CARO

Companies (Auditor's Report) Order 2003
a stock taking

R. Sarathy W

CARO is admired by some as magnificent without malice and criticise
by a few as malignant due to unimaginable extent of responsibilities |t
casts on the audit profession. It is a new age report and represents the
vision for the next decade.

matter or no one speaks about itmanufacturing And Other Companiesendea-voured to trap and report the

Well, the flavour of the month for (Auditor's Report) Order in 1988 irregu-larities and non conformities,
June 2003 in professional circles iswhich superseded the earlier ordeif any, through the auditor's report.
CARO (abbreviated form). Hear theissued in 1975. This is also goingThe MAOCARO has 27 clauses.
beat? CARO is admired by some asaway and the Central GovernmentCARO which is red hot has 21 canine
magnificent without malice and has issued the new Companieslauses with sub clauses.
criticised by a few as malignant due(Auditor's Report) Order, 2003. The  unlike 227(IA) which contains six
to unimaginable extent of responsibi-Order has been published in thespecific matters which are to be
lities it casts on the audit profession.Gazette on 12th June 2003. examined by the auditor and which

It is a new age report and represents The MAOCARO as it is popu- need not be reported upon unless the
the vision for the next decade. Thejarly called has lived for 15 years. Itauditor has any finding or
Central Government has not gone ofgoked glamorous in the first 5 to 6 observation, the matters listed
wolf shopping to buy sheep'syears of introduction and later whether in MAOCARO or CARO
clothing but translated its dreamspecame a mundane affair losing itsunder 227(4A) need to be stated in
and Wishes in a quick open-bookcharm to both audit profession andthe auditor's report even where he is
preparation to achieve distinction. tg the corporate world. At best satisfied about them.

Section 227(4A) of the Companiesstudents of law and accounting read The MAOCARO created parti-
Act empowers the Central this report which was getting tions for different class of
Government to direct by a general omoutinely annexed to the auditor'scompanies. Problems arose in
special order that in the case ofreport. The CARO which would determining the class in which a
specified classes of companies, theeplace the existing MAOCARO is company falls. Borrowing the
auditor's report shall include ajust born (also suddenly?) — It Isexample from the statement on
statement on such matters as may bprahalada like, seeming to utter theMAOCARO by ICAI (para 20), a
specified in its order. In accordancetwin mantra of corporate governanceconstruction company may not be a
with these provisions, the Centraland investor protection from day manufacturing company but a

one. The CARO represents theservice company. While subsequent
W General Manager (F) Sundaram 2cCUMula-ted knowledge and wisdomrlarifi-cations by the Department of
Claytone Ltd. Chennai gained by the law makers from theCompany Affairs have been of help,

I n life, everyone talks about a Govern-ment issued the current developments who have
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the new CARO has eliminated the

The classification based on®

type or class of companies. It is oneactivities has been dispensed with.
running Order that is applicable tolt is difficult to understand why the

all companies save for the exceptionglefinitions

ruling out scope

for debate.

of manufacturing

company, mining company etc are

The author's views are given inStill appearing in para 2 of the new

italics.
Matters to be

included in the

auditor's report ;: — Statement of
comparison (Paragraph 4 of the
Order)

Manufacturing
and other Com-
panies (Auditor's
Report) Order,
1988 (MAOCARO)

Companies (Au-
ditor's) Report
Order, 2003
(CARO)

Effective date

The Order cam
into force on 1s
November 198§
and applies to a rdg
port made by th¢
auditor on account]
in respect of a fi
nancial year whick
ends on or after 14
November 1988
By implication, the
Order is valid uptg
a financial year
that ends before 1

Effective date

e The Order come
into force on 1s

-plies to a repor

July 2003 and apf

5tor on accounts i
respect of a finan
cial year which

tends on or after 1gt

July 2003 (para 3

every company in

cluding a foreign

company as de
fined in section

591 of the Compal

nies Act which is

engaged in

a. manufacturing
mining or pro-
cessing;

b. supplying and
rendering serv
ices;

c. trading;

d.the business @
financing, invest-
ment, chit fund
nidhi or mutual
benefit societie

July 2003.
Applicability Applicability
Applicable to| Applicable to

L.company as de

every company
including a foreign

fined in section
591 of the Compat
nies Act

e made by the audit

Order

It did not apply to:

a. Banking com-

pany pany
b. Ir;srlljrance COMI 1, an Insurancg
pany company

c. Section 25 com

It does not apply
to:

a. a banking com

c. a Section 2§
company

pany

d. a private com
pany with a
paid-up capita
and reserve
not more than
Rs.50 lakhs andl
has not ac

Plantation compa-
nies producing cof
fee, tea, rubber et
and not also
engaged in pro-
cessing their prod
ucts, and real es
tate companieq
though not ex
pressly exemp
were not coming
under any of the
three groups|
A,B,C specified ir]
the Order and
hence no audit re
portis being given

cepted an pub
lic deposit and
does not havq
loan outstand
ing Rs.I0 lakhs
or more form
any bank or fi-
nancial institu-
tion and doeg
not have a
turnover ex-
ceeding Rs.H
crores

The plantation and
real estate compat
nies do not find
place in the list of
exemption and i
view of universa
applicability, it ap-
pears that these
companies arg
also covered now,
This matter is no
beyond doubt and
needs to be clari
fied by DCA.

Small private companies with no
public money involved are being
exempted from the rigours of the
Order. The requirement of zero
public deposit is superfluous as
a private company is prohibited
from taking public deposits u/s
3(1)(iii)(d) of the Companies

Act.

The parameters of exemption are
cumulative. They are not formed
to be mutually compatible. A
debt equity ratio of 1:1 is normal
as per good principles of
financial management in the
absence of adverse factors. Thus
for a capital of Rs 50 lakhs, a
debt of Rs 50 lakhs is reasonable
in today's world of capital
requirement and if this is laid
down as Rs 10 lakhs, it is a
solitary reaper's story that there
will be hardly any takers of this
exemption. There is also a
optimistic school of thought that
while the government has not
allowed any amount in respect
of public deposit, it is prepared
to consider upto Rs 10 lakhs in
respect of banks / FI which are

(@)
0

Whether thq (i)
company is (a)
maintaining
proper re-
cords show-
ing full par-
ticulars in-
cluding quan-
titative de-
tails and situ-
ation of fixed
assets.

Whether the ()
assets arg(b)
physically
verified by
the manage
ment at rea
sonable inter
vals.

Whether any (i)
material dis-| (p)
crepances;
were noticed

Reporting
requirement
retained

Retained.

Retained
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on verifica-
tion.

Whether the
discrepancie
has beer
properly dealf
with in the
books of ac
counts.

() |Retained
(b) , _
a going concern, that is,

intention nor the necessity of
liquidation or of
materially the scale of

Reporting
requirement
deleted.

()
(i)

Whether any
of the fixed as-
sets have beeg
revalued duringd
the year. If so
indicate the ba
sis of revalua
tion.

financial statements.

Taking the clue from this, if
owing to substantial disposal of
fixed assets, the production
in turn based on public money. potential i.e. scale of operations
Even though it is deleted, @nd revenue are materially going
Accounting Standard (AS) 10 ondown, we can say that going
Accounting for Fixed Assets, concern status is under doubt. A
which is mandatory, requires Point to be noted. Managements
disclosure on revaluation in dispose fixed assets if the producty
financial statements and in thein that line of business persistently
event of non-compliancy it will suffer from very low or negative

fix

fundamental accounting assumptionwhether the business of the company
underlying the preparation and could be carried on effectively even
presentation of financial statements.after disposal of the assets in
The enterprise is normally viewed asquestion or whether the mere husk
as of the undertaking would remain
continuing in operation for the after disposal of the assets?" This
foreseeable future. It is assumed thatandmark judgement needs to be
the enterprise has neither thekept by the auditor in mind.

If in the well considered opinion

ed assets,

curtailing of the auditor the going concern
the status is not complied with, he
operations. Companies are notshould spell out the rationale with
required to confirm the validity of reference to both internal and
going concern assumption in theirexternal factors The valuation of

inventories and
unquoted invest-ments ( short-term

Rad TongsiRrm) sy [haedP Pg

(i) |the finished(@) |physical
goods, storeq, verification
spare part$ of inventory
and raw mate has beern
rials have conducted ai
been physi reasonablg
cally verified intervals by
by the man the manage
agement af ment;
reasonable inf
tervals.

be the duty of auditor to bring margins due to price war or
this in their report (Para 6 of shrinking markets and continue

Preface) with other profitable lines, as a

Moreover, AS 10 is a specified.Strategy to improve the return on

standard u/s 211 (3C) and anymvestment. The going concern

the company level reckoning the

fixed assetq
have beer
disposed off

has to evaluate going concern
status on a case to case basis.

the case before the Bombay High

() [New report-| relevant forecast and not at the root
(C) |ing require-| level of its constituent business
ment units. This is more so as the auditor's
Added| If @ substan{ report is for the company as a whole.
tial part of| |nthe case of demergers, the auditor

during the Unlike section 293(1)(a) of the
zvheethaerr | Companies Act, CARO u/s 227 does
has affected Not mention in terms of
the going| undertaking(s) i.e. business unit. In
concern.

at

their estimated net realizable values.
The SAP 16 issued by ICAI on
appropriateness of going concern is

: a gold mine to the members.
status is therefore to be assessed a.t

The expression inventory is
substituted though it is not
defined in the Order. The term
inventory is broader in view and

would

include

shares,

debentures and other financial
instruments held as stock in
trade, work in progress, loose
tools etc. In this regard, a

reference may be made to para 4
of AS 2 on inventories.

Further,

what

constitutes
reasonable interval has not been

deviation there from is to be Court in P.S. Offshore Inter Land
reported u/s 211 (3B) read with Services Pvt. Ltd. v. Bombay Offshore
s.227(3)(d). Suppliers & Services Ltd., Justice
Accounting Standard (AS) 1 onDhanuka J. observed in the matter
'Disclosure of Accounting Policies' °f section 293(1)(a) of the
observes that going concern is aCompanies Act 1956, that "the test
to be applied would be to see

(@)
(iv)

Whether the
procedures o
physical veri-
fication of
stocks by the
managemen

are reasong

(if)
(b)

Retained

The expres
sion 'stocks
is replaced
by 'inventory
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able and ad cepted act prima facie parties and
equate inrel counting prin- prejudicial to amount in-
q : in
tion to the ciples ang the interest volved in the
size of th whether the of the transactions
company an basis of valu company.
the nature o ation of stock (@) | Whether the
its business. IS same as In (viii)] company hag(iii) | Whether the
If not, the in- the preceding granted any(b) |rate of inter-
adequacy if year. loan, secureﬂ est and othe
procedureg If there is any Deleted or unsecure terms and
should be re material de to companie conditions of
ported viation in the under thsg loans given
— basis of valu same manage- or taken by
E\eg Ir\T/]Vhtetlrhelr z_ny Modified ation, the ef ment as de}  |[the com-
rae 1al dis reporting fect of such fined in sub pany, se-
ﬁa\?psnue require- deviation section 18 0 cured or un{
0 ec‘1I eenng-  |ment should be re} Section 37( secured, ar¢
ﬁesi IVOT‘ ) ported. of the prima facie
]E)iC};ti((:)i ec::‘- Retained Companies prejudicial to
stocks. If sdadied| Whether th safe & retrievable form be it Act, 1956 ang the interest
whoether tha ¢ Con‘?t aer: t ig goods received note, job orders, / or to compa of the com-
same have  |ral Fi ny subcontract issues, scrap notes nies, firms o pany
intaining finish other parties
been properly roper re- inished goods transfers, . ) :
OPE! prop . . listed in the The clause is
dealt with in cords of in- Invoices etc. . .
the books O X registenrn open. In sim{
ventory. - maintained ple reading,
accounts. (@ | If the comy Modified re- under section it is found to
. . (vi) | pany ~ hag fporting re- 301 of the  |apply for all
laid down even in CARO. The taken any quirement Companies |ppy ora
Statement on MAOCARO by| |loan, securef . aomome 1 liokon o
ICAI supposes that managemen or unsecure There is 3 ' ' A OCARG
; s from compa. merger of the If yes, MAOCARO
should verify all material items P Tt hich limi
I . nies under the ~ |existing whether thg which limited
at least once in a year (para 29). samemanagd- | clauses (vii) rate of inter- itselfto S 301
® |n the author's VieW, a good ment as del anq (Vlll) i.e. est and oth paries
inventory record is one that fined in sub t?‘k'ngfgran- terms and
contains quantities and values section 1B o ting loans conditions off () | Whether
location wise, item wise, with | | Section3700f | Clubbed to- suchloansa) | Payment of
receipts and issues document the Compa gether. prima_facig ;nfopJLrlcfﬁl
wise for each category of nies Act, 1956 (jii) |Has the com{ {)k:eJu_dltual to teret ard
inventory. Be it ERP or non ERP and / or from(a) | pany either ofe " ertehsé also regular;
system environment, the record companies granted or, company.
keeping should be dynamic firms or othet taken any ' New report-
y : parties listed loans, se- Whether thg ing require-
® A proper inventory record in the registe cured or un- company ha$ ment:
always includes proper upkeep maintained secured to given any iy |t overdue
of its supporting documents in under sectiof from compa- loans or ad «d t i
301 of the nies, firms or vances in the¢ ) amounth IS
(@) | Whether the Reporting Companies other partieg nature  of :)nnoere Iak?qn
(vi) |auditor is sat requirement Act, 1956. covered in loans. whether rea
isfied that deleted. If yes the register If yes, sonablg
valuatlc_)n o.f whether thd maintainc_ad whether the steps havd
stocks is fa_l rate ofinterest under sectiory parties are re- been taken b
and proper in and  othe 301 of the paying the the compan§
\";‘Vﬁﬁ‘)t;danc" terms  ang Act. principal for recovery
n - e ~
mally e ac::r- conditions of adged| If o, give the ar_nolunts ag / payment of
such loans arp number of stipulated an1i the principal

ACHTTtETESt;
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RO

interest regu
larly.
If not,

whether rea
sonable steps
have been
taken for re{
covery of the
said principa
amount ang
interest.

of inventories is addressed by AS 2
which is a standard specified u/s 211
(3C), the clauses have to be delete
to avoid repetition u/s 277 (4A).

It appears that since the valuation

Earlier, the auditor's duty would

arise when the companies firms
or parties were listed in the

register. There could be omission
in entering the name and
particulars in the register.

Considering this, it may be seen
in para 33(b) of Statement on
MAOCARQO the ICAI has advised
that the auditor should obtain

information from the

management of the company tg
overcome the risk of non-
maintenance / improper
mainten-ance of the register with
a caution that the auditor

mention the fact of non-
maintenance etc while reporting.
This wisdom is now formalized in
CARO. Now the emphasis is
whether it is covered u/s 301 and
not the mere act of getting
entered in the register. It will be

@)
®

Is there an ag
equate inter
nal control
procedure
commensu
rate with theg
size of the
company and
the nature o
its business),
for the pur-
chase 0
stores, raw
materials in4
cluding com-
ponents
plant and ma
chinery,
equipment

and other as+

sets and fo
the sale o
goods?

(iv)

Added

Modified
Reporting
requirement

Is there an
adequate in
ternal control
procedure
commensu-
rate with the
size of the
company
and the
nature of its
business, foI
the purchase
of inventory
and fixed as
sets and fo
the sale of
goods?

Whether
thereisacon
tinuing
failure to cor-
rect major
weaknesse
in internal
control.

DCA to cla-
rify whether
this pertains
to above
three items
only

Is continuing
failure ac-
ceptable if

weaknessep

are minor ?
Is materiality
to be looked
at?

ter, and aggre-(v)

(b)

gating  to
Rs.50, 000/
or more with
reference t
each party
during the
year, have
been made at
reasonabl¢
prices having
regard to pre}

Whether

each of thes
transactions
have beer
made at
prices which
are reason
able having
regard to theg
prevailing
market
prices at theg

o

vailing mar- relevant time
ket prices (This infor-
;?i?g’sarafo: mation is re-
similar trans- quwed only

) . in case of
actions with

transactiong
exceeding thq
value of five
lakh rupees
in respect of
any party
and in any
one financial
year)

other parties.

the obligation of managements
not to withhold any particulars
from the auditors

The Companies (Amendment
Act 1999 has abolished the
provisions of Section 370
effective 31.10.98 and accor-
dingly obsolete references taken
out in CARO.

Also, MAOCARO required the

@
()

Whether the
transactions
of purchassg
of goods ang
materials an
sale ofgood%,
materials an

services mad
during the
year with
parties listed
in 301 regis-

112

V)
@

Whether
transactions
that need td
be entered
into a registe
in pursuancsd
of section
301 of the
Act have
been so en
tered;

taken for recovery irrespective of
whether the default amount is
small or big. CARO imposes the
requirement only if the overdue
amount is crossing a lakh of
rupees.

The source for obtaining
information is Form 24AA notice
given by the director pursuant to
section 299 once a year. In the
absence of it, the auditor has to
rely on the representation letter
from the management read with
minutes of the Board meeting.
The amount has been increased
from Rs 50,000 to Rs 5,00,000
probably on grounds of inflation
and materiality.

The auditor is not a commercial
man of the industry he audits. The

(@)
(i)

Whether an Reporting
unserviceabl requirement
or damage deleted
stores, ra

materials o

auditor to comment on the step
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@)

(xii)

finished The matter ig
goods haveg addressed by
been deterf AS2 in parg
mined, and i 20.
so whethe
provision for| (vi) | In case thg
loss, if any company hag
have been accepted der
made in thg posits from
accounts. the public,
In case the whether thg
company hag directives isH
accepted sued by thg
any deposit$ Reserve
from the pub Bank of Indial
lic: and the pro
. visions of
\é\/:?;hsrl Iitg?j Sections 58A
. and 58AA of
with the pro- the
visions of sec
. Added Act and the
. d by the there unde_r
gard? cable, have
’ been com
And if not, plied with. If
the nature o not, the na
contraventior ture of con
should  bs traventiong
stated. should be
stated;

Added If an order|
has been
passed by
Companyj
Law Board
whether thq
same ha$
been com
plied with or
not ?

direct by order the company to
make repayment of deposit. Thq
information on compliance is
crucial to the stakeholders. In an
era of vanishing companies that
leave their shell deceiving the
innocent public of their money,
the stakeholders should know
the true financial status through
this annual reporting by the

auditor.

® The provisions of Section 58A

the financial
year con-
cerned,
whether the
company hajs
an internal
audit systen
commensu
rate with its
size and na
ture of its
business.

ture of its

business.

concept of comparable prices has
remained only on books and
hence a realistic case for removal.

Purchase of services which were
excluded in MAOCARO are
covered in S. 301.

This is a welcome inclusion. In
the event of default in repayment
of deposit, the CLB may on its
own or on the application of the
depositor on in public interest

lakhs as at th

©

commence
ment of the other com-
concerned fi panies hav
nancial yea ing a paid-up
or had an av capital and
erage annud| reserves ex
turnover ex- ceeding
ceeding Rs.3 Rs.50 lakhs
crores for 4 as at the
period  of commence
three cond ment of the
secutive fi- financial
nancial years year  conq
immediately cerned, of

having an av

preceding thg
financial year
concerned.

ceeding 5
If 50, whether| croré rupee
the company for a period
has an inter of thre_e cony
nal audit sys secu_tlve fi-
tem commen _nanmal_years
surate with itg |mmed|a'gely
size and na preceding

(a) |ls the com- Reporting
(xiv) |pany main- requirement
taining rea- deleted

sonableg
records for
the sale and
disposal of re
alizable by-
products ang
scraps, wherg
applicable
(vi) | Reporting
(@ [Whether ths requirement
(xv) [company had modified
a paid up
capital ex-
ceeding Rs.24 In the case o
listed com-

panies and/of

erage annug
turnover ex-

apply to deposits accepted by a
company whether from small or
other depositors. Section 58AA
was introduced by Companies
(Amendment) Act 2000 laying
down special protective

provisions in respect of deposits
accepted from small depositors.

For listed companies

irrespective of its capital or

turnover, the auditor will have

to report on the adequacy and
effectiveness of internal audit
system. The expression and/or
has created some doubts. If we
refer to 'The Law Lexicon' it

states when expression "and/ or
"is used, that word may be taken
as will best effect the purpose the
purpose taken as a whole. Ifitis
argued that even in respect of
listed companies, the amounts
would apply, then the very

purpose of its specific inclusion

is defeated and the original

status could have been
maintained.

For unlisted companies, the
enhanced turnover and capital
amounts, will now apply.

Further, instead of paid up
capital, now it is paid up capital
and reserves. The doubt arises
whether credit balance in P&L
is a reserve. In the author's view,
such credit balance is only a
surplus. It is not something,
which has been transferred as



CARO

(@) |Whether the (vii)f Reporting
(xvi)|company is requiremen
required tg retained
maintain thg
cost records
as per sectiop
209(1)(d) of
the Compa
nies Act,

1956.

If sowhethe
such accounts
and records
have bee
made anI
maintained.

(a) |Whether the Reporting
(xviiycompany is requiremen
regularly def enlarged

positing the
Provident (ix) | Whether the
Fund and ESJ(a) | company is
dues with the regularin de
appropriate positing un-
authority. If disputed
not, the extentt statutory
of arrears o dues includ-
Provident ing Provi-
Fund and ESj dent Fund
dues shall be Investor
indicated by Education
the auditor. and Protec
(a) |Whether, as tion Fund,
(xviii)  on the las Employees
date of the fif State Insur
nancial yea ance, In4
concerned come-tax
any undis- Sales-tax
puted amoun | Wealth Tax,
payable in re Custom
spect of In- Duty, Excise
come-tax Duty, cess
wealth tax and  any
salestax, cug- | other statu
toms  duty tory dues
and excisg with the ap-
duty were propriate au

outstanding
for a period 0
more than si
months from
the date the
became pay
able.

thorities and
if not, the ex-
tent of the ar
rears of out
standing
statutoryj
dues as at th
last day of

If so, the
amounts o
such  out]
standing due
should be re}
ported.

the financial
year con-
cerned for 3
period of
more than si
months from
the date they
became payt
able, shall bd
indicated by
the auditor .

1y

In case dues|
of sales tax|
income tax

custom duty
[ wealth tax
excise duty
cess have nqt
been depost
ited on acH
count of anyf
dispute, ther
the amounts
involved and
the forum
where dis
pute is pend
ing may
please bg
mentioned.

(ix)
(b)

(A mere rep-
resentatior
to the De-
partment
shall not con
stitute the
dispute).

such to a reserve as required
under Companies (Transfer of
Profits to Reserves) Rules, 1975
and hence cannot be considered
as a reserve. Further as per the
Guidance Note on Terms used in
Financial statements, surplus
denotes the credit balance in
P&L (15.21).

CARO does not meekly stop with
PF & ESI. It now includes direct
and indirect taxes as well
MAOCARQO calls for reporting on
undisputed dues. CARO calls for
reporting on both undisputed and

disputed dues. When the Order of
the Deputy Commi-ssioner /
Commissioner is not in favour, the
company feels that the same is not
legally tenable and pursues the
matter in appeal. If the company
loses the case, it ends up paying
the disputed amount (including
interest) which is sometimes so
huge that if swallows 1% to 2% of
turnover and adversely affects
loan repayment and dividend
decisions. This is conspicuous in
central excise cases. Strictly
speaking, the companies will have
to add a footnote to the balance
sheet showing separately the
claims against the company not
acknowledged as debts which is a
basic requirement of Part | of
Schedule VI. Frightened by the
black mark on corporate
governance, the management may
refrain from making disclosure of
such disputed dues.. The inclusion
of disputed dues in auditor's
report is therefore an ensured (for
presence) and insured measure
(against omission). The clause
does not call for the assessment of
the dispute and its probable
outcome by the company's auditor.

The clause (ix)(b) applies to
crystallized liabilities as it refers
to' dues that have not been
deposited' and not to contingent
liabilities. The Naresh Chandra
Committee in their recommen-
dation no 2.5 have observed that
it is important for investors and
shareholders to get a clear idea of
a company's contingent liabilities
because these may be significant
risk factors that could adversely
affect the corporation's future
health. The Committee
recommends that management
should provide a clear description
in plain english of each material
liability and its risks, which should
be followed by the auditor's
clearly worded comments on the
management view. This section
should be highlighted in the
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significant accounting policies

and notes on accounts as well as,
in the auditor's report, where o
necessary. Thus the Committee has
suggested that even contingent
liabilities should be reported by

the auditor. This however has not

@

(xix)

(09

Whether per-
sonal expense)
have  beern
charged to the

revenue accouny.

If so, the detaild
thereof should b
reported.

Whether the
companyisasic
industrial com-
pany within the
meaning  of
Clause (0) of sub
section (1) of
Section 3 of the
Sick Industrial
Companies
(Special Provi-
sions) Act, 1984
(referred SICA)

If so, whether 3
reference ha
been made toth
BIFR under
section 15 of tha
Act.

The Bill for re-
pealing SICAs
pen-ding before
the Parliamen
and till it is re-

pealed, the audf

tor's reporting un:
derthis clause fo
financial yea
ending before 15
July 2003 will
have to continue

12

D

Reporting
requiremen
deleted
This is dupli-
cation in re-
porting. It is
already cov-
ered unde
S.227 (1A)
(e) as one o
the six mat-
ters which
the auditon
has to in-
quire.
Modified re-
porting re-
quirement

Whether in
case of 3
company
which has
been regis
tered for 4
period not
less than fivg
years, its ac
cumulated
losses at th
end of the fi-
nancial yea
are not less
than fifty per
cent of its ne
worth and
whether it
has incurred
cash lossesi
such financial
year and in
the financial
y e a r
immediately
preceding
such financial
year also;

P

=

been implemental in the new

CARO. B. Incase of service companies
Under MAOCARO, the arrears in ®) | Al the mat- CARO is
respect of PF & ESI require 0 |ters specified equally appli-
: pecifie
reporting however short the in Clause (A) cable to
period of arrears is while other to the exten service com
specified dues are to be reported to which they panies, How-
if they are payable for more than 6 are applicas ever, certain
months. CARO would require ble. clauses spe
reporting of all undisputed dues cifically ap-
including PF & ESI if they are plicable un-
payable for more than 6 months. der MAO-
CARO have
CARO would be applicable to all been deleted
companies unlike MAOCARO which Deleted
limited itself to industrial |(®) |Whetherthe elete
companies. (i) | company hag
a reasonable
The inclusion of cash losses system of re
(which is not a criterion for cording re-
ceipts, issues$
(X)) | Whether thg and  con-
company ha sumption of
defaulted in material and
repayment stores and al
of dues to 3 locating mate-
financial in- rials  con-
stitution or sumed to thg
bank or de- relative jobs
benture hold- commensu
ers? If yes rate with its
the period size and na
and amoun ture of its
of default to business.
be reported (b) [ Whether the Deleted
(xii) | Whether ady |(iii) [company ha
equate docu a reasonabl¢
ments ang system of al
records arg locating man-
maintained in hours utilised
cases where to the relative
the company jobs, com-
has granted mensurate
loans and ad}f with its size
vances of] and nature o
the basis o its business.
security by
way of (b) |Whether Deleted
pledge off [(iv) |thereis areal
shares, derf sonable sys

bentures and
other securif
ties; If not,
the deficien-
cies to b¢g
pointed out.

tem of au-
thorisation af
proper levels
and an ad
equate sys
tem of inter-
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nal control
commensu
rate with thg
size of thg
company and
the nature o
its busines
on issue o
stores and ak
location of
stores and la+
bour to jobs.

C In case of a trading company

(© | All the mat- CARO is

(i) | ters specified equally appli-
in Clause (A cable to trad-
to the exten ing compa-
to which they nies. How-
are applica ever, certain
ble. clauses spe

cifically ap-
plicable un-
der MAO-
CARO havg
been deleted

(c) | Have ths Deleted

(i) [damaged
goods been
determined
and if the
value of such
goods is sig
nificant, has
provision
been made fdr
the loss?

D In case of finance, investmen
chit fund, nidhi or mutual ben-
efit company

(d) |All the mat- No separate

(i) |ters specified clauses cat
in Clause (A) egory wise
to the extenf
to which they] (X)) | Whether the
are applica provisions _of
ble; any special

statute appli-

(d) | Whether the cable to chit

(i) |company ha: fund have
granted loan been duly
and advancep complied
on the basi with? In re-
of security spect of
by way of nidhi/ mutual

(c)ti)

pledge of

shares,

other securi
ties.

If so, whethe

adequate

document

and record$

are main
tained?

Whether the
provision of
any special
statute appli
cable to Chi
Fund, Nidhi
or Mutual
Benefit Soci
ety have bee
duly com-
plied with.

de-
bentures anfl

=)

(xii

@)

=

(xiii)
(b)

(i)
(©)

(xiii)
(d)

(xiv

=

benefit fund
societies:

whether the
net-owneq
funds to de
posit liability
ratio is more

than 1:20 a$

on the date o
balance shee

whether the
company ha
complied
with the
prudential
norms on in;

come recognif

tion and
provisioning

against subp
standard/def

fault/loss as
sets;

whether the
company ha
adequate prd
cedures fo
appraisal o
credit pro-
posals/re
guest, asses:
ment of credi
needs and rq
payment ca
pacity of the
borrowers;

Whether the
repaymen
schedule o
various loany
granted by
the nidhi i
based on th
repaymen
capacity of
the borrowe
and would bd
conducive tq
recovery of
the loan
amount;

Reporting re
quirement re

L

1)

T

1%

If the com-

(d) tained
(iv) | pany is deal

ing ortrading

in shares, sq-

curities, de

bentures anfl
other invest
ments

whether pro
per record
have been
maintained o
the transact
tions ond
contracts angl
whethe
timely entries
have been
made therein

Also whethe
the shares, s¢
curities, de
bentures ang
other invest
ments hav¢
been held b
the company
in its own
name except
to the exten
of the exemp
tion if any,
granted unde
section 49 o
the Compa
nies Act,
1956.

=

determining a sick industrial
company under S 2(46AA)
introduced by the Companies
(Second Amendment) Act, 2002) is
a good thought. But it appears that
cash losses have to be reported
starting from the year in which the
net worth is eroded by 50%. This
may not give a early warning signal
to shareholders on potential
sickness. It is preferable if auditors
are required to report on cash loss
incurred in any financial year.

Other new reporting requirements
included in 2003 order

(xv) whether the company has given
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any guarantee for loans taken by schedule agreed with the lendingdirectly in favour of the supplier and
others from bank or financial  banker thus it is ensured that the term loan
institutions, the terms and conditionse |5 the financial health of the is utilised for the intended purpose.
whereof are prejudicial to the interest  prrower sound as assessed byn the case of the big borrowers, the
of the company; coverage, solvency and termloan accountis credited to the

This is a welcome clause. The profitability ratios cash credit account of the company
guarantee may or may not bee |< the commitment under theeitherin lump sum or in instalments
accompanied by security. In case of 5 raniee coming down? as per the sanction letter and the

default in repayment of the loan by o borrowed amount is utilised by the
the borrower, the corporate ©On analysis, it appears that company for making payment to the

guarantee provided may beclause will not apply in three sypplier(s) of capital goods. The
encashed or realized by the lenderSituations: First it does not apply t0 panker normally insists on a

Legally, the auditor could refer situations qf indemnity. Briefly, a certlificate f.ro-m the company's
to the resolution passed by the Boar({;uarantee is a collateral contract aud.|tor certifying the receipt of
under section 372A (2) and the 0 answer for the. default of anothgrcap|Fa| goods by the company and
register maintained by the companyPer=on and thus is a contract that isthe incurrence of the expenditure,

under 372A(5) of Companies act 2ncillary or subsidiary to another further followed by a certificate from

. contract. But a contract of indemnit i in si i
The auditor should also check that " - by which the indemnifie¥ the auditor once in six months till
guarantee, in favour of certain the satisfaction of loan that the

. : : ndertak n riginal n i in i
borrowers falling in the list of . dertakes a _ongmna’- a d capital -goods remain -in the
persons covered in section 295(1),dePendent obligation to make ownership and possession of the

. o N n ve another from |
has been given after obtaining prlorgOOd and save another from loss orcompany.

approval of Central Government some obligation which he has For the purpose of document
pprov v " incurred to a third person. Secondly, ..~ . purpose
verification, the auditor may refer

Commercially, the guarantee the clause does not refer to counter, " L ment. suppliere’ bills
could be for a single transaction or guarantees that are furnished by a. di ds 1 Ppt te and
for a series of transactions or for a company to the banker who gave the o ¢/ go0ds Teceipt note an

fixed period or for a fixed amount or principal guarantee on behalf of the nstallation report. He may obtain

a combination of these elementscompany. Thirdly, it does not apply? certificate of physical verification

The auditor should examine theto loans taken by others from parties. o " 2" outside expert by way of
following terms and conditions other than bankers and Fls. third party confirmation.

before coming to a judgement: From the accounting

: The ICAlin its guidance note on erspective, as long as the value of
® Urgency of borrowing "Guarantees & Counter-Guarantees ' >P : 9

° ' ingiven by companies' has advicedcurrent year additions to the
Why the guarantee was glven'mtghat thye no?e reqarding the relevant assets financed by the term
favour of the borrower. What is . L 9 g loan is greater than the term loan
the relationship between the contingent liability should disclose iainall : q i

2 |n both the amount of the guaranteeaS originally sanctioned 1.e.
company and the borrower? In : considering before the repayments,
most cases the company give&nd the amount outstanding at the

, balance sheet date (para 3.5) the auditor may draw a conclusion
guarantee for a loan given by the P >/* that the term loan has been put to

bank to its subsidiary or its (xvi) Whether term loans were the desired purpose. It would be
Tier-1 supplier, in the later case applied for the purpose for which themeaningful if the report is given in
owing to its business dependencyoans were obtained: the year of utilization.

® Isthere a guarantee commission  The ideal thing would he for the (xvii) whether the funds raised on
from the borrower at market rates directors to commit on this in the short-term basis have been used for
for standing as a guarantor? It management discussion and analysifong term investment and vice versa;
is noteworthy that total failure reportand to spare the auditor in view|f yes, the nature and amount is to
of consideration entitles the of its complexity. Nevertheless....  pe indicated:
guarantor to have his guarantee  rjqre gre two practices in the  Trade credit is the largest source
delivered up and cancelled. matter of granting term loans. In the of short-term funds. Established
Are repayments being made bycase of small borrowers, the lendingcompanies sometimes borrow on a
the borrower in time as per the panker gives a cheque / draftshort-term basis through
commercial paper and other money
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market instruments. Short term, selflong term needs of the business  than the higher of the average of the
liguidating loan (often unsecured) L weekly high and low of the closing
. : . Reporting is not an easy task. .

is a popular source, particularly in prices of the related shares quoted

) ; ) . Part-l of Schedule VI of the ; .
financing seasonal build ups in . : on the stock exchange during the six

. Companies Act does not require a
accounts receivable and

. - “months preceding the relevant date
inventories. These are extended by >l Pany .to .d.'.SC|Ose the maturlty(or) the average of the weekly high
. : rofile of liabilities. In the absence . .
commercial banks under a line of finf i di hort t and low of the closing prices of the
credit, under a revolving credit 0 Ic? olrma 'on regarl.mg.ls' OMtIeIM \olated shares guoted on a stock
agreement, or a transaction basis.;fmd ong Iterm a |.|t|esﬁ a exchange during the two weeks
Long term funds are procured by.url amepta question arises now Itpreceding the relevant date.
way of equity and preferenceIS possible for the auditor to "Relevant date" is the date thirty
capital, debenture capital, rupee UL L 'clause: onedays prior to the date on which the
term loans, foreign currency term cannot expect the auditor to S'.t andmeeting of general body of
loans, soft loans, deferred payment repare this statement, Accordln.g.ly’shareholders is convened, in terms
under bills rediscounting scheme, art| needs to be amendgd requIrngy¢ section 81 (1A) of the Companies
etc. the ”?a”ag?me”t to d.'SCIOSe theAct to consider the proposed issue.

Long-term investments are in maturity profile as prescribed by RBI

. ar for non banking financial In r.esp.ect pfunh;ted companies,
fixed assets and strategic 'ntercompanies no guideline is available. Perhaps,

corporate investments. It is to be, . the auditor could check whether the
noted that there is no separate bank*Vii) Whether the company has e is hased on earning per share
account one for short-term funds andmade any prefgrenhal allotment ,Of(EPS) linked to the Price Earning
another for long-term funds. It is a shares to parties gnd compani®sp/ey myltiple, or a price based on
consolidated account comprising Ofcovered in the Register maintainedy, o Nt Asset Value (NAV) linked to

all transactions be it purchase of under section 301 of the Act and ify 4 \q1ye multiple, whichever is

mventores,assets, expensesi WIS UE PIES S S higher
collection, borrowing and Pre)

_ interest of the company: (xix) Whether securities have been
repayments, investments etc. . . ' created in respect of debentures
L The ideal thing would be for the jc¢ ;e 2
AS 3 which is a mandatory girectors to commit on this in the S
standard f_rom 1.4.2901 for I|§ted Board's Report u/s 217 and not Th|§ provision is in the best long
and certain enterprises requires gpiting it to the auditor for this may '€'™ interest of lenders and
reporting of cash flows ﬂa?_’s'f'eq asfall outside the audit syllabus (!) gﬁgﬁ’k‘;vwi?h ‘;ﬁ;“ﬁ;”yéfmg a%‘\*/g'égtfe
ngiirérlsgklzxiigpgtu%@ oII&aen((::;g% Strigtly, there is no .bas'is t9 if required examinpe the nature of
flows w.iII help the auditor in determine whether the price is fair. charge, ranking of charge (i.e. first,
determining how the funds were V€ can benefit by studying the SEBLq 6 pari passu etc), minimum
utilised during the year. Further, on guidelines applicable to listed gocjty cover required, provision
the bal heet d t. it th ,t ¢ Icompanies for preferential for subsequent valuation
€ bajance sheet date, It the 1otaly) niments of shares, etc which statesr.umstances when the securit wi,II
e 'Of e feat o oval CPStthat of late, the practice of making become enforceable reservati{m of
_(removmg the effect .Of revaluation preferential allotments of Shares*assets charged as égcurit etc. He
if any) and long-term investments atetc. at a price unrelated to theshould . t%lrou - St deybent.ure
cost is less than the quantum of Iong'prevailing market price of such g g
term funds, then it is a good trust deed.

) : L o . instruments seem to be on the
financing decision. If it is more, it increase. This development is It would be the duty of
implies that short-term funds haveparticularly undesirable as the Management to prove that the
been diverted to make Iong-termal|0tmemS are made to selectcompany has kept the charged
investment which is not a prUdentpersons, who are considered to ba’foperty | security adequately
decision. The basic principle is thatthe promoters, or persons for theinsured and paid all taxes and
long-term funds may also be utilisedtirne being in charge of the affairs Ofinsurance premium with respect to
to finance core working capital if management of the company. Théhe security. Incidentally, he should
necessary, but short-term source§gg e of shares on a preferentialalso satisfy that the company has
should never be deployed to meef,sis can be made at a price not |es§reated debenture redemption
reserve as per SEBI Guidelines,
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2000. responsibility on the auditor to level review would supplement the
It does not stand to reason whydetect fraud nor is he required to auditor's independent scrutiny and

other secured loans have beerstate that the financial statementsdiligence in the overall interest of all

excluded from purview. are free of frands. The auditor beingstakeholders

an unbiased and independent

(xx) Whether the management has

disclosed on the end use of moneyagency Is placed under an

raised by public issues and the samtte)b“galtlon to report to the
has been verified: stakeholders on any fraud
; ' ) committed by the management or
There is a general feeling that g yp|oyees with or without the
money mobilized through public ¢qysjon of any third party noticed
issues could get siphoned awayyy statutory authorities or by himself
SEBI (Disclosure and Investor or yeported to statutory authorities
Protection) Guidelines, 2000 vide , brought to his notice during the

para 6.5.7.1 requires the Board ofyear Here materiality of the amount
Directors to include a statement injhyolved in the fraud is irrelevant
respect of public issu'es in offergng the auditor would do well in
document on the following : bringing it in his report. The ICAI
® deposit of money in a separatestandard AAS4 titled' The Auditor's
bank account received out of issueresponsibility to consider fraud and
of shares or debentures to theerror in audit of financial
public statements' is a boon to the

¢ disclosure of all monies utilized Profession and gives guidance on
out of the above under a Separatethe SUbjeCt. Brieﬂy, it states that the
head in the balance sheet of the'ésponsibility for prevention and
company indicating the purpose detection of fraud and error rests

for which the such monies havewith management through adequate
been utilized. internal control.

* disclosure of all unutilized It can be seen that CARO is

monies under a separate head instringent. The provisions of CARO

the balance sheet of the companyre sweeping covering the length
indicating the form in which such and breadth of the organization. To

unutilized monies have beensucceed in this new mission, there
invested. This stipulation is are three pre-requisites: First, the
a|ready forming part of Schedule auditor has to keep his sixth sense
VI Part | under the head @alwayson the alert. Second he would
'Investments' vide clause 5. need the close cooperation of
management and last but not the

disclosure with reference to least he would need qualified

documents and agreements ancf‘ss'Stants who can make their

should he find any nonconformity, contribution.

he will have to report. In this context, dispassionately,

today the role of the Audit committee

company has been noticed Orin many companies_ is. as laid down in

reported during the year; if yes, theCIause 49 of th? listing agreement.

nature and the amount involved is toThe audit commlttee_ of the Board of
Directors could review the CARO

be indicated. . . .
issues on quarterly basis without
The clause goes a long way and,,stnoning to year end and devote

fulfils the expectation of the {heir attention to Internal audit
shareholders. The clause is carefullyreports covering them. Their high
worded. It does not place

The auditor has to verify the

(xxi) Whether any fraud on or by the



