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Forensic Audits: When full disclosure 
is not better transparency 
With no guardrails around the mandatory disclosure on forensic audits, the 
regulation will defeat its own purpose of improving transparency for market 
participants: it will increase stock price volatility, create opportunities for price 
manipulation, and add noise to the market. SEBI needs to define the contours 
of its disclosure requirements, else boards will become reticent in instituting 
forensic audits, which is detrimental to the long-term interests of capital 
markets.  
 

 

Source: magnoliabox.com 

SEBI’s decision to amend the SEBI (Listing Obligations and Disclosure Requirements) 
Regulation 2020 (SEBI LODR) to compel disclosure on forensic audit (Exhibit 1) 
surprised both companies and investors. The regulation requires companies to 
disclose, on the stock exchanges, forensic audits at the time of initiation, and file the 
forensic audit report along with management comments. This regulation raises more 
questions than it answers. 
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Exhibit 1: SEBI (Listing Obligations and Disclosure Requirements) (Third 
Amendment) Regulations 2020  
III. In Schedule III,-  

a. in Part A, under the Clause A, after the existing sub-clause 16, the following new 
sub-clause shall be inserted, namely,-  

 
“17. Initiation of Forensic audit: In case of initiation of forensic audit, (by whatever 
name called), the following disclosures shall be made to the stock exchanges by 
listed entities:  
a) The fact of initiation of forensic audit along-with name of entity initiating the 

audit and reasons for the same, if available;  
b) Final forensic audit report (other than for forensic audit initiated by regulatory / 

enforcement agencies) on receipt by the listed entity along with comments of 
the management, if any.” 

 

Forensic audit has not been defined by SEBI – nor is it defined in any other Indian 
legislation: it is a common parlance term and is generally understood. Such audits are 
not always fault-finding missions – these may be conducted to simply strengthen the 
systems and prepare for contingencies. Banks, for example, routinely test their 
controls. On the lending side, banks may run investigations to assess that the funds are 
indeed used for the stated borrowing purpose. 
  
The Institute of Chartered Accountants (ICAI), in its August 2020 exposure draft on 
Standard on Forensic Accounting and Investigation (FAIS draft) defines the word 
‘forensic accounting’ as “the use of professional accounting skills in matters involving 
the possibility of a fraud, in order to collect relevant evidence and facts which could 
help support an expert view for potential or actual civil or criminal litigation.” The FAIS 
draft defines ‘Investigation’ as “the systematic and critical examination of facts, records 
and documents for a specific purpose.’ 
 
If ICAI’s definition of forensic investigation is used, one could conclude that the 
disclosure is required only if a fraud is being investigated or the audit is being 
conducted to be used for litigation. But it is unclear if that is the limited intent of SEBI’s 
regulation.   
  

https://resource.cdn.icai.org/60953daab49616-framework.pdf
https://resource.cdn.icai.org/60953daab49616-framework.pdf
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Exhibit 2: ICAI’s explanation of key terms used in the Forensic Accounting and 
Investigation Standard: 
3.2.1 Forensic Accounting: The overriding objective of Forensic Accounting is to gather facts 
and evidence, especially in the area of financial transactions and operational arrangements, 
to help the professional form an independent expert view (but not to express a professional 
opinion) and support a legal case in the court of law. 
  
3.2.2 Litigation: Litigation is a process of handling or settling a dispute in a court of law or 
before a regulatory body. Litigation would include alternative dispute resolution mechanisms.  
 
3.2.3 Investigation: A critical examination of evidences, documents, facts and witness 
statements with respect to an alleged legal, ethical or contractual violation. The examination 
would involve collection, documentation, evaluation to portray the facts of the alleged 
violation with an expectation that the matter might be brought to a court of law or a 
regulatory body.  
 
3.2.4 Fraud: Fraud is any intentional or deliberate act to deprive another of property or money 
through deception or other unfair means. As per prevailing legal provisions in India, one does 
not need to demonstrate whether or not there is any wrongful gain or wrongful loss for the 
fraud to occur. 

 
The requirement for disclosure related to forensic audit or “by whatever name called” 
allows a wide scope for the definition. This width in definition may have been inserted 
to stop companies from circumventing the disclosure by renaming the investigation. 
Even so, it is unclear who will define if the investigation being undertaken is ‘forensic’ 
in nature. Forensic auditors are unlikely to take on that responsibility and companies 
will resist to the extent possible to avoid premature disclosure of an investigation. In 
leaving such wide room in the definition, SEBI has burdened itself with deciding 
whether an audit is forensic or not, opening a flank for litigation. 

The regulation, in its current form, has damaging implications for capital markets – 
both in the long-term and the short-term. 

The creation of a false market and potential ‘weaponization’ by short sellers 
Investors are likely to make Type I and Type II errors. Announcing the initiation of a 
forensic audit report may cause undue panic for investors, which may result in an 
almost fear-based lowering of the stock price. The forensic audit process will take its 
own course, and if there is no material outcome of the report, the bounce back of stock 
price will be delayed. Compelled by the new regulations, as companies disclose all sorts 
of special audits (material or otherwise), over time investors may begin to smell smoke 
without there being any fire. On the other hand, material information may get lost in 
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the information overload and investors may indeed miss a real fire. To this extent, 
unfiltered information regarding forensic audits can only increase stock volatility.   
 
Short-sellers can weaponize the disclosure requirements – they can either use the 
whistle blower mechanism to compel a forensic audit which will likely need to be 
disclosed, or use the existing disclosures to create a mountain out of a molehill.  Public 
opinion can be swayed, causing reputation damage that may result in lowering of the 
stock price and distraction for the company’s board and its management. Infosys 
stands testimony to that. In a series of much-ado-about-nothing events, Infosys 
Limited’s board and management spent considerable amount of time publicly battling 
the stature of one of its founders, which eventually led to the resignation of the 
company’s Managing Director, Vishal Sikka.  

Promoters can take advantage of this opportunity too – depress the stock price by 
announcing a damaging forensic audit, then bring in equity to infuse confidence, thus 
shoring up their stake at cheaper prices. Promoters have already been taking 
advantage of the lower stock price: Vedanta Limited proposed to delist setting the floor 
price at its 52-week low, Deepak Fertilizers & Petrochemicals Corporation Limited’s 
promoters let previously issued warrants lapse in favour of a possible rights issue at a 
third of the warrants’ issue price, and Texamco Rail & Engineering Limited’s promoters 
withdrew a rights issue in favour of a preferential allotment at  almost half the price. 
The disclosures on forensic audit increases the prospects for promoters’ opportunistic 
behaviour. 

The forensic audit process will be compromised 
Forensic audits are usually conducted in stealth mode, or under the guise of another 
investigation. Announcing the audit at the time of its initiation is forewarning the entire 
system – and in cases of frauds, the perpetrators. With Gautam Thapar as the 
Chairperson of the board, how successful would CG Power and Industrial Solutions 
Limited’s Operations Committee have been in unearthing the financial irregularities, if 
it had announced the investigation upfront? 
 
Forensic audit reports contain confidential and sensitive information – companies will 
be exposing employees and the company’s secrets by divulging this information. 
Supporters of the forensic audit may lose the romance of becoming the next Deep 
Throat (or Karamchand). People named in the report will be considered guilty of 
wrongdoing without due process, their personal information will become public, as will 
sensitive company information. For example, if a bank ran an internal investigation to 
sniff out possibly errant branch managers, their personal details and details of 
transactions that passed through those branches will become public disclosure. If there 

https://www.iiasadvisory.com/single-post/2017/08/18/infosys-war-and-peace
https://www.iiasadvisory.com/single-post/2017/08/18/infosys-war-and-peace
https://www.iiasadvisory.com/single-post/2020/05/15/vedanta-s-delisting-yet-another-replay
https://www.iiasadvisory.com/single-post/2020/05/25/Deepak-Fertilisers-Preying-on-the-market-price
https://www.iiasadvisory.com/single-post/2020/05/25/Deepak-Fertilisers-Preying-on-the-market-price
https://www.iiasadrian.com/app/meetings/c1524e88-cd38-47fa-8521-b34d11bacb94/iias-recommendation
https://www.iiasadrian.com/app/meetings/c1524e88-cd38-47fa-8521-b34d11bacb94/iias-recommendation
https://www.iiasadvisory.com/single-post/2019/08/27/rescuing-cg-power-lessons-from-fortis-playbook
https://www.iiasadvisory.com/single-post/2019/08/27/rescuing-cg-power-lessons-from-fortis-playbook


 Institutional  

EYE 
 
 

27 November 2020                                            iiasadvisory.com                                                             5 
 

was an investigation on leakage of sensitive information, then the nature of the 
information would be carried in the forensic audit report – putting this on the stock 
exchange would become a bigger data breach.  

The disclosure requirements increase litigation risk for companies 
Disclosure of the forensic audit report opens the company to both class-action suits 
and nuisance suits. Until now, companies put out a summary of findings of forensic 
investigations on the stock exchange – this allowed the companies to keep the audit 
report confidential. Doing so allowed action to be taken against errant employees, but 
protected companies from third-party lawsuits based on the findings of the forensic 
audit, a rationale that appears to be borne out by ICICI Bank’s decision on disclosing 
the Justice Srikrishna report. 

Once the entire forensic audit report is filed with the stock exchanges, the document 
loses confidentiality and privilege. As a result, the company and its board can be sued 
by stakeholders for the findings of the forensic audit report, even though the audit 
was instituted by the board to find and fix a problem. 
 
Boards and managements may refrain from instituting forensic audits 
Forensic audits are routinely undertaken by managements themselves to test for the 
integrity of their systems – this may be a function of internal information or a regular 
system check. If the company is expected to disclose the initiation of the audit and the 
entire audit report (once the audit is completed), the boards are likely to pre-empt the 
outcome and debate intensely before instituting the audit. This is sub-optimal: 
companies becoming circumspect in implementing self-checks cannot be in the long-
term interest of markets.  
 
The board’s reticence in instituting these audits may also impact whistle-blower 
complaints. After the episodes at Infosys, Sun Pharma, and ICICI Bank, boards tend to 
play safe by instituting inquiries (internal or even independent investigations) when 
they receive a complaint. Instituting an external investigation for whistle-blower 
complaints is a requirement in global markets (which companies issuing ADRs and 
GDRs will likely have to follow). Undertaking such investigations gives boards an 
independent view on the degree and nature of the suggested problem, and possibly 
provide them some cover in case of any subsequent class action lawsuits.  

A month has passed since the regulation has come into effect and there are no 
disclosures on initiation of forensic audits, save one audit ordered by RBI at Srei 
Infrastructure Finance Limited. If well-governed companies with strong boards are to 
continue to do what they do, they are likely spending a considerable amount of time 
with lawyers drafting engagement letters for forensic auditors to undertake ‘not-

https://www.business-standard.com/article/companies/pmla-clean-chit-to-chanda-kochhar-may-help-videocon-debt-recast-plan-dhoot-120111601106_1.html
https://www.business-standard.com/article/companies/pmla-clean-chit-to-chanda-kochhar-may-help-videocon-debt-recast-plan-dhoot-120111601106_1.html
https://www.bseindia.com/xml-data/corpfiling/AttachHis/7e5c7265-5f0d-4ef1-ae20-155a3e1ddd97.pdf
https://www.bseindia.com/xml-data/corpfiling/AttachHis/7e5c7265-5f0d-4ef1-ae20-155a3e1ddd97.pdf
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forensic audits’ or formulating the narrowest definition of forensic audit, to avoid 
disclosure upon initiation. This is a waste of time and energy, more so when boards, in 
wanting to institute forensic audits, are doing the right thing.  

The way forward 
1. SEBI needs to revisit the disclosure requirements on initiation of the forensic audit, 

since it will compromise the forensic audit process. 
2. SEBI needs to define the term ‘forensic audit (by whatever name called)’. The 

disclosures should apply only to those audits that are material to investors’ decision 
making, which by itself will bring in materiality thresholds. Non-financial audits – for 
example those related to code of conduct violations, or POSH1 complaints against 
middle managers – should be left out of the disclosure requirements.  

3. Companies should be allowed to redact confidential and sensitive information from 
the forensic audit report before filing these with the stock exchanges. Alternatively, 
SEBI needs to allow boards to file only the summary of findings. 

The intent of the regulation is right – there needs to be disclosures around forensic 
audits. But the current regulations open the market to higher stock price volatility and 
increases the risks for boards and companies. In the longer run, boards will likely 
hesitate before instituting a forensic audit. Both these issues are not in the interest of 
developing India’s capital markets. SEBI needs to publish contours of the disclosure 
requirements, to reduce chaos and enable better transparency.  

 

 

 
An abridged version of this article written by Hetal Dalal was published on 
BloombergQuint; the article can be accessed here: 
https://www.bloombergquint.com/bq-blue-exclusive/forensic-audits-when-full-
disclosure-is-not-better-transparency  

 

 

 

 
1 Prevention of sexual harassment in the workplace 

https://www.bloombergquint.com/bq-blue-exclusive/forensic-audits-when-full-disclosure-is-not-better-transparency
https://www.bloombergquint.com/bq-blue-exclusive/forensic-audits-when-full-disclosure-is-not-better-transparency
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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 
and/or construed as legal opinion/advice. 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. No copyright infringement is intended in the preparation of this document. 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. 
 
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 800 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.  
 
This article is a commentary on general trends and developments in the securities market. 
 
  

https://www.iiasadvisory.com/iias-coverage-list
http://www.iiasadrian.com/
http://www.iiascompayre.com/
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About IiAS 
Institutional Investor Advisory Services India Limited (IiAS) is an advisory firm, 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 
for about 800 companies that account for over 95% of market capitalization.  
 
IiAS provides bespoke research, valuation advisory services and assists institutions in their 
engagement with company managements and their boards.  

 
IiAS has equity participation by Aditya Birla Sunlife AMC, Axis Bank, Fitch Group Inc., HDFC, ICICI 
Prudential Life Insurance, Kotak Mahindra Bank, RBL Bank Limited, Tata Investment 
Corporation, UTI Asset Management Company Limited and Yes Bank.  

IiAS is a SEBI registered research entity (proxy advisor registration number: INH000000024). 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 


