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Audit Under Companies Act, 1956

Who Can be Appointed as CO. AUDITOR

“Sec. 226 is principal section

describes

the qualifications an

disqualifications of a person to be appointed as auditor of a company.”

d

1. Qualifications of an auditor

r Section 226 (1) & (2) ’

The Holder of
Certificate Granted
under the law in the
force

Charterd Accountant
within the meaning
of CA, Act 1949

Firm whoes all

partners are
practicing in India

2. Disqgualificztion o1 an Auditor

Introduction

The shareholders of the company are the real
owners of the Company. They invest their money
in the company. However the management of the
company lies in the hands of the_directors.
Generally the shareholders do no . e the
skills required to wunderstand the t. ancial
statements. Thus audit of accour  of ~7in; 1. has
been made compulsory . ordei .o protu:t the
interest of the sharel’vlde :. Aud.  of accounts
ensures that the str*ements o. »ccount are properly
drawn up and | ey »disclose \all the requisite
informatior”.  :dit r r i also ensure that the
compar . has 1t | olated any of the provisions
containe . in’ e ¢ mpanies Act, 1956. Although
complianc . with tne relevant provisions of the
companies . ct, 1956 is the responsibility of the
directors and officers of the company, nevertheless
the auditor must make a report to the

shareholders where non comnliance results in

Section 226 (3)

Disqualification

A partner or employee

3. | of persons in point no.

2.

\ J
S Disqualification Reason
1. | A Body corporate. Its limited liability.
2 An officer or employee | Questionable
" | of the company. Independency.
Financial or Personal
relationships  with  the

officer and employees of
the company are
prohibited, in order to
promote independence of
the Company Auditor.

Holdong
security of
the
Copmany

Body
Corporate

Officer or
Employee

| Indentness

of exceeding

4 given

Indebted to the
company for an amount
¥ 1000/- or who has
guarantee or
provided any security
on behalf of third
person to the company
for an amount ¥ 1000/-.

Indebtness jeopardize
independence or because
to ensure that auditor is
not under any financial
obligation to the company
or he is having financial
freedom.

31000/~

Partner or
employee of
such Officer or
Employee )

Holding any security of
the company.

Vested
jeopardizes
independence or it is also
an aim to curb possible
Insider Trading on the
part of the auditor of the
Company.

interest
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Audit Under Companies Act, 1956

' . * A personDisqualified as per the provision of 226(3) in any company as a auditor.
Section 226(4) *Than such a person can't be appointed as a auditor in its subsidiary or holding as a case may be.

) *If any disqualification mentioned in section 226(3,4) is attracted after appointment.
Section 226 (5) *Than there shall be a vacancy in the office of auditor from that date.

1. For the purpose of 226 (3) (b) above-

>

b)

According to council general guidelines 2008, issued by council of ICAI under Chartered Accountants Act 1949.
"A Member will be found guilty of professional misconduct if he expresses opinion on financial statement of an
entity in which his relative has substantial interest.(To be discussed in the CODE OF ETHICS).

& Section 314 - A C.A. is not disqualified if his Relative or his employee works as a Director, Secrc a. = or any
other person. But the permission of CG is must and a Special Resolution is reqd.(Eor def il i fer-_om, 1. « Law
module and section 314 of Co’s Act”).

Clarification of the Department of Company Affairs the legal position is as follo:wvs:

“Where the chartered accountant is employed whole-time, he is an emplor== of ‘he + mpany. In other cases,

generally speaking there would appear to be only a contract for' servic a d not a contract of service
between the company and chartered accountant, In Dhrangadhra C. >r<cu..\ lorks v. State of Saurashtra
(1957 S.CA, p. 216) the Supreme Court has laid down that the prima facie t. t for determination of the relationship
between master and servant is the existence of the right in.ie master to supervise and control the work done by the
servant not only in matter of directing that work the scrva * is to do, but also the manner in which he shall do his
work, or to borrow the words of Lord Uthwatt. the proper t st is whether or not the hirer had authority to

control the manner of execution of the act i ¢ restion.

Applying this test in any case, where he 2. °r.d accountant is consulted only professionally on income tax

matters by a company, he canno? be said to « » an officer or employee of the company.

c) “A Chartered Accountint’s mu in t siness is to render professional service for reward like a lawyer or a doctor.

Where such service is rencorec protessionally and not as an officer or employee of the company, a chartered
accountant is not disqualified uniuer Section 226(3) (b) of the Companies act, 1956".

2. For the purpose of 226 (3) (d) above-

Ir. lebtness; more than Rs.1000 has a stringent interpretation, Even if auditor purchases goods worth more than
% - 000 fror . 'the company in which he is auditor on credit, irrespective of the fact that the company is normally
allov. = credit to other customers, Auditor will be disqualified on such occasion of credit purchases.

On the other hand if the auditor is receiving on progressive basis from the company, although the audit is not
over he will not be treated indebted. (Also Refer Guidance Note Issued by ICAI)

SOME ISSUSES

Query 1. Whether a partner is disqualified from appointment as auditor when the firm of which he is a

partner is indebted to the company in excess of the limit prescribed and whether the firm is
disqualified from appointment as auditor when a partner of the firm is indebted in excess of the
prescribed limit ?

Response: In both cases disqualification will apply because when a firm is appointed as an auditor, each partner

is deemed to be so appointed and when a firm is indebted each partner is deemed to be
indebted.

Query 2. Can an internal auditor be appointed as statutory auditor?

Response: A statutory auditor of a company cannot be its internal auditor because of the following reasons:-

CA VINIT RATHI Page 4
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Audit Under Companies Act, 1956

(&) The statutory auditor is appointed by the company in accordance with the provisions of section
224, and the auditor is required to perform the duties enjoined on him under section 227 and
rules/orders issued there under.

(b) The internal auditor is appointed by the management and hence is in the position of an employee.
Being an officer or employee of the company is a disqualification for auditor under sub-section (3)
(b) of section 226.

The auditor is also required to report whether there is adequate internal control procedure commensurate
with the size of the company and the nature of its business. If statutory auditor of the company is also the
internal auditor, it will not be possible for him to give an independent and objective report under section 227.

Circular No. 29/76[1/l/76-CL-V], dated27/8/1976as corrected by Circular No. 5/77[1/1/76-CL-V], dated 8/4/1977

Query 3.

Can statutory auditor accept the assignment of writing books of accounts of the same company in which
he is auditor?

Response: As per council's view such person can’t be auditor of that company.

Query 4. There may also be situations in which, though the appointment is made in # ¢ indi “aual na 1e of a
partner, the work is in fact carried out by the firm and the fees are credited o the accoun: of the firm?

Response: In such situations, the firm will be deemed to be acting as auditor arn .the dic ualification will be
attracted in the case of indebtedness either of firm or a partner

Query 5.  Cana Cost auditor be appointed as statutory Auditor of the Co. Lany:

Response:  As per Council General Guidelines - 2008, Chap*'. no. 111, Cost A .ditor can’t be appointed as Statutory
Auditor of the Company. In fact even the er plc ree of Cost Auditor who is Chartered Accountant can’t
be appointment as Statutory Auditor of the Compa v u/s 224.

Query 6. Can an Ex - Director of a company b. a, »ointed as a Statutory Auditor of the Company?

Response: As per Company Act, 1956 there ‘s no 25 siciion on such appointed but one must also take care of Code of
Ethics - 2009, Part - I “.e. IFAC N ~rms - Thread of Self Review).

Query 7.  Can a Charte:’ d Accc mta. * or Firm of Chartered Accountants take an appointment in a Company as a
Statutory Auditc of the Company where Mr. A (Manager of the Company) who is father of Mr. D
who is Audit assistant/Article Assistant of the Firm ?

Response: A pcCompany Act, 1956 there is no restriction on such appointed but one must also take care of Code of
I ks - 2209, Part - I (i.e. IFAC Norms - Thread of Familiarity).

Quer, 8. C ria Chartered Accountant or Firm of Chartered Accountants take an appointment in a Company as a
Statutory Auditor of the Company where such Chartered Accountant or Firm was representing the
Company in some Litigation or Dispute related matters against Third Party?

Response:  As per Company Act, 1956 there is no restriction on such appointed but one must also take care of Code of
Ethics - 2009, Part - I (i.e. IFAC Norms - Thread of Advocacy).

Query 9.  Can a Chartered Accountant or Firm of Chartered Accountants take an appointment in a Company as a
Statutory Auditor of the Company where Mr. A (Director of the Company) who is Ex - Partner of the
Firm?

Response: As per Company Act, 1956 there is no restriction on such appointed but one must also take care of Code of
Ethics - 2009, Part - I (i.e. IFAC Norms - Thread of Familiarity).

Query 10. Can a Chartered Accountant or Firm of Chartered Accountants take an appointment in a Company as a
Statutory Auditor of the Company where such Chartered Accountant or Firm has given Loan to
Company/Directors/Officers of the Company?
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Audit Under Companies Act, 1956

Response: As per Company Act, 1956 there is no restriction on such appointed but one must also take care of Code of
Ethics - 2009, Part - I (i.e. IFAC Norms - Thread of Self Interest).

Ceiling Limit section 224 (1A)/(1B)/(1C)

Despite a person not holding any disqualification and holding all qualification mentioned in section 226, if already having
specified no of audits or more than specified no of audits he cannot be appointed as auditor of the company. This
additional disqualification is wide sec. 224(1B) and Chartered Accountants regulation act, 1949

Section 224 (1B)

Introduces a ceiling on the number of companies of which a firm or a person could be the auditor. Acc: a. gly, No
company or its Board of Directors shall appoint or reappoint any person or firm as its auditor if e%.ch" . ps/ison ' ‘rm s,
at the time of appointment or _reappointment, holding appointment as an auditor<_. al to « = more (tan the
"specific number" of company as a post of auditor. Here "specified number" means

»

Specified numbers as sectiox2 24 (¥B)
. £

~q

l Co's with paid up capital > 25
lacs (Big Co's) maximun 10
audits

Balance (10 audits) audit Co's
paid up <25Lacs (i.e Small Co's)

20 Audits

/.

Po sits io be remember while calculating limit u/s 224(1B)

1.  the cas :'of a firm of Chartered Accountants having two or more partners, the specified number shall be counted
pe: = wmer of the firm.

For example if there are three partners, the firm can hold the audit of 3 X 20 = 60 companies of which not more
than 30 companies shall have a paid-up capital of Rs. 25 lakhs or more.

2. When one person is a partner in more than one firms, or partner in a firm and also practicing individually, he is
allowed to have same 20 audit assignments. In this case he has a choice to divide these 20 assignments into firms,
or individually at his will. (please also refer “Explanation of Chapter VIII of Council General Guidelines,
2008 No. 1-CA(7)02/2008 dated 8" August 2008”)

3. While counting the "specified number", the audit of a branch cannot be included as a branch cannot be equated to
a full company.

4. Companies limited by guarantee not having share capital are not to be taken into account while computing the
specified number.

5. In case of joint audit, each of the joint auditors should consider a unit at his part for the purpose of calculating the
ceiling of audits.

6. Most important to note that after amendment under companies act w.e.f. 13.12.2000 Private companies will also
be excluded from the specified limit.

7. The number of partners of a firm on the date of acceptance of audit assignment shall be taken into account.

CA VINIT RATHI Page 6
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Audit Under Companies Act, 1956

8. A Chartered accountant in full time employment elsewhere shall not be taken into account (Part — Time COP).

9. The Audit of Head Office and Branch Offices of a company by one Chartered Accountant or Firm of such
Chartered Accountants in Practice shall be regarded as ONE Audit Assignment.

10. The audit of One or More Branches of the same company by one Chartered Accountant in Practice or Firm of
such Chartered Accountants in Practice in which he is partner shall be constructed as ONE Audit Assignment
ONLY.

Audit not to be excluded

v" Audit of Government company
v" Audit of Sec. 25 Company
v" Audit of Guarantee company limited by share

Query 11. Whether an auditor can conduct as many audits as he can of Private companies as ti'»y are out of
sec.224 (1B)?
Response: - The Companies (Amendment) Act, 2000 has also amended Section 224(1B)-.ea: Y0 .vith * 21.1g on

company audits. Pursuant to this amendment, the private companies will b=« ‘cludec. vhile computing
the ceiling limit of 20 companies, as the case may be. Consequently, the auc or can  ccept audit of
any number of private companies subject to the overall limits laid d¢ ~. by guia 'ines of the Institute.
The guidelines finalised by the Council are reproduced below:

“Chapter VIII of Council General Guidelines, 2008 No. 1-CA(7)02/2008< .ated & h . ugust 2008: In exercise of the
powers conferred by clause (ii) of Part II of the Second Schedule to the Chart. es"Acat rtants Act, 1949, the Council of
the Institute of Chartered Accountants of India hereby specifies that a men. er of the Institute in practice shall be
deemed to be guilty of professional misconduct, if he holds <. any time appc.ntment of more than the “specified

number of audit assignments of the companies under Secti<.i = ‘4 and /or Section 228 (Branch Audit) of the Companies
Act, 1956”.

As per a notification issued by ICAI, a chartered ¢ ~¢ ‘untant can accept a maximum of 30 audits including the audits of
private companies.

Non-observance of this ceiling would amc nt «. ~r. fe s5sional misconduct [ICAI Notification dated 08.05.2001].

A Harrnonious Construction”

QOuerall Limit
Companies As per Companies Act As per C.A. Act | Applicable
Acceptingunly Pub ' Co’s Audits 20 30 20
Acce ting only' vt. Co’s Audit Unlimited 30 30
Acce, ting only 1 :dependent Branch Audit Unlimited 30 30

Some Important Circular/Letter for DCA/MCA

m Branch Audits not included in computing the limits prescribed under 224(1B)
DCA-Circular No.21 of 75 dated 24-9-1975

m  Guarantee companies having no share capital also excluded from 224(1B)
DCA-Letter No. 81121 (224) 174-CL- V dated28-9-1974

m  Foreign company'’s audit - not included in computing the limits prescribed under 224(1B)
DCA-Circular No.21 of 75 dated 24-9-1975

“List Of AuditsExcluded”:

Audit of a private company*

An audit of a guarantee company having no share capital.
An audit of a foreign company.

An internal audit.

SR

Audit of cooperative societies, trusts and corporations.

CA VINIT RATHI Page 7
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Audit Under Companies Act, 1956

Tax audits under Income Tax Act, 1961
Special audit and investigations.
Audit of Branch*

Special audits in other acts.

Y ® N

10. Audits of non-corporate bodies

*Remember ICAI Guideline’s

CA VINIT RATHI Page 8
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Audit under Companies Act, 1956

How a Auditor is Appointed

Appointment of Auditor

* Appointment of First Auditor

224(5)

* Appointment of Subsequent auditor or Appointment by Shareholder or
224(1)| Appointment by Company.

L J L

* Reappointment.

|
s’ ]

224(2)

J

201(3) * Appointment By Central Govt.

\

201(6) » Appointment under Casual Vacancy.

224A,| * Appointment by Special resolution.
314 < >

* Appointment of branch -. dito.

228

» 3N

* Appointment o. au. itor of Govt. Co.

619

Appointing Authorities l
| ] . | ]
Company

In case both
Shareholders
First Auditor asual Vacanc and Board failed
and due to to appoint the
o resignation Auditor In case of
Government
Companies

1
CAAG I

Casual
Vacancy other and or

than Appointment Special Audits
Resignation at AGM and

Pass OR instead
of SR

CA VINIT RATHI Page 9
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Audit Under Companies Act, 1956

“THE FIRST AUDITOR: - [Sec. 224 (5)]

224(5) The First auditor or auditors of a company shall be appointed by the BOD within one month of the date
registration of the company; and the auditor or auditors so appointed shall hold office until the
conclusion of the first AGM:

Provided that—

(@) The company may, at GM, remove any such auditor or all or any of such auditors and appoint in his or
their places any other person or persons who have been nominated for appointment by any member of the
company and of whose nomination notice has been given to the member of the company not less than
fourteen days before the date of the meeting; and

(b) If the Board fails to exercise its powers under this sub- section, the company in the GM may appoint the

Explanation

S. No. Points Details
Section 224(5) specifies that the BOD’s can appoint<..i.  First » ditor(s) of a

Company.

1. Appointment By Board

The Appointment shall be made by the Directars, \ ithi, ~ne menth from the date

2. Time of Appointment of incorporation of Company.

If the Board fails to appoint the First Aua. >75(S) v.*' .n one month of registration,
the Company in General Meeting is empow red to make the appointment.

3. Failure

The Company may, at.= < »neral meeting, remove such a Auditor or all or any of
Members’ power of them and appoint another ¢ others in his or their place, on a nomination being

4. removal made by any r =mber of the - ‘'ompany. (To be Discussed later in chapter of
Removal)
5 Provision in Articles An Audir comnoc b appointed as First Auditor(s) simply because his name has

been state ' in AOA.

T. 2 Comparly need not sent any statutory intimation to the First Auditor(s),
6. Intimatioi’ with, 1 7 days of their appointment. Notice of appointment can be sent in the
| ordinary course of business within reasonable time. (See Annexure — )

The First Auditor(s) are themselves not reqd. to inform ROC about their
7. \cceptance .
acceptance or refusal of such an appointment.
I " Resolution by circulation (u/s 289) will be valid mode of appointment of First
& Resolution )
Auditor. (See Annexure — I)
9. Tenure of Office The F|r.st Audltor.(s) shall hold office from the date of appointment to the
conclusion of the first AGM of the company.

“ Appointment of Subsequent Auditors” [Sec. 224(1)]

224 (1) Every Company shall, at each AGM, appoint an auditor or auditors to hold office from the conclusion
of that meeting until the conclusion of the next AGM and shall, within seven days of the
appointment, give intimation thereof to every auditor so appointed:

Provided that before any appointment or re-appointment of auditor or auditors is made by any company at any
AGM, a written certificate shall be obtained by the company from the auditor or auditors proposed to be so
appointed to the effect that the appointment or re-appointment, if made, will be in accordance with the limits
specified in the sub-section(1B).

224(1A) Every auditor appointed under sub-section (1) shall within thirty days of the receipt from the
company of the intimation of his appointment , inform the=te wear in Writing that he has

accepted, or refused to accept, the appointment. SEE FORM NO.238 |

CA VINIT RATHI Page 10
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Audit Under Companies Act, 1956

Explanation

S. No. Points Details

Under section 224(1), every Company shall, at each AGM, appoint an Auditor(s).

1. Appointment Appointment in a General Meeting of the Company means appointment by the
Shareholders of the Company.

Before appointment or re-appointment at the AGM, the company shall obtain
2. Certificate from Auditor | from the Auditor(s), a certificate to the effect that the appointment, if made, will
be within the ceiling limits specified u/s 224(1B).(See Annexure — Il)

If the Shareholder fails to appoint the Auditors, the Central Government is
empowered to make the appointment. [section 224 (3),(4)]

3. Failure

The Company shall give intimation of appointment to the concerned Auditor,

4 Intimati e i
ntimation within 7 days of the appointment.

The appointed Auditor shall communicate to the previous<Auditor b ut the
Intimation to Previous | appointment and enquire whether there are any profes-.unal ='sons .y the

Auditor appointment should not be accepted. This Forms par: ot “hartere 1 Accountant’s
Code of Ethics. (To Be Discussed Later in COFR

The Auditor, on receipt of the intima*21 1 om. e company about his
appointment, is reqd. to send a writter"comm nic¢ .aon to the ROC in Form 23B
6. Acceptance within 30 days (See Annexure — Il) ¢ th="io2<il ¢ of intimation stating whether
he has accepted or refused to accept ti » appointment. Incoming auditor must
also see clause no. 8 & 21 COE — 2009.

The Auditor(s) shall hold < apointment from the conclusion of that AGM (in which

7. T f Offi ; i . .
enure 0 ce he is appointed) till the conc. :sion of the next AGM.

Important to note that the appointment ¢ .:ditor 1. made in terms of the period and not for any financial year
and not for part. ~ulai 2~ a1ice Sheet (refer Section 227 (2).

“Appointment Ly Central Government” - [Sec. 224 (3) and (4)]

224(3) Where at an AGM no a. itors are appointed or re-appointed, the Central Government may appoint a
perse ~ to fill the vacancy.

® ¢ eformno. 24A T e now

delegated to Regional /
]
224(4) The company shall within seven days of the Central Government’s power under sub  section (3),
becoming exercisable, give notice of that fact to that Government; and, if company fails to give such

notice, the company, and every officers of the company who is in default, shall be punishable, with
fine which may extend to [ five thousand] rupees.

Before the amendment on 13/12/2000 the fine was of

Explanation
S. No. Points Details
Appointment By Central | The Appointment can be done by Central Govt. only if Company has failed at
1. Govt. its AGM to appoint.

Where the appointment of a person as the Auditor in the AGM is Void ab intio,

2. Defective Appoint t . . . .
elective Appaintmen section 224(3) will be attracted and central Govt. can be appoint the Auditor.

CA VINIT RATHI Page 11
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Audit Under Companies Act, 1956

Where a Company is reqd. to appoint an Auditor at an AGM by passing an S
Appointment by Special R, but omits or fails to pass such resolution due to any reason, it shall be
3. PP resolutign P deemed that no Auditor has been appointed by the Company at its AGM, and
the provisions of the section 224(3) of the Act will be attracted.
[Section224A(2)] (See Annexure — 1)
. The Company shall give notice of the fact within 7 days to the Central Govt., of
4. Notice . . .
its power becoming exercisable. (See Annexure — | and II)
“Appointment in case of CAUSAL VACANCY”- [Sec. 224 (6)]
224(6) (a) The Board may fill any Causal vacancy in the office of an auditor; but while any such vacancy

continues, the remaining auditor or auditors, if any, may act:

Provided that where such vacancy is caused by the resignation of an auditor, the vacancv ha. be _ulec L - the
company in GM.

224(6) (b) Any auditor appointed in a causal vacancy shall hold office until the co \."1sion ot ‘e next AGM.

Explanation
S. No. Points Detail.
Casual Vacancy has not beer .efined in the Cc mpanies Act, It stands for a vacancy
Meaning of Casual | created by the Auditor <~ ca ‘ng to act after he was validly appointed and the
1. Vacancy appointment was accepted. ' 'is may arise due to a variety of reasons like
resignation, disgue fication, disso. tion of the CA firm, etc.
Rea=on othn_'h an Resignation Reason is Resignation*
2 Filling up Casual Boaru ™ Directors Company in a GM [S R if sec. 224A
' Vacancy i i i i
(5 ard Resolution) is ap?f!lc_ab![e, ;therAvwse OR WI|I| be
(See Annexure — I) sufficient. (See Annexure — )
Tt > Auuitor(s) appointed in a casual vacancy shall hold office from the date of his
3. Tenure . ; .
o, ointment till the conclusion of the next AGM.

“* This is done to preserve the independence of auditor”.

Other points

1. Whe.. uie Existing Auditors who have been re-appointed at the AGM refuse to accept the appointment, it does not
create a Casual Vacancy or Vacancy by resignation. The Auditor's appointment has not become effective due to
the refusal.

2. A casual vacancy is not a vacancy created by the any deliberate omission on the part of the Company to appoint
an Auditor in its AGM. [ICAI vs. Jananendra Nath Saikia 25 CC 53 (Assam)]

3. If the firm is appointed as Auditor, any reconstitution of the firm due to admission, retirement, death etc. including
change of name by the firm, will not affect the appointment as Auditor.

4. When there a total reconstruction of the firm i.e. all the existing partners retire and new partners are admitted such
reconstitution would result in casual vacancy amounting other than resignation and the BOD ca appoint the new
reconstituted Firm.

5. Inthe case appointment is Void — ab — into that it is not a casual vacancy rather it is case of Failure to appointment.

6. The auditor appointed to a causal vacancy shall hold office till the conclusion of the next annual general
meeting.

CA VINIT RATHI Page 12
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Audit Under Companies Act, 1956

“Appointment by SPECIAL RESOLUTION” (Sec. 224 A)

Auditor not to be appointed except with the approval of the company by special resolution in certain cases.

224A (1) In the case of a company in which not less than twenty-five percent of the subscribed share capital is
held, whether singly or in any combination, by —

(@ A IiFI or a Govern: Company or Ceftral Govt. or any State Govt., or

PFI meaning

as per SEC. 4A w
\—‘

(b) Any financial or other institution established by any Provincial or State Act in which a State Govt. holds
not less than 51% of the Subscribed Share Capital, or

(c) A Nationalised Bank or an Insurance Company carrying on general insurance busines

The appointment or reappointment at each AGM of an auditor or auditors shall be made -, a Spec. (Resoli.cion.

224A (2) Where any company referred to in sub-section (1) omits or fails to pass a: ..~ AGM a. 7 SR appointing an
auditor or auditors, it shall be deemed that no auditor or (s) had beer app nted Ly the company at
its AGM, and thereupon the provisions of sub-sect- 7 (3) »” secth n . >" shal pecome applicable in

relation to such company. -
i.e. Central Gove. 7 .em

Expleciation

S. No. Points Details
1 Relevant or Material | For det - mining ‘. 25% holding, the material date shall be the DATE OF THE
' Date AGM in\ hicii e 6 _cial resolution is reqd. to be passed.
\/here a C. mpany is reqd. to appoint an Auditor at an AGM by passing an S.R.,
5 Omission by the by omits or fails to pass such resolution due to any reason, it shall be deemed
' Company that no Auditor has been appointed by the Company at its AGM, and the
Jrovisions of the section 224(3) of the Act will be attracted. [Section224A(2)]
3 Cavital Shareholding as a % of Subscribed Share Capital has to be considered, and not of PAID
' P UP CAPITAL.

“Points to be remembered”

QUER. 1 What will happen if at the date of sending notice subscribed capital was < 25% and at the date of
AGM if increased upto 25%?

Response: -  The material date for the purpose of applicability of provisions of section 224A is the date of the annual
general meeting at which the special resolution is required to be passed. [Circular No. 2/76(1/1/76-CL-
V), dated 5/6/1976]. Therefore, if any change has taken place in the shareholding pattern of the
company after the issue of notice of annual general meeting the company shall adjourn the meeting to

another date, and later issue the required notice in accordance with law and thereafter pass the special
resolution required under this section.

QUERY 2. Whether Shareholding as trustee etc. will be counted for 25% or more limit?

Response: -  Irrespective of the circumstances in which a nationalized bank is holding shares, if the name of the bank
is entered in the register of members of the company as holder of shares whether as a trustee or as a
secured creditor etc. (whether beneficially or as security for loan advanced to constituents) such

holding of shares will have to be taken into account for the purposes of section 224A. [Circular No.
18/74. dated 12/12/19741

e ] e —
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Hlustration on Apwplicability of Sec. 224A

Shareholders and % of Shareholding

% of Shareholding in Subscribed Share Capital

considered.

Company
A B c
Nature of Capital Both Equity and Preference Only Preference
Only Equity
Shareholders Equity Preference Total
ICICI 5% 5% 3% 8% 26%
NABARD 11% 10% 2% 12%
HDFC 13% 2% - 2% -
LIC 8% 4% 1% 5% -
Resolution for
appointment of Ordinary Special Special
Auditor a
Eilr?;sc;lml)r:siitziji::c % of Subscribed Capital is 25%. j ‘autie: Cot lition
. ' | in Law is not less than 25%. Don’t  ad this us 25% | Subscribed Capital
Reason so its % of . o
. . or more]. Further, « Subscribed C wital includes | exceeds 25%
Shareholding is not .
Preference Shar~ apital also.

“Appointment of Auditorsiior GOVERNMENT COMPANIES”-

(GECWTON 619)

Appointment of auditors in case ¢ a “overnmer.. Company is subject to the provisions of Sec 619 which overrides Sec

224 to Sec 233 dealing witk'»»poim nen. etc., of the auditors in the case of non-government companies. The auditor of a
Government Company shall be »n} dinted or reappointed by the Comptroller and Auditor General of India, however
the appointment shall be subject to ceiling limits as per Sec 224 (IB)., (TO BE DISCUSSED IN GOVT. CO. Audit)

al=%\

SMPUSSORY REAPPOINTMENT OF RETIRING AUDITOR” -

[SECTION 224(2)]

Subject to the provision of sub-section (1B) and section 224A, at any AGM, a retiring auditor, by whatsoever
authority appointed, shall be re-appointed, unless—

(a) He is not qualified for re-appointment;

(b) He has given the company notice in writing of his unwillingness to be re-appointed;

(c) A resolution has been passed at the meeting appointing somebody instead of him or providing expressly that

he shall not be re-appointed; or
(d) Where notice has been given of an intended resolution to appoint some person or persons in the palace of a
retiring auditor, and by reason of death, incapacity or disqualification of that person or of all those persons, as

the case may be, the resolution cannot be proceeded with.

E.g.: 'A' is the auditor of XYZ Ltd. A notice has been issued to himn with a proposal to remove him and appoint
'B' in his place and 'B' dies before the holding of the AGM. In this case, 'A' can't presume that he is

CA VINIT RATHI
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Some Issues

QUERY 1.

Response:

QUERY 2.

Response:

QUERY 3.

Response:

Whether Compulsory re appointment is automatic reappointment?

The reappointment of an auditor is not automatic. The expression 'shall be reappointed' postulates some
action on the part of the company resulting in the reappointment. As such, a specific resolution
appointing an auditor must be passed [Department Circular No. 5/72, dated 21.02.1972],
Appointment or reappointment of an auditor is a specific item in the agenda of the general meeting
and therefore passing of a resolution for his reappointment is necessary.

What is additional requirement in case of Reappointment of auditor in case of Listed Co’s.?

Three copies of the notice and proceeding of AGM should be sent to the Stock Exchange.<¥here such
shares of the company are listed.

Whether in case of Compulsory re appointment is company required to obta‘n  zair. ¢ < ‘ied of
ceiling limit u/s 224(1B)?

A Company Auditor is normally being reappointment at the AGM..The Con »any st. »uld therefore
obtain a written certificate from the retiring auditor to the effect th t "= re - a, nointment. If made,
will be in accordance with the limits specified in section 224(17;"“thc Co’ . =t, 1956.

CA VINIT RATHI Page 15
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HOW AUDITORS IS REMOVED

Removal of first auditors before expiry of term [Section 224(5)]

224(5) The First auditor or auditors of a company shall be appointed by the BOD within one month of the date
registration of the company; and the auditor or auditors so appointed shall hold office until the conclusion
of the first AGM:

Provided that—

(a) The company may, at GM, remove any such auditor or all or any of such auditors and appoint in ' is or their
of the
company and of whose nomination notice has been given to the member of the comp ny n-. =5 than
fourteen days before the date of the meeting; and

(b) If the Board fails to exercise its powers under this sub- section, the company in the M me - appoint the

places any other person or persons who have been nominated for appointment by any me1 bt

first auditor or auditors.

Remowval of subsequent auditor before expiry of thesste «m Section 224 (7)

Except as provided in the proviso to the sub-section (5), .1y uditor appointed under this section may be removed
from office before the expiry of his term only by the company n the GM, after obtaining the pervious approval of
the CIntral Government in this blhalf.

See e form no. 24A

This pc ver n. = h

been dele, ~ted to Ix
\'_——__

«—

Comparative ana..;* 's of Removal of Auditor before expiry of First and Subsequent.

S. No. Pc tic. ‘ars Removal of First Auditor Removal of Subsequent Auditor
1 | Provion | Sec.224(5) Proviso Sec. 224(7)
Autl . ity to . .
2. Company at its G.M. Company at its G.M.
re:,ove
Approval  of | Previous approval of Central Govt. is not

3. Previous approval of Central Govt. is Reqd.
Central Govt. Reqd.

Obtain Nomination of new auditor

Procedure

Obtain Nomination of new auditor by any
member of the Company.

Send special Notice of atleast 14 days to
all members and the existing Auditor,
intimating the proposed change.

If the member’s nomination for a new
Auditor is accepted, a resolution to this
effect should be passed.

by any
member of the Company.

Send special Notice of atleast 14 days to all
members and the existing Auditor, intimating the
proposed change.

If the member’s nomination for a new Auditor is
accepted, a resolution to this effect should be
passed.

CA VINIT RATHI
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“Removal at an AGM of first or subsequent auditor Section 225"

See section 190 (2)

e

(1) Special Notice shall be reqd. for a resolution at AGM appointing as auditor a person other than a retiring

auditor, or providing expressly that a retiring auditor shall not be re-appointed.

(2) On receipt of notice of such a resolution, the company shall forthwith send a copy thereof to the retiring

auditor.

(3) Where notice is given of such a resolution and the retiring auditor makes with respect thereto

representation in writing to the company(not exceeding a reasonable length) and requests their nc ‘t. ation

the members of the company, the company shall, unless the representation are received by it ‘oo late t "to

do so,--

(@) In any notice of the resolution given to members of the company, state tk fact of 1. = representation

having been made; and

(b) Send a copy of the representation to every member of the comp- ..y to vh - . notice of the meeting is

sent, whether before or after the receipt of the representations by th. cor=_ -nv;

And if a copy of the representations is not sent as afores ..d because they were recd. too late or because of

the company’s default the auditor may ( without p~ ju ‘ice to his right to be heard orally) require that the

representations shall be read out at the meeting:

THERE IS ONE PROVISO BE DISCUS: v IN THE INTERVENTION BY CG POINT

(4) Sub section (2)/(3) shall applv to a res. 'ution v remove the first auditors or any of them under the sub

section (5) of section 224 or ‘0 he remova of anv auditor/(s) under sub section (7) of that section. as thev

Explanation

S. No.

, nints

Details

Special Notice

Special Notice is Reqd. for a resolution at an AGM for—

1. Appointing as Auditor, a person other than the Retiring Auditor.

2. Providing expressly that the Retiring Auditor shall not be re-
appointed.

Time period of Notice

The Concerned member shall give the Company, a special Notice about
his intention to move a resolution to this effect at the ensuring AGM, at
least 14 days before such meeting.

Circulation of Notice

On the receipt of such notice, the Company shall forthwith send a copy
thereof to the Retiring Auditor as well as to the members of the
Company. Special Notice is to be sent to all members of the Company
atleast 7 days before the date of the AGM in terms of sec.190(2)

Retiring Auditor Rights

1. To make Representation of Reasonable length.

2. To request that such representation be circulated among the
members.

3. To require that the representation be read out at the AGM and be
heard orally at the AGM.

Companies Duties

Where the Retiring Auditor makes a representation in writing to the
members of the Company, the Company shall, unless the representation
is received by it too late for it to do so—

1. State the fact of representations being made, in any notice of the

CA VINIT RATHI
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resolution given to members of the Company.

2. Send a copy of representation to every member of the Company to

whom the Notice of meeting (AGM) is sent.

Note = In case it is not possible to send special notice and
representation in the notice of the AGM, then the Company
should inform the shareholders by advertisement in the
newspaper having appropriate circulation or by any other
mode as allowed by the Article of Association not less than
7 days before such AGM.

If a copy of the representation is not sent as the same was received too

Procedure at AGM fif late or because of the companies default, the Auditor may require that

6. point no. 5 is not the representation shall be read out at the meeting. He also has the right

complied to be heard orally at the AGM. At the AGM, if special resolution is reqd.

in terms of sec. 224A, the same should be duly passed.

Certificate from . .
7. Appointed Auditor Same as discussed in chapter - 2

v

@

Remowil of auditor by Central government

According to | ‘ec. '08 central government can remove the auditor by issuing directions in this behalf to prevent
oppres_ions an 1 lsm. ragement. (See in your LAW Module OF DETAILS)

Intervention by Central Government

Proviso to sub section (3) of section 225

Provided that copies of the representations need not be sent out and the representations need not be read
out in the meeting if, on the application either of the company or of any other person who claims to be aggrieved,
the Central Government is satisfied that the rights conferred by this sub-section are being abused to secure
needless publicity for the defamatory matter; and the Central Government may order the company’s costs on
such an application to be paid in whole or in part by the auditor, notwithstanding that he is not a party to the
application.

Prescribed fees is 500/-

CA VINIT RATHI Page 18
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RIGHTS OF AUDITORS

Access
Books of
accounts

Sign the
Audit Report

Call for
Information
and

exple-aty n /

—

Lien the
Books of A/c

Inspect
& audit
Brach

A/c

Seek Legal
and Tech.
Opinion

Receive
Notice
&
Attend

/ Make

representation

Make Statement
AGM

Remuneration

FOLLOWING ARE THE RIGHTS AVAILABLE TO THE AUDITOR:-

1. Right to access to books of account {227(1)}

An auditor of a company shall have a right of access at all times to the books and accounts and vouchers of the

company, whether kept at the head office of the company or elsewhere.
= With reference to the above here -

a. Books include financial, statutory and cost records.

CA VINIT RATHI Page 19
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b. Voucher includes all documents, statements, correspondence and agreements with reference to financial
statements.

c. All times refers to working hours and working days,

2. Right to obtain information and explanations {227(1)}

An auditor of the company is entitled to require from the officers of the company such information and explanation
as he may think necessary for the performance of his duties as an auditor.

= If unable to obtain information and explanation from officers and employees it will constitute a limitation on
the scope of audit in terms of SA 200 (R) /210 (R)

3. Right to visit branch offices and access to branch account [Sec. 228(2)]

Where the accounts of any branch office are audited by a person other than the company's auditor, the company's
auditor is entitled to visit the branches, if he deems it necessary to do so for the performance of hi’ ¢ :ties as an
auditor.

= In case of foreign branches of the banking company auditor's right is restricted to obt~".1 copr = and e racts of
the books of foreign branch.

4. Right to receive notice and attend general meeting [Sec. 231]

The auditor has the right of:

1. Receiving all the notices and other communications relating to any y w».a: =2 ting of a company which any
member of the company is entitled to have (sec. 172 and 231)

2. Heis entitled to attend any general meeting and (sec. 2?7

3. He is entitled to be heard at any general meeting wnich e attends on any part of the business which concerns'
him as an auditor. (sec. 231)

= Intentional omission in forwarding the notic .1 the auditor could result in an invalid meeting,.

5. Right to make representation [Sec. 225]

The retiring auditor is:

1. Entitled to receive a.copy of he ¢ ecial notice intending to remove him or proposing to appoint any other person
as auditor.

2. Further, the retiring auditor . Jught to be removed has a right to make his representation in writing and request
that the' .. me be circulated amongst the members of the company.

3. In.acse, | 1e sc 2e could not be circulated, the auditor may require that the representation shall be read out at the
general ri cting. the auditor also has the right to be heard at the general meeting.

6. Rer unerati’ a of the Auditor [Section 224(8)]

Auditor is entitled to receive remuneration as follows

(@) In case of an auditor appointed by the Board or the Central Government, may be fixed by the Board or the
Central Government as the case may be; and

(b) Subject to clause (a) above, shall be fixed by the company in General meeting or in such manner as the company
in general meeting may determine.

For this purpose, the expression "remuneration" should be deemed to include any sums paid by company in respect of
the auditor's expenses.

Section 224(8)(aa) has been inserted whereby it is provided that, in the case of an auditor appointed under section 619

by the Comptroller and Auditor General of India, the remuneration shall be fixed by the company in a general
meeting or in such manner as the company in general meeting may determine. Earlier this power was vested in the

Central Government.
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N\

7. Right of Lien

a) The books must belong to the company.
b) The documents must have come into his Possession of auditor with the authority of the Board.
¢) The auditor has done work assigned to him on such documents.
d) Such of the books can be retained which are connected with the work on which fees has not been paid

8. Right to sign audit report (Section 209)

Only the person appointed as an auditor of the company, or where a firm is so appointed, only a partner in the firm
practicing in “India”, may sign the auditor’s report, or sign or authenticate any other document of the company
which is required by the law to be so signed or authenticated by the auditor.

9. Right to seek Legal and Technical advice

The auditor of a company is entitled to take legal and technical advice, which may be required in the performance of
conduct of audit or discharge of his duties. (London and General Bank Case)

CA VINIT RATHI Page 21
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10. Right to be indemnified

For different purposes, an auditor is considered to be an officer of the company. As an officer, he has the right to be
indemnified out of assets of the company against any liability incurred by him in defending himself against any civil
or criminal proceedings by the company, if he is not held guilty by the law.

CA VINIT RATHI Page 22
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DUTIES OF AN AUDITOR

1. Duty as to Enquiry [Sec. 227(1A)] - To be discussed in Audit Report Topic.
2. Duty to make report to the shareholders [S. 227(2)] - To be discussed in Audit Report Topic.
3. Duty to give specific statement in report [S. 227(3)] - To be discussed in Audit Report Topic.

4. Reason of Qualification [S. 227(4)]
Where any matters referred in Sec.'s 227(2) and 227(3) are answered in negative, it is the duty of the an( ‘tor to state

the reasons for such answers in his audit report.

5. Duty to annex an annexure to the Audit Report (CARO) [S. 227(4A)] - To be discussed in A»: «t Repc ¢ Topic.

6. Duty to attend the meeting of Audit Committee [Sec. 292A (5)]

In case of public company requires to form audit committee in terms of se="272A; Ao = of such company shall
attend and participate at meeting of audit committee. (To be discussed di ailed i Cc vorate Governance Topic)

7. Duty as to Statutory Report [Sec. 165(4)]

After the Statutory Report has been certified as correct by " e reqd. number ot directors, the auditor of the company
must certify it as the extent it relates to:-

= Share allotted by the company;
= Cash recd. in respect of such shares;
= Receipts and payments of the Company.
8. Duty to assist the inspector apy dir. od by the Central Government to investigate the affairs of the company [Section

240].

9. Duty to report on profit and 1. 5 account for the period from the lat closing sate to the date of declaration of
insolvency "« the directors and also on the balance sheet [Section 488].

10. D7 .y to rep. v’ on re ort on prospectus on the accounting part [Section 56}.

11. Di v to ho' e Reasonable Care and Skill

An auditor of a company must be honest and must exercise reasonable care and skill to perform his audit work;
otherwise he may be sued for damages. It was observed in he Kingston Cotton Mills Case (1896) that the auditor

should perform his audit work with such care, skill and caution that a reasonably competent, careful and caution
auditor will use.

12. Duty to the profession itself

It is duty of the auditor of the company auditor to follow the Code of Conduct and his professional Ethics.

CA VINIT RATHI Page 24
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LIABILITIES OF AUDITOR

Auditor's Liabilities

On the basis of
Nature of
Liabilities

On the basis of
legal Implication

Liabilites under Co's ialities to third
Act Civil Laibilities ot . ;
parties

Liabilities under

Chartered . N\l Liabilities for
Accountants Act md 1nlawful acts of the
client
Liabilities under — i“ﬂ I LL
ol any other Special

Act

Liabilites to Article

Clerks/Assistant

1. Liabilities on the basis of legal implication

( n the basis of legal implication, liabilities may be divided into three categories, namely:

I. Liaviiities under the companies act under the companies act, the liabilities of an auditor
may arise in the following cases:

i)  Misappropriation and retention of the client’s money: if an auditor has misapplied or retained or become liable or
accountable for any money or property of the company, or has been guilty of any misfeasance or breach of trust in
relation to the company, the court may compel him to repay or to restore the money or property of or any part

thereof with interest at certain rate or to contribute such sum to the assets of the company by way of compensation
(sec 534)

ii) Misstatements in the prospectus: he shall be liable with regard to mis-statements in the prospectus of the company
u\s 62. The auditor is liable to pay compensation to every person who subscribes for any shares or debentures on
the faith of the prospectus issued by the company for any loss or damage he may have sustained.

iii) False statement in return, reports, etc.: he shall be liable if he makes a false statement with material particulars in

returns, reports or other statements knowing it to be false or omits any material fact knowing it to be material
(sec.628)

CA VINIT RATHI
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iv) Intentional false evidence: he shall be liable if he gives false evidence intentionally upon any examination upon
oaths or solemn affirmations, authorised under this Act or in any affidavit, deposition or solemn affirmations, in or
about the winding up of any company under this Act (sec.629)

v) Liability for delinquency: the liquidators may prosecutes an auditor as an officer of the company during the course
of winding up of the company for delinquency (sec.545)

vi) Willful default in report making: he will be held liable if he willfully makes a default in making his report to the
shareholders according to the provisions of sec 227 and 229 (sec.233)

vii) Destruction, alteration of books, etc.: if he is found guilty of destruction, mutilation, alteration, falsification or
secreting of any books, papers or securities or if he makes any false or fraudulent entry in any register, book of
accounts or documents of the company, he may be held liable (sec.539)

viii) Authorizing false statements in the prospectus: if he authorizes the issue of the prospectus cf" . company
containing a false and untrue, he will be held liable (sec. 63)

ix) Party to the issue of prospectus: he may be held liable if he is party to the issue of prospe<.us inc “uaing st _‘ements
purporting to be made by him as an expert, unless he is not interested in the formuao1. or proi otion or in the
management of the company (sec. 57, 58 and 59)

x) Inducing fraudulently to invest money: he will be liable if he induces a< ers n 1 a»uic tly to invest money by
knowingly or recklessly making a statement or promise which is false »r misl' adi. g, or if he dishonestly conceals
the material fact (sec.68)

II. Liabilities under the €naoxtered Accountants act

Liability of Chartered Accountant, acting as an anditor, may b . in the form of disciplinary proceeding under the
chartered accountants act, 1949. If may arise on acc >t 't of professional misconduct on the part of the auditor.

There are separate provision for professional misccnd. <t in relation to (a) chartered accountants in practice (b) member
of the institute in service and (c) me ybers of the institute in general.

The Council, under Sec.2l; vefers | 1e c. ‘e of professional misconduct on the part of the members to the Disciplinary
Committee. The latter holds thc ang tiry and reports its finding to the Council. In case the Council finds, on the basis on
its report that the member is guilty ur professional misconduct, it gives chance to the member to explain his conduct. On
the basis of he¢ . "2e the Council takes necessary actions. But if the misconduct on the part of the member is other than
that spe=™d 1 the .7sst schedule of the Chartered Accountants Act, 1949 the Council has to refer the case to the High
Cour its recom iendations thereon.

II1. Liabilities under any special Act

In addition to the Companies Act and the Chartered Accountants Act, the auditor is also held liable under different
special Acts, which are stated below:

i) Under Banking Companies Regulation Act, 1940:

a) Under section 46 of the Banking Regulations Act, 1940, if an auditor in any return, balance sheet or other
document, willfully makes a statements, which is false in any material particular, knowing it to be false, or
willfully omits to make a material statements, he will be held responsible.

b) Under Section 45G, an auditor of a banking company may be publicly examined in the winding up proceedings.
On such examination, the High Court may make an order, if he is not found fit to act as an auditor, that he
will not act as auditor of any company for such period not exceeding five years as may be specified in the
order.
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ii) Under the Life Insurance Act, 1956: Under section 104 of LIC Act, 1956 an auditor may be sentenced to
imprisonment or fine, or both, if he gives a false statement knowingly in any return, report or other such forms to
be issued under the Act.

iii) Under the IPC: Under Section 197 of the IPC, if any person including auditor issues or signs a certificate required
by law to be given or signed, or relating to any fact of which such certificate is by law admissible in evidence,
knowingly or believing that such certificate is false in any material point, he shall be punishable in the same
manner as if he gave false evidence.

iv) Under the Income Tax Act: Under section 278 of the Income Tax Act, 1961, if any person including an auditor abets

or includes in any manner another person to make and deliver an account, statement or declaration relating to nay
income chargeable to tax which is false and which he either knows to be false or does not believe to be true, he
shall be punishable.

2. Liabilities on the Basis of Nature of Liability,

On the basis of nature of liability, it can be divided into two groups:
I. Civil Liability

The civil liability of an auditor can be for (a) negligence or (b) misfeasance. I="inese as -'ne may be called upon to pay

damages as decided by the court

i)  Liability for negligence: an auditor is appointed to perforr< certain duties 1 the extent of his duties as an auditor,
he acts as an agent of his client. In this capacity, he mi:7' €. =rcise reasonable care and skill to perform his duties for

which he is employed. If he acts negligently on accounts ot hich the client has to suffer loss, the auditor may be
held liable and may be called upon to make gac ! the damages. Which the client suffered due to his negligence.

It should be noted that if an auditor { 72 discc e. frauds; he might not be failing in his duty. In fact, fraud and
other irregularities may not be disclosec. by ai.= nual audit and even a detailed audit may not discover certain
types of fraud. Under such ¢'rc :mstances, whether the auditor will be held responsible depends on the fact that
whether the auditor should h: ve « »en able to discover that fraud if he applies reasonable care and skill. If he could,
he will be held respons.. e, otl >rwi. » not.

ii) Liability for misfeasance: The term ‘misfeasance’ implies breach of trust or breach of duty. An auditor has to

perform « °r.in duties, which may arise out of a contract with the client as in the case of sole - proprietor or
p-wiershl ) e77av nay be statutory as laid down under various statutes. The duties of the company auditor have

een statut rily laid down in the Companies Act, 1956. If the auditor does not perform his duties properly and as a
1 sult his/ [ient suffers, he may be held liable for misfeasance (Please refer section 543 of the Companies Act).

II. Criminal Liabilities

The circumstances in which an auditor can be prosecuted under the Companies Act, and the penalties to which he may
be subjected are briefly stated below:

(i) Under section 63: An auditor is criminally liable for making any misstatement (untrue statement in a prospectus)

and can be sentenced to a term of imprisonment extending to two years or a fine of ¥ 50,000 or to both. But he can
be so charged only if he has authorised the issuance of the prospectus. The charge may also fail if he is able to
prove that the statement complained of is either immaterial or that he had reasonable ground to believe, and in fact
he did believe up to the time of issue of the prospectus, that the statement was true.

(ii) Under section 628: An auditor is liable for criminal prosecution, if he in any return, certificate, balance sheet,

prospectus, statement or other document required by or for the purpose of the Act, makes a statement (a)
which is false in any material particular knowing it to be false; or (b) which omits any material fact knowing it
to be material. If convicted, he can be punished with imprisonment for a term extending to two years and also
with a fine.
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This section, presumably, is applicable only to false statements which are not specifically punishable under any
section of the Act. It penalises the making of a false statement in any document required by or for the purposes of
complying with the provisions of the Act.

3. Other Liabilities

To be discussed later
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Practical Problems

P 1. You have been appointed the sole statutory auditor of a company where you were one of the joint
auditors in the immediately preceding year. The concerned joint auditor has not been reappointed.
What are the various steps you would take to ascertain the compliance of the requirements of the
Companies Act, 1956 before accepting the audit?

Ans:- Compliance with Requirements of Companies Act, 1956: When one of the joint auditors of the previous year

is appointed as the sole auditor for the next year, it is similar to new re- appointment of one of the
retiring joint auditors. The provisions of section 228 of the Companies Act, 1986, relating to non-
reappointment of the other person also need to be considered. The following points should be taken into

account:
Aspect Auditor’s Duties
v' Special notice u/s 225(1) was duly received by the company from a m . er at
least 14 days before AGM containing a proposal for appoi=.ing a<vle ¢ 1¢ tor
Special Notice P express?y. , ) , _
Ascertain that the Notice contains an express ‘atention f a n.ember for
proposing the resolution for appointing a Sole At litc. in pl.ze of both Joint
Auditors who retire at the Meeting but are #7.gib1 fo »_ - ap pointment.
Circulation of v' Verify notice sent to all the members at lea. .7 d«_ < be ore the AGM. [u/s 190(2)]
Notice v Verify that special notice has been sent to ret: ‘ng auditor forthwith. [u/s 225(2)]

AN

Circulation of Any representation received.com the retiring auditor was sent to the members
Representation [u/s 225(3)].

v Verify from the minutes whetl. v the representation received from the retiring
joint auditor was ¢ sidered at the AGM.
Conduct of . : .
) v' Examine that propc i€ " resolution was properly passed.
Resolution at AGM ) . . .

v Ensure that | vov.ior. ¢ 'section 224 (1B) and (2) are complied fully.
v Asc rtain spec. 1l resolution u/s 224A, if any, is passed accordingly.

Company’s |

pany v' Ot air. a certified copy of the relevant minutes of AGM and a written

Communication to
Auditor
Incoming Auditor

cor. mun. :ation of the appointment within 7 days.

Comn 1 ‘-ation |v' Communication with previous auditor, to ascertain if there are any professional
wah Cutern s reasons for not accepting the appointment. (COE - 2009)

Aud ttor

P 2. M. <ajesh is appointed as the auditor of NDIDA Travels Ltd. with audit fees of ¥ 35,000. He
purchased air ticket from Delhi to Kolkata and back for ¥ 18,000 from the client for his personal
work and the amount remains unpaid at the end of the year as it is a general practice of the client
to give credit to all. Mr. Rajesh claims that he does not incur any disqualification as contained in
Section 226(3) (d) of the Companies Act.

Ans: - Disqualification of auditors: The guidance note on "Independence of Auditors" issued by the ICAI in this context
recommends that "a question of indebtedness may also be raised where an auditor of a company purchases
goods or services from the company audited by him. In such a case, if the amount outstanding exceeds I 1000,
irrespective of the nature of the purchase or period of credit allowed to other customers, the provisions
concerning disqualification of auditor as contained in sec 226 (3) (d) will be attracted." This is applicable in the
case of purchase of air tickets for personal work by the auditor of a company on normal terms and conditions of
the business of the company as the amount outstanding at the end of the year exceeded X 1000. Therefore, the
contention of Mr. Rajesh that he does not incur disqualification is not correct as he has purchased a ticket of the
value of X 18,000. The provisions concerning disqualifications of auditor as contained in Sec 226 (3) (d) will be
attracted.
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P 3. The BOD of a Company have filed a complaint with the ICAI against their Statutory Auditors for

their failing to attend the AGM of the Shareholders in which audited accounts are considered. As an
auditor, Comment?

Ans: - Right of Auditors: The Company Auditor has the right to receive notices and to attend AGM u/s 231 of the

Companies Act, 1956. But it is not duty of the Company Auditor to do so.

Exception - Effect of Material Events: However, if the Auditor has finalizes his report and after having given an

opinion, if he finds any material events which according to his judgements if he would have across such a
material event before giving the opinion, he would have changed his opinion otherwise given in the report,
should attend the AGM, to protect the interest of the Members.

Conclusion:

P 4. Can an auditor be disqualified for indebtedness in the following cases’

1. Where he is recovering his fees on a progressive basis ever rno gh t+_ jc. is not complete.

2. Where the auditor's firm has purchased goods from th  av. *ee company and not paid for

them for over six months.

Ans:- As per Sec. 226(3), a person who is indebted tol  company for an amount exceeding <1,000 shall be

disqualified for appointment as an auditor. The answer the given problem is as under:

1. An auditor can receive the audit fees ¢ « vrogressive basis in accordance with a resolution passed by the

general meeting even though the 2::1dit is 1 1t omplete. In such a case, he cannot be said to be indebted to the
company and thus he does not vaca = his 6 2.

2. Where an auditor purch: ‘es roods fron. the company on credit he will be said to be indebted to the company

in respect of sucl credit pur hases, notwithstanding the fact that such credit period is normally allowed
to all the customers « =th: company. Where the firm is indebted to the company, each and every partner of
the firm is deemed to have been indebted. Thus, if the amount outstanding exceeds I 1,000 the auditor shall
vaca = s office.

P 5./ Can a pe son holding any security of a company be appointed as an auditor of that company?

Ans:-

What w .. be the position, if his relative holds such securities?

1. As per Sec. 226(3) (e), a person shall not be qualified for appointment as an auditor of a company if he holds

any security of that company. This disqualification shall apply after a period of 1 year from the date of
commencement of the Companies (Amendment) Act, 2000, i.e. 13.12.2000. The expression 'security' for this
purpose means any instrument which carries voting rights.

In case any security of the company is held by a relative of an auditor, the above clause is not attracted.
However, as per Para (4) of Part I of Second Schedule to the Chartered Accountants Act, 1949, a member
would be deemed to be guilty of professional misconduct, if he expresses his opinion on financial
statements of any business or enterprise in which he, his firm, or a partner in his firm has substantial
interest, unless he discloses the interest in his report.

. Similarly, a member shall be deemed to be guilty of professional misconduct if he expresses his opinion on

financial statements of any business or enterprise in which one or more person who are his 'relatives' have
either by themselves or in conjunction with such member a substantial interest unless he discloses the interest
in his report [Clause (ii) of Part II of Second Schedule to the Chartered Accountants Act, 1949).
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4. The expressions ‘relative’” has the same meaning as is assigned thereto under Sec. 6 of the Companies Act,
1956. The expression 'substantial interest' has the same meaning as is assigned thereto under Explanation 3 to
Sec. 13 of the Income Tax Act, 1961.

5. Conclusion

P 6. One of the members of ADB Ltd. has proposed the name of Mr. Fame for appointment ¢ - director
of the company in the Annual General Meeting and given a notice under Sec. 257 of the ~c¢ ‘panies
Act, 1956. Mr. Fame is one of the partners of Fame & Fame, Chartered Ac~.untar ., who ‘re the
retiring auditors of the company. But the audit of the company is being loor °d aft(: by another
partner of the firm. Examine whether Fame & Fame can be reappointe 1 = audite s, if Mr. Fame is
appointed as director.

Ans: - The present problem relates to Sec. 226 of the Companies Act, 1956.
A. The legal position

1. As per Sec. 226, a person shall be disqualified to?’¢ a, nointed or reappointed as an auditor of the company if
he is an officer or employee of the company.

2. As per Sec. 2(30), a director is an officer ¢ t. = company.

3. As per Sec. 257, any member of a nublic cc n, any can give a notice proposing the appointment of any person
(whether a member or not) as a dirc :tor &“th ¢ mpany.

B. The given case:

1. Mr. Fame isa pai. erint e fii 1 'Fame & Fame'. 'Fame & Fame' are the retiring auditors of the company, and
they are seeking reapp i nent in the forthcoming annual general meeting.

2. The name of Mr. Fame has been proposed as a director by a member by giving a notice under Sec. 257. Mr.
Fam: 1.2 been appointed as a director in the annual general meeting.

C. Concl sion

P 7. Does the death or retirement of a partner of a firm result in disqualification of the firm to act as an
auditor? (OR) One of the partners of a firm of chartered accountants appointed as auditors dies.
Advice.

Ans: - Where any of the partners of a firm retires or dies, a change in constitution of the firm takes place. However, the
firm is not dissolved and thus no casual vacancy arises. As such the remaining partners can carry on the existing
audits provided the firm continues to be in practice and the fact of retirement or death of the partner is known to
the company. Similar position would prevail in case of admission of a partner.

P 8. Ram & Company was appointed as auditor of ABC Limited at the Annual General Meeting held on 30th
September, 2012. Can Ram & Co. continue as auditor of the company in case the next annual general
meeting has not been held in time? What would be the position in case the next annual general
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meeting was held on 30th September, 2013, but adjourned without considering the business of
appointment or re-appointment of auditor?

OR
At an AGM held on 25.09.2012 the Auditor was appointed to hold office upto the conclusion of next
AGM. The next AGM was convened on 20.09.2013, but stood adjourned without transacting any
business. Does the Retiring Auditor continue in office?

Ans:-
1. The duty and responsibility for holding the annual general meeting (AGM) is on the directors and so where
AGM is not held within the time limit specified under Sec's. 166 and 210, they vacate their office on the last
day on which the AGM should have been held. This is because the directors cannot be allowed to take
advantage of their own default.

2. However, an auditor has no responsibility to hold the AGM and hence he does not vacate his offiz= if AGM is
not held.

3. Moreover, Sec. 224(1) provides that an auditor shall hold his office from the conclus™on ¢ e c AL M ‘o the
conclusion of the next AGM.

4. As such, an auditor is not appointed to audit the accounts of a particular fi a. sial yea1, but is appointed for
the period falling between two AGMs. Thus, an auditor shall cor*" e 11 ofr (> until the next AGM is
concluded.

5. Where an AGM is held whereat the new auditors are appointed, but e AGM is adjourned to a later date, the
new auditors cannot assume office until the conclusis’. of the adjour: »d AGM. The present auditors would
continue to be the auditors till the conclusion of ' rdjourned AGM, since the auditors hold office from the
conclusion of one AGM to the conclusion of next AGM

6. Where an auditor was appointed for tt. | »ar 1954, but no AGM was held until 1957, it was held that the
auditors should audit all the acconts of ‘e ~ompany which were placed in the AGM held next after their
appointment

7. Applying the above prov si 1s, the give 1 problems are answered as under:
a. In case the next: AGM i, not eld in time, Ram & Company shall continue as auditor.

b. In case the next AGlv.is 1eld on 30th September, 2013, but is adjourned without considering the business of
apoointment or re-appointment of auditor, Ram & Company shall continue as auditor.

P 9. T.c shai zb.ai > of LIC and UTI increased from 23% to 27% of the subscribed share capital of
the com' 1ny after issue of notice of the annual general meeting. Explain how the appointment of
uditor will be made?
Ans:-
1. Sec. 224A requires a company to appoint an auditor by passing a special resolution where 25% or more of its
subscribed capital is held by the Government or its instrumentalities. However, it does not specify the date
on which 25% of the subscribed share capital must be held by the government instrumentalities, i.e.,

whether the date of notice of the meeting or the date of passing the special resolution shall be the
effective date.

2. Ordinarily, there will be no difference in the shareholding as on the date of issue of notice and the date of the
annual general meeting. However, in exceptional cases, where the shareholding as on these two dates differs,
the material date is the date of the annual general meeting. In such a case, the company has two options, as
discussed below:

a) Option 1: The company may adjourn the annual general meeting and later issue the required
notice in accordance with the provisions of the Act. The special resolution appointing
the auditors shall be passed in the adjourned annual general meeting.

b) Option 2: The company may omit or pass over the item on the agenda regarding the appointment
of auditors. The auditors shall be appointed by the Central Government in such a case.
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P 10.The refusal to accept an appointment by an auditor results in a casual vacancy. Discuss?

Ans:-

Ans: '

1. The term ‘casual vacancy’ has not been defined by the Companies Act. It implies a vacancy caused by the
auditor ceasing to act as such after accepting a valid appointment, e.g. due to death, disqualification,
resignation etc.

2. Where the auditor appointed in an AGM refuses to accept the appointment, it cannot be said that the
appointment is complete and effective. In such a case, no valid appointment has been made in the AGM.

3. Thus, it would be wrong to say that the refusal to accept the appointment results in a casual vacancy which
can be filled by the Board. Since no appointment of auditors has been made in the AGM, the auditors shall be
appointed by Central Government.

4. The shareholders have no power to appoint the new auditors or to authorise the Board oi lirectors to
appoint the new auditors.

.The Subscribed Share Capital of AJR Company Ltd at the end of the /inanc .. year ending

31.03.2012 was ¥ 20 Crores, out of which two Public Financial Institurions were “>olding Share
Capital amounting to I3 Crores. During the financial year 2012-13 the ¢ mpany rough public issue
of shares raised its Subscribed Capital by additional ¥ 60 Crores o.* ¢ T oL “rores, the two Public
Financial Institutions were further allotted shares amountii » to... 2 ' Crores, raising the total
contribution of these two institutions to ¥ 23 Crores before th.  date of the Company's closure of
books for AGM scheduled for 15.09.2013, where Auditors were .o be appointed. The Company as
usual, by getting an ordinary resolution passed, ap dinted the Auditors. A group of Shareholders of
the Company allege that the appointment of A ditors is violative of certain provisions of
the Companies Act, 1956. They howev. », did not raise any objection to the appointment of auditors
at the previous AGM held on 10 C 2012 % -ide:

a. Whether the contentior-of the Si reholaers is tenable?

b. If the contention of sh reholders be tenable, what action should the Company take for
the appointment ¢ Auc tors :t the AGM scheduled for 15.09.2013?

Would your answer be stii the same in case the total Subscribed Capital contributed by the two
Public ' -..ancial Institutions is only, ¥ 10 Crores, including the previous Contribution of ¥ 3

7. ores?

Note: R ) _r to provisions of Sec. 224A given above.

1. 1or AGM held on 10/09/2012, the holding of Public Financial Institution was I 3 Crores + I 20 Crores =15%.
Hence Sec.224A is not attracted. Hence, appointment of Auditor(s) by an Ordinary Resolution is valid.

2. For AGM held on 15/09/2013, the holding of Pubic Financial Institutions will be ¥ 23 Crores + I 80 Crores =
28.75%. Hence, special resolution is required to be passed, for appointment of Auditor(s), in terms of
Sec.224A. Appointment by way of ordinary resolution is not valid. Hence the Shareholder's contention is
tenable.

Note: If the Total Subscribed Capital of Public Financial Institution is only I 10 Crores out of \80 Crores, the
holding is only 12.5%. In such case, special resolution u/s 224A is not required.

3. Action by Company: see page no. 11.
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AUDIT REPORT

Overview of matters to be included in company Auditors Report under section 227

Proper Books

Information of A/c Branch Audit
and

Explanation

/S ufs 227(2)

Directors

I i 5 y
ng;;;;;‘)v DIS(]u:;lflCatl
Cess u/s 441A
Matters Audltors

Report u/s
227

1. Muwters to be “Inquired” Into Under Section 227(1A) Of the Companies Act, 1956

Meaning of the word ‘INQUIRE’ in section 227(1A)

Section 227(1A) of the companies Act, 1956 requires the auditor to inquire into the matters specified in clauses (a) to (f)

of the said section.

Following Points must understand before we start section 227 (1A):-

= The word used in section 227(1A) is ‘INQUIRE'.

= This is different from sub- section (2), (3), (4A) of section 227 where the expressions “make a report”,

Vi

state” or

“contain a statement” are used.

= The word “Inquire” suggests that auditor need not to make a statement for the matters provided in section 227 (1A)

if he is satisfied as a result of his inquiry.
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= He (auditor) is reqd. to make a statement only if the findings as a result of his inquiry are adverse.
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Clause (a):-

“Whether loans and advances made by the company on the basis of security have been properly

secured and whether the terms on which they have been made are not prejudicial to the

interests of the company or its members.”

S. No.

Key words of clause

Points to be consider

Loans and Advances

NP

L & A has not been defined anywhere in the Companies Act, 1956.

Having regard to the requirement of clause (d) of section 227 (1A) a distinction
is obviously intended to be made between “L & A” and “Deposits”.

A “deposit” involves placing money or money’s worth with a third party for safe-
keeping or as security for the performance of depositor’s obligations or for the
purpose of earning interest. If purpose is to earn interest, deposit is placed with
a party who customarily accepts deposits.

All items which is reqd. by Sch. VI of the Companies Act, 1956 to be dis. 9. d in
B/S under head “ Loans and Advances” exception thos_ it ms<whic e
“deposits” should be regarded as “ Loans and Advar_c ” for ti. . purpose of
clause (a).

Security

Meaning of Security > security include any m \va.'~ or imi_ovable property,

whether belonging to the borrower or r, 0. ¥h' h.che. nhysically possession
or over which legally effective charge giver o le der.

Properly Secured

The Auditor should make inquiries to as. rtain tha. Prima Facie:-

= The Company holds a!_gally enforceab: Security, and

= The value of the . 'rity fully covers the amount of the loan or advance and
is reasonably ascertal. >d.

= The Loa. agreement or « ‘rrespondence in regard to the terms of the loan or
advanc s ould be seen.

= . ve tho e 'n or advance is made to a company, any charge on the assets
0. such a « .npany should have been registered under Section of 125 of Co’s
Act, '956 in order to constitute an effective security.

Terms

Terms on which the loan or advance is made would primarily include the
_ecurity, the interest charged and the terms of repayment.

It must be noted that it is very difficult to say that whether interest rate charged
is reasonable or not for this many things we have considered, but when a loan is
given only with a view to earn interest, the interest charged would be
commercial rate.

Not Prejudicial to the
interest of the Company
or members

2.

Particular attention should be paid to loans or advances to concerns in which
the directors of the company or their associates are interested.

The auditor is not to inquire as to how such transactions of the company affect
the interests of individual members in their personal capacities.

The auditor should check for the purpose of the members that the prejudicial to
the interest of the members will only proved when the members are in capacity
of member and not in personal.

Some Queries related to Clause (a)

Query 1.

Response: - Clause (a) applies to all loans and advances made by the company during the Financial Year under audit

Query 2.

Whether the Loans or Advances is “Properly Secured” would have to be considered at the end of each

accounting year?

whether they are outstanding at the Balance Sheet date or not.

Whether a loan is “Prejudicial to the interest of the company or its members” would have to be considered

only at the time when the loan is given, or renewed?
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Response will be same as given in the Query 1.

Query 3. What will be the role or prudence to keep by the auditor where the Loans and Advances are given without
security?

Response: - The auditor is not required to make any adverse comments in his report regarding this and as a matter of
prudence, Auditor is not concerned with prudence or imprudence of making loans without security
(London and General Bank Ltd. case).The auditor is concerned only to those matters where loans and
advances are made with security.

( Clause (b):- “Whether transactions of the company which are represented merely by book entries are not )
L prejudicial to the interest of the company”. )
S. No. | Key words of clause Points to be consider
1. Transactions of the company are ordinarily matters of fact. \NY
. The clause is therefore intended to cover transactions<". " ~e comg. ny for which

1. Transactions . L . . .
the only evidence or the principal evidence. is the ¢ 'try reg .rding the
transactions in the books of accounts

1. The purpose of book entries is to corr=_uy . xco 1. ans. tions which have, in
fact, taken place.

2. Book Entries 2. If a book entry are passed which is n in acceidance with the facts of the
transaction, or is contrar thereto, this sh uld be set right or reported upon by
the auditor.

Clause (c):- “Where the company is not a1 i 7estment company within the meaning of section 372 or a

banking company, whk' her so m ch of the assets of the company as consist of shares,
debentures and other sec 'rities " r¢ been sold at a price less than that at which they were

purchased by L company

)

S. No. | Key words of clu. se Points to be consider

1. Investment Company meaning:- is a Company whose principal business is the
acquisition of shares, stocks, debentures or other securities (proviso to section

1. In ‘est” .c * company 372)

2. It must be noted that clause (c) applies to a company whose principal business is
not dealing in shares, stock, debentures or other securities.

. 1. If, as a result of his inquiries, the auditor is satisfied that the sale is bona fide
Sold at price less than . . . . .
2. and the price realised is reasonable, having regard to the circumstance of the
purchase (cost)

cases, he has no further duty to report on the matter.

Some Queries related to Clause (c)

Query 1. How price of securities can be ascertained where the investment is consist of securities of the same class,
purchased at various times and various price?

Response: - In such a case the price should be determined in accordance with accepted accounting practice
consistently followed by the company.

Query 2. How the price of securities is ascertained where the cost of shares or debentures or other securities sold is
not ascertainable?

Response: - The Book Value thereof at the date of sale may be treated as the cost for the purpose of this clause.

Query 3. What will be the treatment of Bonus Shares?
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Response: - The Average Cost is to be used.

s N
Clause (d):-  “Whether Loans and Advances made by the company have been shown as deposits”.
Read with Clause (a)
" J
( )
Clause (e):- “Whether personal expenses have been charged to revenue account”.
- J
S. No. | Key words of clause Points to be consider

1. Personal Expenses

1. Where the company is having some contractual, or in accordance Wit ac apted
business/commerce/trade practice, (for eg. medical, leave <ravel, » t vee
guarters, conveyance for personal use, maternity bene‘ s, cai *cn faci ‘ies,
etc) is perfectly normal and legitimate and does not -all for any special
comment by the auditor.

2. Where personal expenses not covered !, "oin no- . ‘s reqd. attention (i.e.

reporting), but reporting must be suk «ct to v iter 1lity.

Clause (d):- “Where it is stated in the books and papers _i he company that any shares have been allotted for
cash, whether cash has actually been so recc . in respect of such allotment, and if no cash has
actually been so received, whet! =r the positio1. as stated in the account books and the balance
sheet is correct, regular and nov i leading”.

S. No. | Key words of claus Points to be consider

1. Books and Pa, ~r

=1

Papers would presumably refer to the Return of Allotment filed by the Company
dnder section 75 of Company Act, 1956.

2 A otment for cash

1. Where the consideration for the issue of shares is an adjustment against a bona
fide debt payable in money on demand by the company, the shares are deemed
to have been subscribed in cash. (Decision Spargo’s Case, 1873, 8 Ch. A, 407).

2. A company may have taken on condition that in the event of default in
repayment, loan would get converted into shares. Such conversion of loan into
shares could be considered as allotted for cash [ICAlI's Guidance Note on Audit
of Capital and Reserves].

Now to Memories all of above clause of section 227(1A)

Clause | Memory trick Key words
a S Secured
b B Book entry
C I Investment Company
d D Deposits
CA VINIT RATHI
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e P Personal Expenses
f S Share Allotted for Cash

2. Reporting under section 227 (2)

The auditor shall make a report to the members of the company on the accounts examined by him, and on every
balance sheet and profit and loss account and on every other document declared by this Act to be part of or
annexed to he balance sheet or profit and loss account, which are laid before the company in general meeting
during his tenure of office, and the report shall state whether, in his opinion and to the best of his inforn *on and
according to the explanation given to him, the said accounts give the information required by this Act. a. ner so
required and give a true and fair view -

(i)  Inthe case of the balance sheet, of the state of the company’s affairs as at the end of i* . 1ancia1 -ear; and

Q\ Tn the cace of the nrofit and lnce accoiint of the nrafit or laee far ite financial vear /‘4

Some Queries related to seci{on 727 2)

Query 1. What is meaning and significance of the P* ase “True and Fuir”?

Response: - Term True and Fair has not defined in any le tislation, but there is Reporting Requirement section
227 (2) and Legal Requirement:section 211(5,

= Reporting Requirement: Tt & atutory Auditor of a company has to express an opinion in his
report on the true ana =.wfiew  hown by the Balance Sheet and Profit and Loss Account.

= Legal Requiz>ment: Se. tion 211(5) provides that the accounts of a Company, shall be deemed
as not discl sir. 1 a true anc fair view, if they do not disclose any matters which are required to be

discr:ssed—

(a) By virtue f ’rovision of Revised Schedule VI of the Act, or

(b) By virtue of a notification or an order of the central govt. modifying the disclosure requirement.

Qrery 2. Vv. 2n it can be said that “True and Fair” holds good?
R sponse: -~ Financial statements are reported to be as true and fair when all of the following hold good -
1. Reasonable evidence is obtained in support of the transactions recorded in the books of accounts;

N

. Accounting entries passed in the books of account are in conformity with the applicable accounting

principles and standards followed consistently;

3. The financial statements prepared represent a true summary of transactions that took place during
the year;

4. The process of classification and aggregation followed in preparation of the financial statements
is fair and does not hide a material fact nor does it highlight something which may distort the real
state of affairs. The form of accounting statement is in the required form, if any;

5. The accounting statements do not contain any misstatement;

6. The material transactions recorded in the books are neither illegal nor beyond the legal powers of

the client; and

7. All statutory and relevant disclosures have been made.
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Query 3. Is there any General Requirement on “True and Fair”?
Response: -  To ensure a true and fair view, an Auditor has to see the following—
S. No. Particular Details
1. The assets are neither undervalued nor overvalued, as per the applicable accounting
principles,
L Assets 2. No material assets is Omitted,
3. Charge, if any, on assets is Disclosed.
2 Liabilities 1. Liabilities a'1re 'n'o't understated or overstated, and the same are properly classified,
' 2. Material Liabilities should not be omitted.
1. Appropriate accounting principles and acceptable accounting policy have been
3 Accounting followed consistently, and
' Aspects 2. All unusual, exceptional, none—recurring items, and material deviations have been
disclosed separately.
4 Legal 1. The P&L a/c and the Balance Sheet disclose all the matters required to b ¢ =closed
' Requirement by Revised Schedule VI of the Companies Act, 1956 or any othar ¢ aplicole At

3. Reporting Under Section 227(3)

No. | No Clause i
Whether he has obtained all the information and explanatic 1s whicii to the best of his
L @) knowledge and belief were necessary for the pi+/soses of his audi.. L
= Whether proper books of account as réq\ by law have been maintained so far as
appears from an examination of *hose books; a. 1
2. ® |- Whether proper returns adeq a.» for the purposes of audit have been recd. from B
branches not visited by hi .
= Whether audit_r norts of <l branches whose audit has been done by some other
auditor have be 'n\ rwarded to him; and
3. | (bb) | = Whether nicihas ( 2alt v th them in his report as he considers necessary. B
Note: - Statutory a. .itor is to refer to branch audit only when branch accounts are audited
by a person other than himself- source: Letter No. 8/46(1)/61- PR, dated 9/5/1961.
‘Nb.u. =the Balance Sheet and Profit and Loss account are in agreement with the books
4. ‘ © faccount and branch returns. 2
Whether the Balance Sheet and Profit and Loss account comply with the accounting
5. W | standards referred to in section 221(3C). A
In thick type or italics, the auditor’'s observations or comments which adversely affect the
6 ©) functioning of the company. (To be Discussed later in detail) B
Whether any of the directors of the company have been disqualified under section 274
! () (1) (g) of the Companies Act, 1956. (To be Discussed later in detail) D
Whether the cess payable under section 441A has been paid and if not the details of
8. &) amount of cess not paid. =
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e e T

4. Reporting Under Section 227 (4A) [CARO 2003]

4.1 Some Points Must be Understood _before we begin with CARO, 2003.

S. No. Points
The Intention of CARO, 2003 is not to restrict the duties/
responsibility of Auditors. All that it does is to require a specific

Introdun tior

Pursuant to sect”,n 227( 1), the | entral

statement on certain matters. Govt. issued the Tompart. >s (Auditor’s

= For example, auditor duties regarding Related party transaction Report) < der, 2005 called CARO, 2003
as laid down in SA 550 (Revised) issued by ICAI. Auditor’s | | yide not ficat:.~> No. W.S.R. 480(E) dated

L Duties are not limited to considering transaction covered by | “une 2. 2703. 'l.e Central Govt. vide
section 301 [Para 4(v)]. Noti” -atic . No. GSR. 766(E) dated

= The requirements of CARO, 2003 to make a statement on ovembe: 25, 2004 amended the said

internal controls in specific areas does not mean t“.t auditor | | Os 'er and issued the Companies

does not have to evaluate other internal contre'.. (Auditor’s Report) (Amendment) Order,

The requirements of the Order are supplemental to tr. . existing A0

2. . . . Y, It must be noted that after issue of CARO,
provision of section 227 of the Act regari, = the auditor’s 1 port. ) . . .
2003 earlier Order issued in 1988, viz., the

Manufacturing and Other Co’s (Auditor’s

The requirements of the Order are alon \pplemental to the

3. direction given by the CAAG w 'ec »2nd. °t. ¢ audit of Govt. Report) Order, 1988 (ie. MAOCARO
Company u/s 619. 1988).
4. Order Contains total Fi 2. 'ra’s. ‘/

4.2 Applicadility of CARO-2003

= The Ori . Applies to all Companies except certain categories of companies specifically
eviu.pted oo the application of the Order [as per PARA 1(2)].

Notd\let’s i iderstand the applicability & non- applicability of the Order by below table:-

S. N. Particulars Remarks/ Points to remember

1. Order is applicable to Foreign Companies also.

2. According to section 591 of Companies Act, 1956Foreign Companies are

Foreign Companies companies incorporated outside India which have a place of business in India. It
1. u/s 591 of Companies doesn’t matter whether the place of business in India was established in India
Act, 1956 before on or after the commencement of the Companies Act, 1956.

3. As per ICAI Liaison Office of a foreign body corporate is a foreign company
under section 591 of the Act. Hence, the Order would apply to it.

1. As per section 228(3) (a) of the Companies Act, 1956 specified that auditor of
branch has the same duties in respect of audit as the company’s auditor.

By keeping the view of above point, ICAI's Statement on the Companies
(Auditor’s Report) Order, 2003 clarifies that CARO, 2003 is also applicable to the
audit of branch of a company, except where the company is exempt from the

2. Branch of a Company

applicability of the order.

3. Private unlimited |1. Exemption from CARO, 2003 is not at all available.
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company

) 1. Exemption without any condition (i.e. Unconditional exemption).
Banking, Insurance . . . L .
There is no need to mention anything about the exemption in the audit report.

4. and Section 25 . e . . . .
Companies Companies specified in point number 4 are exempt irrespective of whether they
P are public companies or private companies.
] ) 1. Conditional exemption from CARO, 2003. (Condition’s for exemptions is
5. Private Companies

discussed below)

=

Some Queries related applicability or non applicability.

Query 1. What will happen if an NBFC (Non- Banking Financial Company) which converts itself into a banking
Company?

Response: - CARO, 2003 will not be applicable to such NBFC if as at the balance sheet date it is a banking <ompany.

Query 2. What if a Private Co. converted into Public Co. or Public Co. into Private Co.?

Response: - To be Discussed in class.

@ Conditional exemption from CARO, 2005 re,Pricate Co’s

A Private Limited Company which s ‘isfies all the following
three conditions is exempt fra'n CARO, 2003:-

Condition to | (a) Paid up capital + reserves cf'. e company doc » not exceed ¥ 50 Lakhs at any point of time during
be satisfied the financial year.

(b) Company does not h. ve loa:. .utstanding exceeding I 25 Lakhs from any bank or financial
institutic 1 « 2any point . € time during the financial year.

(c) Coni, anies ' urnov r does not exceed T 5 Crores at any point of time during the financial year.

Explanation of words terms used in above conditions

Computation of aggregate paid - up capital and reserves
Calculation of paid - up capital figure Computation of Reserves Figures

As per statement on CARO, 2003 issued by ICAI, | According to ICAI, reserves should be calculated as
the paid — up capital should be calculated as | follows:

under:
Called up equity share capital XXX All reserves like GR, Dividend Equalization | XXX
Add: Called up preference share XXX reserves, Debenture redemption reserves,
Aggregate . - . .
paid — up capital Securities Premium, Capital Reserves, CRR,
. Less: Calls in Arrears (XX) Revaluation reserve (i.e., all reserves,
capital and
reserves wh(?ther free reserves or not and whether
Add: Shares Forfeited Account XX capital reserve or revenue.
Add: Credit Balance of P&L A/c, if any XX

Paid - up capital for the purposes | XXXX
of PARA 1 (2) (iv) of CARO, 2003. Less: Debit Balance of P&L A/c, if any (XX)

Reserves for the purposes of PARA 1(2) | XXX
(iv) CARO, 2003.

Some Points to be remembered while computing paid - up capital or reserves.
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paid - up capital and reserves.

class.

V' Miscellaneous expenditures to the extent not written off or adjusted are not to be deducted from the total of

V' Debit balance of P&L A/c is to be deducted only from the figures of revenue reserves.

v If company does not have revenue reserves, the debit balance in the profit and loss account cannot be reduced
from the total of paid - up capital and revaluation or capital reserves.

v’ If private company is converted into public or public into Private then what will happen to be discussed in

Computation of
loans outstanding

Computation of loans outstanding to determine whether limit of ¥25

(i)
(ii)

(iii)

(iv)

(v)
(vi)

lakhs is exceeded
Actual Amounts outstanding (and not sanctioned limits) should be

considered.

Loan Outstanding is outstanding balance of all fund - based facilities
(Term Loans, Demand Loans, export Credit, Cash Credit, ™M ‘vdraft,
Bills Purchased or discounted, Corporate credit card du:s).

Non- fund based facilities will be considered as }-un ov <‘andin_ caly
to the extent such facilities have devolved <{_.g. zuaran. e has been
invoked due to company’s default) and ha" ~ been co. verted into fund -
based facilities.

Interest Accrued but not due - ter 1 |1 is ot treated as loan
outstanding,.

The Limit ¥ 25 lakhs applies in agg >gate to all loans from all banks and
financial institution- and not bank w se or financial institution wise.
Loan from priv .e anks and foreign banks should also be considered
for computing the afc »said limit of ¥ 25 lakhs.

Some Issues 2y rding Loan Outstanding

TO be . -ussed in Class

Comy n. tion of urnover to see if a limit of I 5 Crores is Exceeded.

v’ Jrrno er is he aggregate amount (i.e. gross consideration) for which the sales are
affecte . by the company/ services are rendered by the company.

TurnOx o v For an agent, turnover is the amount of commission earned.

v Turnover should be calculated in accordance with the method of accounting regularly
adopted by the company. That is to say, whether to include certain items such as sales
tax / excise duty collected would depend upon the method of accounting regularly

employed by the company.

Some Issues regarding Turnover

TO be discussed in Class
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Now we start discussion on CARO, 2003
PARA 4 and its Clauses

(Most important from exams purpose)

Para 4 (i) of CARO, 2003 Fixed Assets

Requirement of
Para 4(i)

v Proper Records - Whether or not the company ha: ‘aint.ined proper records

showing full particulars including quantitative ¢ »taila” =d ¢ tuation of fixed assets. [Para
4(1) ()]
v' Physical verification - Whetk. these fixed asscis have been physically verified by

the management at reasonable .nte. als;

Whether any material discrepancies . ave been observed on such verification and if so,
whether the same has e = properly deait with in the books of account. [Para (i) (b)]

v Sale of subst-wtial >a t of fixed assets - If substantial part of fixed assets has
been disposed of 'uring " year whether it has affected the going concern. [Para (i) (c)]

Exnlan 1t.on of Words used in Clause no (i)

Proper Records

CARG, 20 3 does not define the term “proper record’. What constitutes “proper
records” is a matter of auditor’s professional judgement in the facts of the case.

Here I call it as “Call Of Judgement”

Full Particular

The records should contain full particulars about the F A including:-

Description (colour, model, etc.) for easy identification (Tagging)
Classification (i.e. relevant account head)

Situation (i.e. Location)

Original Cost (determined as per AS - 10, 12, 16, 19, 26)

Year of purchase

Details of depreciation of tangible assets (i.e. rate/ method of depreciation)
Amortization of intangible assets (method of amortization, useful life)
Quantity (No. of Units)

Details of revaluation and

AN N NI N N N W N N N

Details of impairment provision and reversal thereof

Note: - The records should contain full particulars as above, regarding all items of fixed
assets, i.e. finance lease, fully depreciated / fully amortized / fully impaired assets, assets
retired from active use and held for disposal. Thus, it should include all existing assets
even if their balance in accounts books has become NIL.
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Quantitative
details

How quantitative details are to be incorporated in the fixed assets record-

This will depend on the nature of the assets. For instance, land should be shown and
depicted by survey number / details of conveyance deed with area of the plot (i.e. Survey
report), Vehicles by registration books or numbers (i.e. RC book). In case of furniture,
reference numbers is painted on them and entry be made according to this number (i.e.

tagging).

Situation of
fixed assets

The logic behind the entering location is to facilitate physical verification. If assets are
located at the residence of some official, his name and designation should be entered in
the records. In that case, the auditor should ascertain whether there is a valid reason for
doing so (e.g., car/furniture given as perquisite as per terms and condition of employment)
[i.e. check Employment handbook (EHB)].

Electronic fixed
assets register

Electronic Form of FAR = Whether proper records or not?

The auditor may accept electronic FAR as “ Proper Record” if the following cond ic s are
satisfied:

1. Unalterable: The controls and security measures in the company a.  such t. at once the
FAR is finalised, it cannot be altered; and

2. Can Be Retrieved In A Legible Form: The FAR #"ins ch 1 £.rm (at it can be retrieved
in a legible form i.e. it can be read on the screen’« = a har . co y can be taken.

Note: (a) If both the above conditions are not  atisfied, a print - out with due
authentication would ¢ necessary (then it can also form part of
Documentation SA 23,).

(b) If the auditor decides to . ly on electronically maintained FAR - Auditor

should:
v' Eva’vate cctinl that seek to ensure the completeness, accuracy and
unal\ rap.**v ot he register;

¢ Mainta 1 adequate documentation evidencing such evaluation.

Physical
Verification

Accordin, v the Ovder, physical wverification is the responsibility of the
Mu. agem nt o :d not that of the auditor. That does not mean that auditor has not
got any ' ies with reference to physical verification.

Auditor’s duties as regard the physical verification

v Attend the physical verification conducted by management if feasible (for E.g., all
Fixed assets can be verified on the same day or without or relatively short period time).
But his attendance does not diminish management’s responsibility. Nor is he reqd. to
supervise the physical verification.

v' Ascertain that the verifiers (whether staff or outside experts) are competent persons.
Obtain a copy of the written instructions given to the verifiers. Assess whether if they
are implemented accurate results will be obtained.

v" Whether the method of verification adopted is reasonable in the circumstances of the
case.

v In some cases, physical verification would be an exorbitant (very expensive /
excessive) exercise involving huge loss of production (e.g. In process industries where
assets are in continuous use or concealed in larger units). Auditor can rely on indirect
evidence in such cases to ascertain the existence of fixed assets (i.e. if an oil refinery is

producing at normal levels of efficiency, he may take that all units of that refinery are
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in existence). This is because auditor requires only persuasive evidence and not

conclusive evidence regarding the existence of fixed assets. However, if there are
compelling circumstances, he may insist on physical verification being carried out by

management.

This term has not been defined in the order. It depends on the circumstances of the

case. But generally, the following (as per table below) may be treated as reasonable

intervals.
Sr. No. Situation What can be considered by the auditor as
Reasonable Reasonable Intervals
Intervals Where assets are | g,,,] verification (i.e. Once in a year) of all
1. few and can be | .
. i fixed assets.
easily verified \
Assets are | A wverification, say once everi: th ce yea.: vy
2. numerous and | rotation so that all assets<u - verifs d at least
difficult to verify | opce in three years.
If proper records are not maintained or if as<_cs ce el pn, sically verified by
management, it is not possible for the auditor t. st<.c:rh ther there is any material
Material discrepancy. In that case, the auditor should state ti. t he has been unable to ascertain

Discrepancy whether there is any material die'. »ancy along with reasons (i.e. absence of records/

physical verification not due) [But one : »ould also keep in mind Sch. II Part I Clause No.

5,6,7,8,9 of COE - 2009).

1.
2.
Substantial
Part of F ~ed
Ac<et,

The expressio. ;"hsg_@"zl part of FA’s”:-

Not de“ned either 1 CARO, 2003 or in the ICAI’s Statement on CARQO, 2003. It is matter of
auditc s, ‘dgment in \ie facts and circumstances of the case.

Can v e su  that “if there is no substantial sale of fixed assets, there no need to
co..7ia 'r the going concern question”? : -

Certainly not. According to ICAI's statement on CARO, 2003 does not absolve the
auditor of his responsibility under SA 570(Revised). As there will be several other
indication of risk that going concern assumption is appropriate, the auditor,
notwithstanding his comments under PARA 4(i)(c) of CARO, 2003, should also comply
with SA 570(Revised).

Note:- SOME MORE ISSUES TO BE DISCUSSED IN THE CLASS

Para 4 (ii)) of CARO, 2003 - Inventories

CA VINIT RATHI
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Requirement of
PARA 4(ii)

Physical verification - Whether physical verification of inventory has been conducted at

reasonable intervals by the management. [Para 4(ii)(a)]

Adequacy of physical verification procedures - Whether the procedures for physical
verification of inventory are adequate in relation to the size of the company and the nature of
its business. [Para 4(ii)(b)]

Proper records - Whether the company is maintain proper records of inventory. [Para 4(ii)

(©)]

Rectification of material discrepancies - Whether the material discrepancies, if any,
noticed on physical verification have been properly dealt with in the books of account. [Para

4(ii)(d)]

“Explanation of words used in Clause no. (i7;”

Reasonable
Intervals

As per ICAI’s Statement for judging “reasonable intervals’ ‘ollow ‘1@ points
must be considered:-

v What constitutes “Reasonable Intervals” is a m¢ ter of 7 udg nent in the circumstances of
the case.

v" Normally, verification of all inventories at least o1 e a year and if reqd., more often,
should be treated as reasonable i’ -vals.

v If company adopts ABC classificatio. ‘of inventories based on their value and verifies ‘A’
(highest value) items mece often, ‘B’ ite 1s (moderate value) less often and ‘C” (low value)
items still less often, the au itor may accept this periodicity of verification as reasonable.

v Management shi " deci'e he intervals of verification after considering various factors
such as:

> Nat'u of Inventc v items (physical/chemical state)
» The! loc tion - whether at one place or spread over several locations.
» The 1 asib. 'ty of physical verification
If there 15 = dence that the management has considered these factors and fixed the intervals,

auditor may treat these intervals as reasonable.

Ad=oac of

The primary sources of evidence for reporting on the adequacy and reasonableness of
procedures for physical verification of inventories under Para 4(ii)(b) of CARO, 2003

CA VINIT RATHI

physica )
y e are:
viificaf on 1. Observation of physical verification of inventories; and
procecuures 2. Examination of records of verification of inventory.
1. The records should cover all the items of inventories
2. For each item, the record should contain:
v" Name, item code, etc.,
v" Quantity of receipts, issues and balances, dates in chronological order. Cross -
reference to documents evidencing receipts and issues be given.
v" Location / Situation of items.
Proper v In priced stores ledger, if maintained, the prices at which receipts and issues are
Records of recorded to be given.
Inventories 3. Every entry in the stock records regarding receipts and issues should be duly supported

by documents.

Records should be updated as and when transactions (receipts and issues) take place.
Records may be maintained either in manual form or in computerized form.

Records of movement / custody of inventory items should be kept.

Proper records for inventory in Para 4(ii)(c) implies proper records for WIP are reqd. to be

NG

maintained by the Company.
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Material
Discrepancy

Refers to material difference between stock as per physical count and stock as per records.

Now question arises that what if company does not maintain stock records?

According to ICAI’s Statement on CARO, 2003 -

1. In this case, the only way to determine book stock is by annual quantitative reconciliation
of opening stock, purchase and consumption [i.e., opening stock (in units) + Purchases (in
units) - Consumption (in Units) = Closing Stock (in Units)].

2. The above reconciliation is possible only if the consumption in units can be correlated to
the production or can be established reasonably, accurately.

3. If quantitative reconciliation is not possible, ascertain whether the item in question is
material. If it is not material, discrepancy also may not be material.

4. If the item in question is material and quantitative reconciliation is also not possible, book
stock cannot be determined and auditor should state the fact that it cannot be d¢ ermined
in his report.

Requirements
of Para 4(iii)

v' Names & Amounts involved - Has the compa. = granic.. or taken any loans, secured

or unsecured to / from companies; firm or othe  parties concerned in the register
maintained under section 301, the Act? If so, give the number of parties and the
amounts involved in the transaction: \[Para 4 (iii) (a)]

v' Terms and Conditic 1 of loans - Whether the rate of interest and other terms and

conditions of !ons ta. =1 or given by the company, secured or unsecured from
companies, firm. ./ ¢ parties covered in section 301 Register are prima facie
prejudic al to the ini »rests of the company. [Para (iii)(b)]

v’ _Regul rit, of repayment - Whether receipt / the payment of the principal amount and
tr.vinte est ave also regular. [Para (iii)(c)]

v Steps for recovery of overdues - If overdues amount is more than Rs. 100000, whether

reasonable steps have been taken by the company for recovery of the principal and
interest. [Para (iii) (d)]

“Explanation of words used in Clause no. (iii)”

Applicability
of sub - clauses
(b), (c) and (d)

ICAI’s Statement on CARO, 2003 states that sub - clauses (b) and (c) and only to
loans to / from parties covered in the register maintained u/s 301 and sub - clause
(d) applies only to loans to parties covered in the register maintained u/s 301.

Para 4 (iii) (a)

Number of parties & not number of loans - Clause 4 (iii) (a) requires the auditor to
mention the number of parties and amounts involved and not the number of loans granted or

taken to / from section 301 parties.

Reporting “amounts involved” - Would mean reporting the maximum amount

outstanding during the year as well as the year end balance. [as per ICAI]

Para 4 (iii) (b)

Prejudiciality of the rate of interest and other terms and conditions - The following
principles are important in this regard :

v' “Other terms and conditions” include matter like security (given or obtained) repayment
schedule, and restrictive terms and conditions if any.
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Auditor not reqd. to state whether the rate of interest and other terms and conditions are
in the “best interest of the company” or “most beneficial to the company”.

Auditor to state whether the rate of interest and other terms and conditions are prime
facie prejudicial to the interests of the company.

Thus, the requirement is not to judge whether the company has got the best possible deal
but to judge whether it is such a bad deal (Prime facie) that no reasonable person would
have gone for it.

Merely the fact that better deals could have been obtained does not warrant the
conclusion that the terms are prejudicial.

Only if the difference between the terms obtained and terms obtainable is so wide that no
reasonable person would have opted for these terms, should the auditor conclude that
these are prejudicial.

Before drafting his adverse remarks, he should obtain the information and expld »ation of
the management as to why they think that these terms are not prejudicial to th 1 ‘erests
of the company. Only after obtaining and evaluating management’s exp. natio'.s, »u itor
should draft his comments on the clause. If he is not stratifi' with  nanager.ent’s
explanation, he should state that terms and conditions are prejudicia.

Auditor is not to pronounce on prejudicially using the hi . ight. Th  terms obtainable
which the auditor considers - these alternatives sho . hav » ba'i. ~resent at the time the
decision was taken and should have been 1 asonal y 1 the contemplation of the
management.

The ICAI’s Statement on section 227(1.A) makes the t. ‘lowing points which are relevant in
evaluation of the Prejudiciality of *Z = terms and conditions of the loans granted:-

1. Charging interest at a lower rate . an market rate or even not charging any interest

may be justified in ‘l.  case of loans given for business considerations (e.g. loans to
staff, loans to. raw ma. >r. | suppliers).

2. However, if the 'oans a.  given solely to earn interest, they should have been made at

the! n. ket rate ¢ interest. If made at below market rate or interest free, the same
shot d b regarded as prejudicial to the interests of the company.

3. 11 e oan has been approved by the C.G. u/s 295 or 372A, this is prima facie evidence

that the loan given is not prejudicial to the interests of the company.

4. 1If loan has been granted by a public company to directors without the previous

approval of C.G,, it is prima facie prejudicial to the interest of the company.

If concessional rate of interest is charged on loan to an employee who is a relative of a
director - The concessional rate of interest cannot be said to be prejudicial to the interest of
the company if other employees of the company are also entitled to loans at such
concessional rate of interest.

v

Para 4 (iii) (c¢)

‘Regular’ -
According to ICAI’s statement on CARO, 2003 the word ‘regular’ means that principal
and interest should be received (on loans given) or paid (on loans taken) as and when
they fall due as (per the terms of loan agreement).

If due date for interest payment is not specified, it may be treated as falling due on each
anniversary of loan.

If there is no stipulation as regards repayment to loans, it will not be possible for the
auditor to comment on the regularity of repayment. In that case, the auditor should state
that he is unable to make comments regarding regularity because terms of repayment
have not been stipulated.

When does payinent become due in case of loans repayable on demand? The repayment of

loan repayment at demand becomes dues as and when the lender demands the loans.
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Para 4 (iii) (d)

What constitutes ‘reasonable steps are a matter of auditors’ judgment in the facts
and circumstances of the case?
v In the context of amounts lent, reasonable steps for recovery do not necessarily mean

legal steps.

v" What is ‘reasonable steps’ depends upon the degree of delay in recovery, the amount
involved and other similar factors.

v' In certain less serious cases, even solicitor's notice or sending a reminder may be
reasonable steps.

v" The auditor should arrive at his opinion regarding ‘reasonable steps’ only after
consideration of management’s written representations in this regard.

v'If the auditee is NBFC, the auditor should refer to the policy for demand loans / call loans
framed under clause 6A of the NBFC’s prudential Norms (RBI) Directions, 1798 while
reporting under Para 4 (iii) (d).

Para 4 (iv) o

Requirement of
Para 4 (iv)

Adequacy - Is there an internal control procedur. commeiisurate with the size of the
company and the nature of its business f<. the following . ansaction :-

v" Purchase of inventory and fixe a. vets

v' Sale of goods and services

Continuing failure - V h ‘her there is a continuing failure to correct major weakness in
internal control.

“Explanciion of words used in Clause no. (iv)”

Two distinct
requirements

The requir. me:. ‘s under Para (iv) of CARO, 2003 relating to adequacy of internal control and
conu. huing | ailus . to correct major weaknesses are two distinct requirements and are not
inter - rc'>te 1. If no major weakness in controls was noticed, the auditor cannot conclude that
the internal control system is adequate.

( ontrols n
0."er ar _as

Auditor’s responsibility to evaluate controls in other areas -

This requirement should not be interpreted to mean that the auditor is not required to
evaluate internal controls in areas other than purchase of inventory and fixed assets and sale
of goods and services or that his responsibility to evaluate internal controls in other areas in
any way is reduced. It only means that the auditor will have to give special emphasis on
internal control procedures related to purchase of inventory and fixed assets and sale of
goods and comment on it under CARO, 2003.

What is order requires the auditor to do is:

Continuing 1. As.certain whethef there are any weaknesses in the inter.nal controls relating to purchase
Failure of inventory and fixed assets and sales of goods and service.
2. If so, whether any of these are “major weaknesses”.
3. If so, whether there is a continuing failure to correct them as at the balance sheet date.
v" What constitutes “major weaknesses” is a matter of facts and circumstances of the case
requiring the auditor’s professional judgement.
”Major v" Ordinarily, any weakness in the internal control which exposes the company to risk of
p significant loss or to a risk of material misstatement (SA 315) (i.e. material fraud or error)
Weaknesses in financial statements is a major weakness.
v Some weaknesses may not seem to be ‘major’ individually. But when they are evaluated
alongwith others, they might become ‘major’.
“Continuing The auditor may have noted major weaknesses in internal controls while reviewing the

CA VINIT RATHI

Page 50

Mob. No. 7737345000




Audit Under Companies Act, 1956

failure to
correct”

internal audit reports or while reviewing the minutes of Board of Audit Committee - i.e.
matters relating to internal control weaknesses placed before Board / Committee but not
considered by them, or noted during his study and evaluation of the internal control system.
The auditor should assess whether management has corrected these weaknesses as at the
balance sheet date. If the weakness has not been corrected as at the balance sheet date, the
auditor should report that there is a continuing failure, whether or not the management has
made any effort to correct.

Auditor’s
duties

Adeguacy of the internal control procedures should be judged -

Only after study and evaluation of internal control and testing them in operation [Mere study

and evaluation is not enough]. The auditor should test the controls in operation to assess
whether they are being implemented as desired in the light of:
v" Size of Company

v Nature of its business
v" Organization structure

v" Also make reference of SA 315 and 330 Risk Assessment and Inter". ! Contr ‘.

Techniques for evaluating adequacy of the inter:~l conti ~l procedures -
Narrative description, flow charts, internal control questionn: ire , <hecki.st duly filled up

and countersigned by responsible official of compan

The auditor is at liberty to decide which technique oi set. “2ch iques he should use for this
purpose. But whatever technique or set of he selects, “e should maintain proper working
papers regarding the evaluation.

Evaluation of adequacy in com, uterized environment - The auditor may use
Computer Assisted Audit Techniques (\ AAT’s) such as test data, data mining etc. for

evaluation of internal cont. .
Action by auditc “f we. k., 2sses are observed - Reporting to management / TWCG
as required by SA 265 ‘ 26U\~ ised).

Requirement of
Para 4 (v)

) of CARO, 2003 Transactions

Covered By Section 301

Completeness of section 301 register — Auditor to report whether the particulars of
contracts or arrangements referred to in section 301 of the Act have been entered in the
register required to be maintained under that section. [Para 4 (v) (a) ]

Reasonability of price - Auditor to report whether the transactions made in pursuance

of such contracts or arrangements have been made at prices which are reasonable having

regard to the prevailing market prices. (This information is required only in case of
transactions exceeding the value of ¥ 500000/- in respect of any party and in any one
financial year). [Para 4 (v)(b)]

“Explanation of words used in Clause no. (v)”

Para 4 (iv) (a)
(i.e.
Completeness
of Section 301
Register)

This part of the clause requires that the auditor should report whether the transactions
that need to be entered into a register in pursuance of particulars of contracts or
arrangements referred to in section 301 of the Act have been so entered. Section 301 of
the Act requires that every company shall keep one or more registers in which shall be
entered separately, particulars of all contracts or arrangements to which sections 297
and 299 of the Act apply.

What is the role of auditor if Register is completed or updated or not maintained properly?

If the company has not maintained or updated the register required to maintain under
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section 301 of the Companies Act, 1956 and also necessary declarations from directions in
Form 24AA are not on record, the auditor should report this fact while commenting under
Para 4(iv) (a). (For e.g. In case the company is required to obtain prior approval of the
Central Government but has not so obtained, the auditor should state the fact in his report
under the Order.)

What is the role of auditor if company has made disclosure of non - compliance of provision

in the financial statement?

A separate qualification may not be required in the main audit report provided the

necessary provisions to meet the cost of non-compliance has been made and the fact of non-

compliance (including the amounts involved) has been appropriately disclosed in the
financial statements.

Note:-

v It is suggested that the auditor should acquaint himself with all the re u. ements
of sections 297, 299 and 301 of the Act.

v Loan Transactions with parties covered by section 301 of the com_ anic /i t. 1576 fall
within the ambit of Para 4 (iv) (a).

v' The auditor should also obtain a written representziion fron. the nianagement
concerning the completeness of the information so provide 1 tc the aua. :or.

v' The auditor should also examine, wherevs. ap) licc 7'C, secretarial compliance
certificate issued under section 383A of the Ac in.+ ~arc to the completeness of the
register maintained under section 301 of the Act.

v" The auditor may also rely upon-uach a certificat. issued by a company secretary
provided the auditor complies” wi a1 the requirements of Standard on Auditing (SA)
620(R), “Using the Work of an Expert

Pa,. < (iv)
(v)(b)
[Reasonability
of Price]

How aui’iv v can judge v.te reasonability of price?

1. Basis of Judging ~nd rea. . bleness of prices - The auditor is required to determine

the reasonablene.: o1 [ =ic s having regard to the prevailing market prices at the
relevantime. “AT "HE RELEVANT TIME” means at the time the transaction was

enterec inu

2. “Toving| Jari ot Inquiry not expected:- The auditor is not expected to make a roving

mar.+ i quiry to determine the market prices prevailing at the time the transactions
were entered into.
3. Different methods / approaches to determine reasonableness of prices:-

v Examine information such as price lists, quotations, and records relating to prices at
which similar transactions have been entered into with other parties, etc., at the
relevant time.

v Based on the information collected in the above approach and any explanations
given by the management, the auditor has to satisfy himself whether the prices at
which various transactions have been made are reasonable.

v" The auditor should take into account all the factors surrounding the transactions
such as the delivery period/schedule of implementation, the quality and the
quantity of the product/service, the credit terms, the previous record of
supplier/buyer/client, etc.

v" In a transaction of purchase, it is not necessary that purchases be made in all cases
at the lowest rates. When the rates paid are higher than the prevailing market
prices, the auditor have to use his judgement to determine whether the difference in
rates is reasonable having regard to the other factors mentioned above. This may
often be the case where the company wishes to have more than one source of supply
or where there is limit to the manufacturing capacity of the supplier who quotes a
lower price. Thus, the intention of the clause is to require the auditor to examine
and comment on the reasonableness of the prices at which the transactions have
been entered into.
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v" In cases where transactions are entered with sole suppliers (i.e. section 301 party is a

monopolist in that product / services). In such cases, the auditor may examine the

reasonableness of prices paid with reference to list prices of the supplier

concerned, other trade terms of the supplier, etc.

Para 4 (vi) of CARO, 2003 Public Deposits

Requirement of
Para 4 (vi)

In case the company has accepted deposits from the public, whether the directives issued
by the Reserve Bank of India and the provisions of sections 58A, 58AA or any other
relevant provisions of the Act and the rules framed there under, where applicable, have
been complied with. If not, the nature of contraventions should be stated; if az* ¢ der has
been passed by Company Law Board or National Company Law Tribunal o1 K =erve
Bank of India or any Court or any other Tribunal whether the same‘has bes' co.r ‘ed
with or not? [Paragraph 4 (vi)].

”Explanutwn of words used in Clause v.a._(vi)”

Audit Procedure
to verify
compliance

with section
58AA

Whether there is a default in any repayment of'~po its f m small deposits. This
would require the auditor to examine all the 2<_ounts' elc¢ <d to small depositors.

In case where a company has large numb +.0Or o sits accepted from small
depositors, it may not be feasible for the auditc to first verify each account for
default in repayment and th<: check whether the company has complied with
the requirements of section V8A: of the Act. The auditor, in such a case, should
examine the internal control in place in this regard and determine its efficacy.

The auditor should o ain a schedule of repayment of loans taken from small
depositors frox" the ma a, »ment of the company.

The auditor, the eattc.;»= ould make reasonable test checks of the repayments made
by tho ' xmpany.

In ca = t = results of the test check reveal that the management has defaulted in
epayl ent ¢ deposits made by small depositors or part thereof or interest thereupon,
the Cacitor should examine whether the same has been intimated to the Company
Law Board.

Inquires of

The auditor should also enquire of the management

v About the possible instances of non- compliance with sections 58A, 58AA or any
other relevant provisions of the Act and the relevant rules.

v about any order passed by the Company Law Board or National Company Law
Tribunal or Reserve Bank of India or any Court or any other Tribunal for
contravention of sections 58A, 58AA or any other relevant provision(s) of the Act
and the relevant rules.

management v The auditor should obtain a management representation to the effect whether:
a) The company has complied with the directives issued by the Reserve
Bank of India and the provision of section 58A and 58AA of the Act and the
relevant rules; and
b) Where an order has been passed by any of the relevant authorities mentioned
in the clause, the company has complied with the requirements of the Order.
The auditor should also report the nature of contraventions in case the company has
. not complied with the relevant directives of the Reserve Bank of India or the
Miscellaneous provisions of section 58A or with the provisions of section 58 AA of the Act and the
Points must be relevant rules.
remember

Where any of such authorities (i.e. CLB, Tribunal, etc,.) has passed an order, the
auditor should examine the steps taken by the company to comply with the said
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order. If the company has not complied with the order, the same is to be reported
stating therein the nature of contravention and the fact that the company has not
complied with the order issued by the Company Law Board or National Company

Law Tribunal or Reserve Bank of India or any Court or any other Tribunal.

Para 4 (vii) of CARO, 2003 Internal Audit

Requirement of
Para 4 (vii)

In the case of listed companies and/or other companies having a paid-up capital and
reserves exceeding ¥ 50 lakhs as at the commencement of the financial year concerned, or
having an average annual turnover exceeding five crores rupees for a period of three
consecutive financial years immediately preceding the financial year concerned, vhether
the company has an internal audit system commensurate with its size and nat re of its

business.[ Para 4 (vii)]

“Explanation of words used in Clause na. (vit,”

This clause has a mandatory application for the listed comps Ties wespec.ive of the size of
paid-up capital and reserves or turnover. It may h< note¢ th *"cthe Order does not specify

App hcablll,ty Of the date with reference to which the listing status  f t=_ “2m ‘any should be determined.

clause to I%Sted In this regard, it is clarified that if the company is L. *ted on a recognised stock exchange

companies on the last day of the financial year 12<_der audit (i.e. As on the date of the balance sheet), it
should be considered as listed foi'the | urpose of this clause.

v For unlisted companies, requireme. * applies only if either the paid - up capita +

Applicubility Of reserves (not merely e ity capital) as at the commencement of the financial year

clause to concerned excends ¥ 5u L khs or average turnover for three consecutive immediately

unlisted preceding financ al ycins xeceds X 5 Crores.
companies v' An Ul *ted Comp. ny cannot be covered by this clause on the basis of average annual

turno er ¢ iteria during the first three financial years of its coming into existence.

Evaluation of
Internal Audit

Fac.o+s t be nsidered by auditor in assessing whether the Internal Audit System

(IAS) is « _nmensurate with the size of the company and the nature of its business:

a)

Is the Internal Audit Department (IAD) adequately staffed keeping in view the nature of
the business, number of operating locations, extent of decentralization etc.?

b) Is there adequate number of qualified and competent personnel in the IAD?

c¢) Does the Internal Audit Report (IAR) to a sufficiently high level of management
(preferably top management i.e. TWCG)?

d) What areas are covered by the Internal Audit? Does it cover examination of operating
systems to ensure that these are adequate and functioning properly?

e) If the operations of the company are highly technical, does the Internal Auditor have
adequate technical assistance?

f) See the report submitted by the Internal Auditor ie. Quality of Internal Audit
Observations.

g) Follow up on the report / observation of Internal Auditor (i.e. commonly known as
Action Taken Report)

h) Auditor should also see the minutes of meetings of Board of Director and Audit

Committee.

Para 4 (viii) of CARO, 2003 Maintenance of

Cost Records
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Requirement of
Para 4 (viii)

Where maintenance of cost records has been prescribed by the Central Government under
clause (d) of sub-section (1) of Section 209 of the Act, whether such accounts and
records have been made and maintained. [Para 4(viii)]

“Explanation of words used in Clause no. (viii)”

Companies
(Cost
Accounting
Records) Rules,
2011 (CARR,

2011)

The Central Government has notified the Companies (Cost Accounting Records) Rules,
2011 vide Notification No. G.S.R. 429(E), date 03-06-2011. These replace 36 of the 44 existing
product / activity specify CARR. The New rules apply to all companies including Foreign
Companies as defined under section 591 of the Act. Thus all companies except Companies
which are SMEs (Net Worth not exceeding Rs. 5 Crores and turnover not exceeding Rs. 20
Crores in the immediately preceding financial year) and Companies governed by special
Acts (e.g. Banking Companies / Insurance Companies) have to maintain cost records in
accordance with the Cost Accounting Standards (CASs) issued by ICWAI (nov k own as
ICMALI) w.e.f. financial year 2011 - 2012. Compliance with CASs replaces.complic 1¢ with
product - specific Cost Accounting Records Rules for all activities / »Zod\ tei“xcep 11 1 8
products / activities for which old CARRs continue to remain in fo'ce

Compliance
report from
Cost
Accounting

The Companies CARR, 2011 requires every company to _vhich it . oplies 0 obtain a
compliance report in Form - B from the member of ICWAI 1 ho > verms :ent employee of
“ti 2CWA Act, 1959. It appears
that the auditor may rely on this compliance repc + exs' 2t w 1ere the Cost Accountant is

company or who holds a valid certificate of Practic:” una

permanent employee. ICAI needs to clarify on this.

Detailed audit
of cost records
by auditor

Not required.

The auditor need to make onl; a , »neral review of the cost records to ensure that
prescribed cost records have been me mtained.

In his comment, he sh. . 1 clearly mention the fact that he has made only general
review of cost re’ zds ar. 1 hat he has made any detailed audit of cost records and

also fact of any reli nce p. 2d on the compliance report of cost content.

If records are
not written up
or incomplete

If the re¢ ¢ s have bee. written up or are prima facie incomplete, the auditor should make
a suitable cor ment in his audit report under Para 4(viii) of CARO, 2003. He should also
qua. 7 in his n ain report his affirmation u/s 277 (3) (b) as to whether proper books of
accounts * reqd. by law have been maintained so far as it appear from an examination of

these books. This is because cost records are books of accounts u/s 209 (1) (d).

' [ Para 4 (ix) of CARO, 2003 Statutory Dues

Requirement of
Para 4 (ix)

Is the company regular in depositing undisputed statutory dues including Provident Fund,
Investor Education and Protection Fund, Employees” State Insurance, Income-tax, Sales-tax,
Wealth Tax, Service Tax, Custom Duty, Excise Duty, Cess and any other statutory dues
with the appropriate authorities and if not, the extent of the arrears of outstanding
statutory dues as at the last day of the financial year concerned for a period of more than
six months from the date they became payable, shall be indicated by the auditor. [Para
4(x)(@)]

In case dues of Income Tax/ Sales Tax/ Service Tax/ Customs Duty/ Wealth Tax/ Excise
Duty/ Cess have not been deposited on account of any dispute, then the amounts involved
and the forum where dispute is pending shall be mentioned. [Para 4(ix)(b)]

{A mere representation to the Department shall not constitute the dispute.}

“Explanation of words used in Clause no. (ix)”

“Statutory

‘ Conditions to be fulfilled for a due to be considered as “Statutory Due”
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Due” under
Para 4 (ix) (a)

under Para 4 (ix)(a):-

1.

An Obligation is cast on the company by a Central, State or Local Law to pay the dues
regularly (e.g. monthly / quarterly / half yearly)

The law requires the due to be paid to a authority (i.e. statutory authority).

Examples of dues in (a) & (b) above are sales tax, service tax, provident fund where
payment is made monthly / quarterly)

The obligation to pay does not arise under the law on the happening of a specified event
(e.g. custom duty payable on imports, demand arising out of assessment orders). In
such cases, if dues are paid as and when they arise, the auditor can treat the payment as
regular. But if instalments have been granted by the authority, to pay the amount
demanded, than auditor will have to report on whether these instalments are deposited
regularly.

Examples: The municipal taxes, TDS, License fees, Provident fund, emplowc 's state
insurance, sales tax / VAT, service tax are statutory dues.

Meaning of
“disputed”

1.

Where there is a positive evidence or action on the part of the com=ar. " to.~7.0v Lttt
has not accepted the demand for payment of tax or duty from<_ = authc ‘ty, it is to be
treated as disputed.

Examples of positive evidence or action: - Where it I 15 sone int  appeal. For this
purpose, where an application for rectification of «Zus. ke e.a’, u. der section 154 of the
Income Tax Act, 1961) has been made by the ¢. mpany, the amount should be regarded
as disputed.

Where the demand notice/intimati= for the paym at of a statutory due is for a certain
amount and the dispute relates”« 1ly to a part and not the whole of such amount,
only such amount should be treav d as disputed and the balance amount should be
regarded as undisputes

It is not necessary for " auditor to examine the sustainability or otherwise of the claim
of the compan_ ."zardi ¢ disputed amounts. It is sufficient for his purpose if the
evidence availab:y  show. _nat the amount is disputed by the company.

Mere ‘e, resentatior ‘o the concerned Department does not constitute the dispute.

F<om the “ute
1 ey bec ) ne
peiole”

v

The Ex r_ei ‘on “the date they become payable” can be interpreted in two sense:-

Or. the one hand, it can be argued that the statutory dues referred to in this clause
become payable on the last date by which payment can be made without attracting
penalty and/or interest under the relevant law.

On the other hand, it can also be argued that the amounts referred to in the clause
become so payable as at the date of the expiry of the stay granted by the authorities.
Where instalments have been granted for the payment of statutory dues referred to in
the clause, the date on which the default occurs and the amount becomes payable to the
authorities.

As the purpose of this clause is to indicate the amounts which have become actually
payable and are outstanding as at the last day of the financial year concerned for a
period of more than six months from the date they became payable, the latter view
seems to conform more closely to the requirements of the Order.

Treatment of

Penalty and/or interest levied under the respective laws would be covered within the

penalty and / or | term “amounts payable”.
interest
v To be reported by the auditor whether or not there are any arrears as at the balance
. heet date.
Regularity o °
8 . Y f v If company was irregular but has cleared the dues before year end still the auditor
deposit of . :
g q should report the irregularity.
undispute If the company is not regular in depositing the undisputed dues, the arrears, if any, need
statutory dues not be reported unless these arrears have been outstanding for more than 6 months from

the date they become payable as at the balance sheet date.
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Dues payable
under foreign
statues

For the purpose of Para 4 (xi) (a) of CARO, 2003 (i.e. reporting on regularity of payment o
undisputed statutory dues and reporting arrears of such dues outstanding for more than six
months), dues payable under foreign statutes applicable to the company should also be
considered.

Non - Payment
of advance tax

Non - payment of advance tax is a default in the payment of statutory dues.

Note:- However, non - payment where company did not have any taxable income on the due dates
on which it is to be paid (and company has taxable income after the last date for payment of advance
tax and consequently company incurs interest under the Income - Tax Act, 1961) - this does not
amount to default / irregularity in depositing statutory dues.

Tax demand set

Not statutory dues for the purposes of Para 4 (ix) of CARO, 2003

aside
. The report should be restricted to the actual arrears and should not include the
Rep orting Of amounts which have not fallen due for payment to appropriate authority and:-h. ve been
arrears recognised as outstanding dues at the balance sheet date.
Demands These are ‘disputed dues’
stayed

Certain issues

1. Appeal against the demand has become time - barred - T>e deman: .amoutit should be
treated as ‘undisputed statutory due’ for the purpose of P ra 2 “x) (a) . CARO, 2003.

2. Reporting regarding disputed statutory dues na® depc ite <~ is nccessary under Para 4
(ix) (b) of CARO, 2003 irrespective of whethe  tha
accounts or not will be judged in context of AS -4 nd AS - 29.

ha' = been provided for in the

Requirement of

v Whet er 1 case of a company which has been registered for a period not less than five
vears, ts a. :umulated losses at the end of the financial year are not less than fifty per

cer.ol its net worth and
Para 4 (x) v" Whether it has incurred cash losses in such financial year and in the immediately
preceding financial year. [Para 4(x)]
“Explanation of words used in Clause no. (x)”

1. Section 2(29A) of the Act defines the term “net worth”

2. As per section 2(29A) “Net Worth” means:- “ Net Worth” is sum total of the paid-up
capital and free reserves after deducting the provisions or expenses as may be
prescribed.

3. Free Reserves:- “Free Reserves” means all reserves created out of profits and share
premium account, capital reserves, CRR, Debenture redemption reserve. But does not
include
v Reserves created out of revaluation of assets.

“Net Worth” v' Write back of depreciation provisions.

v Created out of amalgamation.

4. As per section 2(29A), only those provisions or expenses which have been notified by the
Central Govt. will be deducted. Until Central Govt. notifies the provisions or expenses to
be deducted in calculating Net Worth, net worth to be determined as paid - up capital +
free reserves.

5. The figure of net worth computed from the balance sheet of the company should also be
adjusted for the effect of qualifications in the audit report to the extent the qualifications
are quantified.
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IILOSSII/ V7
Accumulated
Loss”

The term “loss” should be construed to mean the net profit/loss shown by the profit and
loss account of the company as adjusted after taking into account all quantifiable
qualifications in the audit report.

“Cash Loss”

Cash Loss is:
v The profit / loss as shown by profit and loss account
v' As adjusted for the effect of non - cash transactions such as Depreciation,
amortization, deferred tax expense etc.
The figure of cash loss arrived at as above should be adjusted for the effect of all
quantifiable qualifications in the audit report.

Reporting of
erosion of net
worth and cash
loss

The following points must be kept in mind while reporting under this clause:-

v The auditor should mention in his report that he has arrived at his opinion on the
matters specified in the Para 4(x) after considering the effect of all qusntifiable
qualifications on the figures of accumulated losses, net worth and cash losse.

v If any of the qualifications in the audit report are not quantifiableTie + ho177u ste e hat

the effect of such qualification has not been considered for #".c surpos. of reporting

under this clause.

A situation may be there where the company has suffeznd ci shlc wes in only one of the
years referred to in the clause. In such a si‘Lation, th¢ auditor is well advised to
comment on the two years separately. Thus, for ex. m=ic, .0 ould be proper to report
that the company has incurred cash losses only du ‘ng the preceding year but has not

incurred any cash loss during the cur_nt financial year.

Requirements of
Para 4(xi)

W.other e oG 1pany has defaulted in repayment of dues to a financial institution or bank
or debe. 1 e holders? If yes, the period and amount of default to be reported. [Para 4 (xi)]

“Dues

“Txplanation of words used in Clause no. (xi)”

‘Dues would cover both Principal and Interest on any kind of dues.

Default means

Non - Payment of dues on the last date / due dates specified in the loan agreements /
debenture trust deed / debenture deed.
For example, in the case of term loans, fixed dates are prescribed for repayment in the

agreement or terms and conditions of the loans.

Certain Issues

1. Restructuring/ reschedulement of dues

v' Submission of application by the company for restructuring of dues not means that
no default has place or that the default is wiped out. This is particularly true if the
application pertains, to amounts already fallen due.
If restructuring proposal has been accepted, the auditor should state in his report
this fact.
2. In case of disputes between company and the lender:-

v Auditor cannot comment whether there is any default.

v In such a cases, he should state that he is unable to state whether there is any

default on account of disputes.

v

Reporting of
default

v The period and amount of all default existing at the balance sheet date should be
reported irrespective of when (whether in the current financial year or in previous

financial year) the defaults occurred.
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If default has been made good on or before the year end, the auditor should state the
amount and period of default and also the fact that they have been made good.
Amount defaulted (i.e. due but not paid) only needs to be reported and not the total
outstanding to the bank / financial institution / debenture holder.

Para 4 (xii) of CARO, 2003

Loan given against Pledge of shares etc.

Requirement of
Para 4 (xii)

Whether adequate documents and records are maintained in cases where the

company has granted loans and advances on the basis of security by way oi ». dge of
shares, debentures and other securities; If not, the deficiencies to be pointed ou: i »ra 4

(xii)]

“Explanation of words used in Clause no. (x11)”

Clause (xii) applies only to loans and advances which are se.ired by »ledge of shares,

App lication Of debentures or other securities. It does not apr', . ¢ her"i1cims of security e.g.
clause hypothecation, guarantee etc.

v The words ‘other securities” should not be inter l—¢ted a?,lny assets other than shares
/ debentures given as security.

v The term, ‘other securities’ sh=i 1, ejusdem generis, be construed to mean bonds or

Shares, promissory notes issued by a gover. ment or semi-government authority.
debentures and |¥ In a broader sense. <* can include any other asset which is given as security for
other securities repayment of a loan o. fu filment of an obligation.

v' However, the =1 ottt ecurities’ is used along with shares and debentures and,
therefore, for the ourpoc. of this clause, consideration will have to be confined to
secur! iec which are  imilar to shares or debentures.

Pledge implies that :-
v ‘lioreiwust be physical possession of the security
v" Must e transferred to the company along with a power to sale of the security in the
P ledé L case of default.

v" This transfer can be actual or constructive.

v For example, the share or debenture may be physically in the custody of the company
or it may be with a person like a bank which holds it on behalf of the company.

The adequacy of documents and records has to be judged in the facts and circumstances of

the case (i.e. the nature of the security and the borrower). But, according to ICAI's

Statement on CARO, 2003 the records should generally include:-

v The full name (i.e. name, middle name and surname) and address (with Pin Code) of the
borrower (Address proof may be in form of photocopy of passport / DL / voter ID /

Ade quate ration card).
documents and v" The loan agreement containing the amount of loan advance, period of repayment, rate
of interest, security and other terms and conditions.
records : .

v" Record of disbursements and recoveries.

v" Full particulars of the shares, debentures / other securities pledged (e.g. name of the
company, number of shares. share certificate number. etc)

v Blank transfer form duly signed by the borrower and share / debenture certificate / other
documents needed to transfer the ownership of security and sell it.

v' Periodical balance confirmations from the borrowers.

v Proof of borrowers borrowing power e.g. in case company is a borrower, the MOA,
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Board resolution etc. should be contained and kept on record.

Para 4 (xiii) of CARO, 2003

Chit Funds / Nidhi / Mutual Benefit Societies

Requirement of
Para 4 (xiii)

Whether the provisions of any special statute applicable to chit fund have been duly
complied with? In respect of nidhi / mutual benefit fund / societies:
a) Whether the net - owed to deposit liability ratio is more than 1:20 as on the date of
balance sheet;
b) Whether the company has complied with the prudential norms on income re{ »gnition
and provisioning against sub - standard / doubtful / loss assets;
c¢) Whether the company has adequate procedure for appraisal of cre lit P7ip sc s /
requests, assessments of credit needs and repayment capacity of " e borrc. zers;
d) Whether the repayment schedule of various loans granted by the 1 ‘dhi is v :sed on the
repayment capacity of the borrower. [Para 4 (xiii)]

“Explanation of words used in Cl<us. 1 o (xlii)”

Requirements of
special statute

Whether the provisions of any special statut. a=pi.ooV e to chit fund have been
duly complied with? -

According to ICAI’s Statement on ¢ RO, 2003, this requirement should not be interpreted
in literal sense because the intention " € the requirement is that the auditor has to satisfy
himself and report that the company h s complied with all the provision of the special
statutes insofar as they a =" »plicable to the accounts of the chit fund company. The audit

report should clea’ j:state v e bove interpretation.

An illustrative com, ent 1.~ ding compliance with special statute applicable to CF’s:
“Accordn, \to the im rmation and explanation given to us, the company has complied
with the orc idsion of ........... Insofar as those provisions are applicable to the accounts

un.er reg ort.”

Ne. “Swned
funds [Para 4
(xiii) a]

Accordi. . to the directions issued by the Central Government vide notification number
GSR 555(E) dated 26th July, 2001 [as modified by notification number GSR 308(E) dated
30th April, 2002], the term “net owned funds” means the aggregate of paid-up equity
capital and free reserves as reduced by accumulated losses and intangible assets
appearing in the last audited balance sheet of the company. A reserve is considered as a
“free reserve” if it is available for distribution as dividend. Further, the amount
representing the proceeds of issue of preference shares shall not be included for
calculating net-owned funds.

Nidhis and mutual benefit societies can give loans to its shareholders or members against
the security of gold, silver, jewellery, immovable property, fixed deposit, kisan vikas patra
(KVP), national savings certificates, insurance policies and other Government securities.
The Central Government, vide notification number GSR 309 (E) dated 30 April 2002
issued prudential norms for revenue recognition and classification of assets in respect
of mortgage or loans.

“Deposit
Liabilities”

A nidhi or a mutual benefit society can accept fixed deposits, recurring deposits
accounts and savings deposits from its members in accordance with the directions notified
by the Central Government. The aggregate of such deposits is referred to as “deposit
liability”.

Audit
Procedures

The auditor should -

v Ask the management to provide the computation of the deposit liability and net-
owned funds on the basis of the requirements contained herein above. This would
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enable him to verify that the ratio of deposit liability to net owned funds is in
accordance with the requirements prescribed in this regard.

v' Verify the ratio using the figures of net owned funds and deposit liability computed in
accordance with what is stated above.

The comments of the auditor should be based upon such a statement provided by the
management and verification of the same by the auditor.

Credit
Appraisal
Procedures

[Para 4 (xiii) c]

1. The sub-clause (c) requires the auditor to comment upon - whether the
company has adequate procedures for appraisal of credit proposals/requests,

assessments of credit needs and repayment capacity of the borrowers.
2. The auditor should
v' Study the procedures regarding appraisal of credit proposals/requests, assessment
of credit needs and repayment capacity of the borrowers. It may so happen that a
company might have a separate set of procedures for appraisal o . credit

proposals/requests of employees.

v' Study of the individual borrower files would indicate whet'" r propc  systems and
procedures have been followed.

3. The auditor can gather the requisite evidence by examir ng ~elevan. documents (such
as loan application forms, supporting document< ... sc ¢t on. security documents,
etc.) and by obtaining information and € »olanat ons from the management in
appropriate cases.

Repayment
Schedule [Para
4 (xii) d]

1. The sub - clause requires tho’ the auditor ‘o comment on - Whether the
repayment schedule of various i ns granted by the nidhi is based on the repayment

capacity of the borrower.
2. The scope of the aud, ors’ enquiry , »r this clause - Is limited to examination of the
documentation availat = -ith the company in regard to grant of loans. Based on his

examination o1 ti.cndoc it ontation in regard to grant of loans, the auditor would
form an opinion v hether ne repayment schedule of various loans granted by the nidhi
is bas 'd" n the repa_ment capacity of the borrower.

Wher  the wumber of loans granted by the company is very large - 1t is obviously
nc fecsible for the auditor to satisfy himself that every single loan’s repayment
schedu.e granted by the nidhi is based on the repayment capacity of the borrower. The
auditor’'s comments on this clause would have to be based on the auditor's

w

examination of the documentation of all large loans, say, exceeding a particular limit
determined by the auditor having regard to the concept of materiality and a test
check of the documentation of other loans with a view to determine that the
repayment schedule of various loans granted by the nidhi is based on the repayment
capacity of the borrower.

Para 4 (xiv) of CARO, 2003

Records for dealing in securities, shares, etc

(Investment Company)

Requirement of
Para 4(xiv)

If the company is dealing or trading in shares, securities, debentures and other
investments, whether proper records have been maintained of the transactions and
contracts and whether timely entries have been made therein; also whether the shares,
securities, debentures and other investments have been held by the company, in its
own name except to the extent of the exemption, if any, granted under section 49 of the
Act. [Para 4(xiv)]
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“Explanation of words used in Clause no. (xiv)”

Verify whether timely entries are made in the records by :-
v' Surprise check of records.
v Examination of system of Internal Control as regards making entries in records.
v" Examination of Internal Audit Report (IAR).

Audit Procedure | Is the Principal business of the company dealing or trading in shares etc.? If not,

than ascertain:
1. Whether all shares etc. are held by it in its own name; and
2. Assess whether the failure to get investments transferred to company’s own name is

understandable.

Factors to be taken into account by the auditor whether company is dealing or trading in shares etc.

S. No.

Indication that co. ‘pany
may not be dea 1y or
trading i. shars *c

Indication that company is
dealing or trading in shares etc.

Factors

Period of time for which
1. individual shares, debentures
etc. are held.

Short / extremely short / (say days

.
rather than month) before being sold. Long '/ extrenily long.

5 Method of valuation for balance Valuation of stock - in - trade f#'_. Valtation at cost
) sheet. cost or NRV, whichever is 1¢. ver). )
3 Treatment in Income - tax Profits on sale of investment are Profits on sale of investments
) assessments. treated as ¥ siness income. are treated as capital gains.
With a motive to 1 zell at a profit With a motive to hold the
4. Reasons for purchase / sale.
shortly thereafter. shares etc.

CARO, 2003

Guarantee Given.

Tara 4 7,

Requirem ni of

Whether the company has given any guarantee for loans taken by others from bank or
financial institutions, the terms and conditions whereof are prejudicial to the interest of the

| company. [Para 4 (xv)]

“Explanation of words used in Clause no. (xv)”

Meaning of
Guarantee

According to Section 126 of the Indian Contract Act, 1872 defines a contract of guarantee as
a contract to perform the promise, or discharge the liability, of a third person in case of his
default.

Letter of
Comfort

Not quite a guarantee; usually a document issued by a parent company on behalf of a
subsidiary operating in a different country. The parent company (Say ‘A’) agrees to make
every effort to ensure that company B (the subsidiary) will comply with the terms of a
given contract, but company A is not committed to perform B’s obligations if B cannot do

so or defaults.

This clause does

Letters of comfort given by company (as these are not guarantee).

not apply to
1. If the issue guarantee is not permitted by the MOA of the company (i.e. Ultra Vires the
ICATI’s company), the auditor should state that it is prejudicial to the interest of the company.
1ntf;;’p retZtion 2. In assessing whether the guarantee is prejudicial to the interest of the company, a
Of ara 4(xv) number of factors will have to be duly considered by the auditor :
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v" Financial standing (i.e. financial soundness) of the party for whom the company has

given the guarantee - If the company has given a guarantee on behalf of a party
whose financial soundness is doubtful, and then the guarantee is prejudicial to the
interest of the company.

v The nature of the security offered by the party (i.e. whether it fully covers the

obligation under the loan, whether it is readily realisable).

v' The party’s ability to borrow (i.e. whether the memorandum of borrowing

company permits the company to borrow).

The auditor should also verify whether the company has complied with the
requirements of sections 295 and 372A of the Act.

If the company has obtained the previous approval of the Central Government under
section 295, it should be construed that the guarantee is not prejudicial to the interest of
the company.

Management
Representations

The auditor should obtain a written representation from the manager >nt tha* __

v" There are no guarantees issued up to the year-end which are et to b ecordec,, and
v' All obligations in respect of guarantees have been duly recc ded in" e register o
guarantees and disclosed.

Para 4 (xvi)

Requirement Of Whether the term loans.w te applied fo. the purpose for which the loans were obtained.
[Para 4 (xvi)]

“Explanation of words used in Clause no. (xvi)”

Meaning of
Term Loans

Term loz 1s ormally have a fixed or pre-determined maturity period or a repayment
sci. dule. In ti » banking industry, for example, loans with repayment period beyond 36
months = usually known as “term loans”. Terms loans are generally provided by banks
and financial institutions for acquisition of capital assets which then become the security
for the loan, i.e., end use of funds is normally fixed.

Certain Issues

1.

Reporting required irrespective of who the lender is - Para 4(xvi) does not

specify that these term loan should be obtained from bank / financial institution. So a
strict interpretation of the clause would mean that the term loan obtained from
entities/persons other than banks/financial institutions would also have to be
examined by the auditor for the purpose of reporting under the clause.

If term loans fully repaid as at balance sheet date - 1t appears that utilisation of

TL (raised during the year) will have to be commented upon even if as at balance
sheet date, they have been fully repaid.
Term Loans disbursed during the fag - end of the accounting year and

remaining unutilized - In such a case, the auditor should mention in his audit report

that the term loan obtained during the year has not been utilised.
Term Loan obtained in previous accounting period - This Para also covers TL

obtained in previous accounting period and utilised during the current accounting
period.

Term loans from banks, raised against title deeds, long term FDRs, NSCs
etc., where the bank is not concerned with the purpose for which it is being

obtained - The auditor should clearly mention the fact that in absence of any
stipulation regarding the utilization of loans from the lender, he is unable to comment
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as to whether the term loans have been applied for the purposes for which they were
obtained. It may, however, be noted that the auditor, in such cases, should verify that
the company has not invested or utilized the money for purposes that are prohibited
under the law.

Temporary investment of term loan funds pending end - use — The Company
may obtain disbursal of term loan funds in one go. But it may not require the entire

loan funds immediately because it is not going to pay 100 amounts in advance to the
contractor or vendor of asset. So, the company may invest the surplus loan funds
temporarily in FD with bank / ICDs etc. pending utilisation in the project or asset.
This helps the company to earn some return and reduce the Cost of Capital. However,
subsequently these funds are utilised for sanctioned purpose. In such cases, the
auditor should state that pending utilisation for sanctioned purpose, the term loan
funds were temporarily used for other than sanctioned purpose but were 1 imately
utilised for sanctioned end - use.

Audit
Procedures

The auditor should :-

v

Examine the terms and conditions subject to which the comz=ny has obi ined the
term loans. The auditor may also examine the proposal<‘ar grant « ° loan 1nade to
the bank. As mentioned above, normally, the end use o. the “nds rcised by term
loans is mentioned in the sanction letter or deZumer s  yainn.g the terms and
conditions of the loan. The auditor should as. >rtai. the hurpose for which term
loans were sanctioned.

Compare the purpose for whick term loans we.e sanctioned with the actual
utilisation of the loans.

Obtain sufficient appropriate aua. . evidence regarding the utilisation of the
amounts raised.

If the auditor finds th.* e funds have not been utilized for the purpose for

which they we. > ooiaindd, the auditor’s report should state the fact.

Note: -7t = not nece: “ary to establish a one-to-one relationship with the amount of term

loan and ts  tilisation. It is quite often found that the amount of term loan disbursed by

thc ank | 5 dej »sited in the common account of the company from which subsequently

the uti. » ‘on is made.

In such cases, it should not be construed that the amount has

not been utilised for the purpose it was raised.

Para 4 (xvii) of CARO, 2003

Short term loan used for Loan - term purposes.

Requirement of
Para 4(xvii)

Whether the funds raised on short-term basis have been used for long- term
investment. If yes, the nature and amount is to be indicated. [Para 4 (xvii)]

“Explanation of words used in Clause no. (xvii)”

Long - term application of funds includes investment in :-

Loan - term |v Fixed Assets
upplicution of v" Long - term investment and other similar assets
funds v repayment of long - term loans and advances or
v redemption of long - term debt securities, etc.
Short - term |v  Temporary credit facility like CC, OD
sources of funds v" Reduction in current assets
include v"Increase in current liabilities.
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Applicability of
this clause to
branch audit

If it is branch Indian Company that the branch auditor may state that this clause is not
relevant at the branch level. But if it is branch of Foreign Company than this clause would
be applicable.

An example of
negative
reporting under
the clause

“According to the information and explanations given to us and on an overall
examination of the balance sheet of the company, we report that the company has used
funds raised on short-term basis for long-term investment. The company has accepted
public deposits amounting to rupees 5 crores which would fall due for repayment two
years from the date of their acceptance. The company has invested the money for the
increase of the production capacity which would be completed in the next four years.”

Auditor’s approach to Para 4(xvii)

The auditor should determine from the balance sheet of the company the long - term sources and long - term
application of funds by a company and then compare the two. How the auditor is to judge utilisation of short -
term funds for long - term from this comparison is tabulated below.

Situation

Audit Reporting under Para 4(xvii)

Quantum of long -
term funds is not
significantly
different from the
quantum of long -
term applications.

State that short - term funds have not been used for long - terni inv\ ‘tment ince long -
term assets are financed from long - ter . <ources)

Quantum of long-
term funds is
significantly less
than the long-term

application of funds.

State that short - term funds have been used for loi ~ - term investment. (since short -
term funds have be .1 used for long - cerm investment)

Quantum of long-
term funds is
significantly = more
than the long-term
application of funds

State that short - term fur 1t have not been used for long - term investment. (since long -
manfung R 5 ave been utilised for short - term assets)

Company’s system of
funds deploy . ut

If comp 71} is followw g the system of deploying funds based on their respective
maturity patu rn as a risk management technique, the auditor should compare the sources
of fu. s v 'th their deployment based on their respective maturity patterns. This is a very
sophistica..d way of analysing whether short - term funds have been invested in long -
term assets. For example, if company’s long - term debt that is to mature within the next 12
months and an equivalent amount in a long-term investment that would mature after 3
years, the maturity pattern analysis would indicate the potential inability to meet the
liability on the debt on due date, but the traditional analysis would not do so.

Para 4 (xviii) of CARO, 2003

Preferential Allotments

Requirement of
Para 4(xviii)

Whether the company has made any preferential allotment of shares to parties and
companies covered in the Register maintained under Section 301 of the Act, and if so
whether the price at which shares have been issued is prejudicial to the interest of the
company. [Para 4 (xviii)]

“Explanation of words used in Clause no. (xviii)”

Applicability to

branch audits

Para 4(xviii) of CARO, 2003 is not applicable to audit reports of branches of Indian
companies.
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Only preferential allotment of shares covered by this clause - PA of other securities issued
by the company is not covered by this clause.

Scope of Para . _ .
. PA of share would mean - An allotment of shares to parties and companies covered in the
4(xviii) register maintained under section 301 of the Act in preference to others. The preference
can be with regard to the price or other terms and conditions associated with the allotment.
‘Shares’ The term “shares” includes both equity as well as Preference shares.
In case Of Listed | If the PA is as per SEBI (ICDR) Regulation, 2009, auditor can report that the price at which
Companies shares have been issued is not prejudicial to the interest of the company.

In a case of a
private company
/ unlisted public

company

Valuation of shares of a company involves use of judgment, knowledge of the business,
analysis and interpretation and the use of different methods, which may result in assigning
different values based on different methods.

There are certain basic factors, which affect the value of a company’s shares fc: v. hich the
price calculated is adjusted. The factors are earnings, dividends declared. asset \ :l. » and
goodwill of the company. Methods generally used for determining *7ie i ir< alue oi the
business by the company, which take into consideration one orii re factc 's mentioned
above are:

1. Net Assets Basis - considers the valuation of assets, si bticating the sefrom liabilities,

etc., to arrive at the value of the equity shares.

2. Maintainable Profits Basis -= this is ased .on the future maintainable
profits/earnings of the company.

3. Yield Basis - this method recogrises the yield/div.dends as a base for arriving at the
fair value of the shares.

4. Discounted Cash Flow Method - this method estimates the value of shares by

estimating the futurC c. :h flows from operations and discounting the cash flows at a
specified rate.

Note: - It is not ra e to “ne @ combination of different methods used in the context of
valuation < f shares; 1 r example, an averaging of maintainable profits basis and the net
assets ba 's.

Valuation
reports o, cxmert

Campani( 5 s¢ aetimes do make allotment of shares based on the valuation reports
issue by | xpers in this field. These experts are called “‘management expert” under SA
500(Revisc.). While the auditor uses the report of an expert to determine whether the
price for the preferential allotment of share is not prejudicial to the interest of the
company, the auditor should also comply with the requirements of Standard on
Auditing (SA) 620 (R), “Using the Work of an Expert”.

Section 81

In case, the company has made preferential issue of shares by passing an ordinary
resolution under clause (b) of sub-section (1A) of section 81 of the Act - Apart from
examining the method used for valuation of shares of the company and ascertaining
the reasonableness of the assumptions underlying the calculation, the auditor should
also examine the Order of the Government as to its satisfaction that the proposal is
most beneficial to the company. Where the Government is satisfied in this regard, the
auditor need not make his assessment as to the reasonableness of the prices of the
shares for the preferential allotment of shares. The auditor, however, is not precluded
from doing so. If the auditor forms his opinion on the basis of the Order issued by the
Government, he should state the fact of his reliance on the Government Order for the
purpose of reporting.

Para 4 (xix) of CARO, 2003
Securities Created (Debenture)
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Requirement of
Para 4(xix)

Whether security or charge has been created in respect of debentures issued? [Para 4(xix)]

“Explanation of words used in Clause no. (xix)”

v" Where the company has issued any debentures, the auditor should also examine the
debenture trust deed executed under section 117A of the Act.
v The auditor should pay particular attention to verify whether proper security has been

created in favour of the debenture trust.

issued towards
year - end

Audit
v Examine the relevant documents creating the charge in favour of the trustees for the
Procedure
debenture holders duly registered in the concerned Registrar’s office if the security
is an immovable property.
v' If the company has not created any security, the auditor should re»o. : theZac i his
report.
If the debentures have been issued towards the end of the year a1 ! the st wurities are
created subsequently then, to present a complete and bai nc:d pictu. » while reporting
the fact that the security in respect of debentures is v «c be| res‘ew, the auditor would be
Debenture

well advised to also mention the reason for the s me, vi' ., tl 1t the debentures have been
issued only recently (specify the month of issue) a1 " that ... company is taking steps to
create the security. However, he shoi’d report as a. we only where, as a result of his
enquiries, he is satisfied that the . a- creation of security is not due to deliberate or
inadvertent delay on the part of the co. ypany and that it is in fact in the process of creation
of security.

Requirement of

Whether the management has disclosed on the end use of money raised by public issues

Para 4(xx, and the same has been verified. [Para 4(xx)]
“Explanation of words used in Clause no. (xx)”
1. In case the company has made a public issue of any of its securities - The
auditor is required to :
v Report upon the disclosure of end-use of the money by the management in the
financial statements.
v State whether he has verified the disclosure made by the management in this
regard.
ICAT’s 2. Disclosure in notes to accounts and auditor to verify the same - It appears that
) the clause envisages that the companies should disclose the end use of money raised by
Interpretation

the public issue in the financial statements by way of notes and the auditor should
verify the same.

3. The figures of utilized moneys from public issues required to be disclosed in the
notes to accounts - Is the cumulative figures of amounts utilized as at the year - end

of the financial year under - audit. For the sake of greater clarity, the company may
disclose break - up of year - end cumulative figures into opening figures and monies
utilized during the year.
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v An examination of the prospectus would provide the auditor an understanding of the
proposed end-use of money raised from public.
Audit v" Should verify that the amount of end-use of money disclosed in the financial statements
Procedures by the management is not significantly different from the proposed and actual end use.
v" Obtain a representation from the management as to the completeness of the disclosure
with regard to the end-use of money raised by public issues.
v'If the auditor is of the opinion that adequate disclosure with regard to end use of money
raised by public issue has not been made in the financial statements, the auditor should
state the fact in his audit report.
Reporting v If, for any reason, the auditor is not able to verify the end-use of money raised from

public issues, he should state that he is not able to comment upon the disclosure of
end-use of money by the company since he could not verify the same. He should also
mention the reasons which resulted in the auditor’s inability to verify the dist o: rre.

Monies raised
ADR issue

Monies raised from Foreign Capital Markets through ADR issue - These" re to!'= re ted

as moneys raised by public issues for the purposes of para 4(xx) of # ¢ CAK ", 2003.

Para 4 (xxi) of*CARO, 2003

Frauds ng

Requirement of
Para 4(xxi)

Whether c vy fraud o. or by the company has been noticed or reported during the year.
If yes, th n ‘ure and ti.> amount involved is to be indicated. [Para 4(xxi)]

“Explanv* on of words used in Clause no. (xxi)”

The audit
should

v

v

The auditor should examine the reports of the internal auditor with a view to ascertain
whether any fraud has been reported or noticed by the management.

The auditor should examine the minutes of the audit committee, if available, to
ascertain whether any instance of fraud pertaining to the company has been reported
and actions taken thereon.

The auditor should enquire of the management about any frauds on or by the company
that it has noticed or that have been reported to it.

The auditor should also discuss the matter with other employees of the company.
The auditor should also examine the minute book of the board meeting of the company
in this regard.

Because management is responsible for adjusting the financial statements to
correct material misstatements, it is important that the auditor obtains written
representation from management that any uncorrected misstatements resulting from
fraud are, in management's opinion, immaterial, both individually and in the
aggregate. Such representations are not a substitute for obtaining sufficient
appropriate audit evidence.

Para 5 of CARO, 2003

Reasons to be stated for unfavourable or qualified report
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Where, in the auditor’s report, the answer to any of the questions referred to in paragraph
Requirement Of 4 is unfavourable or qualified, the auditor’s report shall also state the reasons for such
unfavourable or qualified answer, as the case may be. Where the auditor is unable to

Para 5 L . . . -
express any opinion in answer to a particular question, his report shall indicate such fact
together with the reasons why it is not possible for him to give an answer to such question.
5. Audit Report - As per Standard on Auditing
To be discussed with Standard on Auditing
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Practical Problems of Audit Report

REPORT UNDER SECTION 227(1A)

Sec. 227(1A) requires the auditor to make specific enquiries during the conduct of his audit. He is, however, not

required to report on these matters unless he has any special comments to make. The auditor should only enquire on
the specified matters & is not to investigate into them. The matters to be enquired into are:

1. Whether loans and advances made by the company on the basis of security have been properly secured &
whether the terms on which they have been made are not prejudicial to the interests.[Sec.227(1A)(a)]

PRACTICAL:

The Company has given a loan of ¥ 300,000 to X, a Supplier of the Company on the security of a life

insurance policy of the face value of ¥ 600,000 & whose surrender value as on 31" Dec. wa: 1 50,000.

The Company is in possession of the policy. However, an assignment in favour of Irrecular L? "\ s not

been registered with LIC.

Clause 227(1A): Loans on inadequate security

a. The Auditor should ascertain whether the Company holds a legally enforcea ..» security & the value of the
security fully covers the amount lent.

b. In this case, the Loan of ¥ 300,000 has been made on the basis of secziity ha in; u surrender value of ¥ 50,000
only. Hence the Loan is not adequately secured. Also the security canr. t k<1 21 - enforced since the Company
has not registered the assignment in its favour.

c. The Auditor should report this matter to the members u/« 227(1A)(a)

2. Whether transactions of the company, which are represent 4 merely by book entries, are not prejudicial to the
interests of the company.[Sec. 227(1A)(b)]

PRACTIAL:

The Company recorded on 31".Decembei a sale of goods to the tune of ¥ 100,000 to A & Co. Ltd., a
sister concern & recognized - | ofit of < 20,000 for the year ended 31" Dec. On 1% January, a
purchase of the goods «“ the : ime lescription amounting to ¥ 100,000 from A & Co. Ltd was found to be

recorded.
Clause 227(1A): Book Entry Transactions
a. In this ce se, the sale & purchase transactions represented by book entries only (without actual movement of

gious; ar  jrieniind to boost the profits of the Company. This causes fictitious profits & is not a genuine
ransactior
b. " 'e Aud’ cr should report this matter to the members u/s 227(1A) (b) & also qualify his report since true & fair

view o1 the accounts is affected.

3. Whether the company is not an investment company within the meaning of Sec. 372 or a banking company,
whether so much of the assets of the company as consists of shares, debentures & other securities have been sold at
a price less than that at which they were purchased by the company.[Sec.227(1A)(c)]

PRACTICAL:
The Company has sold during the year 200 Shares of Sinking Horizon Ltd for ¥ 20,000. The cost of
shares at the time of acquisition was ¥ 40,000. It is also noted that during the year, sinking Horizon
Ltd had lost 3 out of 4 ships owned by it in a storm near Alaska. There are definite indications that the
Company might go into liquidation.
Clause 227(1A): Sale of Investments below cost
a. There is no prohibition for sale of investments below cost. The Auditor should only ascertain that the sale is
bonafide & the price realized is reasonable having regard to the circumstances of the case.
b. In the given circumstances, the sale of investments seems to be bonafide as Sinking Horizon Ltd is not in a sound
financial position.
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c. Hence, the Auditor shall report this matter to the members u/s 227(1A) (c), but it does not attract a qualification if
the sale/cost/loss on sale have been accounted & disclosed properly.

4. Whether loans & advances made by the company have been shown as deposits.[Sec.227(1A)(d)]

PRACTICAL:
The Company has given ¥ 50,000 to A & Co, a Partnership Firm very remotely connected with one of the
senior employees. A & Co does not customarily accept deposits. Irregular Ltd does not owe any
obligation in respect of A & Co. The above amount of ¥ 50,000 have been classified as "Deposits” in the
Company's accounts.

Clause 227(1A): Classification of Deposits

a. In this case, A & Co does not accept Deposits, & also the Company has not obligation against A & Co. the amount
given to A & Co should be shown only as “Loans & Advances”.

b. The Auditor should instruct the Company to show the amount as “Loans & Advances”. If the/ ompar  t ‘uses a
re-classification & continues to show them as “ Deposits”, the Auditor should report the<“ame /5 227(1 V) d) &
also qualify his report due to distortion of “ true & fair view”

5. Whether personal expenses have been charged to revenue account.[Sec.227(1A)(. )]

PRACTICAL:
One of the Directors of the Company celebrated the marriage of i s daugnter during the year. Two
cars of the Company had been lent to the Director & “ne petrol bills umounting to ¥ 12,500 have been
paid by the Company.
Clause 227(1A): Personal E. »enses charged to Revenue
a. In this case, the Personal Expenses of the ). =ctor have been clearly charged to the revenue account of the
Company.
b. The Auditor should report this matter o tric©h. reaolders u/s 227(1A)(e). Also if such amount is material, the
Audit Report should be qua'ii =d since tr. = & fair view of profits is affected.

Director of T Ltd drav= an a van. > of US$ 200 per day in connection with the foreign trip undertaken
on behalf of the compan, In his return he files a declaration stating that entire advance was
expended without any supporting or evidence. T Ltd books the entire expenses on the basis of such
declaration.. ~ the auditor of T Ltd how do you deal with this?

SA U0 (R) “A uit Evidence” states that an auditor should obtain sufficient appropriate audit evidence to be able to
dra' ‘reasona . conclusions on which to base his opinion.

Sec. 22/\1n) (e) of the Companies Act 1956 requires an auditor to report when personal expenses have been charged
to revenue account.

In the above case, ascertain whether payment made by the company for the foreign trip form an “allowance” or
“reimbursement”. An allowance is a fixed sum of money allowed on the basis of specified criteria. No evidence
supporting the expenditure is required for payment of allowance to the director. On the other hand, if the payment is
reimbursement, it should be against actual expenditure.

The director concerned should provide proof of expenditure. Since the director has given only a declaration, he
auditor should ascertain other relevant facts as to whether the advance paid is pursuant to the policy of the company
which is based on approximate estimation of the expenditure normally incurred by a person of the status of a director
& the same is applicable to persons of a similar status within the company. If the auditor considers the advance taken
is reasonable, and then the declaration can be considered adequate, otherwise he may have to call for additional
documentary evidences.

6. Where it is stated in the books & papers of the company that any shares have been allotted for cash, whether cash
has actually been so received in respect of such allotment, and if no cash has actually been so received, whether the
position so stated in account books & balance sheet is correct, regular & not misleading. [Sec. 227(1A)(f)]
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PRACTICAL:
The Company owed T 50,000 to Shri R.S. It issued Equity Shares amounting to ¥ 50,000 in liquidation of
the above debt. What are the reporting considerations involved in the above transactions?
Clause 227(1A): Allotment of Shares:
a. As held in Spargo’s Case & confirmed by CLB Circular, the allotment of shares by a Company to a person in

lieu of genuine debt due towards him is in perfect compliance of Sec. 75(1). The issue of Equity Shares in
liquidation of its debt to Shri R, .S. is legal.
Hence, the Auditor has no duty to report in this instance

REPORT UNDER SECTION 227(2)

The Auditor has to state whether, in his opinion the said accounts give the information required by the act in the
specified manner & give a true & fair view:

a. In the case of the balance sheet, of the state of the company’s affairs as at the end of its financial year; anc
b. In the case of the profit & loss account, of the profit of loss for its financial year.

PRACTICALS:
H.W.P.Private Ltd is having only two members H & W. During the audit of ac aunts 1 - the year ended

31°" march 2010, you as auditor find that:

i. H. who is in charge of purchases has introduced fictitious purch: se bi' < ot ¥ 50 Lakhs.

ii. W. who is in charge of sales has sold goods worth ¥ 1 Crore witho. - bringing the same in the Books of
Account.

You raise the matter with H & W in their capacity us ¢ ~ectors. They contest that as this is a position
known to them & within their own fold, you should not rep. *t the same under the Companies Act 1956.
Discuss whether the above arguments are a. -« ‘table under the Companies Act, 1956 for non-reporting.
If not, state the reasons & the manne € rep -\ ng.

The arguments put forth by the Mirectors fc : non-reporting of Fictitious purchases of Rs 50 lakhs & omission of
recording of sales of 1 Crore un« =r 1e Compai.ies Act 1956 are not acceptable in view of the following reasons:

i.) The scope of audit of a cc mpa. y is wetermined by provisions of the Companies Act 1956. Even the terms of the
engagement cannot restrict ' 2 scope of audit in relation t matters which are prescribed by legislation.
Correspo; . ling to scope of audit, even the rights of an auditor available under statute cannot be restricted. In the
case.of N wtc »v. Birmingham Small Arms Co.(1895), it was held that any regulation which precludes the
7 aditors fr i1 avauing themselves of all the information t which they are entitled under the Companies Act are

wconsiste’  with the Act.

ii.) Sec. 22/(2) proves that the duty of an auditor is to make a report to the members of the company. In his report,
the auditor has to state whether “in his opinion & to the best of his information & according to the explanations given to
him.” The accounts “give a true & fair view in the case of the B.S., of the state of the company’s affairs as at the end of its
EY. & in the case of the P & L a/c of the P & L a/c for its financial year.”

Thus, the primary duty of the auditor is to determine whether the balance sheet shows a true & fair view of the
state of the company’s affairs as at the end of the F.Y & whether the P & L a/c shows a true & fair view of the
working results of the company for the year.

iii.) The Companies Act 1956 does not make any distinction between a private limited company & a public ltd
company. Therefore, the fact that there are only two members & they are fully aware of such transactions would
not have any impact as far as scope of audit is concerned. The decision of Pendleburys Ltd vs. Ellis Green &
Co.(1936)

Therefore, in view of the above mentioned reasons, inflation of purchases (which in this case is I 50 Lakhs) &
omission of sales (which in this case is ¥ 1 Crore is bound to affect the true & fair view of the F.S. of the company. It

would, therefore, be obligatory on the part of auditor to report these aspects in the audit report.
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REPORT UNDER SECTION 227(3)

REPORT UNDER SECTION 227(3)(a): The Auditor’s Report shall state whether he has obtained all the information &
explanations, which to the best of his knowledge & belief were necessary for the audit.

PRACTICAL:
During the course of statutory audit of an investment company dealing in shares and securities, in

spite of repeated reminders by the statutory auditor, the company officials did not provide the
investments held by the company at the Balance Sheet date for verification and also did not provide the
details for valuation of unlisted shares as on the Balance Sheet date. The statutory auditor, in his final
audit report to the shareholders, reported as follows:

"Subject to the verification of the existence and value of the investments, the Balance

Sheet shows a true and fair view."

Is the report made by the statutory auditor correct?
As per Sec. 227(3) (a) of the Companies Act 1956,

Failure to Obtain Information and Explanation, the statutory auditor is required to expr<Ls  is opiri »n on the truth
and fairness of financial statement audited by him only after examining the au*henticity « rith re.erence to the
information and explanations given to him. He must determine the extent of inii:matioi » which should be
obtained by him before he expresses his opinion on the financial statemer’ subr ‘tte .20 hi.t for report. He should
not express an opinion before obtaining the required data and information

In the given case, since the statutory auditor did not see the ex’stence and alsc valuation of the investments held by
the investment company the auditor, should not say "S»7j :t to the verification of the existence and value of the
investments, the balance sheet shows a true and fair view." In ‘act, as per facts given in the question, the auditor
has not been able to obtain information and migh not be able tc satisfy himself by adopting other audit procedure
and accordingly may have to appropriately m.d. 7 the report. The auditor may state that because of these
circumstances, he has been unable to form « 1 < #nio. . « 1t, reporting by the auditor that, "subject to verification of the
existence and value of the investments, the L lance s.ieet shows a true and fair view", the auditor is not providing
information but only means to i fc mation.

The situation in this case . am logoivs to London and General Bank’s case. By reporting in the above manner

auditor is not conveying any 1.7 rmation. Rather, the auditor is arousing the suspicion of users of financial
statements. Sgition 227(3) requires the auditor to specifically, state whether or not he has obtained all such
information ar 1 ex, 'anation.

Conc usion- If * e auditor has not been able to obtain relevant information or explanations, he may have to qualify his
opinic » on th/ truth and fairness of the financial statements or express his inability to give an opinion in the matter.
Thus the auditor has failed to perform his responsibilities

Note - One auditor must also take care of COE - 2009, Sch. - II, Part - I, Clause - no. 8 and 9

REPORT UNDER SEC. 227(3) (b): The Auditors” Report (A.R) shall state whether in his opinion, proper books of
account as required by law have been kept by the Company, & proper returns adequate for the purpose of his audit

have been received from Branches not visited by him.

REPORT UNDER SEC. 227(3) (bb): The A.R. shall state whether the Report on the accounts of any Branch Office
audited u/s 228 has been forwarded to him as required by Sec. 228(3)(c), & how he has dealt with the same in
preparing his report.

REPORT U/S 227(3) (c) : The A.R. shall state whether the Company’s Balance Sheet & P & L A/c dealt with by the
Repro tae in agreement with the Books of Account & Returns.

CA VINIT RATHI Page 73
Mob. No. 7737345000




Audit Under Companies Act, 1956

REPORT U/S 227(3) (d): The AR shall state whether in his opinion, the B.S. & P & L A/c comply with the Accounting
Standards referred to u/s Sec. 211(3C). (See Practical Problem in Question Related Accounting Standard)

REPORT U/S 227(3) (e): The AR shall state in thick type or in italics, the observations or comments of the Auditors,
which have any adverse effect on the Company’s functioning. (See Practical problem: 2)

PRACTICALS:
1. The Statutory Auditors of Get Well Itd included certain comments in his report u/s 227 of the

Companies Act 1956. Since the Company requested the auditors to drop the above comments, as
otherwise it will affect their future business, as a compromise the auditor included the comment in
the report in ordinary type. Comment.

As per Sec. 227(3) (e) of the Companies Act 1956, one of the issues relating to audit report is that the report shall
indicate in Bold or in Italics the observations as comments of the auditor which have any adverse ~t. ct on the
functioning of the company. According to the Guidance Note issued clause (e) of the sub-sectio. . ~ates a
requirement for the auditor to consider any matter leading to the modification of the audite:’s . 0o on ‘ir. ncial
statements is likely to have an adverse effect on the functioning of the company & if se'.s » auditu : is required to
highlight such matter in Bold or in Italics.

In the instance case, the auditor’s action in having printed certain comments in ¢ ra. 2ty typ. as contrary to the
provision of the Act & Guidance Note. He will be deemed to have discharea 1. di tie' ne, igently.

REPORT U/S 227(3 )(f): The AR shall state whether any Direction is disquali. “u frowu. Leing appointed as Director u/s
274(1)(g).

2. Mr. Z, a Director of M/s LM Private Ltd. Is ulso  Director of another Company M/s O P Private
Ltd which has not filed the Annual Accourts & Annual | =turns for last 3 years, 2007-2008 to 2009-
2010. Mr. Z is of the opinion that he . . »t disqualified u/s 274(1) (g) of the Companies Act 1956
& Auditor should not mention the a syoslific t. n remark in the Audit Report.

Principle:
a. Disqualification: Disqualii -a. »n u/s 2741)(g) applies only to appointment or re-appointment as Director in

Public Companies & ot priv. te C mpanies. Therefore, Mr. Z is not disqualified u/s 274(1)(g)

b. Reporting Requirements Sec 227(3)(f) applies to audit of both Public & Private Companies. Even the Auditor
of Private Company has to 1eport whether any Director of that Private Company is disqualified from being
appoint . = Director of any other Public Company.

c. Coilasim:? . efore, in the given case, the Auditor need not report on the disqualification of the Director

REP( RT U/S ~ 7(3) (g): The AR shall state whether the cess payable u/s 441A has been paid & if not, the details of
amou. -of am  unt of cess not so paid.

REPORT UNDER SECTION 227(4A)

REPORT U/S 227(4A): The AR shall include a statement on the matters prescribed under the COMPANIES
AUDTIORS’ REPORT ORDER (CARO) 2003.

COMPANIES EXEMPTED FROM APPLICATION OF CARO

Applicability: CARO 2003 applies to all Companies including a Foreign Company as defined u/s 591.
Exceptions: CARO does not apply to the following. Classes of Companies:

Banking Company as defined u/s 5(c) of the Banking Regulation Act 1949.
Insurance Company as defined u/s 2(21) of the Companies Act 1956.
Company licensed to operate u/s 25 of the Companies act 1956 and
Private Ltd Co’s subject to the following conditions:

Aggregate of Paid up Capital & Reserves should not exceed ¥ 50 Lakhs.

an TP

Loan outstanding from any Bank or Financial Institutions should not exceed 325 Lakhs.

Turnover should not exceed ¥ 5 Crores.
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PRACTICALS:

1. A Pvt. Ltd is incorporated on 1" July 2009. During the year ended 31°" March 2010, it had issued
shares (fully paid up) of ¥ 40 Lakhs had borrowed T 7.5 Lakhs each from 2 financial institutions & its
turnover (Net of Excise of ¥ 50 Lakhs which h is credited to a separate account) is ¥ 475 Lakhs.
Will CARO be applicable to A Pvt. Ltd.?

Refer to the conditions for exemption of Private Companies.
1. Aggregate of Paid Up Capital & Reserves is ¥ 40 Lakhs (lower than the specified limit of I 50 Lakhs).
Total Loan Outstanding =¥ 7.5 Lakhs x 2= 15 Lakhs( lower than the specified limit of ¥ 25 Lakhs)
3. If Excise Duty is taken /credited to a separate account, it shall not form part of the Turnover. Hence, turnover for

this Company =% 4.75 Crores( lower than the specified limit of I 5 Crores)
Hence CARO does not apply to A Pvt. Ltd., since all the conditions relating to exemption are satisfied.

2. T Pvt. Ltd's paid up Capital & Reserves are less than ¥ 50 Lakhs & it has no outsta ling loan
exceeding ¥ 25 Lakhs from any Bank or Financial Institution. Its sales are ¥ 6 Cor s Y“efore
deducting Trade discount of ¥ 10 Lakhs & Sales Returns ¥ 95 Lakhs. The servi_s | *n<_rea b, the
Company amounted to ¥ 10 Lakhs.

Refer to the conditions for exemption of Private Compa: ‘s

1. Aggregate of Paid up Capital is less than ¥ 50 Lakhs.

. Loan from Banks & Financial Institutions is less than ¥ 25 Lakhs.

3. Turnover = (% 6 Cores - X 10 Lakhs - ¥ 95 Lakhs) + ¥ 10 Lakhs =% 5.05 “ror<. “mu¢ -e than the specified limit of I
5 Crores)

Hence, CARO applies to T Pvt. Ltd, since the turnover exceed«'< 5 Crores.

3. A Private Ltd reports the following. Position as on 31" March 2010:

Paid Up Capital T30 Lal>s

Revaluation Reserve 210 Lai e |
Capita Reserve T 1 onbhe
P&L A/c (Dr. Balanc)) |Z2 ‘akhs |

The management of the “ompa 'y cu 'tends that CARO 2003 is not applicable to it. Comment.

As per the Statement on CARO =2 3, issued by ICAI, for determining the applicability of the CARO 2003 to a private
limited company, both capital as well as the revenue reserves shall be taken into consideration while computing the
limit of ¥ 50 | ak. » orescribed for paid up capital & reserves. Revaluation reserve, if any, should also be taken into
cons’eration| v'.ie aciermining the figure of reserves for the limited purpose for determining the applicability of the
Orc 1. The ¢ it balance in the P & L a/c is available for general purposes like declaration of dividend. The debit
balai e inth’ P & L a/c, if any, should be reduced from the figure of revenue reserves only. If the company does not
have revenue reserves, debit balance of P & L a/c cannot be reduced from the figures of paid up capital, capital
reserve & revaluation reserve.

Accordingly, the P & L a/c (Dr, Balance) of ¥ 2 Lakhs cannot be deducted & hence CARO 2003 is applicable to the
Company.

LIST OF MATTERS TO BE REPORTED UNDER CARO 2003

1. Fixed Assets 4 (i):
a. Adequacy of Records: Whether or not proper records have been maintained to show full particulars including

quantitative details & details about situation of Fixed Assets.
b. Verification:
Whether Mgmt of Co. has physically verified the Fixed Assets, at reasonable intervals &
Whether material discrepancies observed, if any, on such verification have been suitably dealt with in the
books of account.
c¢. Going Concern: whether the going concern assumption is violate din case of sale of a substantial part of the
Fixed Assets.
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PRACTICAL:
As a Statutory auditor comment:

Fixed Assets comprising 1/3™ of the Total Assets have been disposed of during the year.
Refer above clause.

The Auditor has to evaluate the appropriateness of Going Concern Assumption in view of the above disposal of

Fixed Assets & Report accordingly.

2. Inventories 4(ii):

a. Verification: Whether Mgmt has physically verified all the inventories at suitable intervals.
b. Adequacy of procedures: Whether the procedures for physical verification of inventory are reasonable &
adequate, having regard to the size of the Company & the nature of its business.
c¢. Adequacy of Records:
Whether the Company is maintaining proper records of inventory and
Whether any material discrepancies were noticed on physical verification & if so, whether the sc me have
been properly dealt with in the Books of Account.

PRACTICAL:

As a Statutory auditor of B Ltd, to whom CARO is applicable, how woulc yc: repor in the following
Situation:

Physical Verification of only 50% (in value) of items of stock has b en ‘. »du ted by the Company. The

balance 50% will be conducted in next year, due to lack of time & res. irces.
Refer above- .ause.

Since Physical Verification has not been carried out adequutely the Auditor should:
1. Point out the specific areas where he believes the procedure »f inventory verification is not reasonably adequate.
2. Analyse the impact on Financial Statements = >port accordirigly.

SK Ltd has fully computerized its acconting * ‘rations. The stock records are maintained up to date
with timely entries passed f r all receip s & issues. The Company has hired a professional security
agency, which monitors & impl me. *s a close vigilance over the operations of the Company. As such, the
Company had dispensed w.  ti 2 pructice of taking stock of their inventories as at the year end, as in
their opinion, the exercise is ..edundant, time consuming & intrusion in the normal functioning of the

operations.
Refer to above Clause.

The Auditor s ould report that the Company does not have any system of physical verification of Stock. Further,
Stoc ' being a' 1 aterial item in the P & L & B.S., the Auditor should qualify his report on the truth & fairness of F.S.

Comment on the following extracts from the Statutory Auditor's reports on the accounts of Limited
Companies indicating with reasons, whether or not the form of reporting complies with the statutory &
professional requirements:

“On the basis of examination, the valuation of inventories is fair & proper & in accordance with normally
accepted accounting principles & is on the same basis as in the previous year except for some changes in

the method of valuation of the inventories of Finished Goods.”
Refer above clause.

1. Analysis:
a. Revised Schedule VI, Clause 3(xv) requires disclosure of the amount, if material, by which any items shown
in the P & L a/c is affected by any change in the basis of accounting.
b. AS-2requires that any change in the accounting policy relating to inventories which has a material effect in the
current period or which is reasonably expected to have a material effect in later periods should be disclosed.
When there is a change in the accounting policy the amount by which any item in the F.S. is affected by such
change should also be disclosed to the extent ascertainable. Where such amount is not ascertainable, wholly or

in part, the fact should be indicated.
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2. Conclusion
a. Change in basis of Inventory Valuation amount to change in the basis of accounting. If the effect on profit is
material, adequate disclosure should be made in the accounts or notes.
b. The Auditor should ensure such change in method of valuation should be disclosed in the F.S. or in the Notes.
Else, he would not have satisfied the statutory reporting requirements.

3. Loans To/From Directors & Interested Parties 4 (iii) (a)

a. Particulars of Parties: Has the Company granted any loans, secured or unsecured, to Companies, Firms and
other parties covered in the Register maintained u/s 301 of the Act. If so, the number of parties & amount
involved in the transactions.

b. Terms & Conditions: Whether rate of interest & other terms & conditions of loans given by the Company,
secured or unsecured are prima facie prejudicial to the interests of the Company.

c¢. Repayment: Whether receipt of the Principal & the interest amount are regular.

Steps for recovery: If overdue amount is more than % 100,000 whether reasonable steps have beer ta en by the
Company for recovery of Principal & Interest.

PRACTICAL:
ABC Pvt. Ltd has granted loan of ¥ 20 Crores to XYZ Ltd, a sister concer: & it ren. ins outstanding at
the year end. How would you report the fact? (PM)

Reporting of loan under CARO 2003 as per Para 4 (iii) : the auditor has to r« »ort v eth r the company has granted
any loans, secured or unsecured, to Companies, Firms and other parties cov ed in u.e Register maintained u/s 301
of the Act. If so, the number of parties & amount involved i the transacti as.: and further as per Para 4(v)(a)”
Whether the particulars of contracts or arrangements referred to<v “ec. 301 of the Companies Act 1956, have been entered in the
register required to be maintained under the section.”

Hence, in the instant case ABC Pvt. Ltd has grai' ed loan of ¥ .9 crores to XYZ Ltd, a sister concern needs to be
reported as per Para 4(iii) & 4(v) (a) of CARO 200

Loan Taken (iii) (b)
a. Particulars of Parties: Has the:Company aken aiiy loans, secured or unsecured, from Companies, Firms or other

parties covered in the Regist. - 1. qintained ¢ /s 301 of the Act. If so, the number of parties & amount involved in
the transactions.
b. Terms & Conditions: Wi thel rate of interest & other terms & conditions of loans taken by the Company, secured
or unsecured are prima facie p. cjudicial to the interests of the Company.
c¢. Repaym¢ .. Whether payment of the Principal & the interest amount are also regular.
Inter 2l Contr: 24 (iv
a’ Adequ: .y: Is there an adequate Internal Control procedure commensurate with the size f the Company & the
nature ) its business, for the purchase of inventory & Fixed Assets & for the sale of its goods & services.
b.  Tor=i tion of Weakness: Whether there is a continuing failure to correct major weaknesses in Internal Control.

PRACTICALS:

During the course of production, a Company accumulates huge quantity of Scraps & certain By- products.
The Scraps are sold by auction & for the sale of By-Products, reasonable records are maintained but no
records are maintained for recording the generation of Scraps & By-products & accordingly not being
satisfied with the state of affairs, you want to qualify your report. But Mgmt views that under CARO,
the Auditor is not required to report about maintenance of records in connection with generation of
Scraps & By-Products. Comment on the view of the management.

1. CARO Requirements: The following. Reporting requirements of CARO are relevant in this regard:
a. Internal Control 4(iv): Refer to above clause.
b. Cost Accounting Records: Refer to Cl. 4(viii)
c. Fraud: Refer to

2. Observations:

a. Since the quantum of Scrap & By-Products is considerable, it appears that maintenance of records for
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generation as well as records for sale of Scrap/By-Products is necessary, but the Company has not
maintained such records.
b. The Auditor has to consider the non-maintenance of records for Scrap & By-Products in the light of:
Effectiveness of internal control system
Compliance with Cost Accounting(Records)Rules where applicable and
Possibility of frauds in relation such Scrap & By-Products.
c. Hence, the Auditor will have to issue an adverse comment on non-maintenance of reasonable records for
sale of Scrap-By-Products & decide on the aspect of records on generation, on the basis of facts&
circumstances of the case.

Purchases of Raw Materials by a business were supported by invoices, challans & receipts of suppliers.
Invoices were authorized by the Purchase Manager & payments were made to suppliers by account payee”
cheques”. After the accounts were audited, it was discovered that the raw materials were pr hased at
inflated prices resulting in a loss of ¥ 3 Lakhs to the business. Will the Auditor be held lia. ‘e in this
connection?

1. CARO Requirements: In the above case, the purchase of materials have been documente. by invt ‘ces, challans
acknowledging actual supply, payment by account payee cheques & valid re =1, s from . 1ppliers. It is also
observed that the Auditor has verified the purchase transactions, the A<ui t's reriru g duties in this regard
under CARO involve the following:

a. Internal Control: Refer Cl. 4 (iv)

b. Transactions covered by Sec. 302: Refer Sec. 4 (v)

c. Fraud: Refer Cl.4 (xxi)

2. Auditor’s Duties:

a. The Auditor had examined the Company’< Internal Cont. >l System in relation to purchases.

b. In case of transactions with parties lit 2« u/s 301 of the Act, the Auditor is required to verify the
reasonableness of prices having ré_-."'.to tl. . | evailing market prices.

c¢. The Auditor is also required to exa mine v.7 _ther there has been any fraud detected/noticed/reported in
relation to purchases.

3. Conclusion: If the Auditor has >roperly examined all these & also had satisfied himself about compliance of
these in placing orders >r pt chas of Raw Materials, he will not be liable for the excess price paid. However, if

he has not exercised due ca. . - diligence in the performance of his duties, he may be guilty of negligence.

5. Tra-woctic ns ¢ _2red by Sec. 301 4(v)
a’ Record. Whether the particulars of contracts or arrangements referred to u/s 301 have been entered in the

Regist¢ ' 0 be maintained under that section.

b.  Teaclnability: Whether transactions made in pursuance of these contracts or arrangements have been made at
prices which are reasonable having regard to the prevailing market prices at the relevant time. (This
information is required only in case of transactions exceeding the value of ¥ 5 Lakhs in respect of any party & in
any one financial year.

6. Deposits from Public 4 (vi): If the Company has accepted Deposits form public, whether the following Are

complied with:
Directives issued by RBI.
Provisions of Sec. 58A & 58AA or any other relevant provision of Companies Act.

Orders, if any, passed by the Company Law Board/NCLAT/RBI /Any Court/Tribunal.

a
b
c. Rules framed u/s 58A& 58AA or any other relevant provision of the Companies Act 1956.
d
e. The nature of contraventions, if any, should be stated in the Report.

PRACTICALS:
A Public Company defaulted in the repayment of deposits together with interest on the due date or more
than a year & the Chief Accountant contends that the Auditor need not report on the default committed

by the Company. Give your views on the above.
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Refer above Clause.

In view of the above, the auditor should report on default committed by the Company.

Discuss the reporting requirements under the Companies (Auditor's report) Order 2003, where a company

has defaulted in compliance of sec. 58AA of the Companies Act 1956 with regard to public deposits.
Ref. above clause.

Sec. 58 AA deals with small depositors. As per this, a small depositor means a depositor who has deposited during a
financial year a sum not exceeding I 20,000/ - This section requires compliance of certain matters by the company.

Non compliance of Sec. 58AA occurs where company fails to intimate company law board, any default in repayment
of deposit by s mall depositors or part thereof or any interest thereupon. The auditor has therefore, to first determine
whether there is any default in repayment of such deposits, when number of depositors are large, it may not be
possible for an auditor to verify each repayment. In such situation, he should examine internal control system. He
should obtain schedule of repayment to small depositors & should make reasonable test checks of repaj n nts made
by the company. If during test check, default in repayment is noticed, he should see whether the sam I s been
intimated to Company Law Board.

7. Internal Audit 4(vii): Having regard to their size & nature of business, the Auditor shoula Report rhether or not

the following. Companies have an Internal Audit System:
Listed Companies.

o |

Companies having Paid-up Capital & Reserves exceeding I 50 L khs 2 at  he commencement of the F.Y.
concerned.

g

Companies having an Average Annual Turnover exce’ding ¥ 5 Croi s for a period of 3 consecutive F.Ys
immediately preceding the F.Y concerned.

PRACTICALS:

JKT Ltd having ¥ 40 Lakhs Paid Up Capital, = . 50 Lakhs Reserves & Turnover of last three consecutive
financial years immediately preceding \ e “nan ic. year under audit, being ¥ 4.90 Crores, ¥ 4.50 Crores
& T 6 Crores. But does not hae any int ~nal audit system. In view of the management, Internal Audit
system is not mandatory. As in Auditor cc.nment on the above.

You are the Statutory Auc'*oi of a Limited Company engaged in the manufacture of chemicals. The

Company has a turnover exceeding ¥ 5 Crores for a period of three consecutive financial years

immediately sre 2ding the F.Y concerned, but does not have an internal audit system. Give your views.
Refer above Clause.

Ani ysis: The Aggregate of Paid Up Capital & Reserves of the Company is I 49.50 Lakhs (within the limit of ¥ 50

Lakt. ). How :ver, the Average Annual Turnover is ¥ 5.13 Crores and hence the above reporting clause is attracted.

Auditors” Duties: The Statutory Auditor should enquire whether the Company has an Internal Audit System
commensurate with its size & nature of its business. The con-existence of the Internal Audit System will mean that
more substantive audit procedures are required since the efficacy of internal control system would itself be
questionable.

Conclusion: CARO does not mandate the above classes of Companies to compulsorily have an Internal Audit
System. Hence, the Management’s view that the Internal Audit is not mandatory is correct. However, the Auditor is
required to report the fact that the Company does not have any internal audit system, under CARO Reporting

requirements.

2.Comment on the following extract from the Statutory Auditor's reports on the accounts of Limited
Companies indicating with reasons, whether or not the form of reporting complies with the statutory &
professional requirements:

"Because the Company has an adeguate system of Internal Control, it has not considered it necessary to
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establish an internal audit system, even though its Paid up Capital exceeds T 50 Lakhs.”

Refer above Clause.
Analysis: CARO does not require such Companies to have an Internal Audit System. However, the Auditor’s
Reporting is not contingent upon existence or adequacy of the internal control system. This is a statement of act, i.e.
whether the Company has an Internal Audit System. The Auditor need not/ should not justify the non-existence of
the Internal audit system.

Conclusion:

A. The auditor has brought out the fact that no system of Internal Audit exists in the Company. Hence, the basic
reporting requirement may be considered to have been satisfied both from statutory angle & professional duty
angle.

B. However, he could have avoided the justification for non-existence by giving reasons such as adequacy of internal
control.

PQR Ltd. a Listed Company & having an average annual turnover of more than ¥ 5 Cror s ‘as not
Internal Audit System. Give your views.
Refer above Clause.

The Clause has a mandatory application in respect of listed companies irrespective of tiie si . of pai. -up capital &

reserves or turnover. For other companies, it is applicable if either of the following C 1. 'itions a1 satisfied:

a. The Company has a paid-up capital & reserves exceeding I 50 Lakhs at the = 2me 1cer .ot of the F.Y. or

b. The Co. has an average annual turnover of ¥ 5 Crores or more for{« perio . 0. 3 consecutive financial years
immediately preceding the F.Y. concerned.

C. Conclusion: In the above case, PQR Ltd is a listed company & having an a -=rage annual turnover of more than
5 Crores. Hence the auditor will have to mention in his »< ort the fact of not having such internal audit system by
the Company.

8. Cost Accounting Records 4 (viii): If the CG 1 ac vrescribed maintenance of Cost Records u/s 209(1)(d), whether or
not such accounts & records have been ~repare. & maintained properly.

9. Statutory Dues 4 (ix):
a. Is the Company regular i ¢ oositing U adisputed Statutory Dues e.g. Provident Fund, Investor Education &
Protection Fund, Employe s” S rte Insurance, Income Tax, Wealth Tax, Service Tax, Sales Tax, Customs Duty,
Excise Duty, Cess & a. 7otl °r sta.atory dues with the appropriate authorities?
b. If not paid regularly, the  ttent of the arrears of outstanding statutory dues as at the last day of the F.Y
concer 2d for a period of more than 6 months from the date they became payable, shall be indicated in the

Renort

¢/ If such' *“n-payment of dues is on account of any dispute, then the amount involved & the forum where the
disputi ; pending should also be mentioned.

PRAC TTCA'5:
ABC Ltd has not deposited P.F. Contributions of ¥ 20 Lakhs to the authorities, but accounted in the
books. Comment on the above.

1. Accrual: P.F. contributions should be accounted in the books on accrual basis, whether paid or not. As per Sec.
209(3) a Company has to maintain proper books of account on accrual basis of accounting.

2. Companies Act: Under Sec. 227(3)(d) the Auditor shall state whether the Balance Sheet & the P & L A/c comply
with the Accounting Standards u/s 211(3C).

3. CARO Requirements: Note: Refer to Clause 4 (ix).
Conclusion: In the instant case, even though accrual principles have been followed, disclosure of non-payment

is necessary in view of CARO requirements. The Auditor should disclose the fact of non - payment of I 20
Lakhs in his Report.

A Company having several depts. with separate payrolls & where payments of wages are spread over
several days makes lump-sum deposits of estimated amounts of P.F & Employees State Insurance dues &
adjusts the excess or deficit against the following month's deposit. Comment on the above.
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Caro Requirements: Refer above clause.

1. In case of a large Company where there are a number of depts.. With separate payrolls & where payments are
spread over a number of days, the collection of data reg. the PF/ESI collection & the Company’s contribution
thereto may take some time.

2. To avoid delayed payments, the Company makes lump sum deposits of estimated amounts & adjusts the excess
or deficit against the following Month’s deposit.

3. If this method is consistently followed & the difference between the total dues & the lump sum deposit is not
material, it can be deemed as regularly deposited & hence, no adverse comment is necessary.

During the course of audit of ABC Ltd, it is noticed that out of ¥ 12 Lakhs of PF Contribution accounted
in the books, only ¥ 2 Lakhs has been remitted to the authorities during the year. On enquiry, the
Chief Accountant informed that due to financial problems they have not remitted but will remit the same

as dwhen the position improves. As a Statutory Auditor, how would you deal with the above sitvation?
Refer above clause.

Company’s Default & auditor’s Duty: In the given case, the Company has not complied wi'» the »_ ‘s As to
deposit of PF contributions, to the tune of ¥ 10 Lakhs. Financial problems do not constitute < .iticiet. .eason . »r non-
compliance. Hence, the Auditor shall report the non-compliance under Clause 4(ix) if CARO 1. his rep -t.

Big & Small Ltd received a show cause notice from central excise dept. int(na.. ~ to le y a demand of ¥
25 Lakhs in December 2010. The company replied to the above ne’.ce it J¢ ».ary 311 contending that
it is not liable for the levy. No further action was initiated L ¢« *'_ .-ei tral excise dept upto the
finalization of the audit for the year ended on 31" March 2011. A. the auditor of the company, what
is your role in this?

As per Para 4(ix)(b) of CARC 2003, : (State Clause)
Conclusion: In the present case issuance of shows cause noticc by Excise Dept. does not tantamount to demand

payable by the Company. In as much as the Cc¢ m, any has replied to the notice & no further correspondence was
received from the Dept., it has to be constr ' that « xe = is no demand. The auditor need not report on this.

XYZ Pvt. Ltd. has submitted the F.S. for % 'year ended 31.3.11 for audit. The audit assistant

observes & bring to your notic 2 hat the ¢ mpany's records show following Dues:

a. Income Tax relating to ., .Y. 007-08 T 125 Lakhs. Appeal is pending before Hon'ble ITAT since
30.9,09.

b. Customs duty Rs T Lakhs- Uemand Notice recd on 15.9.10 but no action has been taken to pay or
appeal. \s'2n auditor, how would you bring this fact to members?

a. | tate claust 4 (ix) (b) of CARO: “In case dues of IT/ST.......

The' ) uditor / nould also obtain a management representation about the disputed dues, the amounts involved & the
forum ..Zire the dispute is pending. The auditor should carry out necessary audit procedures to verify the
information provided by management.

The Information may be reported in the Statement of Disputed Dues as nature of the dues, amounts, period which
the amount relates & forum where dispute is pending.

In the present case, there is Income Tax demand of ¥ 125 Lakhs & the company has gone for an appeal, it needs
considerations as to whether the entire demand is disputed, because it is difficult to presume that the demand by
Income Tax Authority is without any basis. Therefore, as per AS-29 partly to the ex tent the company considered that
the demand is based on some logical basis, that amount may be provided for & the remaining may be disclosed as the
contingent liability. Further, it should be brought to notice of members by reporting under Para 4(ix) (b) of CARO
2003 as per the requirement mentioned therein.

b. As per Para 4(ix)(a) the auditor has to report upon the regularity of the company in depositing undisputed
statutory dues including PF........ If Company not regular Auditor has to state the extent of arrears of statutory
dues which have remained unpaid.......

With reference to the regularity, in case of custom duty on import of goods or demands arising on account of

assessment orders etc,, which a company is required to pay as & when an event giving rise to the liability of the
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company occurs. Such dues should be construed to have been paid regularly if the company deposits them as &
when they become due. However, the auditor should be required to comment upon the regularity of the
company in depositing the installments, if any, granted by an authority in respect of a demand against the
company.

In the above case, the demand note has been recd for Custom Duty of X 85 lakhs on 15.9.2010 & is outstanding for
more than 6 months, for which no action has been taken by the mgmt, leads to the irregularity which should be

brought to notice of members by reporting under Para 4(ix)(a) of CARO 2003.

10. Loss Making Companies 4 (x): In case of a Company which has been registered for a period not less than five

years, the following Should be reported:
a. Whether the Accumulated Losses at the end of the relevant F.Y exceeded 50% of the Company’s Net Worth
b. Whether the Company has incurred Cash Losses in the immediately preceding F.Y.

PRACTICAL:

As the Statutory Auditor of B Ltd, to whom CARO is applicable how would you rep rt the € ‘owing
situation?

Acc. Losses of the Company are 50.9% of its Net Worth & it is incurring continuou  losses since last 2

years.
Refer to Clause above.

Assuming that the Company is in existence for more than 5 years, the Aud’ or sho’ id 1 ‘port:
a. Whether the accumulated losses at the end of the year are more than 50% »"its ne.",orth and
b. Whether it has incurred cash losses during the current year #; the immediat. 'y preceding F.Y.

In the above case, since the company is covered by the ab<" e equirements, there are symptoms of potential sickness

& thus, auditor should report the same.

11. Repayment of Dues (4 (xi):

a. Has the Company paid the Princij “»and 1 tc =st due to Financial Institutions Banks or Debenture holders
without default?
b. In case of default, the peri‘a ’z the amou 1t of default shall be reported.

PRACTICAL:

OK Ltd has taken a term lou rom a nationalized bank in 2006 for ¥ 200 Lakhs repayable in five equal
installments ~f ¥ 40 Lakhs from 31" March 2007 onwards. It had repaid the loans due in 2007 & 2008,
but defaulte 1 n. 2009, 2010 & 2011. As the Auditor of OK Ltd, what is your responsibility assuming

tha’ company ‘.as sought reschedulement of loan?
As per Para 4 (xi) of CARO:
Conc. <ior/in this case, OK Ltd has defaulted in repayment of dues for three years. Application for rescheduling

will not change the default position. Hence the auditor has to report in his audit report that the Company has
defaulted in its repayment of dues to the bank to the extent of ¥ 120 Lakhs.

12. Loans against Securities 4(xii)

a. If the Company has advanced or granted loans/advances against security by way of pledge of Shares,
Debentures & other securities, proper & adequate documents & records are to be maintained.
b. Where there are deficiencies in the maintenance of records, the same should be reported by the auditor.

13. Chit/Nidhi/Mutual Benefit fund/Societies 4 (xiii): Whether or not provisions of any Special Statute applicable to
Chit Fund have been duly complied with in respect of Nidhi/Mutual Benefit Fund/Societies-

a. Whether Net-Owned funds to Deposit Liability ratio is more than 1:20 as on the B.S. date.

b. Whether the Company has complied with the prudential norms on Income Recognition & provisioning against
Sub-Standard /Doubtful /Loss Assets.

c. Whether the Company has adequate procedures for appraisal of credit proposals/ requests, assessment of
credit needs & repayment capacity of the borrowers.

d. Whether the repayment schedule of various loans granted by the Nidhi is based on the repayment capacity of
the borrower.
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PRACTICAL:
The business of CRY Ltd, a Chit Fund Company, also consisted of granting of Loans & Advances on the

basis of security of Shares & Debentures. As an Auditor, how do you satisfy yourself about the
adequacy of documents & records?

1. Clause 4(xii) of CARO requires the Auditor to state whether or not provisions of any Special Statute applicable to
Chit Fund have been complied with.

2. Verification: As part of his regular audit, the Auditor is required to examine & report whether adequate
documents & records are maintained in case of Chit Fund Company which has granted loans & advances on the
basis of security by way of pledge of shares & debentures. The adequacy of records depends upon the nature of
the security & the party to whom the loan or advance has been granted.

3. Physical Inspection: The Auditor should conduct physical verification to ensure that the securities are in the
custody of the Company & that the market value of the securities is adequate to cover the outstanding.amount of

loan & interest due.

14. Companies Dealing in Securities 4 (xiv): Where the Company is dealing or tradi=z in " “lres, L curities,

Debentures & other investments, whether:
a. Proper Records have been maintained of the transactions & contracts
b. Timely entries have been made therein.
c. Shares, Securities, Debentures & Other Investments have been held '’y the { on “any in its own name except to

the extent of the exemption, if any, granted u/s 49 of the Act.

PRACTICAL:
As a Statutory auditor how would you report on the roli wing under CARO - 2003?

O Pvt. Ltd is a dealer in Shares & Securities.

¢ °rabove clause.
Based on his examination of records, if thesAuditor s atisfied in respect of the matters specified in the above clause,
he may report as under:
“ In our opinion and according to tl> . formation < explanations given to us, the Company has been maintaining proper records
in respect of transactions & contre its .t securities during the year under audit, & timely entries have been made therein
Further, all Shares & Securti. rare h 'd by e Company In its own name.”

15. Guarantees Given( 4 (xv): Where the Company has given any guarantee for loans taken by others from Bank or
Financial n.iitutions, whether or not the terms & conditions thereof are prejudicial to the interest of the Company.

PRA .TICAL:
As  he Stati ry Auditor of B Ltd, to whom CARO is applicable, how would you report the following?
The (~mpr'.y has stood guarantee to its sister concern, whose financial condition was not healthy, for a
sum of T 20 Lakhs borrowed from a Bank.
1. Examine the MOA to determine whether the Co. has the power to give guarantee.
2. Verify the Minutes Book & Register of Guarantee, to confirm whether the guarantee has been sanctioned by the
competent authority.
3. See whether the requirements of Sec. 295 & 372A are complied with.
4. Confirm whether the Guarantee given, has been disclosed as a Contingent Liability.
5. Consider the financial standing of the party, nature of security offered etc, in determining whether the guarantee
is prejudicial to the Company’s interests.
6. Since the financial condition the Sister Concern is not good, express the opinion that: “The terms & conditions of
the quarantee of <20 Lakhs, given for loans taken by M/s...... (sister concern) from M/s......... Bank, are prejudicial to the
interest of the Company.”

16. End Use of Borrowings 4 xvi): Whether or not Term Loans are applied for the purpose for which such loans were

obtained.

| PRACTICAL:
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As a Statutory auditor comment:

A Term Loan was obtained from Bank for ¥ 75 Lakhs for acquiring R & D Equipment, out of which T 12
Lakhs was used to buy a car for use of the concerned Director, who was overlooking the R & D
activities.

The Loan is for R & D Equipment and not Car. Hence, the Auditor shall report that the Term Loans were not applied
for the purpose for which they were obtained.

17. Application of Funds 4 (xvii):
a. Whether the Short Term Funds have been applied for Long Term Investment.
b. If such application is made, the nature & the amount involved should be indicated in the Audit Report.

18. Preferential Allotment 4(xviii):
a. Whether the Company has made any preferential allotment of shares to parties & companies coyered in the

Register maintained u/s 301 of the Act.
b. If preferential allotment has been made, whether the issue price of such shares is prejudic al to t=_ ‘ti ~rest of
the Company.

19. Securities for Debentures issued 4 (ix): Whether or not adequate security or char~e has be: 1 created in respect of

debentures issued.

20. End use of issue proceeds 4 (xx):
a. Whether the end use of money raised by the Public Issue has been ac. <later, = .sclosed by the Management of

the Company.
b. Whether such end use & disclosure has been verified

PRACTICALS:
What are the reporting requirements in CARC it respect of money raised by Public Issues?
Re, v hove clause.
1 CARO Requirements: The auditor is ex} >ctec. "2 eiify & report whether the end use of moneys rose by way of
pubic issues have been properly< ~ported/a. :closed.

2. Revised Schedule VI Requirer en. :: Only unutilized amount of any public issue made by the Company should be
disclosed in the F.S. C.:RO r¢ »ortr g requirement. Envisages that the Company should disclose the end use of
money raised by the Public 1.1 , in the F.S. , by ways of Notes, & the Auditor should verify the same.

3. Auditors’ I ~ties:
Shaula obt. 2 representation from Mgmt, as to the completeness of the disclosure with regard to the end-use f
the mor s raised by Public Issues.
If audi’  : opines that adequate disclosure has not been made in this regard, he should state the fact in the
Audi* Keport, as reqd. by CARO.
If for any reason, he is not able to verify the end use of moneys raised, he should state that he is not able to
comment upon the disclosure of end use of moneys raised by the Company & mention the reasons for inability
to verify the same.

X Ltd, to whom CARO is applicable, has issued 9% Debentures of ¥ 5 Cores, redeemable after 5 years &
used the proceeds of issue or payment of Sundry Creditors & other Current Liabilities of ¥ 2.80 Crores.

As an Auditor, comment on the above.
Refer above Clause & Clause 4(xvi)

1. Terms of Issue: The Auditor must see whether the Terms of issue of Debentures contain any specific purpose/
project for which the funds raised will be utilsied.
2. Analysis: If the terms of issue specify the end use/ purpose of utilization of proceeds of Debentures Issue, the
payment of Sundry Creditors & Current Liabilities will not be proper.
3. Conclusion: In such a case the Auditor has to report that:
a. Term Loans have been utilised for purposes other than for which such loans were obtained.
b. End Use of money raised by way of Debentures Issue has not been properly disclosed by the Company.

21. FRAUD 4 (xxi):
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a. Whether any fraud on or by the Company has been noticed or reported during the year.
b. Where any fraud is noticed & reported, the nature

PRACTICAL:
As a Statutory Auditor how would you report on the following Under CARO
ABC Pvt. Ltd is a manufacturer of jewellery. A Senior Employee of the Company informed you that the

Company does not disclose the purity of gold used on the jewellery.
Refer Clause above.

If purity of gold is not properly disclosed on the jewellery, it amounts to defrauding of customers by the Company’s
Management, in order to obtain an illegal advantage. However, this does not create any material Mis-statement in the
E.S., &hence the Auditor is not concerned with the same.

Purity of Gold may have an impact on valuation of inventory, but the auditor is not required to comment & report on
the valuation of inventory under CARO.

As long as the books of account are not falsified arising out of the difference in the purity of<Jold, <" actua cust of
gold & sale price thereof, there is no implication for Mis-statement in the F.S. In such «.se: the At litor need not
report on non-disclosure of purity of gold on the jewellery.

PRACTICALS:

An old car of a Company having a nominal book value has found a buy =, who . willing to pay ¥ 1 Lakh for
it. The Company proposes not to sell the car, but negle~. its valuatiot. in its accounts at ¥ 1 Lakh should
he Auditor permit the Company do so?

1. Fixed Assets should be stated at Historical Cast net of dep:t -iation thereon. They should not be valued on the
basis of Net Realisable Value.

2. This view is in accordance with:
a) Generally accepted accounting princip. s

b) As-10 and
¢) The disclosure requ’ ~ment: of Kk vised Schedule VI to the Companies Act, 1956.

3. Since the intention of the Co.'» ny is not to sell the car, the asset should be stated at its Book Value only, however
nominal it. may be. The accounting treatment given by the Company is correct.

X Lt did no “uilow. the applicable Accounting Standard for disclosing Earnings Per Share (EPS) in the
Finai :ial Sta* nents. The fact of such non-disclosure was, however, mentioned in the notes forming part
of acc 'ints ' As the Statutory auditor of X Ltd, how would you report the above case?

Disclosure of EPS is required for all companies as per AS 20”Earnigns per Share”. AS-20 is also one of the AS notified
by the Companies (Accounting Standards) Rules 2006. If he disclosures required by AS-20 are not made, it is the duty
of the auditor to qualify in his report “Whether Accounting Standards under the clause as noticed u/s 211(3C) have been
followed?” Mere disclosure by company in notes does not absolve him of his duty.

The same is however not a qualification to affect the “True & Fair” position of financial results of the company.
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BRANCH AUDIT

Appointment [Sec.228 (1)]

The following persons are eligible for appointment as Branch Auditors:

In case of Local Branches In case of Foreign Branches
. . The Company’s Auditor appointment u/s 224, or
a) | The Company’s Auditor appointed u/s 224, or a)
b) | A person qualified for appointment as an Auditor u/s. 26
b) A person qualified for appointment as an Auditor

u/s 226

An Accountant duly qualified to act as an a. litor i= o <t dance

c
) with the laws of the foreign country.

Appointment of persons other than Comping Ayditor as

Branch Auditor [Sec.228 £5) (i A

General Meeting ompany Auditor as Branch Auditor should be taken at a

the decision to appoint any person other than the

Ge eral Meeting.

Appointment at Meeting or \uthorisati. " to Board meeting or authorise the Board of Directors to appoint such

The Company may either appoint the Branch Auditor at the

an Auditor, in consultation with the Company's Auditor.

Rigns of Branch Auditor [Sec.228 (3)]

Audi* ‘owers

To exercise the same powers and duties in respect of Branch Office Audit as enjoyed by the
Company's Statutory Auditor in respect of the Company's Audit.

Reporting

To prepare a Report on the accounts of the Branch Office examined by him and to forward it to
the Company's Auditor who shall deal with it in the manner required to prepare / finalise his

Report.

Remuneration

To receive such remuneration as the Company in General Meeting or the Board may fix

Rights of Company Auditor [Sec.228 (2)]

Company Auditor shall have the following rights when the Branch Accounts are audited by another person:

1. To visit Branch Office, if deemed necessary for the performance of his duties, and

2. To have access at all times to the books, accounts and vouchers maintained at the Branch Office.
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3. In case of Foreign Branches of Banking Companies, the Company Auditor is allowed access to such copies of and

extracts from the books and accounts of the Branch, as have been transmitted to the Head Office in India.

Exemption from Branch Audit under Companies Act

The Central Governmentis empowered to make rules for exempting the branch offices from audit in certain cases.

The Central Government has framed the 'Companies (Branch Audit Exemption) Rules, 1961.

The said rules provide for exemption from branch audit in two cases:

1. Exemption based on quantum of activity.

2. Exemption in other cases.

1. Exemption based on guantum of activity Conditions for exemption:

a) The exemption is available only to a branch office where any manufacturing, processing or trading actis *y ‘MPT) is
carried on.
The average of the 'quantum of activity' of such branch office during the rele:ur finana. ' year does not
exceed the higher of the following two limits:
b) i) | ¥ 2 Lakhs; or
ii) 2% of the average of the total turnover of the company incl ling {_jts branch offices, earnings from
services rendered and earnings from any other source.
The company auditor shal’_.ave the following . ights
i) He shall be entitled to visit the branch office, it he ¢ ems it necessary to do so for the performance of his
c) duties as auditor.
ii) He shall have a right of access at " !I' simes to the books, accounts and vouchers of the company
maintained at the branch office:
Meaning of certain terms
S. N. Terms Meaning
Quantum of Activity is defined as the highest of the following:
Quai ‘uh. i) The aggregate value of goods produced, manufactured or processed.
1. . . i
of Acti .y ii) | The aggregate value of goods sold and services rendered.
i) The amount of expenditure, whether of revenue or capital nature, incurred by the
branch office.
'Average quantum of activity' shall be computed by taking average of the quantum of activity
during 3 financial years immediately preceding the relevant financial year.
If 3 financial years have not been completed since the establishment of the branch office,
the average quantum of activity shall be computed by taking average of the quantum of
Average a) - ) ) . , ) ) )
activity during the 2 financial years’s preceding the relevant financial year.
2. quantum If 2 financial years have not been completed since the establishment of the branch office,
of activity b) | the average quantum of activity shall be computed by taking average of the quantum of
activity during 1 financial year preceding the relevant financial year.
If 1 financial year has not been completed since the establishment of the branch office,
c) the average quantum of activity shall be computed by taking the quantum of activity
during the relevant financial year.
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Relevant
., . 'Relevant financial year' means the financial year of the company in respect of which
Financial

exemption from branch audit is to be determined.
Year

2. Exemption in other cases

Grounds for exemption - The exemption may be given on any of the following grounds

S.N.

Grounds Conditions

That the company is not carrying on manufacturing, processing or trading activities
Proper scrutiny and and that it has made sufficient arrangements for the scrutiny and check of the

check available accounts of the branch office of the company by a responsible p¢sc» who is
competent to scrutinise and check the accounts.

That the company has made arrangements for the audit »” accour . of the bYranch
Audit of accounts is office by a person otherwise qualified for appointinent s a L nch auditor,
done by a qualified except that such person is an employee of the' ..mpany. . e employee of the

person (who is company who is required to audit the ac=:nts sho be in possession of a
employee) certificate of practice from the ICAI. T exen ptic « on this ground is available

subject to the following conditions:

Conditic..s

.a)

The managing director or the manager of the co. vany shall give a certificate to the effect that the
arrangements have been made for the audit of accounts f the branch office. Such certificate shall be attached
with the application seeking the exemptio. .1. \m branch auait.

b)

The company auditor shall make ¢ .. itten _:a “ment that in his opinion, arrangements made for the audit of
books of the branch office are ade uate. ."  said statement shall also state that the arrangements made for
keeping books of accour” '« ould enabi  the person auditing the accounts to certify that they show a true and
fair view of the working ¢ th. branch office.

c)

The company shall give =u' 1 person access to the books, accounts and vouchers maintained at the branch office.
The company shall also furnish him such information and explanations as he may require.

e)

The ' «“.son su employed shall prepare a report on the accounts of the branch office examined by him and
forw= 4 the same to the company's auditor.

inere shall be attached to the balance sheet a certificate to the effect that no material change has taken
place in the arrangements made for the audit of accounts of the branch office. The certificate shall be signed
by a director and the manager or secretary or where there is no manager or secretary, by two directors of the
company, one of whom shall be a managing director, where there is one.

That having regard to the nature and quantum of activity carried on at the branch
Cost of Branch Audit office or for any other reason, a branch auditor is not likely to be available at a
reasonable cost.

That for any other reason, the Central Government is satisfied that exemption may
Other Reasons
be granted

Condition to be fulfil for exemption for in other cases

The exemption may be given for a specified period and subject to certain conditions.
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5 If terms and conditions of the exemption are not complied with, the exemption may be withdrawn by the
’ Central Government.

3 The exemption order shall be given to the auditor of the company and shall also be read at the next general
’ meeting.
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Special Audit u/s 233A

The main purpose of special audit is to provide to the Central Government a critical review
of the company's working and the state of its affairs.

S. N. Aspects Particulars
1 Circumstances in which special May be ordered by Central Government if it forms an opinion as to the existence of any of
' audit may be ordered the following circumstances
Circumstances
That the affairs of the company are not being managed in accordance with sound business principi. © « : prudent
a . .
) commercial practices.
b That the company is being managed in a manner likely to cause serious injury or damage<  the im ests of t. 2 trade,
) industry or business to which it pertains.
c) That the financial position of the company is such as to endanger its solvency.
Where the shareholders form an opif on as ; ) tl : existence of any of the above
circumstances, they may make a compla t . «. C atral Government. If the Central
Can shareholders apply to th.e Government is satisfied about the existence f such circumstances, it may order a special
2. Central Government for ordering . . .
special audit audit to be conducted. Bu*' such a complaint do_s not bind the Central Government to order
a special audit, even./” cne "omplaint is made by all the shareholders. Thus, the power of the
Central Government to orde. ‘vecial audit is discretionary in nature.
. . The specii' "« «dit may be oiuered by the Central Government without providing an
3. No opportunity of being heard .
opportunity « L ing heard to the company.
4. Period of special audit Specia. audit shall be conducted for such period as may be specified in the order.
| The Central Government may appoint either the company's auditor or any other chartered
5, Special Audn. ccountant (whether or not he is in practice) to conduct the special audit, who shall be called
as the special auditor.
. The special auditor shall have the same powers and duties as an auditor of a company
6. Tawer and Duties

has under Sec. 227.

L L . The Central Government may direct any person to furnish to the special auditor such
7. Directic s to furnish information | . . . .

information as may be required by him.

a. The report of the special auditor shall include all the matters required to be included in an
auditor's report under Sec. 227. The report shall also include a statement on any other
matter which may be referred to him by the Central Government.

b. The special auditor shall make his report to the Central Government.

¢. On receipt of the report of the special auditor, the Central Government may take such

8 Report of special auditor action on the report, as it considers necessary.

d. If no action is taken on the report within 4 months from its receipt, the Central
Government shall send to the company either a copy of, or relevant extract from, the
report with its comments thereon and require the company either to circulate that copy
or those extracts to the members or to have such copy or extracts read before the
company at its next general meeting.

The remuneration of the special auditor and the expenses of special audit shall be

determined by the Central Government and such determination shall be final. If the company

9. Expenses .

makes a default in such payment, the same shall be recoverable from the company as arrears

of land revenue.
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Accounts of Company

Section 209: BOOKS OF ACCOUNTS TO BE KEPT BY THE COMPANY

1. Books of accounts to be kept

Details regarding Receipts / Payments of cash
Sales / purchases of goods by the company
Assets / liabilities of the company

9 9 § 9

Cost records - if required by the Central Government.

2. Venue
Should be kept at the Registered Office. If BOD decides to keep books at any other( 'ace in In ‘ia it can do so, but a
notice to Registrar in writing should be given within 7 days of its decision to do so (Foi n nv. ?23AA)

3. Branch books

%~ Can be kept at their respective offices.

%~ But proper summarised returns of branch transactions«" ould be sent to registered office at reasonable intervals.
But such interval shouldn’t exceed more than 3 months.

4. No proper books deemed to have been kept if

%~ Double entry system and Accrual basis 't isour. it « is not followed and

& True & fair view not reflected.

5. Directors can inspect “Books of . cco. uts and other books and papers” during business hours.

6. Preservation of Books of accoun.

Company

In existence for 8 years or more Not in existence for 8 years

Books ai... . clated & vouchers relating to 8 preceding years. Books & related vouchers of all years.

7. Person responsible for Sec 209 compliance: -

%~ Manager
Managing Director

All other officers / employees / agents of the company. (Does not include Auditors, Bankers and Legal advisers)

9 § 9

If the company has no manager / MD, then every Director of the company.

Section 209A: INSPECTION OF BOOKS OF ACCOUNTS OF COMPANY

(I) Who are all entitled to inspect:

v’ ROC
v" Officer authorized by central government
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v" Officer authorised by SEBI [inspection only with respect to matters provided u/s 55A]

Note: These persons can inspect without previous notice.

(II) Assistance to persons inspecting

(a) Form of assistance
> Providing them with all books of accounts & other papers.
» Furnishing any statement, information or explanation with respect of affairs of the company.
> Any other assistance.

(b) Who shall give assistance?
> Every director
> Other officers / employees of the company

(III) Powers of person inspecting: -

v’ Take copies of such books etc.

V' Place identification marks thereon (as a token of inspection)
v All powers that a civil court have.

v" All powers, which ROC has under this act to make inquiries.

(IV) The Inspector should make a report to Central Government and in cas_ of p. so .ppounted by SEBI, he should
report to SEBI

(V) Violation of Sec. 209A by a director leads to vacation of v, ‘“ice and is disqualified for appointment as a director for

5 years in any other company.

Section 210: ANNZIAL ACCOUNTS & BALANCE SHEET

%~ Balance sheet & Profit and loss«xccount shu 11ld be 1aid before every AGM.

%" In case of non-profit organiza ior “Income and Expenditure account” should be laid in the place of profit and loss
account.

" Period of financial statemer..
In case of 1st AGM: From Date of Incorporation up to a date, this doesn’t precede the AGM by more than nine
months.
S Usequer | A7y, - Financial year

Note The eny” f financial year shall not precede the date of AGM by more than more six months. [Extension from
ROC y three months possible]

I) Financial year
& (Can be less than 12m

&~ Can be more than 12m

& But shall not exceed 15m [ROC can give extension up to 18m]

Section 211: FORM & CONTENTS OF BALANCE SHEET AND PROFIT & LOSS A/c

I) Revised Schedule VI part I & II compliance necessary with respect to B/S & P&L

Exemption to:

v’ Banking Company

v Insurance company

v Electricity Company

v" Any other company having specific form of B/S & P&L a/c, specified by act governing it.
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II) Central Government has got Power to exempt compliance of any of the requirement of revised schedule VI by

notification in official gazette.

Note:
v’ CG can exercise such power only in public interest.

v' Exemption may be conditional / unconditional.

IIT) Compliance of Accounting Standards [Relevant provisions Sec.211 (3A) (3B) (3C)]

Accounting Standard means Accounting Standard prescribed by National Advisory Committee on Accounting
Standards. Till such committee prescribes AS, AS issued by ICALI is applicable.
If AS is not complied the following disclosure in financial statement is necessary:

v' The fact of deviation from AS.
v" Reasons for such deviation.
v" Financial effect of such deviation

IV) Modification of Requirements of The Companies Act With respect to Financial Staten.ent . assible

v" On an application by BOD to CG.
v" Suo moto modification by CG with BOD consent.

V) Non-disclosure of certain matters required by Schedule VI, if not requirea < the ;. oswing acts, will not affect true

and fair view shown by financial statements:

Companies Ac -
Insurance company Insurance act 938

Banking company Bz k. g companies act 1949

L." ity supply act 1948

Electricity company

Any other company Sp cial Acts governing that company

VI) Financial statement inclua. N. tes to accounts.

VII) Penalty f . default in form and contents of Annual Accounts.

Iy« 2 "25ny ent . a term which may extend to 6 months, or Fine which may extend to Rs. 10,000/~ or both.

Section 216: ANNEXURES AND ATTACHMENTS

Profit and loss account is an annexure to Balance sheet and Auditor’s report is an attachment.

Section 218: PENALTY FOR CIRCULATION OR PUBLICATION OF
FINANCIAL STATEMENTS IN CERTAIN CASES

A company shall not circulate financial statements

%~ Which are not authenticated under Section 215-

%~ Which are not accompanied by its annexures and attachment

If it does so it is liable to penalty, which may extend to five thousand rupees.

Section 222: CONSTRUCTION OF REFERENCES TO DOCUMENTS
ANNEXED TO ACCOUNTS
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If any information is required by this act to be given in accounts & is allowed by it to be given in a statement

1)
annexed to the accounts, such into may be given in Board’s report.

2) Such portion of Board’s report should be treated as annexure to the account and shall be the subject matter of audit

report.
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Joint Audit

Responsibility of Joint Auditors - SA 299

1. Division of Work

%~ Where joint auditors are appointed, they should, by mutual discussion divide the audit work among themselves.

The division of work would usually be in terms of audit of identifiable units or specified areas. In some cases, due
to the nature of the business of the entity under audit, such a division of work may not be pos:i. ‘e. In such
situations, the division of work may be with reference to items of assets or liabilities or income or ex; =1 liture or
with reference to periods of time. Certain areas of work, owing to their importance or owiig « » the na. ‘. of the
work involved, would often not be divided and would be covered by all the joint audits':

2. Coordination among Joint Auditors

%~ Where a company auditor comes across matters, which are relevant t« the  rec. <C« responsibility of their joint
auditors, he should communicate it immediately to the other jo. t au :tor: to discharge himself of the
responsibility.

3. Relationship amaf¢ Joint Auditors

%~ In respect of audit work divided among the joint auditor. . each joint auditor is responsible only for the work
allocated to him, whether or not he has prepa. \d a separate . »port on the work performed by him. On the other
hand, all the joint auditors are jointly and seve. . :responsible -

a) Inrespect of the audit work which is" ot divic -d among the joint auditors and is carried out by all of them;

b) In respect of decisions | ke by all the joint auditors concerning the nature, timing or extent of the audit
procedures to bexerform d b; any of the joint auditors. It may, however, be clarified that all the joint auditors
are responsible only . .ret »ect of the appropriateness of the decisions concerning the nature, timing or extent
of the audit procedures ag.eed upon among them; proper execution of these audit procedures is the separate
and | v rific responsibility of the joint auditor concerned;

¢ Inres vess o1 natters which are brought to the notice of the joint auditors by any one of them and on which
there’ an agreement among the joint auditors;

d, . _Fe' examining that the financial statements of the entity comply with the disclosure requirements of the
relevant statute; and

e) For ensuring that the audit report complies with the requirements of the relevant statute.

%~ In case the information is brought to the other joint auditors by an auditor after submission of the audit report, the
other joint auditors would not be responsible for such matter.

%~ Each joint auditor is responsible for drafting his own audit programme and determines nature, extent of checking
etc.

%~ Each joint auditor should keep appropriate working papers, which enables him to come to a conclusion regarding
the financial statements.

%~ In the case of audit of a large entity with several branches. In such a case, it is the separate responsibility of each
joint auditor to review the reports of the branches allotted to him and to ensure that they are properly incorporated
into the accounts of the entity.

%~ In respect of branches, which do not fall under any division or zones, which were separately assigned to different
joint auditors, they may agree among themselves regarding the division of work relating to such branch returns.
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%~ Each joint auditor is entitled to rely upon the work carried by other joint auditors. It is not necessary for a joint
auditor to review the work performed by other joint auditors or perform any tests to ascertain whether the work
has actually been performed in accordance with generally accepted audit procedures.

%" If one of joint auditors also carries out the audit of branches or other division of the entity, the joint auditors are
entitled to rely upon the work carried out by him, unless the other joint auditor specifically brings out any material
discrepancy.

4. Reporting Responsibilities

%" Normally, the joint auditors are able to arrive at an agreed report. However, where the joint auditors are in
disagreement with regard to any matters to be covered by the report, each one of them should express his own
opinion through a separate report.

%~ A joint auditor is not bound by the views of the majority of the joint auditors regarding matters to be covered in
the report and should express his opinion in a separate report in case of a disagreement.
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Dividend and Deprecation

Dividend to be paid only out of profits - Section 205(1)

& Dividend can be declared or paid by a company for any financial year only out of —

(a) Its profit for that year, arrived at after providing for depreciation as per Section 205(2); or

(b) Its profits for any previous financial year or years, after providing for depreciation as
aforementioned and remaining undistributed; or

(c) Out of both of above (i.e. balances of profits mentioned in (a) and (b) above); or

(d) Out of moneys provided by the Central or State Government for payment of dividend purt :ant to the
guarantee given by the government.

& Depreciation to be fully provided for

If the company has not provided for depreciation for any previous financial y":rs, it sha ' before declaring or
paying dividend for any financial year provide for such depreciation out of the p ofits »f that .inancial year or out
of the profits of any other previous financial year or years.

& Unabsorbed Depreciation or Loss brought forward to be adjusted

If the company has incurred any loss in any previous fins cial year or years, then,

v" The amount of the loss or
v An amount which is equal to the amount provided for de =ciation for that year(s)
v Whichever is less,

Shall be set off against

(1) The profits of the company for the ye. - for wiuch dividend is proposed to be declared or paid or
(2) Against the profits of 1 e ompany fc: any previous financial year or years, arrived at in both cases after
providing for deyxeciatio .

& Dividend without providing fo. Depreciation

The Cent. 11 “overnment may, if it thinks necessary so to do in the public interest, allow any company to declare or
p2y w.vide ad £ ony financial year out of the profits of the company for that year or any previous financial year or
ears withc 1t providing for depreciation:

Transfer to Reserves - Section 205(2A)

% No dividend shall be declared or paid by a company for any financial year out of profits of that company for that

year, after providing of depreciation in accordance with the provisions of Section 205(2), except after the
company has transferred to the reserves of the company of such percentage of its profits for that year, as may be
prescribed but not exceeding 10%.

% of profit to be transferred as per Companies (Transfer of Profits to Reserve) Rules, 1975

Rate of Dividend Minimum % of profits required to be transferred
to reserves
Upto 10% NIL
>10% upto 12.5% 2.5% of current profits
>12.5% upto 15% 5% of current profits
>15% upto 20% 7.5% of current profits
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Exceeding 20%

10% of current profits
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Notes:

1.

2
3.
4

Profits referred to above are profits after providing for current as well as arrears of depreciation.

. The profits should be after tax.

The profits for the above purpose are arrived at after debiting for Statutory Development Reserve.
Rates of dividend referred to above relate to rates of equity dividend and portion of dividend in excess of fixed rate
of dividend in respect of participating preference shares.
The reserves referred to are only free reserves and do not include transfer to capital or any specific reserve.
There shall be no bar on a company if it voluntarily transfers a higher percentage of profits to reserves, provided the

rate does not exceed 10%.

Transfer to reserves in excess of 10%

& There is no bar on companies for transferring profits to reserves in excess of 10%. If the™ ampaiy . hes to

transfer an amount more than 10% of its profits, it shall have to further comply with - »llowir. : conditions laid

down in the Companies (Transfer of Profits to Reserve) Rules, 1975.

Case Cor 1itior

Company proposing higher %
transfer to reserves and
simultaneously contemplating
declaring dividend

1. Rate of dividend propos~ . is not less than . verage rate of dividend declared in the
preceding 3 Years.

OR

2. Ifth Cras a 0. us issue of shares in the relevant year or nay of the 3 immediately
prece ‘ing yea.  the amount of proposed dividend for the relevant year should be at
least el 1al to the average amount (quantum) of dividend declared in the

immediately preceding three years.

| OR

3. However, if the net profit after tax for the year is lower than 20% of the average
profit after tax for the immediately 2 preceding years, the company need not

maintain the above referred rate/amount of dividend and company is free to
transfer any amount to reserves.

Company proposing higher %
transfer to reserves but | Amount proposed to be transferred to reserves will have to be lower than the average
simultaneously not declaring any | amount of dividend over the immediately preceding 3 financial years.

dividend

Dividend out of Past Profits

& In the event of inadequacy or absence of profits in any year a company can declare dividend out of its past
profits which had been transferred to reserves, by:-
(i) Either complying with the Companies (Declaration of Dividend Out of Reserves) Rules, 1975; or
(ii) Obtaining prior approval of Central Government (in case such rules are not complied with)
CA VINIT RATHI Page 99

Mob. No. 7737345000



Audit Under Companies Act, 1956

& According to “Companies inadequacy or absence of (Declaration of Dividend out of Reserves) Rules, 1975 in the

event of profits in any year, dividend may be declared for that year out of the accumulated profits earned

by it in previous years and transferred by it to the reserves, subject to the conditions that:-

1. Rate of Div. < Average Div. rate in immediate preceding 5 yrs.
Or (Whichever is less)
10% of its paid up capital,
+
2. Total Amount withdrawn from accumulated profits earned in previous years and transf«_. >d to tl. reserves <10%
of (Paid up Capital + free Reserve) and this amount first be utilised to set off losse«.incurred 1 this year before any
dividend in respect of preference or equity shares is declared.
+
3. Balance of Reserve after such withdrawn > 15% of paid up capital.
VERIFICATION Ox\DIVIDEND
1. He should examine the Memorandum and . t. -les of Association of the Company to determine the rights of
different classes of shareholders to who. 1 «irider 1' as been paid.
2. He should ensure that divider:'s can only be distributed out of profits. The capital of the shareholders cannot be
used for the purpose of paym nt\ ‘ dividends.
3. He should ascertain whc her | rofite earmarked for the purpose of dividend have been computed in accordance
with the requirements of sectio.1 205 of the Companies Act.
4. He shoul. a.iertain whether the rate of dividend has been recommended properly in a meeting of the Board of
I” irectors.
5. e shoul¢ | 1spect the shareholders minute book to verify the amount of dividend declared and confirm that the
amo..... does not exceed the amount recommended by the directors.
6. He should see that profits appropriated for payment of divided are after transfer to reserves an amount in
accordance with the rules framed by the Central Government.
7. He should examine the list of shareholders as drawn from the Registrar of Shareholders and see that the total
amount of dividend payable companies with the Dividend Account.
8. If a separate bank account is opened for payment of dividends, he should check the transfer of total amount of
dividends payable from the Dividends Account.
9. He should verify the amount of unclaimed dividend with the Dividend Account, bank Pass Book and dividend
warrants as have been returned undelivered.
10. He should see that where the dividend is declared, distributed or paid by a domestic company (not a foreign

company), the tax on distributed profit at the rate of 10% is paid within 14 days from the date of declaration,

distribution or payment of dividend whichever is earliest. [Section 115(0) of the Income Tax Act, 1961]
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11. The auditor should see that the dividend which remains unpaid or unclaimed within 30 days of the declaration of
the dividend, such unpaid or unclaimed dividend has been transferred to a special bank account entitled “Unpaid
Dividend Account of Company Limited / Company Pvt. Limited”. The transfer must be made within 7
days from the date of expiry of 30 days. Such an account is to be opened only in a Scheduled Bank.

12. If any dividend remains unpaid or unclaimed for a period of seven years from the date of transfer, the amount
standing to the credit of the special bank account has to be transferred by the company to the fund called Investor

Education and Protection Fund.

Auditors duty regarding Depreciation

1. Companies Act provides only minimum rates. The company can charge depreciation at a higher % also. (or it
means lesser life).

2. The company can adopt different methods for different type of assets provided the same is con: stent'; 1 'l ved.

3. Change in method of depreciation should be with retrospective effect and only if <2 . requir d by statute or
accounting standard or if it results in better presentation.

4. The accounts must disclose the methods which have been used to calculate " hrec atio .

5. Low-value items may be fully depreciated provided this is disclosed ap ropri- ely' 1 the accounts.

6. Depreciation should be calculated from the date when the asset is ready tc 1se.

7. When the asset is installed during the year, check that it i« only pro-rate depreciation that appears in the accounts.

8. In case of revaluation of assets, check the depreciation on re alued part (whether charged to Profit & Loss Account

or revaluation reserve.
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Practical Problems

P 1. T Ltd. purchased goods on credit for T 5 crores for export from ABC Ltd. Upon the export order
being cancelled, T Ltd. decided to sell the same in the domestic market at a discounted price.
Accordingly ABC Ltd was requested to offer a price discount of 25%. ABC Ltd. wants to adjust
the sales figure to the extent of discount requested by T Ltd.

Ans: - ABC Ltd. had sold goods on credit worth X 5 crores to T Ltd. and, therefore, the sale was complete in all respects.
T Ltd’s decision to sell the same in the domestic market at a discount does not affect the amount booked under
sales by ABC Ltd. The price discount of 25% offered by ABC Ltd. at the request of T Ltd. was not in the nature
of discount given during the ordinary course of trade because otherwise same would have been given at the
time of sale itself. Now as far as ABC Ltd. is concerned, there appears to be an uncertainty relating to
collectability, which has arisen subsequent to the time of sale. Therefore, it would be appropri=t. to make a
separate provision to reflect the uncertainty relating to collectability rather than to adjust the amow ¢ revenue
originally recorded. Therefore such discount should be charged to the profit and loss s:cc 't ~Zpa. 2t 'v and
not shown as deduction from the sales figure.

P 2. During the year under audit Z Ltd. credited to the Profit and Lo.s ‘ccount, the entire profit
of T 20 lakhs on the sale of land not required for its use. *ou  re ir‘orn.2d that the directors
would like to propose dividend out of the above profit.

Ans: - Profit of ¥ 20 lakhs on the sale of land is a capital profit-it represents tk.  excess of sale value over the original

cost of the asset.

As per Guidance Note on 'Audit of Payment of Divident . capital profits can be distributed as dividend only if

all the following conditions are fulfilled:

(i) The Articles or the bye-laws or ot e. rules and regulations applicable to the entity, permit such
distribution; and

(ii) It has been realised in cash; and

(iii) The Board or simil r  uthority i . satisfied that net aggregate value of the assets remaining after
distribution of that j rofi will not be less than the book values so that share capital and reserves
remaining after v » di. ribucon will be fully represented by the remaining assets.

Accouting Standard 10 on "Accounting for Fixed Assets" also requires that any gain arising from disposal of
a_fixec assc’should be recognised in the profit and loss account. Moreover, section 205 of the Companies
Act, 16 “"does not make any distinction between capital profit and other profit.

Thus, 11 profits which can properly be taken to the profit and loss account are 'profits' for the purposes of
sectuon 205 and are, thus, distributable.

P 3. VY Ltd. provided ¥ 25 lakhs for inventory obsolescence in 2012-2013. In the subsequent years,
it was determined that 50% of such stock was usable. The company wants to adjust the same
through prior period adjustment account as the provision was made in the earlier year.

Ans:- As per AS 5 on "Net Profit or Loss for the Period, Prior Period Items and Changes in Accounting Policies",
prior period items are income or expenses which arise in the current period as a result of errors or
omissions in the preparation of the financial statements of one or more prior periods. The write-back of
provision made in respect of inventories in the earlier year does not constitute prior period adjustment since it
neither constitutes error nor omission but it merely involves making estimates based on prevailing
circumstances when financial statements were being prepared. It is a mere estimate process involving
judgement based on the latest information available. An estimate may have to be revised if changes occur
regarding the circumstances on which the estimate was based, or as a result of new information, more
experience or subsequent developments. The revision of the estimate, by its nature, does not bring the
adjustment within the definitions of an extraordinary item or a prior period item.
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In this case, Y Ltd. provided? 25 lakhs for inventory obsolescence in 2012-13. In the subsequent year due to
change in circumstances, it was determined that 50% of such stock was usable. Revision of such an
estimate does not bring the resulting amount of ¥ 12.5 lakhs within the definition either of a prior period
item or of an extraordinary item. The amount, however, involved is material and requires separate
disclosure to understand the financial position and performance of an enterprise. Accordingly, adjustment in
the value of the inventory through prior period item would not be proper.

P 4. You have been appointed a statutory auditor of a limited company engaged in the manufacture of
chemicals. What would be your views on the following?

(a) The management ftells you that the work in process is not valued since it is difficult to
ascertain the same in view of the multiple processes involved and in any case the value of
opening and closing work in process would be more or less the same.

(b) The company has a turnover exceeding ¥ 5 crores for a period of three o ective ¥ ancial
pany 9 P
years immediately preceding the financial year concerned, but does no* "\ e an, internal audit
system.

(c) The management tells you that there is no need for them i follor ac :ounting standards specified
by the Institute of Chartered Accountants of India as these ¢ for ".ie auditor to follow.

Ans:-

A\

(@) Valuation of Work-in-Process: As per AS 2 (Revisec) on "Valuation of Inventories", the inventories also
include those assets which are in the precess of produ :tion for sale in the ordinary course of business
apart from finished goods and those n t -ials or supplies to be consumed in the production process or in
the rendering of services. It is, tht .inecess ry for a company to ensure that each and every component of
inventory is valued properly. The a rume.: avanced by the company that it is difficult to ascertain the
same in view of the mult’o. . processes involved is not acceptable. Because, the Guidance Note on "Audit of
Inventories" also recognis: s tt. . likely difficulties in valuation of work-in-process and states that, "in general ,
the audit procedurc  rega ding work-in- process are similar to those used for raw materials and finished
goods. However, the aua.'2 has to carefully assess the stage of completion of the work-in-process for

assessing the appropriateness of its valuation.

ror thi. pripc e, the auditor may examine the production/ costing records (for example, cost sheets), hold
discussi ns with the personnel concerned and obtain expert opinion, where necessary". The argument that the
openir 5 and closing work-in-process would be more or less the same is also not justified because the
uunussion of those would lead to distortion in true and fair view. Further, costs incurred for raw materials and
the overheads would normally be different and would give rise to different value of opening and closing stock.

The Guidance Note even requires the auditor to ascertain the system from which the value of work-in-process
is obtained is reliable, and to examine subsequent records of production/sales.

Therefore, in view of the above, the auditor shall have to qualify the audit report in case work-in-process is not
valued and shown in the financial statements.

(b) Existence of Internal Audit System: Para 4(vii) of the CARO, 2003 issued under section 227(4A) of the
Companies Act, 1956, requires a statutory auditor to comment whether the auditee company has an internal
audit system commensurate with its size and nature of its business. This is, however, applicable only if the
company has a paid-up capital exceeding < 50 lakhs as at the commencement of the financial year concerned
or has an average annual turnover exceeding ¥ 5 crores for a period of three consecutive financial years
immediately preceding the financial year concerned.

In the instant case, the second condition is met and thus the auditor is required to make an inquiry whether

the company has an internal audit system commensurate with its size and nature of its business. Since the
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internal audit system is not in existence, the auditor will have to mention the fact of not having such a
system in his CARO Report. The fact that the company does not have an internal audit system commensurate
with its size and nature of its business would also have repercussions on the normal audit procedures
since the efficacy of internal control system would itself be questionable. Under the circumstances, apart
from disclosing the fact of non-existence of the internal audit system in the report, the auditor should
also modify substantive audit procedures as well.

Observance of Accounting Standards: In terms of Companies Accounting Standards Rules 2006 prescribed
by the Central Government under section 211 3(c) of the Companies Act, 1956. It is mandatory for a
Company to follow all the prescribed Accounting Standards while preparing and presenting its financial
statements. If a Company does not follow Accounting Standards the auditor is required to give a qualification
in his report in terms of section 227(3) of the Companies Act, 1956. In fact directors of the companies are
also required to give a written statement as part of Director Responsibility Statement under section 217 of
the Companies Act that all the Accounting Standard prescribed has been followed and tkre are no
discrepancies. In view of the provision the contention of the company is not correct.

. As a statutory auditor of a Public Limited Company, how would you < al win the ;sllowing

situations?

The company has sold some old machinery for ¥ 1 Crore. . > (z2te’s of the cost of such
machinery are not available since the entire records * elatir, t fixed assets have been
destroyed in an earthquake.

The company had subscribed to shares of ¢'s ciate companies amounting to T 5 crores. These
associate companies have incurred substantial los. 2s and have been referred to BIFR for being
declared as sick companies. The com 'y does not ..ant to make any provision for the fall in the
value of the investments.

Sale of Machinery: AS 1 o. "Accounti .g for Fixed Assets", gains or losses arising on disposal are generally
recognised in the profit an  los. statement. Therefore, when the company sells old machinery, profit/loss on
sale thereof has to v diermined. Such profit or loss can be determined provided the cost and written
down value of the said maciiinery is available. In the instant case, since the entire records of fixed assets have
been ( ¢ troyed, the cost and the WDV of the machinery sold could not be arrived at. The company may
ttuefc e, b e to determine the same on some estimated basis provided all reasonable efforts to determine
the cos WDVs of the machinery do not yield any better result. An all out attempt should be made by
the m¢ | gement to reconstruct the old records. Such records may be constructed by obtaining old copies of

mniul reports distributed amongst shareholders, annual accounts filed with Registrar of Company; IT Returns
filed by the auditor may also be having record of physical verification of earlier years etc. In fact, through this
process, the company shall be able to determine the WDV of the asset because the machinery sold seems to be
quite big and must have been recorded on standalone basis.

The auditor will have to see whether the estimate of cost and WDV arrived at in the above manner by the
company is reasonable and whether the profit/loss is determined accordingly. A note to that effect would also
have to be given by the management in the accounts. If the auditor is of the opinion that the said estimates are
satisfactory based on available records and the note given by management explains the said fact, he may not
qualify his report. If he is not so satisfied, he would have to give disclaimer in the audit report that in the
absence of proper records, the said profit/loss has been arrived on an estimated basis and in that view he
has been unable to form an opinion. As far as the report under the CARO, 2003 order is concerned; the
auditor would have to point out that proper records of fixed assets showing full particulars as required by that
clause are not available.

Valuation of Investments: AS 13 on "Accounting for Investments" requires investments to be classified as long
term and current investments distinctly in its financial statements. Since the investment in share of associate
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company is intended to be kept for a period more than one year, they would be classified as long term
investment.

AS 13 states, "long-term investments should be carried in the financial statements at cost. However,
provision for diminution shall be made to recognise a decline, other than temporary, in the value of the
investments, such reduction being determined and made for each investment individually". In the instant
case, these associate companies have incurred substantial losses and have been referred to BIFR for being
declared as sick companies. The net worth of these companies would have been wiped out resulting in a fall
in the value of the investments.

Therefore, such fall cannot be merely temporary as the companies could take a long time to turn around (if
at all) and again have a positive net worth. The auditor would therefore have to qualify his report by
saying that no provision for diminution for fall in the value of investments as required by AS 13 has been
made and to that extent the profits and reserves have been overstated.

As an auditor state your views on the following situations:

Included under Current Assets of XYZ Ltd. is inventory aggregating 7> X 20 ci res. A part of the
said inventory manufactured for export had to be sold earlier.at | di. osunteu price off-shore
due to moisture content present at the time of d<'wvery. A uart of similar inventory is
included in ¥ 20 crores.

The company has suffered a net loss for the  ear. The directors however declared and paid an
interim dividend @ 30% based on the half-yearly | 2rformance.

Valuation of Damaged Inventory: \ (=t ¢ t. » inventory exported earlier had to be sold at a discounted
price off shore due to moisture con. nt present at the time of delivery. The auditor will therefore have to
examine what part of the in entory is . «cluded in the inventory valued at ¥ 20 crores, a part of which had
been exported at a.discou. ted rice. He will also have to satisfy himself that whether such part left with the
company has also bec.»da rageua on account of moisture content. If required, the auditor may obtain a
certificate from an expert «_out the condition of the inventory. Thereafter, it should be verified whether the
princi’ . of valuation enunciated in AS 2 (Revised) "Valuation of Inventories” have been followed in such a
2772, | he s ndard requires that the inventories should be valued at the lower of cost or net realisable value.
AS 2 (i _vised) defines the net realisable value as the estimated selling price in the ordinary course of
busine : less the estimated costs of completion and the estimated costs necessary to make the sale.
A ccaidingly, such part of inventory which is damaged should be valued at estimated realisable value if the
same is lower than the cost. In the present case the auditor shall satisfy himself whether the balance
inventory lying with the company is carrying the same quality issue. If yes, than value of inventory will be
revised based on the past performance as per its net relisable value.

Declaration of Interim Dividend: Interim dividend can be declared by the Board of Directors only if there is
an authorisation in the Articles of Association to do so. An interim accounts should be prepared to
ascertain the amount of profits that has been made. Assuming that interim accounts have been prepared
and they disclose profits sufficient for the declaration of dividend after making appropriate provisions for
depreciation, compulsory transfers to reserves, bad debts and other contingencies, only then the proportion of
profits which have to be distributed as interim dividend may be decided.

In the present case, the company has suffered a net loss at the end of the year, obviously the directors
have miscalculated the performance of the company about the second half of the year. If the company had a
sufficient balance in the profit and loss account as at the beginning of the year, the dividend declared could
be paid out of the same. The balance had also to be sufficient to transfer the relevant amounts to reserves. In
such a case the auditor need not report anything. Moreover, if such balance was not available, the dividend
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could also be paid out of reserves. In the situation of dividends to be declared out of reserves, a maximum
of only 10% dividend is allowed. In this case, since the dividend was declared @ 30%, the said provisions
would have been violated and thus the auditor would have to mention the said fact. If, however, there is no
balance in the profit and loss account nor any reserves were available, the dividend would be clearly paid
out of capital. The auditor would have to qualify his report mentioning the fact of the dividend having been
paid out of capital.

As a Statutory Auditor of a Public Company defaulted in the repayment of deposits together with
interest on the due date for more than a year and the Chief Accountant contends that the
auditor need not report on the default committed by the company?

Default in Repayment of Deposits and Auditor's duties: The auditor's reporting requirements are contained
in section 227 of the Companies Act, 1956. As far as requirements relating to deposits are concei red: CARO
2003, issued under section 227 of the Companies Act, 1956; and, clause (f) of Section 227(3) reaa v. 1 section
274 (1) (g) require auditor to specifically report on this aspect. Hence, the contention of the chief.cc »u tant is
not correct. Under Clause (f) of section 227(3) of Companies Act, 1956 the auditor b= to rep tt wheter any
director is disqualified from being appointed as a director under clause (g) of sub-se tion (1) »f section 274.
On a perusal of section 227(3)(f) it is apparent that the auditor has to' rc,ort upc  whether any of the
directors of the public company, are disqualified from being appointe=.ha ¢ ires.o.in terms of clause (g) of
sub-section (1) of section 274.

In addition, the CARO under section 227(4A) of the Companies Ac . 1956 under Para (vi) has to state
whether in case the company has accepted depos™ s from the public, whether the directives issued by the
Reserve 8ank of India and the provisions of sections

58A, 58AA or any other relevant provisi n. of the Act and the rules framed there under, where applicable,
have been complied with. If not, thenature »t ontraventions should be stated; if an order has been passed by

T

Company Law 8oard or National Co. 'par., "4 v Jribunal or Reserve 8ank of India or any Court or any other

Tribunal whether the sam¢ has been cc mplied with or not?

In view of the alave sit tatic ), the auditor is required to make report on defects committed by the
company.

As an' > ~tutory Auditor of the M/s OPQ you found that in the books of accounts of M/s OPQ
_.J. b ige Jcferences are noticed between the control accounts and subsidiary records. The
Chief ' \ccountant informs that this is common due to huge volume of business done by the
compe iy during the year.

Difference between Control Accounts and Subsidiary Records: The huge differences found between control
accounts and subsidiary records in the books of M/s OPQ Ltd. indicate that there may be material
misstatements requiring detailed examination by the auditor to ascertain the cause. The contention of Chief
Accountant cannot be accepted simply because the company has done huge volume of business. Such a
phenomenon indicates that recording of transactions is not being done properly or the accounting
system in the company which might have several branches spread over the country fails to capture all
transactions in time. It would also be interesting to see whether it is a recurring phenomenon or such
reconciliation could not be done at a subsequent date.

Having regard to all these circumstances, it appears from the facts of the case that these differences indicate
the possibility of some kind of material misstatements.

Further, when the auditor encounters circumstances that there is material misstatement, the auditor should
perform procedures to determine whether the financial statements are materially misstated. If asa result of
such examination the auditor comes across any material information involving fraud or gross irregularity
the same shall be reported by him appropriately
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A company has a branch office, which recorded a turnover of ¥ 1,90,000 in the financial year
2012-13. No audit of the branch has been carried out. The statutory auditor of the company
has made no reference of the above branch in his report. The total turnover of the company is
10 crores for the year 2012-13. Comment.

Section 228 of the Companies Act, 1986 requires that the accounts of a branch office of a company are required
to be audited either by the company's auditor or by any other person qualified for appointment as auditor of
the company. So, normally speaking, the audit of branch office has to be carried out unless the company
has obtained exemption under the Companies (Branch Audit Exemptions) Rules, 1961 formulated u/s 228(4),
having regard to quantum of activity.

The Rules provide for the exemption of a branch office of a company carrying on manufacturing, processing
or trading activity from the provisions of section 228, if the average quantum of activity of the branch does
not exceed rupees two lakhs or two per cent of the average of the total turnover and the earnir >t ‘rom other
sources of the company as a whole, whichever is higher. Since in the instance case, no such exc m, tion has
been obtained and accordingly, the company is liable.

The auditor is also required to mention this fact in the audit report and deal appropriat ly.

by

P Ltd. of whom you are the Statutory Auditor appoints M/s *0,. a. Br.ni Auditors for one of
its branches. M/s XYZ conducted the audit of the brich v.thc 't visiting the branch and
instead getting the books at the H.D. M/s XYZ has submittea ‘heir bi-anch Audit Report to you.

Branch Auditor's Report: As per provisions of the'_ mpanies Act, 1986, the accounts of a branch office of a
company are required to be audited either by the coi vany's auditor or by any other person qualified for
appointment as auditor of the company. It ‘s not necessa 7 for branch auditor M/s XYZ to visit the branch
and conduct the audit only at branch's } <€ rises. It is a matter of professional judgement for the branch
auditor to decide as to whether he ‘eli's to it * the branch. At the same time, the statutory auditor has the
right to visit branch offices and to « ave acc ss to the books of accounts and vouchers maintained at the
branch office in this case.

In any case, the pru rival wdit r ie. the statutory auditor of Head Office P Ltd is entitled to rely on the
work of branch auditor ' less there are special circumstances to make it essential for him to visit the
branch.and examine the books of account and voucher records. As per basic principles governing an audit,
the pr. acip ! auditor is entitled to rely upon the work performed by others provided he exercises adequate
skill an 'Care a.id is not aware of any reason to believe that he should not have so relied. As per SA 600(R),
"Using e work of another auditor", the principal auditor is not required to evaluate professional competence
becar ¢ branch auditor happens to be member of ICAI The statutory auditor is also required to deal with
the Branch Auditor's report in the manner, he considers necessary.

Therefore, the statutory auditor is required to deal with M/s XYZ’s report in the manner it considers fit
under the circumstances.

A company wants to amend its accounts after the completion of the audit and adoption of the
Accounts by the Board, but before circulation to the shareholders. It requires its statutory
auditor to report on the amended accounts. State the steps the statutory audit should adopt in
such a situation.

Ans: - Amendment of accounts after the completion of the audit and adoption of the Accounts by the Board before

circulation to the shareholders: This pertains to the manner in which the statutory auditor should report

upon amended accounts. The Companies Act does not contemplate the revision of accounts and a further
report by the statutory auditor on the amended accounts. At the same time, it is entirely within the
competence of the Board of Directors to amend the accounts and resubmit the same to statutory auditors for
report before the accounts are placed before the annual General Meeting. The report issued by the statutory
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auditor on such amended accounts will be in substitution of the report issued before the amendment. Unless
all copies of the original accounts and reports are returned to the auditor, such substitution is not possible.

Members, when called upon to issue a report on amended accounts for the same period due to amendments
to the accounts, should ensure all copies of the original accounts and reports are returned to him, adequate
disclosure about the revision of accounts already reported, appears as a specific note on the amended accounts.
If the Statutory auditor is satisfied about the adequacy of disclosure, there may not be any need for him to
refer to the revision of balance sheet and/or the profit and loss account in his report otherwise he has to refer
to the revision in his report.

P 11. As Auditor of Act Fast Ltd. what steps will you take to ensure that the dividend has been paid
only out of profit?

Ans: - The auditor may take the following steps to ensure that the dividend has been paid only out of p1 ‘1 -
1.  Check whether the dividend was declared out of profits arrived at after providing fc' depres. t1 1.
2. If no depreciation has been provided, ensure that the approval was obtained from<ne Ce .al Gov rnment
before declaring dividend.
3. Check whether
(i) The depreciation was provided according to provision of section 22°(2).
(i) The minimum prescribed amount has been transferred to rese:".es bet re| "cclaring any dividend.
(iii) Conditions governing transfer of higher percentage is compliec. wi*’..
(iv) A board resolution recommending dividend was passed.
(v) Dividend was declared (resolution was passed) = ay in the Annual General Meeting.
(vi) Dividend has been paid in the prescribed inani. v within 30 days of time to the registered holder or
their order.
(vii) Amount of dividend deposited in a' =| 1rate bank account within five days from the date of declaration
of dividend.
(viii) Permission of Reserve Bank ¢‘ Inuln.. ac been obtained for payment to non- resident shareholders
before the remittance ¢ dividend t . their account.
(ix) Intimation sent to Stc 'k i «change in the case of listed company.
(x) There were a. = com lain : of nonpayment/delayed payment of dividend and the corrective action
taken.

P 12. S Ltd . -ued Bonds to the tune of 100 lakhs and provided security to the tune of ¥ 80 lakhs
.o th s~.wo It insists that it will disclose the Bonds as "Secured" in the Balance Sheet of the
Compat. '.

Ans: - rimiiacie, the Bonds issued to the tune of ¥ 100 lakhs are provided with security to the tune of ¥ 80 lakhs
i.e. neither fully secured nor unsecured. Guidance Note on the "Terms used in Financial Statements" issued
by ICAI states "Secured Loans" as loan secured wholly or partly against an asset. Hence the Bonds should be
classified under 'Secured Loans’ for the purpose of disclosure in the Balance Sheet. However the nature of
security should be clearly specified.

P.13 A infrastructure company has constructed a mall and entered into agreement with tenants
towards license fees (monthly rental) and variable license fees, a percentage on the
turnover of the tenant (on an annual basis). Chief Finance Officer wants to
accountlrecognize license fee as income for 12 months during current year under audit and
variable license fees as income during next year, since invoice is raised in the subsequent
year. As an auditor, how would you deal and state in the statement of Accounting policies?

Ans:- Revenue Recognition: AS 9 on Revenue Recognition, is mainly concerned with the timing of recognition of
revenue in the statement of profit and loss of an enterprise. The amount of revenue arising on a
transaction is usually determined by agreement between the parties involved in the transaction. However,
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when uncertainties exist regarding the determination of the amount, or its associated costs, these
uncertainties may influence the timing of revenue recognition.

Further, as per accrual concept of fundamental accounting assumptions given in AS 1 "Disclosure of
Accounting Policies", revenue should be recognised as and when it is accrued i.e. recorded in the financial
statements of the periods to which they relate.

In the present case, monthly rental towards licence fees and variable licence fees as a percentage on the
turnover of the tenant though on annual basis is the income related to common financial year. Therefore,
recognising the fees as revenue cannot be deferred simply because the invoice is raised in subsequent
period. Hence it should be recognised in the financial year of accrual.

Therefore, the contention of the Chief Financial Officer is not in accordance with AS 9 and hence the
auditor may qualify the report indicating the understatement of incomelprofit and that the ¢ 0. * and loss
account does not exhibit a true and fair view of the profit or loss.
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Miscellaneous Topics

1. AUDITOR’S SEPARATE REPORT TO DIRECTORS

1. The management of the company may require from the auditor a separate report in addition to his report under
section 227 of the Act.

2. The objective of such reports is to provide the management with detailed information regarding procedures,
systems, weaknesses in internal controls etc.

3. Such reports should be detailed enough to highlight the weakness and suggestions to improve.

4. However, the auditor should take care that matters, which are material enough to be reported to the . .. sholders
are not contained in his report to the directors.

5. Thus, auditor’s separate report to director cannot be substituted for an otherwise modif'_c. report.

2. AUDIT CERTIFICATES AND AUDIT R F@RT

1. A certificate is a written confirmation of the accuracy of the facts state. therei’. an  does not involve any estimate
or opinion.
The auditor’s certificate represents that he has verified cert>"": figures and is atisfied about their accuracy.

However, a report is a formal statement made after a="c1. ‘uiry or examination of the specified .matters under the
report and the auditor’s opinion thereon.

4.  Thus the opinion may differ from one audito: t¢ another as it ii.volves personal judgement.

3. AUDIT Ct CQUAPANY PROSPECTUSES

According to section 2 (36) of th ( »mpanies . ct, 1956 ‘Prospectus’ means any document described or issued as a

prospectus and includes any noti 2, ¢ ‘cular, advertisement or other document inviting deposits from the public or
inviting offers from the public or tl = sub cription or purchase of any shares in, or debentures of a body corporate.

In order to protect the investors tiom deceiving offers, the Companies Act has specified certain information to be
furnished in d 1 '!in the prospectuses.

Repor s to sup, l¢.ien. the prospectus

Two' 2ports or | nancial aspects to be included in a prospectus are

v' Re, »rto0t the statutory auditor or joint auditors of the company; and

v" Report of the accountant.

Note > A person who is eligible to be appointed, as an auditor shall be qualified to act as an accountant.

3.1 Aspects Concerning the Auditor -

&~ Signing of the Report - The requirements of signing of these reports are same as in case of signing of audit report
under the Companies Act, 1956.

" Fees for issue of reports - The fees for making a report to be attached to the prospectus would be determined on the
basis of agreement between the auditor and the directors of the company.

&~ Consent Letters - According to section 60 (3) of the Act, the auditor should give in writing his consent to act in such
capacity. The letter should accompany the prospectus when submitted for registration.

&~ Liability for misstatements in prospectus - According to section 62 of the Companies Act, 1956 every person who

_as authorized the issue of prospectus will be liable to compensate every person who has incurred any loss or
damage due to untrue statement in the prospectus. Section 60 (3) provides that Chartered! Accountants will be
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liable only for untrue statements made by them in the capacity of expert. Where the auditor is made to compensate
for any loss, he may claim contribution from other persons.

& However, a professional accountant will not be so liable if he can prove that

v The prospectus was issued without his knowledge or consent and that on becoming aware of its issue, he
forthwith gave reasonable public notice that it was issued without his consent; or

v' He withdrew his consent in writing before delivery of the prospectus for registration; or

v’ After the delivery of prospectus for registration but before allotment of shares, on becoming aware of the
untrue statement, he withdrew his consent in writing and gave reasonable public notice of the withdrawal
and of the reasons therefore; or

v" He was competent to make the statement and that he had reasonable ground to believe and did upto the time
of allotment of shares or debentures believe that the statement was true.

&~ Rights of the auditors - The auditors have right to access the books of account, other reco1r 's an< c.'l' or any

necessary information from the company.

& Communication of the report - The reports of auditors are addressed to the Board of Directc s of the :ompany.

3.2 Aspects Concerning the Accouaftar® -

The reporting accountant is required to report on the profits and losses for t. » pr<_ din five years and on the position
of assets and liabilities. He should separately disclose items of extra ordinary nature in the profit statement. He may
also have to adjust the figures in income statement on the follov.ng grounds -

v' All prior items should be adjusted in the year to which th - relate and not in the year in which they came to be
known;

v’ All items of material nature which are not lik Iy to recur should be adjusted in the preparation of profit trend
statement, such items may be

=  Heavy repairs and renova. on; or
. Discontinued operations' ' bu iness; or

. Abnormal losses

v Where accounting policies have not been consistently followed, the accountant should compute the figures for all
periods u_a< i report based on the policies applied in the latest period.

v ¥ here the ~latement of trend of profits contains an interim period or broken period, the accountant may adopt
ither of t”. two approaches.

= Ho'may treat the interim period as part of the whole year. In this case, the items of the income and
expenditure should be based on the yearly trend for the period covered by the report; or

*  He may view the interim period as a separate accounting period and items of income and expenditure will be
reported at actual for the period. Similar will be the treatment for estimated provisions in the accounts.

v’ With preparing the report to be included in the prospectus, the accountant takes up great responsibility. Thus he
should take a note of the following:-

The manner in which the directors, in their estimate of current and future profits, have dealt with the figures
shown in the accountant’s report and with the matters to which the directors” attention was drawn in that
report;

Material facts known to him, in relation to directors’ estimates;

The manner in which the directors have dealt with any special circumstance.

Various certificates and representations submitted to him by the management.

v" In case there is a misstatement in his report and a liability to compensate a person for loss incurred as a result of
the misstatement arises, the accountant can protect himself from such liabilities in the manner as discussed for the
statutory auditors.
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4. AUDIT REPORTS / CERTIFICATES ON FINANCIAL INFORMATION IN
OFFER DOCUMENTS

SEBI has been issuing several guidelines for disclosure and investor protection, which include certain financial
information to be disclosed. This is in addition to information required as per schedule II to the Companies Act, 1956.
This information is required to be audited by a Chartered Accountant.

4.1 Requirement regarding audit of financial information in offer documents -

Para 4 of Part A-1 of clarification XIV requires that all financial information forming part of offer documents shall be
audited. The following are the various financial information which form parts of offer documents.

1. Auditor’s Report

The offer document should include Auditor’'s Report on the profit and loss statement for th¢ five years
immediately preceding the issue of prospectus and on the assets and liabilities as on the datec o. issue of
prospectus.

& Adjustments in statement of profit or loss and assets and liabilities:

Clause 20 at Part HI of Schedule II to the Companies Act, 1956 requires that | . report >quired under Part II
of this schedule shall either (i) indicate by way of note any adjustments«:= rey ards "e figures of any profits or
losses or assets and liabilities dealt with by the report which.ppear .0 | e persons making the report
necessary or (ii) make those adjustments and indicate the fact that ti » 2ju_ ¢ 1ts have been made.

Where there is a qualification by the auditor with rega=. to statement ¢ " profit or loss, assets and liabilities, all
adjustments shall be made in the respective statem .. : itself.

& Extraordinary Items

Profit or loss arrived at before and ai »1 -onsidering the extraordinary items should be disclosed. The
disclosure of such item should be® . “net oi ‘a basis”.

2.  Material Changes in Activities

& The offer documents sh: 'l a =0 disclose the changes in the activities of the issuer, which may have had a
material effect on v. > fina cial . atements. For example,

v Discontinuance of 1. ; of business.
v | s of agencies or market and other similar factors.

v £ d7.aor of new lines of business.

It is/ it intended to identify the impact of each change which is part of normal business activities e.g.
aating the technology, normal change in product mix, change in ordinary agency relationship. The
intention is to identify the changes, which pertain to separate major lines of business.

% The management shall prepare the statement disclosing the above. The auditor should check the correctness
of the information based on his knowledge of the company’s operations. In the case of discontinued operation
the-following information shall be disclosed.

v Nature of the discontinued operation

v Effective date of discontinuance for the accounting purposes.
v' Manner of discontinuance (sale / abandonment etc.)
v

Turnover of the discontinued operation.

3. Significant Accounting Policies

& All significant accounting policies followed in the preparation of offer document should be disclosed.

4.  Transactions with Companies in “Promoter Group”

% Disclosure in offer document is called for in respect of
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v Sales or purchases between companies in the promoter group when sales or purchases exceed in value, in
aggregate, 10% of the sales or purchases of the issuer.

v Material items of income or expenditure arising out of transactions within the promoter group.

5. Disclosure under the heading “Other Income”

& Where such income exceeds 20% of net profit before tax the various details of “other income” shall be
disclosed, viz.,

v Sources and other particulars of such income

v' Indication whether it is recurring or non-recurring and has arisen out of business activities / other than
the normal business activities.

The computation of 20% has to be made in relation to net profit or net loss before tax and extraordinary item.
The concerned income should be after netting off of expenses, and such netting off is only for coraputing the
relevant “other income”. For the purpose of disclosure in the relevant statement of profit or loss v e acomes /
expenses should disclosed at gross amounts in the usual manner.

The disclosure should be

v' Source;

Nature;
Amount;

Recurring or non recurring; and

< N XX

Whether on account of normal business activity or not.

6. Disclosure of Bifurcated Turnover

v" Turnover of products manufactured by the company
v" Turnover of products traded by the comj a1 - and

v" Details of products not normallj J2alt i1 L . the company but included in above should be mentioned
separately.

5. Financial Infoxmatin i1 Respect of which the Auditor should give Separate
Report to the Management

There is some  *her financial information that should be provided by the management and the same should be audited
by the auditor | f the ‘ssuer company. The report should also be contained in the offer documents.
(@) | axshelter

} r propr . understanding of future maintainable profits the incidence of tax should be properly explained by way
of appropriate disclosure. The auditor should examine the detailed computations made by the management to
arrive at the figure of provisions for taxation, which has been disclosed in the annual accounts.

(b) Accounting Ratios

The following accounting ratios for each of the accounting periods for which financial information is given
(1) Earnings Per Share

(2) Return on Net Worth and

(3) Net Asset Value Per Share

(4) The auditor should satisfy himself that for making various computations for the above accounting ratios,
the various items of profit/loss assets and liabilities have been properly adjusted.

1. Earnings per share -

It may be (i) basic earnings per share or (ii) diluted earnings per share.
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Net Proift/ lossfor he period attributable to equity shareholders

Basic Earnings per Share = — - - - -
Weighted average number of equity shares outstandi ng during the period

Net profit attributable to equity shareholders (af ter adjust ment for diluted ear nings
Average number of weighted equity shares outstandi ng during the

Diluted Earnings Per Share =

period (assuming the conversion of dilut ed potenti al equity shares)

2. Return on Net Worth -

&  The formula used is -

Net profit before extraordinary items but after adjusted tax
Net worth excluding revaluation reserve at the end of the year

& The term adjusted tax refers’ to tax provided for the period after adjusting tax attributable to sxtraorc -a. - items.
While calculating net worth, the effect of, revaluation should be ignored. In order wor s, th «Lsets . o.ld be
valued on historical cost basis.

3. Net Assets Value Per Share -
NAYV shall be calculated on the basis of the latest audited balance sheet

It can be computed either by net assets method or net equity method.

In the case of net asset method the total liabilities and prefer_nce capital are  ‘educted from the total assets.

YV V V V

In the case of net equity method, equity share capit’. 1. ‘added to reserves and surplus, deducting there from
miscellaneous expenditure and debit balance of profit and I¢ s account.

»  The auditor should consider

v" Intangible assets are not taken intesaccount ‘u less they have been paid for);
v' Revaluation of assets have not been v king 1.. .~ account;
v' ‘Arrears of preference d. 7ic. nd’ shoulc be provided for;

»  The formula for NAV pcishar is

.. Net Asset Value
Equity shares it v > end of th e accounti ng period

(c) | ‘apitaliza ‘on Statement

< The  apitalization statement shows total debt and net worth and the debt I equity ratio before and after the
issue is made. Where there is a change in the share capital since the date as of which the financial information
has been disclosed in the offer document, a note shall be included explaining the nature of the change.

(d) Disclosure of Project Expenditure

& The following information should be annexed to the Offer Document

v Actual expenditure incurred on the project upto a date not earlier than 2 months of filling the prospectus

with SEBI or Register of Companies whichever is later
v" Means and sources of financing such expenditure

v Year wise break Lip of the ‘expenditure proposed to be incurred on the said project.

% The auditor should obtain a management representation regarding details of project expenditure and the
means and sources of financing such expenditure and year-wise break-up of expenditure proposed to be
incurred on the project. There is no need to audit the information as it is based on estimates arrived at by

management.
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(e) Bridge Loans

& Details of bridge loans or other financial arrangement if any, for incurring expenditure on the project and
which would be repaid from the proceeds of, the

(f) Loans

& The principal terms of loans and assets charged as security should be disclosed.

(g) Disclosure under “Basic of Issue Price”

& The following information shall be disclosed
v EPSi.e. EPS pre-issue for the last three years (adjusted for changes in capital)
v' P/E pre-issue - comparison with PIE of industry (giving source of information) Average -« 1rn on net
worth in the last three years
Minimum return on increased net worth required maintaining pre-issue EPS.

NAV per share after issue and comparison thereof with the issue price.

(h) Auditor’s Certificate on Profit Forecast

& The offer documents should also include a forecast of estima »d p fits for the financial year ending
immediately before the date of offer document (if such information iz 10t already given in the offer document)
and for the financial year ending immediately after tho"date of the offe. documents. This should be supported
by an auditor’s certificate, which lists the maja" « sumptions on which the forecast is based and gives

assurance on the arithmetical calculations derived, fron. such assumptions.
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Appendix - 1

The resolutions, notices, letters connected with Statutory Auditor under Section 224, 225, 228, 233A and
233B the Companies Act, 1956 at one place for your reference and record.

SPECIMEN OF LETTER OF INTIMATION TO THE AUDITOR FOR APPOINTMENT

To,

M/s ABC & Associates
Chartered Accountants
Lucknow (UP)

Sub: Appointment as the auditors of the company
Dear Sir,

We are pleased to inform you that the Board of directors of the company at_heir fir ;t B ard meeting held on 29th May,
2013 have appointed your firm as the Statutory Auditors of the company anc “J hoia " .fice upto the conclusion of the
first annual general meeting of the company on such remuneratica as may be de ided by the Board.

You are requested to confirm your acceptance for our further nec ful.

Thanking you,

Yours faithfully,
For, AFA LIMITED

DIRECTOR
Encl.: Certified copy of the Resoi ¢ 1

SPECIN'cXN. OF LETTER FOR ELIGIBILITY U/S 224(1B) OF THE COMPANIES ACT

To

The 1 »ard of d” ctors
XYZL.!

Lucknow (UP)

Dear Sir,

In reference to the discussion had with Shri AB, a member of the company, we would like to inform that pursuant to the
provisions of section 224(1B) of the Companies Act, 1956, if the appointment made by the members at the annual
meeting of the company, it shall be within the ceiling prescribed under the Companies Act, 1956.

Thanking you
Yours faithfully

For ABC & ASSOCIATES
CHARTERED ACCOUNTANTS
Mr. Ramesh

PARTNER
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SPECIMEN OF BOARD RESOLUTION FOR APPOINTMENT OF THE FIRST AUDITORS

The Chairman informed that the first auditors of the company are to be appointed in the Board meeting within one

month from the date of incorporation of the company. He informed that he had got consent of M/s A Jain & Associates,
Chartered Accountants, for their appointment as the first auditors of the company. The Board considered and passed
the following resolution unanimously:

“RESOLVED THAT pursuant to the provision of section 224 of the Companies Act, 1956, M/s A Jain & Associates,
Chartered Accountants of Meerut from whom certificate pursuant to section 224(1B) of the Companies Act has been
received, be and are hereby appointed as the first auditors of the company to hold office until the conclusion of the first
annual general meeting of the company at a remuneration to be determined by the Board of directors of the company.

SPECIMEN OF THE RESOLUTIONS PASSED BY THE MEMBERS

L. FOR APPOINTMENT OF AUDITORS AT THE ANNUAL GENERAL MEETI?. &

“RESOLVED THAT M/s ABC & Co. Chartered Accountants, the retiring Auditors be ar.d ar< hereby ‘eappointed as
Auditors of the Company to hold office until the conclusion of the next Annual Gener. 1 " eeting a d that they be paid a
fee of * 6,500 (Rs. Sixty Five Hundred Only) for Auditing the Accounts of the“7vmp. ny » s out of Pocket Expenses
incurred by them.”

I1. ORDINARY RESOLUTION PASSED AT THE EGM FOR REN OVING EXISTING AUDITORS
SUBJECT TO APPROVAL OXKEGIONAL DiRECTOR

“RESOLVED THAT pursuant to the provision of scction 224(7) o1 “he Companies Act, 1956 and subject to the approval
of the Central Government (Powers delegated to " Regional Director), M/s ABC & Co., Chartered Accountants of
Kanpur, who were appointed as the Auditt »f the ¢ npany at the last Annual General Meeting to hold office up to
the conclusion of the next Annual General Me ting o." e Company, be and are hereby removed from such office of the
Auditors, before the expiry of thei” t. m.”

I1I. ORDINARY RESQLULTONNPASSED AT THE EGM FOR APPOINTING NEW AUDITORS
SUBj#( T TO APPROVAL OF REGIONAL DIRECTOR

“RESOLVED | 'Ha " pursuant to the provision of section 224, 224(1B) and 225 of the Companies Act, 1956 and subject
to the approvali == the Central Government (Powers delegated to the Regional Director) for the removal of the existing
Aud: ors of thi “ompany, M/s Jain & Co., Chartered Accountants of Mysore, M/s Malhotra & Associates, Chartered
Accou. *ants<« Kanpur, be and are hereby appointed as the Auditors of the Company to hold office from the date of
order of removal of the Auditors as approved by the Regional Director up to the conclusion of the next Annual General
Meeting of the Company on a remuneration of * 6,500 plus out of pocket expenses.

SPECIMEN OF THE BOARD RESOLUTION FOR AUTHORIZING TO FILE APPLICATION

“RESOLVED THAT an application in the prescribed e-Form 24A for approval for the removal of Auditor u/s 224(7) of
the Companies Act, 1956 be made to the Regional Director, Ministry of Company Affairs, Western Region, Mumbai.

RESOLVED FURTHER THAT Mr. Manoj, Director and/or Company Secretary of the Company be and is hereby
authorised to sign the application on behalf of the Board and execute an affidavit verifying the contents of the
application.

RESOLVED FURTHER THAT Company Secretary be and is hereby authorised to file the above said application with
the Regional Director, Western Region, Department of Company Affairs and to appear before the Regional Director on
behalf of the Company and to do all such acts, deeds and things as may be required in the matter and to give all details,
statements as may be required by the Regional Director.”
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SPECIMEN OF THE SPECIAL NOTICE/REQUISITION RECEIVED FROM A MEMBER
TO CALL AN EGM

From -

Raj Verma
Member,

Cipla Ltd.
Lane-34, 15t Floor
Meerut (U.P.)

To -

The Board of Directors,
Cipla Ltd.

Z-4, Borivali,

Mumbai (M.H.)

Sub: Requisition for calling an Extraordinary General Meeting u/s 169

Sir,

I, the under signed member of the Company holding 37.20% ot e paid up share capital issued by the Company as set
out in the Schedule hereto requires you in termsf section 169 ~»f the Companies Act, 1956 and Article 129 of the
Articles of Association of the Company to convene 1. “xtra Ordinary General Meeting of the members of the Company,
to transact the following businesses by Ordi 7z Resc'u ‘on:

(1) REMOVAL OF AUDITORS

RESOLVED THAT pursuc 2t to th | prc sision of section 224(7) of the Companies Act. 1956 and subject to the approval
of the Central Government (v el delegated to the Regional Director), M/s Jain & Co., Chartered Accountants of
Kanpur, who were appointed as the Auditors of the Company at the last Annual General Meeting to hold office up to
the conclusior. . *he next Annual General Meeting of the Company be and are hereby removed from such office of the
Auditor; Zufor » the Jimiry of their term.

(2) A 'POINTY . NT OF NEW AUDITORS:

RESOLVED THAT pursuant to the provision of sections 224, 224(18) and 225 of the Companies Act, 1956 and subject to
the approval of the Central Government (Powers delegated to the Regional Director) for the removal of M/s Jain & Co.,
Chartered Accountants, the existing Auditors of the Company, M/s Malhotra & Associates,. Chartered Accountants of
Meerut be and are hereby appointed as the Auditors of the Company to hold office from the date of Order of Removal
of the Auditors as approved by the Regional Director up to the conclusion of the next Annual General Meeting of the
Company on a remuneration of ¥ 6,500 plus of out of pocket expenses.

Name of the requisitionist - Raj Verma
L. F. No.: 253

Shares held: 1,02,800

% Holding: 37.20%

Signature:

PLACE: Meerut

DATED:
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SPECIMEN OF ELIGIBILITY CERTIFICATE OF PROPOSED AUDITORS U/S 224(1B)

ABC & Associates,
Chartered Accountants
Lane-5, Bada Chowk,
Meerut (U.P.)

To,
The Board of Directors,
ABC Private Limited,

Meerut.

Reg.: Appointment as Statutory Auditor of your Company "Consent and Eligibility"

Dear Sir,

With reference our discussion and your offer for our appointment as the Statutory A diic = of yo .r Company, we do
hereby declare and confirm that we are duly qualified and eligible for this ar_ointi en -3 per .ne provisions of section
224(1B) and 226(1) of the Companies Act, 1956.

Thanking you
Yours Sincerely

For ABC & ASSOCIATES
CHARTERED ACCOUNTANTS
Mr. Ramesh

PARTNER

SPECiVitN OF GENERAL MEETING RESOLUTION FOR FILING THE CASUAL
v 2CANCY CAUSED BY RESIGNATION OF THE AUDITORS

The C. »irmar took the matter for appointment of M/s Ram & Shyam, Chartered Accountants, Rampur, in place of M/s
Rohit & Mohit, Chartered accountant, the retiring Auditors who have expressed their unwillingness for re-appointment
and who has to vacate their office at the conclusion of this Meeting.

The Chairman informed that the Company has obtained an eligibility letter from M/s Ram & Shyam in terms of section
224(1B) of the Companies Act, 1956 and proposed the resolution for approval of the members:

“RESOLVED THAT M/s Ram & Shyam, Chartered Accountants of Rampur, be and are appointed as the Auditors of
the Company, in place of M/s Rohit & Mohit, Chartered Accountants, to hold the office of Auditors from the date of
this Meeting to the conclusion of the next Annual General Meeting of the Company on such remuneration and out of
pocket expenses as may be decided by the Board.

Explanatory Statement

M/s Rohit & Mohit, Chartered Accountants, the existing Auditors of the Company has resigned from the office of
Auditor of the Company, therefore creating casual vacancy in the office of Auditors. The Company has received a
notice from member alongwith a letter u/s 224 of the Companies Act, 1956 informing the eligibility signifying his
intention to appoint M/s Ram & Shyam, Chartered Accountants, to fill the casual vacancy. In terms of the provision of
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section 225 of the Companies Act, the appointment of Auditors in place of existing Auditors of the Company requires
the approval of General Meeting by way of Ordinary resolution.

Therefore, the Board recommend to pass necessary resolution by way of ordinary resolution to appoint M/s Ram &
Shyam, Chartered Accountants, as the casual Auditors of the Company in place of M/s Rohit & Mohit, Chartered
Accountants to hold office of the Auditors of the Company till the conclusion of the next Annual General Meeting on
the remuneration as may be fixed by the Board.

A copy of the resignation tendered by the Auditors and eligibility letter as referred elsewhere are available for
inspection of the members till the date of the meeting during business hours.

None of the director of the Company is concerned or interested in the proposed resolution.

SPECIMEN OF SPECIAL NOTICE FOR APPOINTMENT OF AUDITORS OTHER THAN

THE RETIRING AUDITORS
From ............. (Member) Dated 17th May, 2013
To
The Board of directors
Cipla Ltd.
Kanpur (UP)

Sub: Notice under section 225(1) of the Companies Act, 1956 for appoin. nent of auditors M/s Subash & Co.,
Chartered Accountants, in place of M/s Agarwal & Co. Chart-_e¢d Accountants.

Dear Sir/s

This has in reference to your notice, dated 12t Mc 7, 2008 for the 17th Annual General Meeting of the Company to be
held on 9th June, 2013.

I would like to inform that I have ........ Equit, Sharci: © the company constituting ...... % of the total paid up capital of
the company and in reference t e provisic s of section 225(1) read with the provisions of section 190 of the
Companies Act, 1956, I hereby giv a1 »tice that M/s Subash & Co., Chartered Accountants of Kanpur be appointed in
place of M/s Agarwal & Co. Tharte ‘ed 4 countants, the retiring auditors of the company.

I hereby submit a draft of the resolu.on for approval at the annual general meeting to be held on 9th June, 2013.

You are requet ea > please do the needful as per provisions of the Companies Act, 1956.
Thar :ing you

Yours faitnrully

Member, Folio No........

Encl.: 1. Draft of the resolution

2. Eligibility letter given by M/s Subash & Co., Chartered Accountants.

SPECIMEN OF THE RESOLUTION TO BE SUBMITTED BY MEMBER'S ALONGWITH
THE NOTICE

“RESOLVED THAT M/s Subash & Co., Chartered Accountants of Kanpur be and is hereby appointed as the auditors
of the company in place of the retiring auditors M/s Agarwal & Co., Chartered Accountants to hold the office of the
auditors till the conclusion of the next annual general meeting on such remuneration as may be determined by the

Board of directors of the company.”
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SPECIMEN OF LETTER FOR NOTICE TO THE RETIRING AUDITOR BY THE COMPANY
20th May, 2013

To,

M/s Agarwal & Co.,
Chartered Accountants
Kanpur (UP)

Sub: Notice under section 225(1) of the Companies Act, 1956 received from a member for appointment of auditors
M/s Subash & Co., Chartered Accountants, Kanpur in place of retiring auditors.

Dear Sir/s

Kindly find enclosed a copy of the notice received from .......... a member of the company under secticn 225(1) read
with the provisions of section 190 of the Companies Act, 1956 regarding notice for appointment of M/s St »« h & Co.,
Chartered Accountants of Kanpur in place of retiring auditors.

In terms of the provisions of section 225(2) of the Companies Act, 1956, we hereby submit a co} - of the ‘otice for your
kind information.

Kindly acknowledge the receipt of letter for our reference and record.
Thanking you,

Yours faithfully
For, Cipla Ltd.
DIRECTOR
Encl.:a/a

SPECIMEN OF INTIM4 y'ON LETTER BY THE NEW AUDITORS TO THE EXISTING
AUDITORS FOR APPCINTMENT AND SEEKING THEIR NO OBJECTION LETTER

14th June, 2013

To,

M/s Aeciial ¢ Co
Char' :red Acco ntants
Kang r (UP)

Sub: Appointment as the auditors of M/s Cipla Limited

Dear Sir,

We would like to inform that we have received a letter from Cipla Limited informing that the company at their annual
general meeting held on 9th June, 2013 has appointed our firm as the Statutory Auditors of the company.

Being the retiring auditors, kindly give us your no objection letter to accept the assignment by us. In case if you have
any observation or reservation, please inform us accordingly.

Thanking you,

Yours faithfully

M/s Subash & Co.
CHARTERED ACCOUNTANTS
PROPRIETOR
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SPECIMEN OF RESOLUTION FOR FIXING REMUNERATION OF AUDITOR OF
GOVERNMENT COMPANY

“RESOLVED THAT pursuant to the requirement of sub-section 8(aa) to section 224 of the Companies Act, 1956, the
Board of Directors of the Company be and are hereby authorized to fix the remuneration and other terms and
conditions, including reimbursement of out of pocket expenses in connection with the audit work, to the Statutory
Auditors as appointed by the Comptroller and Auditor-General of India for the year 2012-2013.”

Explanatory Statement to the above Resolution

As per section 619 of the Companies Act, 1956, the Statutory Auditors of a Government Company are appointed by the
Comptroller and Auditor General of India (C&AG). The sub-section 8(aa) to section 224 of the Companies Act, 1956
requires that the remuneration of an auditor appointed under section 619 of the Companies Act, 1956 shallbe fixed by
the Company in general meeting or in such manner as the Company in general meeting may determine.

The Statutory Auditors for the Company for the financial year 2001-2002 is yet to be appointed "'y the " CAG.

Necessary resolution has been placed before the members for authorizing the Boaard of L -ectors to fix up the
remuneration and reimbursement of other out of pocket expenses to the Statutory 4 ua. »>rs of t. 2 Company for the
financial year 2012-2013, as and when the appointment is made by the C&AC " Non of kT Dircctors is interested in the
resolution. Directors recommend the resolution as proposed in the Notice fo. Mem’ ~r's | pproval.

SPECIMEN OF GENERAL MEETING RECOLUTION FOR APPOINTMENT OF
COMPANY'S AUDITOR OR ANY OTHER QUAL'FIED PERSON AS BRANCH AUDITOR

“RESOLVED THAT the Board of Directorshe and ' : i »reby authorized to appoint the Company's Auditors and/or in
consultation with Company's Auditors any | erscinot o ssons qualified for appointment as auditor or auditors of the
Company under section 226 of the Jompanies Act, 1956, so far as branch offices of the Company situated in countries
outside India, in accordance with ‘he 'aw of the country in which the branch offices of the Company are situated, to
audit the accounts for the 5 ar end g o such Company's Branch offices in India and abroad respectively and to fix the
remuneration (which in the casc >f 1 \e Company's Auditors shall be in addition to their remuneration as the Company's
Auditor) and the terms and conditions on which they shall carry out the audits.

Explap-"__ St tep- _. ¢

The { ompany ! s branch (sales) offices at different places in India, namely, Kanpur, Ratlam, Mumbai, Delhi, Kolkata
and it ‘s propr sed to authorize the Board of Directors to appoint the Company's Auditor and/or, in consultation with
the Compeuty's Auditors, persons other than the Company's Auditors qualified for appointment as Auditors of the
Company under section 226 of the Companies Act, 1956, to audit the accounts of all branch (sales) offices in India at
such remuneration and upon such terms and conditions as the Board of Directors deem fit, pursuant to the provisions
contained in sub-section (3) of section 228 of the Act.

The Company has a branch office in Canada and depending upon the development of business the Company may open
branches in some other countries. For the branches of the Company situated outside India, it is proposed to authorize
the Board of Directors to appoint persons qualified for appointment as auditors or duly qualified accountants as
envisaged under the provisions of section 228 of the Act to audit the accounts of such branches upon such terms and
conditions as the Board of Directors may deem fit.

The resolution is proposed to give the necessary authority to the Board of Directors in this behalf. No director is
interested or concerned in the resolution.
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SPECIMEN OF BOARD RESOLUTION FOR TAKING ON RECORD THE
APPOINTMENT OF SPECIAL AUDITOR

“RESOLVED THAT appointment of special auditor and fixation of his remuneration by the Central Government vide
its Order No. dated in accordance with the provisions of section 233A, a copy of which has been
placed before the meeting and initialed by the Chairman for the purpose of identification, be and is hereby noted.

RESOLVED FURTHER THAT all expenses of special audit pursuant to the order of the Central Government be borne
by the Company.”

SPECIMEN OF BOARD RESOLUTIONS

I. For appointment of Cost Auditor

“RESOLVED THAT pursuant to the provisions of section 233B of the Companies Ac* 1956 <7.d the Central
Government's order, directing the audit of Company's Cost accounts relating to .or e year ~nded ,
M/s Mittal & Co, Cost Accountants be and are hereby appointed the cost auditors of .. Compar. ‘at a remuneration of
3 3,500.

RESOLVED FURTHER THAT an application be made in Form 23C to the C natra'’ ‘ove nment and
that Company Secretary be and is hereby authorised to submit the applica on to Central Government, obtain the
certificate under section 233B from the proposed appointee and s comply with a. other formalities in this regard.”

II. For submission of cost audit report to the Central Governme. ¢

“RESOLVED THAT the report of the Cost Audiu tc for the financial year 2013 - 14, placed before the meeting and
initialed by the Chairman for the purpose o1 v atifice tic 2, be and is hereby recorded.

RESOLVED FURTHER THAT t'e eport toge her with detailed reply of the Company be forwarded to the Central
Government and that Company Se ret. «y be and is hereby authorised to forward the report to Central Government and
comply with all other forma.. #es in his1 gard.”
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Appendix - 11

Forms Related to Company Audit
Form No. Pursuant to section For Filling

23B 224(1A) Information By Auditor To Register

DD-B 274(1)(g) Report By A Public Company
22 165 Statutory Report

23AA 209(1) Notice For Address At Vhick ;(ZOf Accounts Maintain
s | Ao o Gl For s s
24B 22,25,224(3), 224(7) & 297 | . © lication To Central Government (R D)
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Past Exams Questions
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