financial
information. Section 143(11) of 2013 Act
requires that the auditor’s report of
specified class of companies should
include a statement on prescribed matters.

Auditor’s Report Order
(CARO), 2016: Every report made by the
auditor under sec. 143 of the 2013 Act for
FY 2015-16 onwards would include CARO
2016. It would be applicable to every
company (except companies that are
excluded and consolidated financial
statements) w.e.f. 1%t April, 2015. It has
replaced CARO, 2015 and has introduced
new additional reporting requirements.

SA 315 of ICAl: The process designed,
implemented and maintained by those
charged with governance, management
and other personnel to provide reasonable
assurance about the achievement of an
entity’s objectives with regard to reliability
of financial reporting, effectiveness and
efficiency of operations, safeguarding of
assets, and compliance with applicable
laws and regulations.

The guidance note provides the necessary
criteria for maintaining effective IFC for
companies. It draws upon the ‘Internal
Control Components’” of Standard on
Auditing (SA) 315, ‘Identifying and Assessing
the Risks of Material Misstatement Through
Understanding the  Entity and its
Environment’, which includes the following
five required components:

e Control environment

e Entity’s risk assessment process

e Control activities

e Information system and communication

* Monitoring of controls

The guidance note explains that for auditor
reporting, the term ‘IFC’ is restricted within
the context of the audit of financial
statements and relates to internal control
over financial reporting only (ICFR). This is
also consistent with the practice adopted
internationally, e.g. Sarbanes-Oxley (SOX)
reporting in the US. This is a relief as it

removes  unnecessary  ambiguity by
excluding from the scope operational
controls, i.e. those facilitating the

effectiveness and efficiency of company’s
operations, and also differentiates ICFR from
enterprise risk management and risk
management policies which boards of
companies have to maintain.
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Internal Financial Controls

A process designed by, or under the
supervision of, the company’s principal
executive and principal financial officers, or
persons performing similar functions, and
effected by the company’s board of directors,
management, and other personnel, to provide
reasonable assurance regarding the reliability
of financial reporting and the preparation of
the financial statements for external purposes
in accordance with generally accepted
accounting principles. Thus a company’s IFCFR
includes policies and procedures that:

* pertain to the maintenance of records that,
in reasonable detail, accurately and fairly
reflect the transactions and dispositions of
the assets of the company;

* provide reasonable assurance that
transactions are recorded as necessary to
permit preparation of financial statements
in accordance with generally accepted
accounting principles, and that receipts and
expenditures of the company are being -
made only in accordance  with g RIEPR B 5
authorizations of management and (R
directors of the company; and

* provide reasonable assurance regarding
prevention or timely detection of
unauthorized acquisition, use, or
disposition of the company’s assets that
could have a material effect on the financial
statements.
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Internal Financial Controls

Financial Statements
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Internal Financial Controls

Board report: Rule 8(5) of Board report to state the details in All companies
Companies (Accounts) Rules respect of the adequacy of IFC with
reference to the financial statements

Directors’ Responsibility Board to confirm that IFCs are Listed companies
Statement: Sec. 134(5)(e) adequate and operating effectively

Code for IDs: Sec. 149(8) and IDs to satisfy themselves on the All companies having IDs
Schedule IV integrity of financial information and

that financial controls are robust and

defensible

Auditor’s report: Sec. 143(3)(i) Auditors to report if the company All companies
has adequate IFC systems and that

they are operating effectively (from

2015-16)

AC terms of reference: Sec. 177 Evaluation of IFC All companies having an AC

AC — Audit committee ; ID — Independent directors ; CFS — Consolidated financial statements
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Management

In case of LISTED companies, section
134(5)(e) of the Companies Act, 2013
requires Directors Responsibility Statement
to state that the Directors had laid down
internal financial controls and the same
were adequate and operating effectively.

In case of ALL companies, Rule 8(5)(viii) of
Companies (Accounts) Rules, 2014 requires
the Board of Directors’ Report to state the
details in respect of adequacy of internal
financial controls with reference to the
financial statements.

Clause 49 IX(C) of Equity Listing Agreement
requires CEQ’s of listed entities to certify
effectiveness of internal control systems
pertaining to financial reporting.

In all cases, it is the management
responsibility to establish Internal Control
over Business Operations.

Auditor

Section 143(3)(i) of the Companies Act, 2013
requires the auditors of ALL companies to
state in their report whether the company
has adequate internal financial control
system in place and the operating
effectiveness of such controls. The auditor
will have to modify its audit methodology to
obtain reasonable assurance on the
adequacy of internal financial controls over
financial reporting and its operating
effectiveness. It should be noted that when
forming the opinion on internal financial
controls, the auditor should test the same
during the financial year under audit and not
just as at the balance sheet date, though the
extent of testing at or near the balance
sheet date may be higher.

Internal Financial Controls

Independent Director

Schedule IV of the Companies Act, 2013
requires the Independent Directors of the
Company to satisfy themselves on the
integrity of financial information and
financial controls and also to ensure that
the systems of risk management are robust
and defensible.

Audit Committee

Section 177(4)(vii) requires Audit
Committee to evaluate internal financial
controls and risk management systems.
Also, section 177(5) gives power to the
Audit Committee to call for comments of
the auditors on internal control systems,
scope of audit, their observations on
internal control systems and financial
statements before submission of the same
to the board. They may also discuss any
related issues with the internal auditors and
the management of the Company.
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The guidance note clarifies that reporting
on ICFR by auditors will be applicable to
both listed and unlisted companies,
including small and one person
companies. This is in line with the
requirements of section 143(3)(i) of the
Companies Act, 2013. Furthermore, it
states that auditors will have to report on
ICFR in respect of both stand alone and
consolidated financial statements. In
respect of consolidated financial
statements, it will cover subsidiaries, joint
ventures (JVs) and associates of the group,
which are companies incorporated in
India, since the Companies Act applies to
such entities. It is relevant to note that the
ICAI has adopted a similar approach with
respect to reporting on various clauses in
CARO on the consolidated financial
statements. Accordingly, auditors of
foreign components of an Indian parent
are not required to report on ICFR.

Internal Financial Controls

The guidance note clarifies that auditors will
have to report whether a company has an
adequate ICFR system in place and whether
the same was operating effectively as at the
balance sheet date of 31 March 2016. In
practice, this will mean that when forming
its audit opinion on ICFR, the auditor will
surely test transactions during the financial
year ending 31 March 2016 and not just as
at the balance sheet date, though the extent
of testing at or near the balance sheet date
may be higher. If control issues or
deficiencies are identified during the interim
period and are remediated before the
balance sheet date, then the auditor may
still be able to express an unqualified
opinion on the ICFR. For example, if
deficiencies are discovered, the
management may have the opportunity to
correct and address these deficiencies by
implementing new controls before the
reporting date. However, sufficient time will
need to be allowed to evaluate and test
controls, which will again depend on the
nature of the control and how frequently it
operates. This will be a matter of
professional judgement.

This is particularly important for companies
for the current year ending 31 March 2016,
as it will be the first year when auditor
validation of ICFR will be required. In
addition, reporting on ICFR will not apply
to interim financial statements, such as
quarterly or half-yearly, unless such
reporting is required under any other law
or regulation.
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Internal Financial Controls

In May 2013 the Committee of Sponsoring Organizations of the Treadway Commission
(COSO) released an updated version of its Internal Control—Integrated Framework.
Originally issued in 1992, the COSO framework became the most widely accepted
internal control framework in the world and is used by most public companies when
reporting on the effectiveness of their internal control over financial reporting in
accordance with Section 404 of the Sarbanes-Oxley Act (SOX).

Component

Principle

Control Environment

* Demonstrates commitment to integrity and ethical
values

* Exercises oversight responsibility

* Establishes structure, authority and responsibility

* Demonstrates commitment to competence

* Enforces accountability

Risk Assessment

* Specifies suitable objectives

* |dentifies and analyzes risk

* Assesses fraud risk

* |dentifies and analyzes significant change

Control Activities

» Selects and develops control activities
* Selects and develops general controls over technology
* Deploys through policies and procedures

Information &
Communication

* Uses relevant information
* Communicates internally
* Communicates externally

Monitoring Activities

* Conducts ongoing and/or separate evaluations
* Evaluates and communicates deficiencies
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Internal Financial Controls

Accuracy and
completeness of
accounting records

Timely preparation
of reliable financial
information

Prevention and
detection of frauds
and errors

As per 2013 Act,
Internal Financial
Control means:

Policies and procedures
adopted by the company
for ensuring orderly and

efficient conduct of its

business

Safeguarding
of assets

The Internal Financial Controls in Companies Act, 2013 goes beyond Internal Financial
Control over Financial Reporting (IFCFR).

The resultant IFC framework

combination of internal controls on financial reporting and other controls in order to
align with the definition of IFC in the new Act.

adopted by the company will have to address
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Both corporates and auditors in India will
need to come to terms with the concept of a
combined or an integrated audit, which
includes an audit of ICFR over financial
reporting and financial statements. The
guidance note acknowledges that while the
objectives of the audit of ICFR and audit of
financial statements are not identical, the
auditor now needs to plan and perform work
in such a way that it achieves the objectives
of both the audits in an integrated manner. In
such an audit, the auditor is required to plan
and conduct the audit to fulfill the following:

e Obtain sufficient evidence to support the
auditor’s opinion on the ICFR as of the year
end

e Obtain sufficient evidence to support the
auditor’s control risk assessments for the
purposes of the audit of the financial
statements

It is relevant to note that any system of
internal controls provides only a reasonable
assurance on the achievement of the
objectives for which it has been established.
The guidance note also permits auditors to
use the concept of materiality in determining
the extent of testing such controls.

Standards on Auditing issued by the ICAl,
which now also need to be complied with
under the Companies Act, 2013, do not fully
address the auditing requirements for
reporting on the system of ICFR. The
guidance note suggests that the relevant
portions of the Standards on Auditing will
need to be considered by the auditor when
performing an audit of ICFR (e.g. the
requirements of SA 230, ‘Audit

Internal Financial Controls

Documentation’, when documenting the
work performed on ICFR; of SA 315, when
understating internal controls).

The guidance note essentially provides
supplementary procedures that will need to
be considered by the auditor for planning,
performing and reporting an audit of ICFR.

As per the guidance note, auditors will have
to issue a qualified or an adverse opinion on
ICFR if ‘material weaknesses’ in the
company’s ICFR are identified as part of their
audit. Material weakness is a deficiency, or a
combination of deficiencies, in ICFR over
financial reporting, such that there is a
reasonable possibility that a material
misstatement of the company’s annual or
interim financial statements will not be
prevented or detected on a timely basis. A
material weakness in ICFR may exist even
when the financial statements are not
materially misstated. The guidance note also
specifies indicators of material weaknesses,
such as the following:

¢ |dentification of fraud, whether or not
material, on the part of senior management

® Errors observed in previously issued
financial statements in the current financial
year

e |dentification by the auditor of a material
misstatement of financial statements that
would not have been detected by the
company’s IFC over financial reporting

e Ineffective oversight of the company’s
external financial reporting and internal
financial controls over financial reporting by
the company’s audit committee

12
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Internal Financial Controls

An adverse opinion will be issued if such
matters are pervasive to the financial
statements—i.e. they impact various elements,
accounts, or items of the financial statements,
or a substantial portion of the financial
statements. Additionally, significant control
deficiencies will have to be reported to the
audit committee.

The guidance note is a fairly comprehensive
document covering over 200 pages, with
detailed guidance in several areas related to
ICFR, such as the internal control components,
entity-level controls, information technology
controls, understanding and documentation of
process flows, including flow charts, use of
service organizations and sampling. Both the
management and auditors will have to quickly
familiarize themselves with and decipher the
details of this guidance note in order to gear up
for the year-end reporting on IFC.
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Focus Areas
The introduction of IFC has helped
companies enhance their internal control
environment. For the IFC framework to be
sustainable, each stakeholder is expected
to play an important role during its
implementation. Some of the key focus
areas in the coming years for companies
and internal auditors are:

Companies:

* The first year of IFC implementation
might witness documentation and
testing of policies, procedures and
controls. However, business operations
are likely to evolve continuously and
there may be changes in the policies and
processes, with the management having
to ensure that the same are reflected in
the IFC documentation. An effective
change management process needs to
be defined and implemented. Further,
adequate training is required to be
imparted to process owners on

change

documentation and
management.

Internal Financial Controls

Internal Auditors:

* The Test of Operating Effectiveness (TOE)
requires the audit of transactions with
respect to the internal controls defined in
the IFC framework. The internal audit plan
may be defined considering the TOE
requirements and processes may be taken
up for review accordingly. While the
responsibility of maintaining the internal
controls is that of the management.

* Having clear directions on how the
deficiencies highlighted could be treated
as a part of the IFC programme, might
only help stimulate this exercise across
India and help companies sustain their IFC
compliance initiative.

IFC implementation is a journey and Indian
companies over the next few years should
focus on adopting the right approach to reap
the potential benefits for their stakeholders
as well as for themselves.
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