
PAPER – 3  :  ADVANCED AUDITING 

QUESTIONS 

1. Comment on the following: 

(a) The Accounting Standards issued by the Institute of Chartered Accountants of India need to 
be followed only by limited companies and not by partnership firms or proprietorships. 

(b) For Excise Duty on finished goods in stock as at the end of the year, there is an option 
available to provide for the same or to show the same as a Contingent liability. 

2. (a) Discuss the concept of materiality with reference to its application and disclosure in the 
financial statements. 

 (b) Is the auditor liable for negligence in performance of his duties, if he fails to report on the 
material items not distinctly disclosed in the financial statements?  Discuss. 

3. Define audit strategy.  What are the steps involved in designing an audit strategy? 

4. Write a short note on peer review as prevalent in India. 

5. As an auditor state your views on the following situations: 

(a) Included under Current Assets of XYZ Ltd. is inventory aggregating to Rs.20 crores.  A part 
of the said inventory manufactured for export had to be sold earlier at a discounted price off-
shore due to moisture content present at the time of delivery.  A part of similar inventory is 
included in Rs.20 crores. 

(b) X Ltd. entered into a contract with Y Ltd. to despatch goods valuing Rs. One lakh every 
month for six months upon receipt of entire payment.  Y Ltd. accordingly made the payment.  
In 3rd month due to a natural calamity, Y Ltd. requested X Ltd. not to despatch until further 
notice. 

 X Ltd. accounted Rs. two lakhs as sales and transferred the balance to Advance Receipt 
against sales. 

(c) XYZ Ltd. entered into a collaboration agreement with a U.S. based company to acquire 
knowhow for both manufacturing process and design, drawing of the factory at a total cost of 
Rs.10 crores.  75% of the knowhow cost was for design and drawings.  XYZ Ltd. capitalised 
the cost of drawings, etc., with factory building and cost for manufacturing process with the 
cost of machinery. 

6. A company engaged in the manufacturing and in trading of small tools is recording higher sales 
value but declining net profits.  Discuss the possible reasons for this situation and the procedure 
to be followed to investigate the causes of such an anomalous situation. 

7. A company which deals in timber finds it advantageous to store selected grades of timber for a 
prolonged period in order to improve their quality.  It desires to include an actual interest cost of 
holding the timber as part of the value of unsold timber in inventory and consults you in order to 
determine whether, in your opinion, such a method of valuation would be fair and reasonable and 
in accordance with generally accepted accounting principles.  You are require to indicate your 
opinion with reasons. 

 Would your answer be different if the company did not actually incur any interest charges for 
holding the timber but desired to include notional interest charges which could be imputed to the 
company's own paid-up capital and reserves which are invested in holding the timber for 
maturity? 

8. During the course of audit of a limited company, you as its statutory auditor have come across the 
following matters: 

(1) The company has debited the building account with the cost of land on which the building 
stands and has provided for depreciation on such cost. 
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(2) The company has issued debentures which are guaranteed by the Government of India both 
as to repayment of its principal amount and payment of interest and has classified the same 
as "secured loans" in the Balance Sheet. 

(3) In view of the qualified report of the statutory auditor, the Board of Directors has decided to 
amend the accounts and resubmit the same to the statutory auditor for report before the 
accounts are placed for adoption at the annual general meeting. 

(4) As a result of crediting a time barred liability relating to the purchase of a plant and 
machinery, the loss as per the profit and loss account is converted into profit.  The directors 
propose to declare dividend out of such profit. 

How would you deal with these matters in the context of the requirements of the Companies Act, 
1956? 

9. A firm of chartered accountants was established in 1958 were the auditors of a public sector 
undertaking for the years 1984-85, 1985-86 and 1986-87.  They are still keeping audit working 
papers/files for all these years.  The same is the case in respect of nationalised bank branch 
audits and insurance audits.  Suggest whether there is any guideline/law or rules regarding the 
period for which the audit working files should be kept?  Is it also relevant for other audits (i.e., 
private limited companies, partnership firms and public trusts)? 

10. 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 tells 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 management tells you that there is no need for them to follow accounting standards 
specified by the Institute of Chartered Accountants of India as these are for the auditor to 
follow. 

(c) The company has suffered a net loss for the year.  The directors however declared and paid 
an interim dividend @ 30% based on the half-yearly performance. 

11. You are the auditor of Aynuck Steel Pressing Limited, which manufacturers small pressing from 
sheet steel.  The process generates scrap steel which is placed daily by the work force into a bin 
kept for that purpose in the yard.  Every Friday a lorry arrives from a small local scrap merchant.  
The bin is loaded on to the lorry and replaced by an empty bin.  The weight is obtained by the 
gatekeeper using the company weighbridge.  He notes the weight in a book kept for that purpose 
in the gate office.  Each month a cheque is received through the post from the scrap merchant 
accompanies by a remittance advice stating stating the weight of scrap collected, the price and 
the amount of the cheque.  The cheque is banked by the cashier and the remittance advice is 
filed.  There are no other procedures in this area: 

(a) State four weaknesses in this system. 

(b) Suggest four additional procedures that would improve the system. 

(c) Describe two compliance tests that you would apply to the system as it is. 

(d) State the substantive tests that you would apply to the scrap sales. 

12. (a) How should an incoming auditor ascertain that the company has complied with the relevant 
provisions of the Companies Act regarding his appointment as auditor? 

 (b) In what circumstances would the incoming auditor be deemed to be guilty of professional 
misconduct under the Chartered Accountants Act, 1949 if he accepts an appointment as the 
auditor of a company which was previously held by another chartered accountant? 

13. (i) Discuss the liabilities of auditors under the Companies Act. 

 (ii) Explain “Gross Negligence” under the Schedule to the Chartered Accountants Act, 1949. 

14. (a) What do you understand by the Modified Auditor’s Report? 
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 (b) Explain different types of modified audit reports 

 (c) Explain circumstances that may transit in other than an unqualified opinions? 

15. The Companies (Auditor’s Report) Order, 2003 is applicable to specified category of Companies. 
Explain? 

16. CARO, 2003 exempts private limited companies satisfying certain criteria from the applicability of 
the Order.  In that context, explain the concept of paid-up capital and reserves, public deposits, 
loans outstanding and turnover. 

17. What is the date of applicability of CARO, 2003? 

18. List any  ten matters to be reported under CARO, 2003. 

19. What is the audit procedure to be followed by the auditor while reporting on following clauses: 

(a) Whether the company has defaulted in repayment of dues to a financial institution or bank or 
debenture holders?  If yes, the period and amount of default to be reported. 

(b) Whether the term loans were applied for the purpose for which the loans were obtained? 

(c) Whether the funds raised on short-term basis have been used for long-term investment and 
vice versa?  If yes, the nature and amount is to be indicated. 

20. Comment on following requirements under CARO, 2003: 

(a) Whether the management has disclosed on the end use of money raised by public issues 
and the same has been verified? 

(b) Whether any fraud on or by the company has been noticed or reported during the year, if 
yes, the nature and the amount involved is to be indicated? 

21. Write Short notes on the following: 

(a) Rights and duties of an auditor of a cooperative society.  

(b) Duties of an auditor under section 45MA of RBI Act, 1937 

(c) Inter-office adjustments.  

(d) Format of audit report in case of audit of accounts of members of stock exchanges. 

(e) Auditor’s responsibilities in respect of disqualification of directors. (page 504/505) 

22. Write short notes on the following 

 (a) Audit Committee     (b) Environmental Audit 

SUGGESTED ANSWERS / HINTS 

1. (a) Applicability of Accounting Standards: The Preface to the Statements of Accounting 
Standards clarifies that the Accounting Standards are issued "for use in the presentation of 
general purpose financial statements issued to the public by such commercial, industrial or 
business enterprises, as may be specified by the Institute from time to time and subject to 
the attest function of its members.  The term 'General Purpose Financial Statements' 
includes balance sheet, statement of profit and loss and other statements and explanatory 
notes which form part thereof, issued for use of shareholders/ members, creditors, 
employees and public at large".  As far as companies, whether limited or unlimited 
incorporated under the Companies Act, 1956 are concerned, all such companies are 
expected to adhere to specified accounting standards in terms of section 211(3A) of the said 
Act.  Even otherwise, such a requirement seems to be implicit even in the absence of 
specific statutory provisions since the application of accounting standards is an integral 
component so as to ensure that the financial statements give a true and fair view.  
Accordingly, the compliance with accounting standards has to be examined by the auditors 
while auditing general purpose financial statements which are statutorily required to be 
audited under any law.  Thus, compliance with accounting standards is required to be 
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examined by an auditor in an audit of financial statements of individuals and non-corporate 
enterprises (viz., sole proprietary concerns, partnership firms, societies registered under the 
Societies Registration Act, trusts, Hindu Undivided Families, and associations of persons) 
only where the financial statements are statutorily required to be audited under any law.  The 
accounting standards are also applicable to commercial, industrial or business activities of 
even charitable or religious organisations.  Accounting Standards do not apply to those 
organisations whose entire activities are not of commercial, industrial or business nature, 
e.g., an organisation collecting donations to finance education of poor children.  However, 
even if a very small proportion of the activities of an entity is commercial, industrial or 
business in nature, the accounting standards will apply to all its activities.  Thus, the Council 
has made it clear that compliance with accounting standards required to be examined in an 
audit of financial statements of non-corporate enterprises only where the financial 
statements are required to be audited under any statutory enactment.  For instance, in case 
there is no statutory requirement for such entities to prepare accounts on accrual basis, the 
auditor would not qualify but simply disclose the basis of accounting followed.  Therefore, 
accounting standards are applicable not only to limited companies but also to partnership 
firms or proprietorships. 

(b) Accounting Treatment of Excise Duty: The AS-2 (Revised) on, "Valuation of Inventories" 
states that finished goods are to be valued by taking into account the costs of purchase, 
costs of conversion and other costs incurred in bringing the inventories to the present 
location and condition.  The costs of conversion to be included would be all direct factory 
overheads related to the said finished goods.  Excise duty is a duty which is payable on the 
manufacture of the finished goods inside a factory.  Though the collection of the same is 
deferred till the goods leave the factory, the liability for the same arises when the 
manufacture takes place. 

 The Institute, before the enactment of the revised AS-2, in its Guidance Note on Accounting 
Treatment for Excise Duty gave an option to entities to provide the excise duty payable on 
finished goods and add the same to the valuation of finished goods or not to make any 
provision but only make a disclosure of the said liability.   After the revised AS-2 was 
issued effective from 1-4-1999, the ICAI revised its earlier guidance note and removed the 
alternative of not providing for the excise duty.  Thus it is now mandatory for an entity to 
provide for liability for excise duty on finished goods lying in stock at the end of the year and 
add the same to the to the value of closing stock.  According to Guidance Note on 
"Accounting Treatment of Excise Duty", excise duty should be considered as a 
manufacturing expense and like other manufacturing expenses be considered as an element 
of cost for inventory valuation.  Where excise duty is paid on excisable goods and such 
goods are subsequently utilised in the manufacturing process, the duty paid on such goods, 
if the same is not recoverable from taxing authorities, becomes a manufacturing cost and 
must be included in the valuation of work-in-progress or finished goods arising from the 
subsequent processing of such goods.  Further, where the liability for excise duty has been 
incurred but its collection is deferred, provision for the unpaid liability should be made.  
Excise duty cannot be treated as a period cost.  Accordingly excise duty now cannot be 
shown as a contingent liability.  Thus, it is now mandatory for an entity to provide for liability 
for excise duty on finished goods lying in stock at the end of the year and add the same to 
the value of closing stock.  If the said provision is not made, the revised Guidance Note on 
Accounting Treatment for Excise duty says that the auditor should qualify his report and, if 
possible, also mention the quantum of the duty not so provided. 

2. (a) The concept of materiality is fundamental to the process of aggregation, classification and 
presentation of accounting information.  Materiality is an important and relevant 
consideration from the view point of auditing also.  The auditor in his evaluation has to judge 
whether an item is material in giving or distorting the true and fair view of the accounting 
statement.  He also has to ensure that such an item is disclosed separately and distinctly or 
at least information about the item is available in the accounting statement.  According to 
Schedule VI to the Companies Act, materiality is a consideration for proper presentation and 
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disclosure at a number of places, e.g. consumption of raw materials, miscellaneous 
expenses, disclosure of quantity of sales, etc.  Clause 2(b) of part II of Schedule VI requires 
the disclosure of every material feature including credits or receipts and debits or expenses 
in respect of non-recurring transactions or transactions of an exceptional nature.  The 
concept of material is relevant in application and disclosure in the financial statements in the 
following circumstances. 

1. When the auditor discovers errors in accounting records of the current or the previous 
year. 

2. When adjustments have to be made for previous years; for example, bonus to workers 
on a settlement arrived at now but affecting previous year. 

3. Whether an item should be shown separately.  If the amount is big enough or it 
represents significant information about the manner in which the company operates, 
the concerned item should be shown separately.  Any infringement of legal regulation 
or governmental directive involving even a small amount may be considered material in 
view of the fact that the legal regulation or the Governmental directive itself is a 
material matter.  It may be noted that under Schedule VI [part II item 3(1)] any 
expenses that exceed 1% of the total revenue of the company or Rs. 5,000 whichever 
is higher must be shown as separate and distinct item properly described.  Further all 
those items of raw materials which in value individually account for 10% or more of the 
total value of raw material consumed shall be shown as separate and distinct items with 
quantities thereof in break-up.  Likewise in giving the break-up of purchases, stocks 
and turnover, item like spare parts and accessories should be shown as separate and 
distinct items if their value as individual items account for 10% or more of the total 
value of purchases stocks or turnover. 

4. When a method of computation, basis or formula is being examined by the auditor, he 
has to see the materiality of the effect of such computation, etc. on the accounting 
information. 

5. Whenever there is a change in basis of accounting, the effect thereof, even if it is small 
must be disclosed, it being a material factor for assessing the causes of the change in 
the profitability of the company. 

It is difficult to lay down any standards by which materiality can be judged. It is a matter in 
which decision is arrived at on the basis of the auditor's professional experience and 
judgement.  While there is no unanimity on this subject, it is generally felt that in respect of 
items appearing in the profit and loss account, and having an effect on the profit for the year, 
materiality should be judged in relation to the amount of profit or loss as also the total 
expenditure or income under the particular head.  As regards items appearing in the balance 
sheet, it is generally felt that if they have no effect upon the profit for the year, materiality 
may be judged in relation to the group to which the asset or the liability belongs, e.g., for any 
item of current asset in relation to total current assets, and any item of current liabilities in 
relation to total current liabilities. 

  Also refer to AAS 13, “Audit Materiality”. 

(b) Clause 5 of Part I of Second Schedule to the Chartered Accountants Act, 1949 states that a 
member in practice would be held guilty of professional misconduct if he fails to disclose a 
material fact known to him which is not disclosed in a financial statement but disclosure of 
which is necessary to make the financial statement not misleading.  In the instant case, it 
appears that the material items were disclosed but not in a distinct manner.  Depending on 
the facts and circumstances of the case, if such non-distinct disclosure of a material item 
makes the financial statements misleading, it may be viewed as a breach of aforesaid 
Clause 5 and the auditor may be held liable for negligence in performance of his duties. 

 Further, having regard to the requirements specified in Schedule VI to the Companies Act, 
1956 if material items are not distinctly disclosed unless specifically exempted from the 
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application under Section 211, the financial statements will not be true and fair and as such 
there would arise failure of duty of the auditor and he may be held liable for negligence. 

3. Audit strategy is concerned with designing optimised audit approaches, that seek to achieve the 
necessary audit assurance at the lowest cost within the constraints of the information available.  
Audit procedures should be relevant to the important assertions, and as cost effective as possible 
to perform.  Audit strategy generally involves the following steps: 

 (i) Obtaining knowledge of business. 

 (ii) Performing analytical procedures at initial stages. 

 (iii) Evaluating inherent risk. 

 (iv) Evaluating Internal Control system for strategy purpose. 

 (v) Formulating the strategy. 

 Let us deal with above stages step-wise: 

(i) Obtaining Knowledge of Business: AAS-20 on, “Knowledge of Business” states that in 
performing In performing an audit of financial statements, the auditor should have or obtain 
knowledge of the business sufficient to enable the auditor to identify and understand the 
events, transactions and practices that, in the auditor's judgment, may have a significant 
effect on the financial statements or on the examination or audit report.  Knowledge of the 
business is a frame of reference within which the auditor exercises professional judgment. 
Understanding the business and using this information appropriately assists the auditor in: 

♦ Assessing risks and identifying problems. 

♦ Planning and performing the audit effectively and efficiently. 

♦ Evaluating audit evidence. 

♦ Providing better service to the client. 

Finally, the auditor should ensure that the audit staff assigned to an audit engagement 
obtain sufficient knowledge of the business to enable them to carry out the audit work 
delegated to them.  The auditor would also ensure that the audit staff understands the need 
to be alert for additional information and the need to share that information with the auditor 
and other audit staff. 

To make effective use of knowledge about the business, the auditor should consider how it 
affects the financial statements taken as a whole and whether the assertions in the financial 
statements are consistent with the auditor's knowledge of the business. 

(ii) Performing Analytical Procedures:  AAS-14 on, “Analytical Procedures” states that the 
auditor should apply analytical procedures at the planning and overall review stages of the 
audit.  Analytical procedures may also be applied at other stages. 

The purpose of analytical procedures at the planning stage is attention-directing; 
corroboration is not normally necessary at this stage beyond this stage beyond the 
discussions that would usually take place with the client during the planning of the audit.  
The use of analytical procedures during the planning stage requires the extensive use of 
accounting and business knowledge and experience to assess the potential for material 
misstatement in the financial statements as a whole, because the key aspect of the task is to 
identify the relevant risk indicators and to interpret them properly.  Furthermore, analytical 
techniques applied during the planning stage are not generally as precise as the analytical 
techniques at the substantive stage. 

(iii) Evaluating Inherent Risk: To assess inherent risk, the auditor would use professional 
judgement to evaluate numerous factors, having regard to his experience of the entity from 
previous audit engagements of the entity, any controls established by management to 
compensate for a high level of inherent risk, and his knowledge of any significant changes 
which might have taken place since his last assessment.  Examples of are such factors are: 
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At the Level of Financial Statements: 

♦ Management’s experience and knowledge and changes in management during the 
period, for example, the inexperience of management may affect the preparation of the 
financial statements of the entity. 

♦ Unusual pressures on management, for example, circumstances that might predispose 
management to misstate the financial statements, such as the industry experiencing a 
large number of business failures or an entity that lacks sufficient capital to continue 
operations. 

♦ The nature of the entity’s business, for example, the potential for technological 
obsolescence of its products and services, the complexity of its capital structure, the 
significance of related parties and the number of locations and geographical spread of 
its production facilities. 

♦ Factors affecting the industry in which the entity operates, for example, economic and 
competitive conditions as indicated by financial trends and ratios, and changes in 
technology, consumer demand and accounting practices common to the industry. 

 At the level of Account Balance and Class of Transactions: 

♦ Quality of the accounting system. 

♦ Financial statements are likely to be susceptible to misstatement, for example, 
accounts which required adjustment in the prior period or which involve a high degree 
of estimation. 

♦ The complexity of underlying transactions and other events which might require using 
the work of an expert. 

♦ The degree of judgement involved in determining account balances. 

♦ Susceptibility of assets to loss or misappropriation, for example, assets which are 
highly desirable and movable such as cash. 

♦ The completion of unusual and complex transactions, particularly at or near period end. 

♦ Transactions not subjected to ordinary processing. 

(iv) Evaluating Internal Control: The auditors’ assessment of the control environment is crucial to 
the decision on whether to make an extended assessment of controls.  This is because a 
good control environment is conducive to the maintenance of a reliable system of accounting 
and control procedures.  For strategy purposes the auditor should obtain a sufficient 
understanding of the control environment.  The auditor needs an understanding of the 
accounting systems, regardless of whether the audit strategy will involve an extended 
assessment of internal accounting controls.  This should be done by: 

(a) documenting the extent to which the system is computerised; and 

(b) preparing or updating overview flowcharts to record the files and transactions relating 
to significant systems-derived account balances. 

If there are significant computer systems, the auditor should obtain an understanding or the 
IT controls so decide whether to make an extended assessment of monitoring controls.  
Whether it is necessary to carry out any preliminary work for strategy purposes to ascertain 
whether IT controls are likely to be satisfactory will depend on the auditor’s previous 
knowledge about IT controls.  For an existing audit, the objective will normally be to carry out 
the minimum work necessary to update this previous understanding.  If more information is 
needed, or if the engagement is new or substantially changed, the auditor should carry out 
an overview assessment of IT controls. 

(v) Formulating the Strategy:  The auditor should develop the strategy by: 

(a) considering the results of gathering or updating information about the client; and 
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(b) making preliminary judgements about materiality, inherent risk and control 
effectiveness.  These will include identification of the system(s) the auditor proposes to 
subject to an extended assessment of controls. 

The initial assessment of the quality and complexity of the client’s systems will affect the 
amount of the information the auditor needs to gather.  Sometimes, on a new engagement, 
the appropriate strategy may be obvious from a limited amount of investigative work.  In 
other cases, the necessary information gathering will be extensive.  The auditor should 
consider the following matters: 

(a) For many existing clients, the majority of the information the auditor needs will already 
exist in the prior year’s strategy and in the audit programme.  Accordingly, it will often 
be possible to restrict the work to updating existing knowledge, considering whether 
there are any significant new or changed risks and confirming that there are no new or 
substantially changed significant systems. 

(b) If the auditor has had substantial contact with the client in the current period it may be 
possible to determine the strategy without gathering additional information. 

4. Peer Review: The peer review mechanism was established by the Council of the Institute of 
Chartered Accountants of India with the issuance of the Statement on Peer Review (hereinafter 
referred to as 'the Statement') in March, 2002.  Peer review will help in reassuring the 
stakeholders and the society at large that the profession is conscious of its responsibilities and 
strives its best to ensure that the highest standards are observed by all practicing members 
rendering audit and attestation services to the society.  The peer review process is an endeavour 
to enhance the quality of services rendered by members of the Institute of Chartered Accountants 
of India in public practice.  Peer review means an examination and review of the systems and 
procedures to determine whether they have been put in place by the PU for ensuring the quality 
of attestation services as envisaged and implied/mandated by the Technical Standards and 
whether these were effective or not during the period under review.  In other words, the peer 
review involves examination of the systems and procedures of the PU but does not aim to identify 
isolated cases of engagement failure.  The main objective of peer review is to ensure that in 
carrying out their professional attestation services assignments, the members of the Institute: (a) 
comply with the Technical Standards laid down by the Institute; and (b) have in place proper 
systems (including documentation systems) for maintaining the quality of the attestation services 
work they perform.  Essentially, through review of records, peer review identifies areas where a 
member may require guidance in improving the quality of his performance and adherence to 
various requirements as per applicable technical standards.  Technical Standards in relation to 
which peer reviews are to be carried out, and which the peer review process seeks to enforce, are 
specified as under: 

(i) Accounting Standards issued by the Institute of Chartered Accountants of India; 

(ii) Auditing and Assurance Standards issued by the Institute of Chartered Accountants of India; 

(iii) Framework for the Preparation and Presentation of Financial Statements and Framework of 
Auditing and Assurance Standards and Guidance Notes on Related Services issued by the 
Institute of Chartered Accountants of India; 

(iv) Statements issued by the Institute of Chartered Accountants of India; 

(v) Compliance of the Guidance Notes issued by the Institute of Chartered Accountants of India; 

(vi) Notifications/Directions issued by the Institute of Chartered Accountants of India, including 
those of a self-regulatory nature; and 

(vii) Compliance of the provisions of the various relevant Statutes and/or Regulations which are 
applicable in the context of the specific engagements being reviewed. 

Stage I –Planning: 

(a) Empanelment of Reviewers: Technically, the process of peer review begins with the 
issuance of a notification to a practice unit alongwith a panel of three suggested names of 
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reviewers. For this purpose, the Board maintains a panel of reviewers satisfying qualification 
requirements laid down in the Statement, i.e., an individual should be a member of the 
Institute; possess atleast 15 years experience of audit; and be currently active in the practice 
of accounting and auditing. In this context, the Board has clarified that 15 years experience 
of audit should not necessarily be continuous but cumulative experience of 15 years.  

(b) Intimation to the Practice Unit: An intimation in writing shall be sent by the Board to the 
practice unit informing of its selection for peer review. Along with intimation, a panel of three 
reviewers and a copy of the questionnaire shall also be sent by the Board to the practice 
unit. 

(c) Initial Communication by the Practice Unit: After receipt of the intimation from the Board, the 
practice unit is required to communicate to the Board, its choice of the reviewer from the 
above mentioned panel within a period of 15 days from the receipt of intimation. The practice 
unit is also required to complete and send the questionnaire to the reviewer selected by it, 
within one month of the receipt of the intimation, alongwith a complete list of its attestation 
service engagement clients. 

(d) Selection of Sample Attestation Services Engagements: The reviewer, on the basis of the 
information given in the questionnaire or after seeking such other information would select a 
representative sample of attestation service engagements on random basis for review. 

(e) Confirmation of Visit: The reviewer, in consultation with the practice unit, is required to fix 
the date(s)for on site review in a manner so that the peer review process is completed within 
four months of the receipt of intimation. 

Stage II -Execution 

 The execution stage involves the actual conduct of review and, thus, begins with initial meeting 
and ends with review of records by the reviewer. 

(a) Initial Meeting: Before the commencement of the review, an initial meeting shall be held 
between the reviewer and the practice unit to confirm the accuracy of responses to the 
questionnaire. The reviewer should be able to understand the system prevailing in the 
practice unit in order to form a preliminary evaluation of its adequacy. 

(b) Compliance Review: To begin with, the reviewer is expected to carry out the compliance 
review of the five key controls, i.e., independence, maintenance of professional skills and 
standards, consultation, staff selection and supervision and office administration to gain an 
understanding of the working of the practice unit and specific control procedures existing at 
the practice unit. Such a review would help the reviewer in making an identification and 
evaluation of those control procedures on which it might be effective and efficient to rely on, 
in conducting the review. 

(c) Selection of Attestation Service Engagements: The number of attestation service 
engagements to be reviewed would depend upon, inter alia, the number of practising 
members involved, degree of reliance to be placed on general controls and the total number 
of engagements undertaken by the practice unit during the period under review. The 
reviewer may modify the initial sample selected for review in consultation with the practice 
unit at the execution stage. This further refinement of initial sample would be done by the 
reviewer on the basis of information and knowledge that he gains during the course of initial 
meeting and by performance of compliance review of the key controls within the practice 
unit. 

(d) Review of Records -Compliance and Substantive Approach: As per the Statement, the 
reviewer may either adopt the compliance or substantive approach or a combination of both. 
The reviewer would conduct adequate compliance procedures to gain an evidence that those 
general controls on which the reviewer intends to rely upon, operate generally as identified 
by the reviewer and they have been functioning effectively throughout the period of reliance. 
Based on the results of compliance procedures, the reviewer concludes either to rely or not 
to rely on the general controls. In case the reviewer decides to rely on the general controls, 
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he would also need to determine the extent of reliance to be placed on such controls. In 
such a situation, the nature, timing and extent of substantive procedures would be, normally, 
less extensive and vice-versa. The compliance approach may not be warranted if the size of 
the firm is small or medium or the kind of attestation services rendered by the practice unit 
does not warrant elaborate controls within the firm. In such a case, the reviewer may adopt 
only substantive approach for conduct of review. The substantive approach involves 
application of such review procedures that provide the reviewer with the evidence as to the 
appropriateness of the factors on which the review is required to be focused on. The 
reviewer establishes the appropriateness of factors by reviewing the documentation 
available within the practice unit. For example, review of working papers related to an 
attestation engagement would provide the reviewer an evidence that the attestation services 
have been undertaken in accordance with the prescribed technical standards. 

Stage III -Reporting 

It is the third and final stage of peer review. The reviewer, after completion of his review, is 
required to submit a preliminary report to the practice unit before submitting the final report to the 
Board. The reviewer, based upon his satisfaction from the representation by the practice unit, 
either decides to issue an interim report to the Board or a final report as explained hereunder. 

(a) Preliminary Report of Reviewer: At the end of the on-site review, the reviewer would send a 
preliminary report to the practice unit before making any report to the Board on the areas in 
case systems and procedures of the practice unit reviewed have been found to be deficient 
or where non-compliance with reference to any other matter has been noticed by the 
reviewer during the course of review. The reviewer has to take care that the report does not 
contain name of any individual of the practice unit. However, no preliminary report is 
required in case no deficiencies or non-compliance are noticed by the reviewer. The 
reviewer while preparing the preliminary report, should assess the conclusions drawn from 
the review that indicates the deficiencies to be reported upon. The preliminary report is 
addressed to the practice unit. The report, apart from mentioning the areas where systems 
and procedures of the practice units have been found to be deficient, should also contain a 
paragraph that discusses the scope of the review performed by the reviewer. If the reviewer 
draws a conclusion that there existed a limitation on scope of review, the fact alongwith such 
limitation on the scope of the review, should also be communicated to the practice unit 
through the preliminary report. The reviewer should prepare the report on his letterhead. The 
report should be dated and also contain the reviewer's signature and membership number 
and reviewer's code number allotted by the Board. 

(b) Reply to Preliminary Report: The practice unit has to send its submissions or 
representations, in writing, to the reviewer, on the areas mentioned in the preliminary report. 
The reply to the preliminary report should be sent by the practice unit within a period of 21 
days from the receipt of the preliminary report from the reviewer. 

(c) Interim Report of the Reviewer: If the reviewer is not satisfied with the reply of the practice 
unit, the reviewer has to submit an interim report to the Board. The report so submitted 
should clearly indicate that it is an "interim report". It may be noted that the Board may then 
give recommendations to the practice unit and instruct the reviewer to carry out the review 
again after six months to verify whether the systems and procedures of the practice unit 
have been modified appropriately. The reviewer is then required to submit a report to the 
Board. 

(d) Final Report of the Reviewer: If the reviewer is satisfied with the reply of the practice unit, 
the reviewer is required to submit his final report to the Board. The final report should 
incorporate the findings as discussed with the practice unit. 

5. (a) Valuation of Damaged Inventory: A part of the inventory exported earlier had to be sold at 
a discounted price off shore due to moisture content present at the time of delivery.  The 
auditor will therefore have to examine what part of the inventory is included in the inventory 
valued at Rs.20 crores, a part of which had been exported at a discounted price.  He will 
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also have to satisfy himself that whether such part left with the company has also been 
damaged on account of moisture content.  If required, the auditor may obtain a certificate 
from an expert about the condition of the inventory.  Thereafter, it should be verified whether 
the principle of valuation enunciated in AS-2 (Revised) “Valuation of Inventories” have been 
followed in such a case.  The standard requires that the inventories should be valued at the 
lower of cost or net realisable value.  AS-2 (Revised) defines the net realisable value as the 
estimated selling price in the ordinary course of business less the estimated costs of 
completion and the estimated costs necessary to make the sale.  Accordingly, such part of 
inventory which is damaged should be valued at estimated realisable value if the same is 
lower than the cost.  It may, however, be noted that inventories are usually written down to 
net realisable value on an item-by-item basis.  In some circumstances, however, it may be 
appropriate to group similar or related items.  This may be the case with items of inventory 
relating to the same product line that have similar purposes or end uses and are produced 
and marketed in the same geographical area and cannot be practicably evaluated separately 
from other items in that product line.  It is not appropriate to write down inventories based on 
a classification of inventory, for example, finished goods, or all the inventories in a particular 
business segment.  Thus, the auditor should ensure that such damaged inventories have 
been valued accordingly. 

(b) Treatment of Advance Received Against Sales: AS-9 on “Revenue Recognition” specifies 
that revenue from sales should be recognised when the following conditions have been 
fulfilled: 

(i) the seller of the goods has transferred to the buyer the property in the goods for a price 
or all significant risks and rewards of ownership have been transferred to the buyer and 
the seller retains no effective control of the goods transferred to a degree usually 
associated with ownership; and 

(ii) no significant uncertainty exists regarding the amount of consideration that will be 
derived from the sale of the goods. 

In this case, X Ltd. had transferred the property in the goods at an agreed price and all 
significant risks and rewards.  As such sale has been fully completed because upon receipt 
of the entire payment, X Ltd. was required to despatch goods valuing Rs.100,000 for six 
months out of its inventory.  However, in the third month, Y Ltd requested to stop despatch 
until further intimation due to a natural calamity.  X Ltd. recognised revenue to the extent the 
goods were despatched and transferred the balance payment received to Advance Receipt 
against Sales.  X Ltd. had transferred the property in the goods at an agreed price and all 
significant risks and rewards.  The delivery was to be effected as per the schedule indicated 
by Y Ltd.  As per AS-9, “Revenue Recognition”, mere postponement of delivery at buyer’s 
request does not alter the period in which revenue should be recognised.  Accordingly, X 
Ltd. should recognise the entire Rs.6,00,000 as Sales and pass necessary corrective 
entries. 

(c) Treatment of Know-How Expenditure: AS-10, “Accounting for Fixed Assets” requires that 
know-how in general is recorded in the books only when some consideration in money or 
money’s worth has been paid for it.  Know-how is generally of two types: 

(i) relating to manufacturing processes; and 

(ii) relating to plans, designs and drawings of buildings or plant and machinery. 

Know-how related to plans, designs and drawings of buildings or plant and machinery is 
capitalised under the relevant asset heads.  In such cases, depreciation is calculated on the 
total cost of those assets, including the cost of the know-how capitalised.  Know-how related 
to manufacturing processes is usually expenses in the year in which it is incurred.  In 
accordance with AS-10, Accounting for Fixed Assets, XYZ Ltd. should have capitalised 
knowhow related to plans, design and drawings of buildings or plant and machinery, under 
the respective asset heads.  It should be ensured that such cost has been capitalised under 
the relevant asset head only.  Depreciation should have been calculated on the total cost of 
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those assets, including cost of knowhow capitalised.  Furthermore, knowhow expenses 
relating to manufacturing process should have been treated as an expense in the year in 
which it was incurred.  Therefore, capitalising cost of manufacturing process with the cost of 
machinery is not proper. 

6. A company recording higher sales value but declining net profits is an anomalous situation which 
may be attributed to various reasons listed as under: 

(i) Sales Mix: Although the total volume of sales is increasing, it is possible that the increase in 
respect of unprofitable items whereas there might be a decrease in the sale of profitable 
items.  This will also result in a reduction of profits in spite of an increase in sales. 

(ii) Under Capitalisation: A company not having sufficient funds of its own, would necessarily 
have to borrow them to a greater and greater extent, and at much higher cost, as the volume 
of its operation increases and consequently this would have an adverse effect on the net 
profits because of increasing interest charges. 

(iii) Inclusion of items other than pure sales in the figure of sales: The figure of sales sometimes 
includes items other than pure sales such as freight, excise duty, sales tax etc., where the 
amount of excise duty has been going up considerably, the total figures of sales may show 
an increase which is not represented by a real increase in sales.  Actually there may be even 
be a decline in the real sales which would naturally result in a decline in profits. 

(iv) Abnormally high administrative and selling expenses: A reduction in profits with an increase 
in sales could also be due to the fact that the administrative selling expenses increase at a 
rate which is higher than the rate of increase in sales. 

(v) Cost:  Price relationship: If the increases in cost of raw materials and labour has not been 
compensated by a corresponding increase in the sales price this would also result in the 
situation described in the question.  It may be that the volume of sales in quantity has not 
increased, but for the increasing cost of raw materials and other services, per unit value of 
the product has been increased which is however unmatched by the increase in cost. 

(vi) Competitive prices: It is possible that the higher sales have been effected at cut-throat prices 
in order to eliminate competition from the market.  If this happens, then for some time there 
may be a reduction in prices with an increase in sales in the hope that, once the competition 
has been eliminated, the company would have much bigger market and would then be able 
to raise prices without fear of losing sales.  In the meantime, profit will decline. 

(vii) Heavy addition of fixed assets: This may lead to high depreciation charges being made in 
the initial years of additions to offset profits out of increased sales. 

The procedure to be followed in investigating the matter is largely dependent upon the known or 
suspected circumstances.  In particular, in the context of the factors stated above, the following 
steps may be suggested: 

(i) Compare the cost of sales of different periods to determine whether they show a marked 
increase.  Compare this increase with the increase in sales price to ascertain whether the 
increase in cost is adequately matched by an increase in sales price. 

(ii) Compare the ratio of cost of sales to sales of the different products to determine whether the 
low profit is due to an adverse sales mix. 

(iii) See the composition of sales figures to aggregate items other than pure sales, such an 
excise duty etc. 

(iv) Compare interest charges paid and also see the trend of borrowings. 

(v) Examine the composition of administrative and selling expenses to ascertain whether any 
special campaign had been undertaken during the years under review.  Also examine the 
reasons for any abnormal increase in administrative expenses. 

(vi) Consider the sales prices of the different products and examine the reasons for any fail in 
the same. 



 160 

(vii) Enquire into the scheme of financing adopted by the company for expansion or replacement 
programme, if any. 

(viii) Ascertain whether substantial sales have been made to associated concerns at prices 
unremunerative to the company. 

(ix) Ascertain whether there has been misapplications of accounting policies as to valuation of 
stock or personal expenses being charged to revenue or capital expenditure being written off 
to revenue etc. 

7. (i) According to the generally accepted accounting principles, interest charge is usually 
excluded in determining the cost of closing stock. 

 (ii) According to the AS-2 an item of expenditure will constitute an item of cost if it was incurred 
in bringing the inventories to the conditions and location in which they are to be sold.  It is a 
well known fact that timber is a maturing product and it usually gains in quality and value if 
stored for a prolonged period.  Consequently, interest paid on funds necessary to hold the 
timber stock for a prolonged period contributes to the bringing of the stock to its present 
condition of improved quality.  On this consideration and in view of the fact that interest to 
the date of completion of construction can also form part of cost of plant under the generally 
accepted accounting principles, the desire expressed by the company to include actual 
interest cost of holding the timber in valuing the stock, appears to be fair and reasonable.  
Whether this treatment could be considered as in accordance with generally accepted 
accounting principles, it may be said that, as no specific affirmative statement to that effect 
appears to have been issued by any of the recognised professional bodies in accounting, the 
claim cannot be sustained. 

(iii) The auditor should also have regard to the consistency of the basis of valuation of stocks 
including the mode of determination of cost. 

(iv) Imputed interest on the basis of the paid-up capital and reserves or on any other basis is not 
an expenditure incurred.  For an item to be included in the value of closing stock, on the 
historic cost system of accounting, it is necessary that the item should represent an 
expenditure actually incurred.  It must not be a notional one; therefore, inclusion interest in 
valuing the closing stock of timber cannot be considered to be fair, reasonable or in 
conformity with generally accepted accounting principles. 

8. (1) From the facts given it would be reasonable to assume that separate cost for land is 
available.  Since, normally land is not a depreciable asset, it is incorrect to debit the cost of 
land to the building account and provide depreciation on such aggregate cost.  This will bring 
higher charge for depreciation because of inclusion of cost of land in the cost of building, 
Part I of Schedule VI to the Companies Act specifically provides that the cost of land and the 
cost of building should be distinguished as far as practicable.  AS-6 on Depreciation issued 
by the ICAI, has clearly stated that the land should not be depreciated unless it has a limited 
useful life. 

In view of the above and specially having regard to the aforesaid requirement of the 
Schedule VI to the Companies Act, the auditor should suggest separate disclosure of land 
and charging of depreciation only on the cost of the building.  In case the suggestion of the 
auditor is not adhered to he may consider putting an appropriate qualification in the audit 
report. 

(2) The Guidance Note on Terms Used in Financial Statements issued by the ICAI defines the 
term secured loan as "loan secured wholly or partly against an asset".  The expression 
`secured loans' covers only those loans which are secure by way of charge on tangible 
assets whether or not belonging to the borrower.  Therefore, debentures which are 
guaranteed by the Government of India cannot be classified as secured unless they are 
supported by security of tangible assets.  Though it is true that as far as debenture holders 
are concerned, there is a greater certainty of realisation if the debentures are covered by 
Government but that does not make the debentures secured.  Part I of Schedule VI to the 
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Companies Act requires that the nature of security should be specified in case of secured 
loans which include debentures.  In the instant case no such security, except the 
Government guarantee can be specified.  Accordingly, the debentures may be classified 
under unsecured loans in the balance sheet with the further mention of the fact of guarantee. 

(3) The Board of Directors is competent to amend the accounts and re-submit the same to the 
statutory auditor for his report before the accounts are placed at the annual general meeting.  
The auditor should examine the accounts again after amendment to satisfy about the 
appropriateness or otherwise of the amendments.  He should in particular see that the points 
covered by his qualifications have been properly rectified.  The report that may be issued by 
the statutory auditor on such amended accounts will be in substitution of the report issued 
on accounts before amendment.  In other words, a fresh audit report has to be issued on the 
amended accounts and all copies of the first report and originally prepared accounts have to 
be withdrawn.  In case it is not possible to withdraw all copies of the original accounts and 
the original report of the auditor, an adequate disclosure of the fact of the revision of 
accounts approved by the Board and reported on by the auditor should be made in the 
amended accounts.  In case the auditor is satisfied about such disclosure, he may not refer 
to this matter in his report.  However, in case he feels that the disclosure is not adequately 
comprehensive or no disclosure has been made in the amended accounts, it will be the duty 
of the auditor to refer to the fact in his revised report. 

(4) The time-barred liability relating to the purchase of plant and machinery, i.e. on account of a 
capital expenditure, credited to the profit and loss account should be treated as an 
extraordinary item.  Part II of Schedule VI to the Companies Act requires that such item 
should be disclosed separately.  The auditor should see that the nature and amount of the 
liability should be disclosed in a manner that its relative significance and effect on the 
current operating results of the period can be perceived.  Since, the profit on account of this 
time-barred liability is a capital profit the same will be available for distribution as dividend in 
case the following three conditions are fulfilled: 

(a) the articles of the company permit such a distribution. 

(b) it has been realised in cash; and 

(c) the directors are satisfied that net aggregate value of the assets remaining after 
distribution of that profit will be not less than the book values so that share capital and 
reserves remaining after the distribution will be fully represented by the remaining 
assets. 

9. Auditing and Assurance Standard (AAS) 3, ‘Documentation’ issued by the Institute of Chartered 
Accountants of India, requires as below: 

“The auditor should adopt reasonable procedures for custody and confidentiality of his working 
papers and should retain them for a period of time sufficient to meet the needs of his practice and 
satisfy any pertinent legal or professional requirements of record retention.” 

The professional requirements regarding custody of the audit working papers are contained in the 
decision taken by the Council at its 22nd meeting held on 30th and 31st May and 1st June, 1957 and 
published in ‘The Chartered Accountant’ (January 1958) as below: 

“Certain references were made to the Council seeking advice about the period for which a 
chartered accountant should preserve records relating to audit and other work done including 
routine correspondence and other papers.  After a careful consideration of the matter, the Council 
recommends that an auditor should maintain his records relating to audit and other work done 
including routine correspondence and other papers for a minimum period of ten years.” 

Based on the above, the professional requirements regarding maintenance of audit papers/files 
are as contained in the decision of the Council reproduced above.  The limit of 10 years is the 
minimum period as per the aforesaid decision and that it would be relevant to those records in 
respect of which no legal or professional proceedings are pending. 
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Yes, it is also relevant for other audits, i.e., audits of private limited companies, partnership 
firms/public trusts. 

10. (a) Valuation of Work-in-Process: As per AS-2 (Revised) on "Valuation of Inventories", the 
inventories also include those assets which are in the process of production for sale in the 
ordinary course of business apart from finished goods and those materials or supplies to be 
consumed in the production process or in the rendering of services.  It is, thus, necessary for 
a company to ensure that each and every component of inventory is valued properly.  The 
argument advanced by the company that it is difficult to ascertain the same in view of the 
multiple processes involved is not acceptable.  Because, the Guidance Note on "Audit of 
Inventories" also recognises the likely difficulties in valuation of work-in-process and states 
that, "in general , the audit procedures regarding work-in-process are similar to those used 
for raw materials and finished goods.  However, the auditor has to carefully assess the stage 
of completion of the work-in-process for assessing the appropriateness of its valuation.  For 
this purpose, the auditor may examine the production / costing records (for example, cost 
sheets), hold discussions with the personnel concerned and obtain expert opinion, where 
necessary". 

The argument that the opening and closing work-in-process would be more or less the same 
is also not justified because the omission 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) Observance of Accounting Standards: Prior to amendment of section 211 of the 
Companies Act, 1956, by the Companies (Amendment) Act, 1999, the contention of the 
company was correct that it was not required to follow accounting standards specified by the 
ICAI since these were mandatory only for the auditors.  However, with the incorporation of 
sub-sections (3A), (3B) and (3C) in the section 211 of the Companies Act, 1956, by the 
amendment of the Act, every company is required to comply with the accounting standards 
as may be prescribed.  Sub-section (3A) provides that every profit and loss account and 
balance sheet of the company shall comply with the accounting standards.  Sub-section (3C) 
of section 211 provides that the standard of accounting specified by the Institute of 
Chartered Accountants of India shall be deemed to be the Accounting Standards until the 
accounting standards are prescribed by the Central Government under this sub-section. 

 Thus with the commencement of the Companies (Amendment) Act, 1999, with effect from 
October 31, 1998, it is mandatory even for the company to follow the accounting standards 
while recording transactions in the books of account and preparing the financial statements.  
In fact, sub-section (3B) of section 211 requires that if the said standards are not complied 
with, it is obligatory on the part of the company to state deviations from the accounting 
standards, reasons for such deviation; and, the financial effect, if any, arising due to such 
deviations. The auditor is also required to express his opinion whether, in his opinion, the 
profit and loss account and balance sheet complied with the accounting standards referred 
to in sub-section (3C) of section 211. 

(c) 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.  Quite often 
the advice of the auditor is sought before declaring an interim dividend.  When this is done, 
he should suggest that 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. 
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 Since 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 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. 

(Note: Students may note that section 205 has been amended by the Companies 
(Amendment) Act, 2000.  The term "dividend" henceforth includes "interim dividend" also.  
The provisions contained in sections 205, 205A, 205C, 206, 206A and 207 have been made 
applicable to interim dividend also.) 

11. (a) The following weaknesses are present in this system. 

(i) There is no way of ensuring that all scrap is put into the bin by the work-force. 

(ii) There is no check that the scrap merchant is paying the best prices available. 

(iii) There is no check that the quantities collected and the quantities paid for are the same. 

(iv) There is no check that the weight taken by the scrap merchant is the same as the 
weight recorded by gatekeeper.  Collusion at this stage would be very simple. 

 (b) (i) Budget figures should be prepared for waste and periodically compared to actual waste 
with variances bearing investigated. 

(ii) Quotes should be obtained from various scrap merchants and the price actually paid 
checked against the accepted quote. 

(iii) The remittance evidence should be checked against the book to ensure all amounts 
have been paid for. 

(iv) An independent official should attend the weighing and check the entry in the book. 

 (c) (i) An observation test on the collection of scrap by the merchant, the weighing recording 
by the gatekeeper. 

(ii) A check between remittance advices and the entries in Gatekeepr’s book. 

 (d) (i) Check calculations on the remittance advices. 

(ii) Ensure all entries in the weight book have paid for. 

(iii) Ensure all remittance advices have matching entries in the cash book. 

(iv) Review the reasonableness of total scrap sold during the period and manufacturing 
records of steel used in processing. 

12. (a) Guidance Note issued by the Council of the ICAI on Clause 9 of Part I of the First Schedule 
to the Chartered Accountants Act, 1949 prescribes the procedure to be followed by the 
incoming auditor to ascertain whether the company has complied with the relevant 
provisions of the Companies Act regarding his appointment as auditor.  The procedure 
contained therein is discussed hereunder. 

At the outset, the guidance note clarifies that it would not be sufficient for the incoming 
auditor to accept a certificate from the management of the company that the relevant 
provisions of the Act have been complied with.  The incoming auditor should verify the 
relevant records of the company in order to enable him to ascertain the compliance of 
various provisions of the Companies Act before accepting the audit assignment.  The 
incoming auditor should verify the following records of the company: 
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(i) If the appointment of the audtior is being made for the first time after incorporation of 
the Company, the auditor should verify as to whether the Board of Directors have 
passed the resolution for his appointment within one month of the date of registration of 
the company. 

(ii) If the Board of Directors have not appointed the first auditor but the appointment is 
being made by a general meeting of the company, the auditor should verify as to 
whether a proper notice convening the general meeting was issued by the company 
and whether the resolution appointing him was validity passed at the general meeting 
of the company. 

(iii) If the appointment is being made to fill a casual vacancy, the incoming auditor should 
verify as to whether the Board of Directors have powers to fill the particular casual 
vacancy and whether the Board of Directors have passed the resolution filling the 
casual vacancy. 

(iv) If the casual vacancy has arisen due to resignation of the auditor, the incoming auditor 
should see as to whether a proper resolution appointing him to fill the vacancy has 
been passed at the General Meeting of the Company. 

(v) If the vacancy has arisen as a result of removal of the auditor before the expiry of his 
term of office, the incoming auditor should see that proper resolution to appoint him has 
been passed at the General Meeting of the Company. 

(vi) If the provisions of Sections 224A apply to the company, the incoming auditor should 
verify as to whether a special resolution as required under the said section has been 
duly passed. 

(vii) Where the incoming auditor is proposed to be appointed in the annual general meeting 
in place of the retiring auditor,  he show ascertain whether the provisions of Sections 
225 have been complied with.  These provisions equally apply where an auditor who 
was jointly holding office with another auditor or auditors and any one or more of such 
joint auditors has not been reappointed.  For the purpose of ascertaining whether the 
company has complied with the provisions of Sections 225 of the Companies Act, the 
incoming auditor should verify the records of the company in respect of the following 
matters: 

(a) Whether a member of the Company has given special notice of the resolution as 
required under Section 225(1) at least 14 days before the date of the General 
Meeting.  A true copy of this notice should be obtained by the incoming auditor. 

(b) Whether this special notice has been sent to all the members of the Company as 
required under Sections 190(2) at least 7 days before the date of the General 
Meeting. 

(c) Whether this special notice has been sent to the retiring auditor forthwith as 
required under Section 225(2). 

(d) Whether the representation if any received from the retiring auditor has been sent 
to the members of the company as required under Section 225(3). 

(e) Whether the representation if any received from the retiring auditor has been 
considered at the general meeting and the resolution proposed by the special 
notice has been properly passed at the general meeting. 

(viii) A copy of the relevant minutes of the annual general meeting, where the above 
resolution is passed duly certified by the Chairman of the meeting should also be 
obtained by the incoming auditor for his records. 

(ix) It is also necessary for the incoming auditor to satisfy himself that the notice provided 
for in Sections 224 and 225 has been effectively served on the outgoing auditor e.g. by 
Regd. Post with A.D.).  In particular, production of a certificate of posting by the 
Company would not be adequate for the purpose of the incoming auditor satisfying 
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himself about compliance with Sections 224/225.  Acknowledgement received from the 
outgoing auditor would be one of the forms in which such satisfaction can be obtained. 

(b) The incoming auditor would be deemed to be guilty of professional misconduct under the 
Chartered Accountants Act, 1949, if he accepts an appointment as the auditor of a company 
which was previously held by another Chartered Accountant under the following 
circumstances: 

(i) Failure to communicate in writing: Clause 8 of Part I of First Schedule requires that a 
chartered accountant in practice should not accept a position as auditor previously held 
by another chartered accountant in practice should not accept a position as auditor 
previously held by another chartered accountant without first communicating with him in 
writing.  The main reason for communicating with the previous auditor is to ascertain 
from him whether there are any professional circumstances which warrant him not to 
accept the appointment.  The professional reasons for not accepting an audit include 
undercutting of fees and issuance of a qualified audit report, apart for non-compliance 
etc. of auditor in case of a Company. 

(ii) Non-compliance of the provisions of Sections 224 and 225 of the Companies Act: 
Clause 9 of Part I of the First Schedule provides that a member in practice shall be 
deemed to be guilty of professional misconduct if he accepts an appointment as auditor 
of a company without ascertaining from it whether the requirements of Sections 224 
and 225 of the Companies Act, 1956 in respect of such appointment have been duly 
complied with.  Under this clause, it is obligatory on the incoming auditor to ascertain 
from the company that the appropriate legal procedure in the matter of his appointment 
has been complied with so that no shareholder or retiring auditor may, at a later date, 
challenge the validity of such appointment. 

(iii) Undercutting of Fees: Clause 12 of Part I of First Schedule provides that the incoming 
auditor would be deemed to be guilty of professional misconduct in case he accepts a 
position as auditor previously held by some other chartered accountant in such 
conditions as to constitute undercutting.  This rule seeks to avoid the undignified 
situations of chartered accountants competing with each other to get more work by 
charging lower fee for a given audit assignment.  This also seeks to maintain 
professional fees at a reasonable level for the members of the profession. 

(iv) Issuance of a qualified audit report: Strictly speaking, there is no rule written or 
unwritten which would prevent the incoming auditor from accepting the appointment 
offered to him in case the previous auditor is being removed on account of issuance of 
a qualified audit report.  It is, however, expected that the incoming auditor would accept 
the audit only if he is satisfied that the attitude of the retiring auditor was not proper and 
justified.  The auditor should ascertain the full facts of the case before accepting the 
assignment in this situation and in any case, should not accept too readily. 

13. (a) Liabilities of Auditors under the Companies Act, 1956:  Under the Companies Act, 
1956 (Act) an auditor may be subjected to Civil and Criminal liabilities.  There are number of 
circumstances where the auditor may attract various types of liabilities on account of failure 
to properly discharge his responsibilities. 

Civil Liabilities in the Companies Act: The Civil liability arises when it is proved that the 
company has suffered losses as a result of the failure of the auditor to conduct his audit with 
due care and skill. 

(i) Misfeasance (Section 543):  It is simple procedure under the Act for bringing an action 
against persons associated with promotion or management of a company under 
winding up.  An auditor is covered within the scope of the liability as an officer of the 
company, pursuant to the definition of officer given in Section 2(3) of the Act.  The 
charge for misfeasance, which simply means breach of trust or negligence in the 
performance of duties can be framed against the auditor, if it appears that he has 
misapplied, or retained, or become liable or accountable for, any money or property of 
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the company, or has been guilty of any misfeasance or breach of trust in relation to the 
company.  This section specifies a plain remedy to recover damages a corresponding 
loss will not create any liability.  If an auditor is found to be negligent and unskillful in 
the performance of this duties due to which the company suffers losses, he is liable at 
least to the extent the company has lost and proceedings may be taken against him. 

(ii) Violation of the requirements of Sections 227 and 229: Under Section 233 of the Act an 
auditor is liable to a penalty extending to Rs.1,000 for wilful default in complying with 
the requirements of Sections 227 and 229 of the Companies Act in regard to making of 
the auditor’s report or signing or authentication of any document of the company. 

(iii) Mis-statement in prospectus: An auditor, as an expert, is exposed to liability for mis-
statement in prospectus under Section 62 of the Act. The auditor is liable to such 
persons who may have subscribed to the shares or debentures of the company on the 
faith of his report incorporated in the prospectus issued by a company and have 
suffered loss due to existence of untrue statement in the report. 

Criminal Liabilities in the Companies Act 

(i) Fraud and Deception:  Section 539 of the Act prescribes severe criminal penalties if 
fradulent falsification of books is carried out by the auditor.  An auditor may be held 
liable, if with intent to defraud or deceive any person (a) he has destroyed, mutilated, 
altered, falsified, secreted any books, papers or securities of a company or is privy to 
the aforesaid acts, or (b) he has made or is privy to the making of any false or fradulent 
entry any register, books or account or document belonging to the company. 

The proceedings under the section can be taken in respect of a company under winding 
up and the punishment may extent to imprisonment for seven years.  The auditor shall 
also be liable to fine. 

(ii) Offence in relation to the company:  An auditor as an officer, is liable to be prosecuted 
under Section 545 of the Act, if he as a part or present auditor, has been guilty of 
offence in relation to the company. 

(iii) False Statement, etc.:  Under Section 638 of the Act, the auditor is liable to criminal 
prosecution if he, in any return, certificate, balance sheet prospectus, statement or 
other document makes a statement which is false in any material particular, knowing it 
to be false or; omits any material facts knowing it to be material.  He is punishable with 
imprisonment for a term which may extend to two years and also with a fine. 

(b) Gross Negligence: Under Clause 7 of Part I of the Second Schedule to the Chartered 
Accountants Act, 1949 a Chartered Accountant in practice shall be deemed to be guilty of 
professional misconduct if he is grossly negligent in the conduct of his professional duties. 

The expression “negligence” covers a wide field and extends from the frontiers of fraud to 
such collateral and minor negligence, which may not deserve any punishment.  The 
expression “gross negligence” though not defined in the schedule, implies negligence of high 
degree, either arising out of recklessness or deliberate failure to act honestly and reasonably 
on a material matter.  In Wilson vs. Brett (1843), it was observed that “Gross negligence is 
the same thing as ‘negligence’ with the addition of vituperative epithet”.  To hold a person 
guilty of professional misconduct for gross negligence, it is necessary according to a 
judgement of Calcutta High Court, to establish a certain mental condition.  Mere non-
performance or defective performance of a duty cannot fairly be considered as a 
professional misconduct, attracting the penal provision; unless there also has been a failure 
to act honestly and reasonably. 

Again, what constitutes gross negligence is a matter of actual circumstance of the case.  
Such circumstances enunciated in some of the leading cases in which a chartered 
accountant was held guilty under clause (7) are discussed below: 

1. In M.C. Poddar vs. P.S. Sodhabsans (1954), a chartered accountant was found guilty of 
gross neglience as he failed to indicate the mode of valuation of investments in shares 
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as required by the Companies Act and also draw attention to the inclusion of uniforms 
in the depreciation account. 

2. In Re. S.N. Das Gupta (1955), the failure to verify the cash balance in hand in a bank 
audit constituted gross negligence. 

3. In Re. V.K. Madhawa Rao (1956), a chartered accountant issued false certificate 
regarding circulation figures of newspapers. 

4. In Controller of Insurance vs. H.S. Das (1957), the chartered accountant was held liable 
as he had issued the wrong certificate under Regulation 7(c) & 7(d)(i) of part I of the 
First Schedule to the Insurance Act, 1938. 

5. In the Chief Controller of Exports vs. G.P. Charya (1962), the chartered accountant 
issued a certificate containing false particulars regarding export of an items. 

14. (a) An auditor’s report is considered to be modified when it includes:  

(i) Matters That Do Not Affect the Auditor’s Opinion 

♦ emphasis of matter 

(ii) Matters That Do Affect the Auditor’s Opinion 

♦ qualified opinion 

♦ disclaimer of opinion 

♦ adverse opinion 

Matters That Do Not Affect the Auditor’s Opinion: In certain circumstances, an auditor’s 
report may be modified by adding an emphasis of matter paragraph to highlight a matter 
affecting the financial statements which is included in a note to the financial statements that 
more extensively discusses the matter.  The addition of such an emphasis of matter 
paragraph does not affect the auditor’s opinion.  The paragraph would preferably be included 
preceding the opinion paragraph and would ordinarily refer to the fact that the auditor’s 
opinion is not qualified in this respect. 

The auditor should modify the auditor’s report by adding a paragraph to highlight a material 
matter regarding a going concern problem where the going concern question is not resolved 
and adequate disclosures have been made in the financial statements. 

The auditor should consider modifying the auditor’s report by adding a paragraph if there is a 
significant uncertainty (other than going concern problem), the resolution of which is 
dependent upon future events and which may affect the financial statements. An uncertainty 
is a matter whose outcome depends on future actions or events not under the direct control 
of the entity but that may affect the financial statements. 

Matters that Do Affect the Auditor’s Opinion: An auditor may not be able to express an 
unqualified opinion when either of the following circumstances exists and, in the auditor’s 
judgment, the effect of the matter is or may be material to the financial statements: 

(a) there is a limitation on the scope of the auditor’s work; or 

(b) there is a disagreement with management regarding the acceptability of the accounting 
policies selected, the method of their application or the adequacy of financial statement 
disclosures. 

The circumstances described in (a) could lead to a qualified opinion or a disclaimer of 
opinion.  The circumstances described in (b) could lead to a qualified opinion or an adverse 
opinion.  These circumstances are discussed in paragraphs 42 - 47. 

(b) A qualified opinion should be expressed when the auditor concludes that an unqualified 
opinion cannot be expressed but that the effect of any disagreement with management is not 
so material and pervasive as to require an adverse opinion, or limitation on scope is not so 
material and pervasive as to require a disclaimer of opinion.  A qualified opinion should be 
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expressed as being ‘subject to’ or ‘except for’ the effects of the matter to which the 
qualification relates. 

A disclaimer of opinion should be expressed when the possible effect of a limitation on 
scope is so material and pervasive that the auditor has not been able to obtain sufficient 
appropriate audit evidence and is, accordingly, unable to express an opinion on the financial 
statements. 

An adverse opinion should be expressed when the effect of a disagreement is so material 
and pervasive to the financial statements that the auditor concludes that a qualification of 
the report is not adequate to disclose the misleading or incomplete nature of the financial 
statements. 

(c) Limitation on Scope: A limitation on the scope of the auditor’s work may sometimes be 
imposed by the entity, for example, when the terms of the engagement specify that the 
auditor will not carry out an audit procedure that the auditor believes is necessary.  However, 
when the limitation in the terms of a proposed engagement is such that the auditor believes 
the need to express a disclaimer of opinion exists; the auditor should ordinarily not accept 
such a limited engagement as an audit engagement, unless required by statute.  Also, a 
statutory auditor should not accept such an audit engagement when the limitation infringes 
on the auditor’s statutory duties. 

 A scope limitation may be imposed by circumstances, for example, when the timing of the 
auditor’s appointment is such that the auditor is unable to observe the counting of physical 
inventories.  It may also arise when, in the opinion of the auditor, the entity’s accounting 
records are inadequate or when the auditor is unable to carry out an audit procedure 
believed to be desirable.  In these circumstances, the auditor would attempt to carry out 
reasonable alternative procedures to obtain sufficient appropriate audit evidence to support 
an unqualified opinion. 

 When there is a limitation on the scope of the auditor’s work that requires expression of a 
qualified opinion or a disclaimer of opinion, the auditor’s report should describe the limitation 
and indicate the possible adjustments to the financial statements that might have been 
determined to be necessary had the limitation not existed. 

 Disagreement with Management: The auditor may disagree with management about 
matters such as the acceptability of accounting policies selected, the method of their 
application, or the adequacy of disclosures in the financial statements.  If such 
disagreements are material to the financial statements, the auditor should express a 
qualified or an adverse opinion. 

15. The Central Government, in exercise of the powers conferred, under sub-section (4A) of section 
227 of the Companies Act, 1956 (hereinafter referred to as “the Act”), has issued the Companies 
(Auditor’s Report) Order, 2003. The Order contains certain matters on which the auditors of 
companies (except of those categories of companies which are specifically exempted under the 
Order) have to make a statement in their audit report.   

Companies Covered by the Order: The Order applies to all companies except certain categories 
of companies specifically exempted from the application of the Order. The Order also applies to 
foreign companies as defined in section 591 of the Act.  The Order is also applicable to the audits 
of branch(es) of a company under the Act since sub-section 3(a) of section 228 of the Act clearly 
specifies that a branch auditor has the same duties in respect of audit as the company’s auditor. It 
is, therefore, necessary that the report submitted by the branch auditor contains a statement on 
all the matters specified in the Order to enable the company’s auditor to consider the same while 
complying with the provisions of the Order.  

The Order specifically exempts banking companies, insurance companies and companies which 
have been licensed to operate under section 25 of the Act.  The Order also exempts from its 
application a private limited company which fulfils all the following conditions: 

(i) its paid-up capital and reserves are rupees fifty lakhs or less; 
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(ii) it has not accepted any public deposit; 

(iii) it has no outstanding loan of rupees ten lakhs or more from any bank or financial institution; 
and 

(iv) its turnover does not exceed rupees five crores. 

A private limited company, in order to be exempt from the applicability of the Order, must satisfy 
all the conditions mentioned above cumulatively. In other words, even if one of the conditions is 
not satisfied, a private limited company’s auditor has to report on the matters specified in the 
Order. 

16. Exemption to Private Limited Companies: One of the conditions imposed by the Order for 
exempting a private limited company is that it should not have accepted any public deposits. It 
may be noted that by virtue of the provisions of clause (iii) of sub-section (1) of section 3 of the 
Act, if a private company invites/accepts any deposit from persons other than its members, 
directors or relatives, it would not be covered by the definition of a “private company”. However, if 
a private company invites or accepts deposits from persons other than its members, directors or 
their relatives, apart from other consequences under the Act, the Order would become applicable 
to such a company and the auditor would, accordingly, have to include a statement on the matters 
specified in the Order.  In such a case, the auditor should also consider the effect of the invitation 
or acceptance of deposits on his report on the financial statements of such a private company.  

Paid-up Capital and Reserves: Sub-section (32) of section 2 of the Act defines the term “paid-up 
capital” as capital credited as paid-up. The Guidance Note on Terms Used in Financial 
Statements, issued by the Institute of Chartered Accountants of India, defines the term “paid-up 
share capital” as, “that part of the subscribed share capital for which consideration in cash or 
otherwise has been received. This includes bonus shares allotted by the corporate enterprise”. 
Paid-up share capital would include both equity share capital as well as the preference share 
capital. While calculating the paid-up capital, amount of calls unpaid should be deducted from and 
the amount originally paid-up on forfeited shares should be added to the figure of paid-up capital.  
Share application money received should not be considered as part of the paid-up capital. 

For determining the applicability of the Order to a private limited company, both capital as well as 
revenue reserves should be taken into consideration while computing the limit of rupees fifty lakhs 
prescribed for paid-up capital and reserves. Revaluation reserve, if any, should also be taken into 
consideration while determining the figure of reserves for the limited purpose of determining the 
applicability of the Order.  The credit balance in the profit and loss account should also be 
considered as a part of reserve since the balance in the profit and loss account is available for 
general purposes like declaration of dividend.  The debit balance of the profit and loss account, if 
any, should be reduced from the figure of revenue reserves. However, miscellaneous expenditure 
to the extent not written off should not be deducted from the figure of reserves for the purpose of 
computing the above limit. 

Public Deposit: The term “public deposit” has not been defined in the Act. The Guidance Note on 
Terms used in Financial Statements defines the term “public deposit” as “fixed deposits accepted 
by an enterprise from the public in accordance with the Rules made in this behalf.” The 
explanation to section 58A of the Act provides that the term “deposit” means any deposit of 
money with, and includes any amount borrowed by a company but shall not include such 
categories of amount as may be prescribed in consultation with the Reserve Bank of India.  
Deposits (within the meaning of section 58A of the Act) accepted from public in accordance with 
the prevailing Rules made in this behalf should be construed to mean “public deposits” for the 
purposes of the Order.  In exercise of the powers conferred by section 58A, the Central 
Government, in consultation with the Reserve Bank of India, has issued The Companies 
(Acceptance of Deposits) Rules, 1975. The Rules, apart from containing the list of categories of 
amounts not to be included in the meaning of the term “deposits”, contain the limits up to which, 
the manner in which and the conditions subject to which deposits may be invited or accepted by a 
company either from the public or from its members.  
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Loan Outstanding: Loans from banks or financial institutions are normally in the form of term 
loans, demand loans, export credits, working capital limits, cash credits, overdraft facilities, bills 
purchased or discounted.  Outstanding balances of such loans should be considered as loan 
outstanding for the purpose of computing the limit of rupees ten lakhs.  Non-fund based credit 
facilities to the extent such facilities have devolved and have been converted into fund-based 
credit facilities should also be considered as outstanding loan.  In case of term loans, interest 
accrued and due is considered as a loan whereas interest accrued but not due is not considered 
as a loan.  It is clarified that since the words used by the Order are ‘any bank or financial 
institution’, the limit of ten lakhs rupees or more applies in aggregate to all loans and not with 
reference to each bank or financial institution. For example, if a private limited company has three 
outstanding loans of rupees four lakhs each from two banks and a financial institution, the Order 
would be applicable to such a private limited company irrespective of the fulfilment of the other 
conditions laid down for exemption from the applicability of the Order.  

Financial Institution: Explanation to sub-clause (xi) of Rule 2(b) of the Companies (Acceptance 
of Deposits) Rules, 1975 explains the term “financial institution” for the purposes of the said sub-
clause.  Therefore, the term “financial institution” used in the Order should be construed to have 
the same meaning as assigned to it in the explanation to the said sub-clause in the Companies 
(Acceptance of Deposits) Rules, 1975.  It may, however, be noted that a non-banking financial 
company is not a “financial institution”.   

Turnover: The term, “turnover”, has not been defined by the Order. Part II of Schedule VI to the 
Act, however, defines the term “turnover” as the aggregate amount for which sales are effected by 
the company.  It may be noted that the “sales effected” would include sale of goods as well as 
services rendered by the company. In an agency relationship, turnover is the amount of 
commission earned by the agent and not the aggregate amount for which sales are effected or 
services are rendered.  The term “turnover” is a commercial term and it should be construed in 
accordance with the method of accounting regularly employed by the company.  For ascertaining 
the limit of rupees five crores: 

(a) sales tax collected or excise duties collected should not be taken into account if they are 
credited separately to sales tax account or excise duty account; 

(b) trade discounts should be deducted from the figure of turnover; 

(c) commission allowed to third parties should not be deducted from the figure of turnover; and 

(d) sales returns should be deducted from the figure of turnover even if the returns are from the 
sales made in the earlier years.   

Date of Determination of Limits: The Order does not clarify the point of time at which various 
limits laid down by the Order are to be tested for determining its applicability to a private limited 
company.  It is clarified that the Order would become applicable to a private limited company if, at 
any point of time, during the financial year covered by the audit report: 

(a) its paid-up capital and reserves exceed the limit of rupees fifty lakhs; or 

(b) its turnover exceeds rupees fifty crores; or 

(c) it has loan outstanding of rupees ten lakhs or more. 

17. The Order was issued in June 2003 and comes into force on the 1st day of July 2003. The Order, 
from the date it comes into force, supercedes the CARO, 2003.  Further, the Order requires that 
every report made by the auditor under section 227 of the Act on the accounts of every company 
examined by him to which the Order applies, for every financial year ending on any day on or 
after the commencement of this Order, shall contain matters specified in paragraphs 4 and 5 of 
the Order. This implies that the auditor’s report, on accounts in respect of financial year ending on 
or before 30th June 2003, even if issued on or after 1st July 2003 is not required to contain report 
on matters specified in the CARO, 2003.  However, the auditor’s report, in such cases, should 
include a statement on matters specified in the erstwhile CARO, 2003.   
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The Department of Company Affairs of the Government of India, subsequent to issuance of the 
Order, has issued a Circular numbered GC No. 32/2003 as regards the date of compliance with 
the Order. According to the Circular, the companies to whom the Order is applicable should make 
serious efforts to comply with the new Order from the effective date. In the cases of non-
compliance for accounts pertaining to financial year which closes on 31st December 2003 or 
earlier, Government would take a lenient view provided the accounts at least carry MAOCARO 
Report, if required. The circular, however, provides that accounts in respect of financial years 
ending on 1st January 2004 or thereafter, will have to strictly follow the CARO, 2003. 

18. The auditor’s report on the account of a company to which this Order applies shall include a 
statement on the following matters, namely: 

 (i) (a) whether the company is maintaining proper records showing full particulars, including 
quantitative details and situation of fixed assets; 

(b) whether these fixed assets have been physically verified by the management at 
reasonable intervals; whether any material discrepancies were noticed on such 
verification and if so, whether the same have been properly dealt with in the books of 
account; 

(c) if a substantial part of fixed assets have been disposed off during the year, whether it 
has affected the going concern; 

 (ii) (a) whether physical verification of inventory has been conducted at reasonable intervals 
by the management;  

(b) are the procedures of physical verification of inventory followed by the management 
reasonable and adequate in relation to the size of the company and the nature of its 
business. If not, the inadequacies in such procedures should be reported; 

(c) whether the company is maintaining proper records of inventory and whether any 
material discrepancies were noticed on physical verification and if so, whether the 
same have been properly dealt with in the books of account; 

 (iii) (a) has the company either granted or taken any loans, secured or unsecured to/from 
companies, firms or other parties covered in the register maintained under section 301 
of the Act. If so, give the number of parties and amount involved in the transactions. 

(b) whether the rate of interest and other terms and conditions of loans given or taken by 
the company, secured or unsecured, are prima facie prejudicial to the interest of the 
company;  

(c) whether payment of the principal amount and interest are also regular;  

(d) if overdue amount is more than one lakh, whether reasonable steps have been taken 
by the company for recovery/payment of the principal and interest; 

(iv) is there an adequate internal control procedure commensurate with the size of the company 
and the nature of its business, for the purchase of inventory and fixed assets and for the sale 
of goods. Whether there is a continuing failure to correct major weaknesses in internal 
control; 

 (v) (a) whether transactions that need to be entered into a register in pursuance of section 301 
of the Act have been so entered; 

(b) whether each of these transactions 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 five lakh 
rupees in respect of any party and in any one financial year). 

(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 and 58AA of the Act and the 
rules framed there under, where applicable, have been complied with. If not, the nature of 
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contraventions should be stated; If an order has been passed by Company Law Board 
whether the same has been complied with or not?  

(vii) in the case of listed companies and/or other companies having a paid-up capital and 
reserves exceeding Rs.50 lakhs as at the commencement of the financial year concerned, or 
having an average annual turnover exceeding five crore rupees for a period of three 
consecutive financial years immediately preceding the financial year concerned, whether the 
company has an internal audit system commensurate with its size and nature of its business; 

(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; 

 (ix) (a) 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, 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. 

(b) in case dues of sales tax/income tax/custom tax/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 may please be mentioned. 

(A mere representation to the Department shall not constitute the dispute). 

(x) whether in case of a company which has been registered for a period not less than five 
years, its accumulated losses at the end of the financial year are not less than fifty per cent 
of its net worth and whether it has incurred cash losses in such financial year and in the 
financial year immediately preceding such financial year also;  

(xi) whether the company has defaulted in repayment of dues to a financial institution or bank or 
debenture holders? If yes, the period and amount of default to be reported;  

(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 of pledge of shares, debentures 
and other securities; If not, the deficiencies to be pointed out. 

(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-owned funds 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 recognition 
and provisioning against sub-standard/default/loss assets; 

(c) whether the company has adequate procedures for appraisal of credit 
proposals/requests, assessment of credit needs and 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 and would be conducive to recovery of the loan 
amount; 

(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 securities 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; 

(xv) 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; 



 173 

(xvi) whether term loans were applied for the purpose for which the loans were obtained; 

(xvii) whether the funds raised on short-term basis have been used for long term investment and 
vice versa; If yes, the nature and amount is to be indicated; 

(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; 

(xix) whether securities have been created in respect of debentures issued? 

(xx) whether the management has disclosed on the end use of money raised by public issues 
and the same has been verified;  

(xxi) whether any fraud on or by the company has been noticed or reported during the year; If 
yes, the nature and the amount involved is to be indicated. 

(Note: For the purpose of students’ information all matters have been listed at one place.) 

19. (a) Default in Repayment of Dues: 

1. Under this clause, the auditor is required to report whether the company has defaulted 
in repayment of dues to a financial institution or bank or to debenture holders. If the 
answer is in the affirmative, the auditor is also required to mention the period of default 
and the amount of default. A question that arises is whether the scope of the auditor’s 
inquiry would cover defaults made by the company during the year only or whether the 
defaults committed in previous years and continuing uptil the year end would also be 
covered.  It is clarified that the auditor should report the period and amount of all 
defaults existing at the balance sheet date irrespective of when those defaults have 
occurred.   

2. Dues to financial institutions banks or debenture holders would include the principal as 
well as interest. 

3. The auditor should obtain a schedule of repayments to banks, financial institutions and 
debenture holders from the management of the company. The schedule should indicate 
the amount and the due dates of the payments that the company is required to make to 
banks, financial institutions and debenture holders.  

4. The auditor should examine the agreement or other documents containing the terms 
and conditions of the loans and borrowings of the company from banks and financial 
institutions. The auditor should also examine the debenture trust deed. This 
examination would enable the auditor in verifying the amount and due dates of the 
payments mentioned in schedule of repayments provided by the management of the 
company. The auditor should then verify whether the repayments as per the books of 
account are in accordance with the terms and conditions of the relevant agreement. 
The auditor should also satisfy himself that the repayment have actually been made to 
the party concerned.  

5. It may happen that the company might have submitted application for 
reschedulement/restructuring proposals to the lenders, which may be in different stages 
of processing. Submission of application for reschedulement/restructuring does not 
mean that no default has occurred. Accordingly, in such situations also the auditor 
should report the period of default and the amount of default. However, if the 
application for reschedulement of loan has been approved by the concerned bank or 
financial institution or if the default has been made good by the company during the 
accounting period covered by the auditor’s report, the auditor should state in his audit 
report the fact of reschedulement of loan or the fact of default having been made good. 

6. The auditor may come across a situation where there may be disputes between the 
company and the lender on certain issues relating to repayments. In all such situations, 
the auditor should give a disclaimer that since there is a dispute between the company 
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and the lender; he is unable to determine whether there is a default in repayment of 
dues to the lender concerned. 

 (b) Application of Term Loans: 

1. This clause requires the auditor to examine whether term loans were applied for the 
purpose for which these loans were obtained.  First of all, the auditor should ascertain 
whether the company has taken any “term loans”. Term loans normally have a fixed or 
pre-determined repayment schedule.  In the common parlance of the expression, loans 
with repayment period beyond 36 months are usually known as “term loans”.  Cash 
credit, overdraft and call money accounts/deposits are, therefore, not covered by the 
expression “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. 

2. The auditor should examine the terms and conditions subject to which the company has 
obtained the term loans.  The auditor should compare the purpose for which term loans 
were sanctioned with the actual utilisation of the loans. The auditor should obtain 
sufficient appropriate audit evidence regarding the utilisation of the amounts raised. If 
the auditor finds that the funds have not been utilized for the purpose for which they 
were obtained, the auditor’s report should state the fact. 

3. It is not necessary to establish a one-to-one relationship with the amount of term loan 
and its utilisation.  It is quite often found that the amount of term loan disbursed by the 
bank is deposited in the common account of the company from which subsequently the 
utilisation is made.  In such cases, it should not be construed that the amount has not 
been utilised for the purpose it was raised.   

4. It may happen that the company might have acquired improved version/model of assets 
as against the assets for which the loan had been sanctioned.  For example, if out of a 
loan sanctioned for purchase of machinery to be used for manufacture of shoe upper is 
instead used to purchase a machine, which apart from manufacturing shoe uppers has 
certain additional manufacturing facilities.  In such cases, it should not be construed 
that the loan has not been applied for the purpose for which it was raised. 

5. During construction phase, companies, generally, temporarily invest the surplus funds 
to reduce the cost of capital or for other business reasons. However, subsequently the 
same are utilised for the stated objectives. In such cases, the auditor should mention 
the fact that pending utilisation of the term loan for the stated purpose, the funds were 
temporarily used for the purpose other than for which the loan was sanctioned but were 
ultimately utilised for the stated end-use. 

6. It may so happen that the term loans taken during the year might not have been applied 
for the stated purpose during the year, for example, the loan was disbursed at the fag 
end of the year.  In such a case, the auditor should mention in his audit report that the 
term loan obtained during the year has not been utilised.  This also implies that the 
auditor, while making inquiry in respect of this clause, should also consider the term 
loans which although were taken in the previous accounting period but have been 
actually utilised during the current accounting period.   

 (c) Use of Funds raised on short-term basis for long-term investment and vice versa: 

1. The principles of financial management suggest that the long-term assets of an 
enterprise should be financed from long-term funds.  The genesis of the principle is that 
if funds raised from short-term sources are used for long-term investments, the 
enterprise can face liquidity problems as soon as the short-term sources fall due for 
payment.  However, an exception to the principle would be the situation where an 
enterprise is able to generate sufficient funds from long-term sources either through its 
operations or other means to meet the working capital requirements arising from the 
event of short-term sources falling due for payment. The application of the principle is 
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considered to be of utmost importance for the financial health of an enterprise. The 
clause requires the auditor to comment whether the funds raised on short-term basis 
have been used for long-term investment and vice versa, so that the readers can 
assess whether the company has followed the above-mentioned principle of financial 
management.  Examples of use of funds raised on short-term basis and used for long-
term purposes would include investing money from overdraft facilities in long-term 
investments in shares of subsidiaries/associates/joint ventures or investing money 
raised from public deposits due for repayment in three years in a project whose pay 
back period is ten years. 

2. The auditor uses the data contained in the balance sheet to ascertain whether the 
funds raised on short-term basis have been used for long-term investment and whether 
the funds raised on long-term basis have been used for short-term purposes.  Short-
term sources of funds include temporary credit facilities like cash credits, overdraft. 
Reduction in current assets or increase in current liabilities are also sources of short-
term increase in funds. Long-term sources of funds would include share capital, 
reserves and surplus, provision for depreciation, long-term debt securities, long-term 
loans. Long-term application of funds includes investment in fixed assets, long-term 
investments in share debentures and other securities and other assets of similar 
nature, repayment of long-term loans and advances or redemption of long-term debt or 
securities, etc.  Application of funds which is not long-term may be categorised as the 
short-term application. Increase in current assets or decrease in current liabilities also 
indicate short-term application of funds. 

3. The auditor should determine the long-term sources and the long-term application of 
funds by a company using the data contained in the financial statements. If the 
quantum of long-term funds of a company is not significantly different from the long-
term application of funds, it is an indication that the long-term assets of the company 
are financed from the long-term sources. However, if the quantum of long-term funds is 
significantly less than the long-term application of funds, it is an indication that short-
term funds have been used to finance the long-term assets of the company. Similarly, if 
the quantum of long-term funds is significantly more than the long-term application of 
funds, it is an indication that long-term funds have been used to finance the short-term 
assets of the company. The difference between the figures of long-term funds and long-
term assets of the company indicate the extent to which short-term funds have been 
used to finance long-term assets of the company.  Similarly, the difference between the 
figures of short-term funds and short-term assets indicate the extent to which long-term 
funds have been used to finance short-term assets of the company. 

4. Working capital is normally understood to be a short-term application of funds which 
keeps on changing its form throughout the working capital cycle. It may, however, be 
noted that core or permanent working capital of an enterprise should be financed from 
long-term funds (preferably the owners’ capital). Core or permanent working capital is 
that component of the working capital of the enterprise that always remains invested in 
business and is never allowed to exit. Therefore, if the quantum of long-term funds is 
significantly more than the long-term application of funds, the auditor should determine 
whether long-term funds have been used to finance the core working capital of the 
company.  

5. Certain companies deploy funds based on their respective maturity pattern as a risk 
management technique.  In case a company does so, it would be easier for the auditor 
to comment upon the clause since a comparison of sources of funds with their 
deployment based on their respective maturity patterns would be a significantly more 
sophisticated way of analysing whether short-term funds have been used to finance 
long-term assets of the company.   To take a highly simplified example, if an enterprise 
has a 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 
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analysis would indicate the potential inability to meet the liability on the debt on due 
date, but the traditional analysis would not do so. 

20. (a) End-use of Funds: 

1. In case the company has made a public issue of any of its securities like shares, 
preference shares, debentures and other securities, the auditor is required to report 
upon the disclosure of end-use of the money by the management in the financial 
statements.  The auditor is also required to state whether he has verified the disclosure 
made by the management in this regard. 

2. Currently, there is no legal requirement under the Act to disclose the end use of money 
raised by public issues in the financial statements.  The companies, however, make 
such a disclosure in the Board’s Report.  Schedule VI to the Act requires that only 
unutilized amount of any public issue made by the company should be disclosed in the 
financial statements of a company. In the absence of any legal requirement of such 
disclosure, it appears that the clause envisages that the companies should disclose the 
end use of money raised by the public issue in the financial statements by way of notes 
and the auditor should verify the same.   

3. It may also be noted that according to the SEBI (Disclosure & Investor Protection) 
Guidelines, in case the issue exceeds Rs. 500 crores, the issuer company is required 
to make arrangements for the use of proceeds of the issue to be monitored by financial 
institutions. The monitoring agency so appointed is required to submit its report to the 
SEBI, on a half-yearly basis, till the completion of the project.  In case, the company 
has appointed a monitoring agency for the purpose of the issue, reports of the 
monitoring agency would also be helpful to the auditor while reporting under the clause.   

4. Normally, the companies do mention the end-use of the money proposed to be raised 
through the public issues in the prospectus. An examination of the prospectus would 
provide the auditor an understanding of the proposed end-use of money raised from 
public. The auditor should verify that the amount of end-use of money disclosed in the 
financial statements by the management is not significantly different from the proposed 
and actual end use. The auditor should 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. If the auditor is of the opinion that adequate disclosure in this regard has 
not been made in the financial statements, the auditor should state the fact of 
inadequate disclosures in his audit report.  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 contributed to the 
auditor’s inability to verify the disclosure.  

Whether any fraud on or by the company has been noticed or reported during the year, If 
yes, the nature and the amount involved is to be indicated. [Paragraph 4(xxi)] 

 (b) Reporting of Frauds noticed or reported: 

1. This clause requires the auditor to report whether any fraud has been noticed or 
reported either on the company or by the company during the year. If yes, the auditor is 
required to state the amount involved and the nature of fraud. The clause does not 
require the auditor to discover the frauds on the company and by the company.  
Irrespective of the auditor’s comments under this clause, the auditor is also required to 
comply with the requirements of Auditing and Assurance Standard (AAS) 4, “The 
Auditor’s Responsibility to Consider Fraud and Error in an Audit of Financial 
Statements”. 

2. The term "fraud" refers to an intentional act by one or more individuals among 
management, those charged with governance, employees, or third parties, involving the 
use of deception to obtain an unjust or illegal advantage.  Although fraud is a broad 
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legal concept, the auditor is concerned with fraudulent acts that cause a material 
misstatement in the financial statements.  

3. Two types of intentional misstatements are relevant to the auditor's consideration of 
fraud—misstatements resulting from fraudulent financial reporting and misstatements 
resulting from misappropriation of assets. 

4. Fraudulent financial reporting involves intentional misstatements or omissions of 
amounts or disclosures in financial statements to deceive financial statement users.  
Fraudulent financial reporting may involve: 

(a) Deception such as manipulation, falsification, or alteration of accounting records 
or supporting documents from which the financial statements are prepared. 

(b) Misrepresentation in, or intentional omission from, the financial statements of 
events, transactions or other significant information. 

(c) Intentional misapplication of accounting principles relating to measurement, 
recognition, classification, presentation, or disclosure. 

5. Misappropriation of assets involves the theft of an entity's assets.   Misappropriation of 
assets can be accomplished in a variety of ways (including embezzling receipts, 
stealing physical or intangible assets, or causing an entity to pay for goods and 
services not received); it is often accompanied by false or misleading records or 
documents in order to conceal the fact that the assets are missing. 

6. 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. 

7. 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.  
In some circumstances, management may not believe that certain of the uncorrected 
financial statement misstatements aggregated by the auditor during the audit are 
misstatements.  For that reason, management may want to add to their written 
representation words such as, "We do not agree that items …… and ….… constitute 
misstatements because [description of reasons]." 

21. (a) Rights and Duties of an Auditor: Under section 17 of the Co-operative Societies Act, 1912, 
the auditor has at all times access to all the books, accounts, papers and securities of the 
society.  Further, every officer of the society is bound to furnish to him such information 
regarding the transactions and the working of the society as he may require.  Many state 
Acts give even wider powers to the auditor of a cooperative society. 

The duties of an auditor of a cooperative society are quite onerous.  His task is not limited in 
conducting a verificatory audit aimed at reporting on the true and fair view of the annual 
financial statements.  The auditor of a cooperative society is also required to point out 
various irregularities, improprieties, and departures from the provisions of the Act, rules 
framed thereunder, and the bye-laws of the society.  He may also be called upon to evaluate 
the performance of the society.  Thus, the audit of a cooperative society extends far beyond 
the scope of normal commercial audit.  This is because the affairs of cooperative societies 
are often managed by persons who do not possess adequate managerial or technical skills.  
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Hence, the auditor acts as a professional evaluator of the transactions and working of the 
cooperative society. 

Section 17 specifically requires the auditor to conduct an examination of the overdue debts, 
if any, and a valuation of the assets and liabilities of the society.  Apart from this, the form in 
which the auditor has to submit his audit report reveals the nature of his duties. 

(b) Duties of an Auditor under Section 45MA of RBI Act, 1937: Under section 45MA of the 
Reserve Bank of India Act, 1934, the auditor of a non-banking institution (i.e., a non-banking 
financial company or miscellaneous non-banking company) is required to inquire, in case it 
has accepted deposits, whether it has furnished to RBI certain specified information relating 
to such deposits.  In case the company has not done so, the auditor is required to make a 
report to RBI giving the aggregate amount of such deposits held and has also to include the 
contents of such report (or intended report) in his audit report to the shareholders under 
section 227(2) of the Companies Act.  Accordingly, a paragraph on the following lines can be 
added by the auditor at the end of his report to the shareholders. 

We have not been satisfied on our enquiry during the course of our audit that the company 
has furnished the requisite statements, information or particulars required to be furnished to 
the Reserve Bank of India under Chapter III-B of the Reserve Bank of India Act, 1934, and 
the aggregate amount of the total deposits outstanding as at the last date of the financial 
year, i.e….. is Rs….. 

(c) Inter-Office Adjustments: A large number of transactions involving bills of exchange, 
demand drafts, telegraphic transfers, travellers’ cheques, cash remittances, currency-chest 
transactions, etc., take place between different branches of a bank.  The branch which 
initiates a transaction (‘the originating branch’) sends the advice of a transaction to the other 
branch (‘the responding branch’).  In the books of a branch, the debit and credit entries 
pertaining to another branch as resulting from inter-branch transactions are not set-off; this 
process is carried out at the head office.  Each branch normally sends to the head office a 
daily statement for reconciliation purposes, listing all inter-branch transactions originating 
from or responded to by the branch. 

 RBI guidelines require banks to maintain category-wise accounts of various types of 
transactions put through inter-branch accounts.  It is required that banks should arrive at the 
category-wise position of unreconciled entries outstanding in the inter-branch accounts for 
more than six months as on the balance sheet date and make full provision for the 
aggregate net debit under all categories. 

 The auditor should familiarize himself with the procedure followed by the branch for 
recording inter-branch transactions and determine whether the procedure is such as would 
facilitate compliance by the bank with the aforesaid requirements of RBI.  He should 
evaluate the efficacy of the internal control procedures to ensure the accuracy and timely 
dispatch of branch daily statements and ascertain whether the branch responds quickly to 
queries received from the head office in respect of errors in branch daily statements and 
long outstanding items.  The auditor should verify the year-end balance stated in the balance 
sheet with reference to the ledger balances and the closing balance as per the branch daily 
statement for the last day of the year.  A sample of other branch daily statements should 
also be examined with reference to balances in the general ledger. 

 While verifying the closing balance, special attention should be paid to old outstanding 
entries (particularly debit entries), reversal entries indicating the possibility of irregular 
payment or fraud, items in the nature of cash-in-transit (e.g., cash meant for deposit into 
currency chest) which remain pending for more than a reasonable period, and any unusual 
items put through inter-branch accounts.  Similarly, special attention should be paid to 
encashment of dividend warrants/interest warrants/refund orders, etc.  The auditor should 
obtain ageing statements of debit balances appearing in these accounts and enquire into old 
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balances.  The auditor should also test check the computation of interest on inter-branch 
transactions by the branch. 

(d) Format of Audit Report in case of Audit of Accounts of Number of a Stock Exchange:  
The auditor should submit his report in the following form: 

“We have audited the attached balance sheet of M/s ABC at …… and the profit and loss 
account for the year ended on that date annexed thereto and report that: 

(a) We have obtained all the information and explanations which to the best of our 
knowledge and belief were necessary for the purpose of our audit. 

(b) In our opinion, proper books of account and records as specified in Rule 15 of the 
Securities Contracts (Regulation) Rules, 1957 have been kept, so far as appears from 
our examination of such books. 

(c) The stock broker has complied with the requirements of the stock exchange so far as 
they relate to maintenance of accounts and was regular in submitting the required 
accounting information to the stock exchange. 

(d) The balance sheet and the profit and loss account referred to in this report are in 
agreement with the books of account. 

(e) In our opinion and to the best of our information and according to the explanation given 
to us, the said balance sheet and the profit and loss account read together with the 
notes thereon give a true and fair view insofar as it relates to the balance sheet, of the 
state of affairs of M/s ABC, and insofar as it relates to the profit and loss account, of the 
profit of M/s ABC for the year ended on that date. 

In case the stock-broker happens to be a company, the audit report will also have to contain 
any additional assertions required under the Companies Act, 1956. 

The audit should be completed within six months of the date of closing of the books of 
account.  In individual cases, an extension within six months of the date of closing of the 
books of account.  In individual cases, an extension for a period not exceeding three months 
may be granted by the Executive Director / Secretary of the stock exchange concerned, if he 
is satisfied that adequate reasons exist for granting such an extension. 

The audit report should be made out in triplicate and addressed to the member of the stock 
exchange.  The member should submit, within 30 days of the receipt of the audit report, two 
copies thereof to the Executive Director/Secretary of the stock exchange concerned, who 
should submit one of the copies of all audit reports received during a quarter to the Ministry 
of Finance within one month of the end of the quarter. 

(e) Auditor’s Responsibilities in respect of Disqualification of Directors: The auditor’s 
report has also to state whether “any director is disqualified from being appointed as director 
under clause (g) of sub-section (1) of section 274”. 

 Section 274(1)(g) states as follows: 

 “274(1) A person shall not be capable of being appointed director of a company, if … 

    (g) such person is already a director of a public company which, -  

(A) has not filed the annual accounts and annual returns for any continuous three financial 
years commencing on and after the first day of April, 1999; or 

(B) has failed to repay its deposit or interest thereon on due date or redeem its debentures 
on due date or pay dividend and such failure continues for one year or more; 

Provided that such person shall not be eligible to be appointed as a director of any other 
public company for a period of five years from the date on which such public company in 
which he is a director failed to file annual accounts and annual returns under sub-clause (a) 
or has failed to repay its deposit or interest or redeem its debentures on due date or pay 
dividend referred to in clause (B).” 
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According to a notification of the central government, the provisions of section 274(1)(g) are 
not applicable to a government company.  The Department of Company Affairs has also 
clarified the nominee directors appointed on the boards of public companies by (i) public 
financial institutions within the meaning of section 4A of the Act; (ii) central or state 
government; and (iii) banking companies are also exempt from the provisions of section 
274(1)(g) of the Act. 

From the guidance note of ICAI and the rules framed by the Central Government in this 
regard, the following position seems to emerge. 

1. As per the rules specified by the Central Government, the disqualification applies only 
to appointment or reappointment as director in public companies (including a public 
company which has been granted a license under section 25).  However, the reporting 
requirement under section 227(3)(f) applies to auditor of every company, whether 
public or private.  Thus, even the auditor of a private company has to report whether 
any director of the private company is disqualified being appointed as director of a 
public company under section 274(1)(g). 

2. The disqualification does not mean that as soon as the event attracting the 
disqualification arises, the director has to vacate his office.  The disqualification will 
operate only with respect to his appointment/reappointment  as a director in another 
public company. 

3. The disqualification arises immediately on the happening of either of the two specified 
events and can, thus, arise at any point of time during the year under audit.  However, 
for the purpose of reporting under section 227(3)(f), the balance sheet date is the 
relevant date for the auditor to consider whether or not any of the directors of the 
company has attracted the disqualification. 

4. There are two events either of which would result in disqualification of a director of 
public company: 

(a) If a public company has not filed annual accounts and annual returns for any 
continuous three financial years commencing on or after April 1, 1999, the 
persons who are directors of the company (the ‘disqualifying company’) on the last 
due date for filing the annual accounts and the annual returns as aforesaid would 
attract the disqualification as of that date.  It may be noted that the way the 
section is worded, the failure should be with respect to non-filing of both, the 
annual accounts and the annual returns.  The term ‘last due date’ here refers to 
the last date by which the annual accounts and the annual return for the last of the 
three consecutive years should have been filed. 

(b) If a public company has failed to repay any deposit or interest thereon or redeem 
its debentures or pay any declared dividend on the due date and such failure 
continues for one year or more, the directors of that company attract the 
disqualification on expiry of one year from the respective due date.  The rules also 
provide that the disqualification covers all persons who have been directors in the 
relevant year from the due date to the expiry of one year after the due date.  It has 
been clarified by the rules that non-payment of dividend on account of the 
dividend not being claimed will not result in disqualification. 

5. If either event referred to above occurs, the defaulting company has to immediately file 
a return (Form DD-B) with the Registrar of Companies giving names and addresses of 
the directors.  These details will then be put on the website of the Department of 
Company Affairs. 

6. Every director of a public company, before he is appointed or re-appointed, has to file 
with the board of directors of the company an intimation (Form DD-A) confirming 
whether or not he has incurred any disqualification under section 274(1)(g). 
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7. As per the rules – 

(a) it shall be the duty of statutory auditor of the appointing company as well as 
disqualifying company as required under section 227(3)(f), to report to the 
members of the company whether any director is disqualified from being 
appointed as director under section 274(1)(g) and to furnish a certificate each year 
as to whether on the basis of his examination of the books and records of the 
company, any director of the company is disqualified for appointment as a director 
or not.  (ICAI’s guidance note suggests that the certificate envisaged by the Rules 
framed under section 274(1)(g) should be addressed to the board of directors of 
the company.  An illustrative format of the certificate is also given in an appended 
to the guidance note.) 

(b) It shall be the duty of the statutory auditors of the disqualifying company, as 
required under section 227(3)(f), to report to the members of the company 
whether any director in the company has been disqualified during the year from 
being reappointed as director, or being appointed as director in another company 
under section 274(1)(g). 

8. To discharge his responsibilities, the auditor should carry out the following procedures, 

(a) Obtain a written representation from the company as to: 

(i) Names of directors of the company during the period covered by the auditor’s 
report (showing separately the names of nominee directors) along with 
particulars of appointment/reappointment, resignation, retirement, etc., of 
each of the above directors. 

(ii) Whether each relevant director has submitted Form DD-A. 

(iii) Whether the information contained in the register of directors maintained 
under section 303(1) is updated to show the position as on the balance sheet 
date. 

(iv) Whether the company has committed any default under section 274(1)(g). 

(v) In case the company has committed a default of the aforesaid nature, 
whether the company has furnished Form DD-B. 

(b) Require each director to give a written representation in respect of each public 
company of which he is/was a director during the last five years stating whether or 
not such public company has defaulted in terms of section 274(1)(g).  
Alternatively, the director can give the legal compliance report of each relevant 
company which confirms compliance with the aforesaid section.  The 
representations/legal compliance reports should be taken on record by the board 
of directors of the auditee company. 

(c) Examine the register of directors kept under section 303(1), the intimation filed by 
each director on his appointment or reappointment (Form DD-A) as well as the 
return filed by the company (Form DD-B), if any, and written representation/legal 
compliance report given by each director. 

9. In case the auditee company itself has defaulted under section 274(1)(g), the auditor 
should report that all its directors are disqualified under the said section. 

10. An example of an unqualified assertion in the matter is given below: 

On the behalf of the written representations received from the directors, and taken on record 
by the Board of Directors, we report that none of the directors is disqualified as on March 31, 
2XXX from being appointed as a director in terms of clause (g) of sub-section (1) of section 
274 of the Companies Act, 1956. 
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22. (a) Section 292A of the Companies Act, 1956 relating to Audit Committee contain following 
provisions: 

(1) Every public company having paid-up capital of not less than five crores of rupees shall 
constitute a committee of the Board known as “Audit Committee” which shall consist of 
not less than three directors and such number of other directors as the Board may 
determine of which two-thirds of the total number of members shall be directors, other 
than managing or whole-time directors.  

(2) Every Audit Committee constituted under sub-section (1) shall act in accordance with 
terms of reference to be specified in writing by the Board. 

(3) The members of the Audit Committee shall elect a chairman from amongst themselves. 

(4) The members of the company shall disclose the composition of the Audit Committee. 

(5) The auditors, the internal auditor, if any, and the director-in-charge of finance shall 
attend and participate at meetings of the Audit Committee but shall not have the right to 
vote. 

(6) The Audit Committee should have discussions with the auditors periodically about 
internal control systems, the scope of audit including the observations of the auditors 
and review the half-yearly and annual financial statements before submission to the 
Board and also ensure compliance of internal control systems. 

(7) The Audit Committee shall have authority to investigate into any matter in relation to 
the items specified in this section or referred to it by the Board and for this purpose, 
shall have full access to information contained in the records of the company and 
external professional advice, if necessary. 

(8) The recommendations of the Audit Committee on any matter relating to financial 
management, including the audit report, shall be binding on the Board. 

(9) If the Board does not accept the recommendations of the Audit Committee, it shall 
record the reasons therefore and communicate such reasons to the shareholders. 

(10) The chairman of the Audit Committee shall attend the annual general meetings of the 
company to provide any clarification on matters relating to audit. 

(11) If a default is made in complying with the provisions of this section, the company, and 
every officer who is in default, shall be punishable with imprisonment for a term which 
may extend to one year, or with fine which may extend to fifty thousand rupees, or with 
both.” 

(b) Environmental reporting is the term now commonly used to describe the disclosure by an 
entity of environmentally related data, verified (audited) or not, regarding environmental 
risks, environmental impacts, policies, strategies, targets, costs, liabilities or environmental 
performance to those who have an interest in such information as an aid to 
enabling/enriching their relationship with the reporting entity) via either 

(a) the annual report and accounts package; 

(b) a stand-alone corporate environmental performance report (CER); 

(c) a site-centered environmental statement; or 

(d) some other medium (e.g. staff newsletter, video, CD ROM, internet site) 

Different methodological approaches to environmental reporting have evolved, mainly 
because of local cultural/regulatory differences are as under: 

Compliance based reporting: Reporting the level of compliance with external regulations and 
consent limits is a common feature of the environmental reports of heavily regulated utilities 
(water, electricity). 

Impact based performance reporting: Most private sector companies that are not subject to 
specific consent requirements identify their key environment impacts and base their 
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reporting around target setting and performance (over time) in achieving those targets. 

The Eco-balance approach: Some companies (including many from Germany) construct a 
formal “eco-balance” (resource inputs vs. product and non-product output) from which they 
then derive performance indicators. 

The environmental burden approach (ICI0: ICI (the UK chemicals manufacturer) has 
developed an externally focused reporting approach which quantifies the company’s impact 
on 6 or 8 environmental quality measures. 

Environmental audits are becoming increasingly common in certain industries.  The term 
“environmental audit” has a wide variety of meanings.  They can be performed by external or 
internal experts (sometimes including internal auditors), at the discretion of the entity’s 
management.  In practice, persons from various disciplines can qualify to perform 
“environmental audits”.  Often the work is performed by a multi-disciplinary team.  Normally, 
“environmental audits” are performed at the request of management and are for internal use.  
They may address various subject matters, including site contamination, or compliance with 
environmental laws and regulations.  However, an “environmental audit” is not necessarily 
an equivalent to an audit of an environmental performance report. 



 184 

Appendices 

Appendix I – Statement on the Companies (Auditor’s Report) Order, 2003 

Appendix II – Guidance Note on Revision of the Audit Report 

Appendix III – Code of Ethics 

Appendix IV – Use of Institute’s Publications 

Appendix I 

Statement on the Companies (Auditor’s Report) Order, 2003 

Introduction 

1. The Central Government, in exercise of the powers conferred, under sub-section (4A) of section 
227 of the Companies Act, 1956 (hereinafter referred to as “the Act”), has issued the Companies 
(Auditor’s Report) Order, 2003 (hereinafter referred to as “the Order” or “the CARO, 2003”), vide 
Notification No. G.S.R. 480(E) dated June 12, 2003. The Order contains certain matters on which the 
auditors of companies (except of those categories of companies which are specifically exempted under 
the Order) have to make a statement in their audit report.  The text of the Order is given in Appendix I 
to the Statement. 

2. The Order supersedes the earlier Order issued in 1988, viz., the Manufacturing and Other 
Companies (Auditor’s Report) Order, 1988 (CARO, 2003). Appendix II to this Statement contains a 
clause-by-clause comparison of the reporting requirements of the Order and the erstwhile CARO, 
2003. It would be clear from the comparison that the Order seeks to rationalise the requirements of 
CARO, 2003.  While the Order contains certain new clauses, some of the clauses of the CARO, 2003 
have not found place in the Order. 

3. The purpose of this Statement1 is to enable the members to comply with the reporting 
requirements of the Order. It should, however, be noted that the clarifications and explanations 
contained in this Statement are not intended to be exhaustive and the auditors should exercise their 
professional judgment and experience on various matters on which they are required to report under 
the Order. 

General Provisions Regarding Auditor’s Report 

4. The requirements of the Order are supplemental to the existing provisions of section 227 of the 
Act regarding the auditor’s report. However, there are certain points of distinction between the Order 
and the requirements of section 227, which are as follows:  

(i) the provisions of sub-sections (1A), (2), (3) and (4) of section 227 are applicable to all 
companies while the Order exempts certain classes of companies from its application; and 

(ii) the provisions of sub-section (1A) require the auditor to make certain specific enquiries 
during the course of his audit. The auditor is, however, not required to report on any of the 
matters specified in the sub-section unless he has any special comments to make on the 
said matters. If he is satisfied with the results of his enquiries, he has no further duty to 
report that he is so satisfied. The Order, on the other hand, requires a statement on each of 
the matters specified therein even if he has no comments to make on any of the matter(s) 
contained in the Order. In that respect, the provisions of the Order are similar to the 
provisions of sub-sections (2), (3) and (4) of section 227. 

5. Another question that arises is about the status of the Order vis a vis the directions given by the 
Comptroller and Auditor General of India under section 619 of the Act. In this regard, it may be noted 
that the Order is supplemental to the directions given by the Comptroller and Auditor General of India 
                                                           
1 The ‘Statements’ are issued with a view to securing compliance by members on matters which in the opinion of the Council are 
critical for the proper discharge of their functions.’ Statements’ therefore are mandatory. Accordingly, while discharging their attest 
function, it will be duty of the members of the Institute to ensure that the ‘Statements’ relating to auditing matters are followed in the 
audit of financial information covered by their audit reports. If for any reason a member has not been able to perform an audit in 
accordance with such ‘Statements’, his report should draw attention to the material departures there from. Attention is invited in this 
regard to the “Clarification regarding Authority Attached to the Documents Issued by the Institute” published in the December, 1985 
issue of the Institute’s Journal “The Chartered Accountant”. 
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under section 619 in respect of government companies. These directions continue to be in force. 
Therefore, in respect of government companies, the matters specified in the Order will form part of the 
auditor’s report submitted to the members and the replies to the questionnaire issued by the 
Comptroller and Auditor General of India under section 619 will continue to be furnished as hitherto.  

6. The Order is not intended to limit the duties and responsibilities of auditors but only requires a 
statement to be included in the audit report in respect of the matters specified therein. For example, 
examination of the system of internal control is one of the basic audit procedures employed by the 
auditor. The fact that the Order requires a statement regarding the internal control applicable to 
purchases of inventories, fixed assets and sale of goods only is no justification for the auditor to 
conclude that an examination of internal control regarding the other areas of a company’s business is 
not important or not required.  

Applicability of the Order 

Companies Covered by the Order 

7. The Order applies to all companies except certain categories of companies specifically exempted 
from the application of the Order2. 

8. The Order also applies to foreign companies as defined in section 591 of the Act. According to 
sub-section (1) of the aforesaid section, companies falling under the following two classes are 
construed as foreign companies: 

(a) companies incorporated outside India which, after the commencement of the Act, establish a 
place of business within India; and 

(b) companies incorporated outside India which have, before the commencement of the Act, 
established a place of business within India and continue to have an established place of 
business within India at the commencement of the Act.  

9. The Order is also applicable to the audits of branch(es) of a company under the Act since sub-
section 3(a) of section 228 of the Act clearly specifies that a branch auditor has the same duties in 
respect of audit as the company’s auditor. It is, therefore, necessary that the report submitted by the 
branch auditor contains a statement on all the matters specified in the Order to enable the company’s 
auditor to consider the same while complying with the provisions of the Order.  

Companies not Covered by the Order 

10. The Order provides that it shall not apply to: 

(i) a banking company as defined in clause (c) of section 5 of the Banking Regulation Act, 1949 
(10 of 1949); 

(ii) an insurance company as defined in clause (21) of section 2 of the Companies Act, 1956 (1 
of 1956); 

(iii) a company licensed to operate under section 25 of the Companies Act, 1956 (1 of 1956); 
and 

(iv) a private limited company with a paid-up capital and reserves not more than rupees fifty 
lakhs and has not accepted any public deposit and does not have outstanding loan 
exceeding rupees ten lakhs or more from any bank or financial institution and does not have 

                                                           
2 The erstwhile MAOCARO, 1988 used to apply to every company engaged or proposed to engage in one or more of the following 
activities, namely: 
(a) manufactur ing,  mining or processing;  
(b) supply ing and render ing services; 
(c) t rading; and 
(d) the business of  f inancing,  investment,  chi t  fund,  nidhi  or  mutual  benef i t  societies. 
Al though the Order has done away wi th the concept of  appl icabi l i ty  based on activ i t ies in which a company 
is  engaged or proposes to engage, i t  s t i l l  contains def ini t ions of the terms l ike serv ice company, 
manufacturing company, mining company, trading company, etc.  
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a turnover exceeding rupees five crores. 3 

11. The Order specifically exempts banking companies, insurance companies and companies which 
have been licensed to operate under section 25 of the Act.  Section 25 applies to companies which 
have been formed or are about to be formed as limited companies for promoting commerce, art, 
science, religion, charity or any other useful object and which apply and intend to apply their profits, if 
any, or other income in promoting their objects and prohibit the payment of any dividend to their 
members. Such companies are usually in the form of clubs, chambers of commerce, research 
institutions, etc.  

12. The specific exemption under the Order is also given to companies licensed under section 25 of 
the Act. However, it would appear that in view of the provisions of section 656 of the Act, the 
exemption would also extend to similar companies registered under any earlier Companies Act.  

13. The Order also exempts from its application a private limited company which fulfils all the 
following conditions: 

(i) its paid-up capital and reserves are rupees fifty lakhs or less; 

(ii) it has not accepted any public deposit; 

(iii) it has no outstanding loan of rupees ten lakhs or more from any bank or financial institution; 
and 

(iv) its turnover does not exceed rupees five crores. 

14. A private limited company, in order to be exempt from the applicability of the Order, must satisfy 
all the conditions mentioned above cumulatively. In other words, even if one of the conditions is not 
satisfied, a private limited company’s auditor has to report on the matters specified in the Order.  

(i) Private Limited Company 

15. The term “private limited company”, as used in the Order, should be construed to mean a 
company registered as a “private company” {as defined in clause (iii) of sub-section (1) of section 3 of 
the Act} and which has a limited liability. In other words, the Order would be applicable to private 
unlimited companies irrespective of the size of their paid-up capital and reserves, turnover, borrowings 
from banks/financial institutions and acceptance of public deposits.   

16. One of the conditions imposed by the Order for exempting a private limited company is that it 
should not have accepted any public deposits. It may be noted that by virtue of the provisions of clause 
(iii) of sub-section (1) of section 3 of the Act, if a private company invites/accepts any deposit from 
persons other than its members, directors or relatives, it would not be covered by the definition of a 
“private company”. However, if a private company invites or accepts deposits from persons other than 
its members, directors or their relatives, apart from other consequences under the Act, the Order would 
become applicable to such a company and the auditor would, accordingly, have to include a statement 
on the matters specified in the Order.  In such a case, the auditor should also consider the effect of the 
invitation or acceptance of deposits on his report on the financial statements of such a private 
company.  

(ii) Paid-up Capital and Reserves 

17. Sub-section (32) of section 2 of the Act defines the term “paid-up capital” as capital credited as 
paid-up. The Guidance Note on Terms Used in Financial Statements, issued by the Institute of 
Chartered Accountants of India, defines the term “paid-up share capital” as, “that part of the subscribed 
share capital for which consideration in cash or otherwise has been received. This includes bonus 
shares allotted by the corporate enterprise”. Paid-up share capital would include both equity share 
capital as well as the preference share capital. While calculating the paid-up capital, amount of calls 
unpaid should be deducted from and the amount originally paid-up on forfeited shares should be added 
to the figure of paid-up capital.  Share application money received should not be considered as part of 
the paid-up capital. 

18. The Guidance Note on Terms Used in Financial Statements defines the term “reserve” as, “The 
                                                           
3 This exemption was not there in the erstwhile MAOCARO, 1988. 
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portion of earnings, receipts or other surplus of an enterprise (whether capital or revenue) appropriated 
by management for a general or specific purpose other than provision for depreciation or diminution in 
the value of assets or for a known liability.  The reserves are primarily of two types: capital reserves 
and revenue reserves”.  Clause 7(1)(b) of Part III of Schedule VI to the Act also defines the term 
“reserve” by way of a negative explanation. According to the said definition, the expression “reserve” 
does not include any amount written off by way of providing for depreciation, renewals or diminution in 
the value of assets or retained by way of providing for any known liability. Thus, a reserve has to be 
clearly distinguished from a provision. 

19. As mentioned in the preceding paragraph, reserves are primarily of two types–capital reserves 
and revenue reserves.  According to the Guidance Note on Terms Used in Financial Statements, the 
term “capital reserve” means “a reserve of a corporate enterprise which is not available for distribution 
as dividend”.  The said Guidance Note defines the term “revenue reserve” as “any reserve other than 
capital reserve”.  For determining the applicability of the Order to a private limited company, both 
capital as well as revenue reserves should be taken into consideration while computing the limit of 
rupees fifty lakhs prescribed for paid-up capital and reserves. Revaluation reserve, if any, should also 
be taken into consideration while determining the figure of reserves for the limited purpose of 
determining the applicability of the Order.  The credit balance in the profit and loss account should also 
be considered as a part of reserve since the balance in the profit and loss account is available for 
general purposes like declaration of dividend.  The debit balance of the profit and loss account, if any, 
should be reduced from the figure of revenue reserves. However, miscellaneous expenditure to the 
extent not written off should not be deducted from the figure of reserves for the purpose of computing 
the above limit. 

(iii) Public Deposit 

20. The term “public deposit” has not been defined in the Act. The Guidance Note on Terms used in 
Financial Statements defines the term “public deposit” as “fixed deposits accepted by an enterprise 
from the public in accordance with the Rules made in this behalf.” The explanation to section 58A of 
the Act provides that the term “deposit” means any deposit of money with, and includes any amount 
borrowed by a company but shall not include such categories of amount as may be prescribed in 
consultation with the Reserve Bank of India.  Deposits (within the meaning of section 58A of the Act) 
accepted from public in accordance with the prevailing Rules made in this behalf should be construed 
to mean “public deposits” for the purposes of the Order.  In exercise of the powers conferred by section 
58A, the Central Government, in consultation with the Reserve Bank of India, has issued The 
Companies (Acceptance of Deposits) Rules, 1975. The Rules, apart from containing the list of 
categories of amounts not to be included in the meaning of the term “deposits”, contain the limits up to 
which, the manner in which and the conditions subject to which deposits may be invited or accepted by 
a company either from the public or from its members.  The Companies (Acceptance of Deposit) Rules, 
1975 are reproduced in Appendix III to this Statement. 

(iv) Loan Outstanding  

21. Loans from banks or financial institutions are normally in the form of term loans, demand loans, 
export credits, working capital limits, cash credits, overdraft facilities, bills purchased or discounted.  
Outstanding balances of such loans should be considered as loan outstanding for the purpose of 
computing the limit of rupees ten lakhs.  Non-fund based credit facilities to the extent such facilities 
have devolved and have been converted into fund-based credit facilities should also be considered as 
outstanding loan.  In case of term loans, interest accrued and due is considered as a loan whereas 
interest accrued but not due is not considered as a loan.  It is clarified that since the words used by the 
Order are ‘any bank or financial institution’, the limit of ten lakhs rupees or more applies in aggregate 
to all loans and not with reference to each bank or financial institution. For example, if a private limited 
company has three outstanding loans of rupees four lakhs each from two banks and a financial 
institution, the Order would be applicable to such a private limited company irrespective of the 
fulfilment of the other conditions laid down for exemption from the applicability of the Order.  

(v) Financial Institution 

22. Explanation to sub-clause (xi) of Rule 2(b) of the Companies (Acceptance of Deposits) Rules, 
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1975 explains the term “financial institution” for the purposes of the said sub-clause.  Therefore, the 
term “financial institution” used in the Order should be construed to have the same meaning as 
assigned to it in the explanation to the said sub-clause in the Companies (Acceptance of Deposits) 
Rules, 1975.  It may, however, be noted that a non-banking financial company is not a “financial 
institution”.  A list of financial institutions covered under the Rules is given in Appendix IV to this 
Statement. 

(vi) Turnover 

23. The term, “turnover”, has not been defined by the Order. Part II of Schedule VI to the Act, 
however, defines the term “turnover”  as the aggregate amount for which sales are effected by the 
company.  It may be noted that the “sales effected” would include sale of goods as well as services 
rendered by the company. In an agency relationship, turnover is the amount of commission earned by 
the agent and not the aggregate amount for which sales are effected or services are rendered.  The 
term “turnover” is a commercial term and it should be construed in accordance with the method of 
accounting regularly employed by the company.  For ascertaining the limit of rupees five crores: 

(a) sales tax collected or excise duties collected should not be taken into account if they are 
credited separately to sales tax account or excise duty account; 

(b) trade discounts should be deducted from the figure of turnover; 

(c) commission allowed to third parties should not be deducted from the figure of turnover; and 

(d) sales returns should be deducted from the figure of turnover even if the returns are from the 
sales made in the earlier years.   

(vii) Date of Determination of Limits  

24. The Order does not clarify the point of time at which various limits laid down by the Order are to 
be tested for determining its applicability to a private limited company.  It is clarified that the Order 
would become applicable to a private limited company if, at any point of time, during the financial year 
covered by the audit report: 

(a) its paid-up capital and reserves exceed the limit of rupees fifty lakhs; or 

(b) its turnover exceeds rupees five crores; or 

(c) it has loan outstanding of rupees ten lakhs or more. 

Date of Coming into Force of the Order 

25. The Order was issued in June 2003 and comes into force on the 1st day of July 2003. The Order, 
from the date it comes into force, supercedes the CARO, 2003.  Further, the Order requires that every 
report made by the auditor under section 227 of the Act on the accounts of every company examined 
by him to which the Order applies, for every financial year ending on any day on or after the 
commencement of this Order, shall contain matters specified in paragraphs 4 and 5 of the Order. This 
implies that the auditor’s report, on accounts in respect of financial year ending on or before 30th June 
2003, even if issued on or after 1st July 2003 is not required to contain report on matters specified in 
the CARO, 2003.  However, the auditor’s report, in such cases, should include a statement on matters 
specified in the erstwhile CARO, 2003.   

26. The Department of Company Affairs of the Government of India, subsequent to issuance of the 
Order, has issued a Circular numbered GC No. 32/2003 as regards the date of compliance with the 
Order. According to the Circular, the companies to whom the Order is applicable should make serious 
efforts to comply with the new Order from the effective date. In the cases of non-compliance for 
accounts pertaining to financial year which closes on 31st December 2003 or earlier, Government 
would take a lenient view provided the accounts at least carry MAOCARO Report, if required. The 
circular, however, provides that accounts in respect of financial years ending on 1st January 2004 or 
thereafter, will have to strictly follow the CARO, 2003. The Circular is reproduced in Appendix V. 

27. The requirements of the Order apply in relation to full financial year irrespective of the fact that a 
part of such year may fall prior to the date of coming into force of the Order. Under some of the 
requirements of the Order, the auditor has to comment on the records maintained by the company, 
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systems and procedures in vogue. It is possible that during the period prior to 1st July 2003, many of 
the companies might not have maintained such records or established such systems and procedures 
as are envisaged in the Order primarily because such requirements were not part of erstwhile CARO, 
2003 and were thus, not required to be commented upon by the auditor.  It is advisable that in such 
situations, the auditor should also clearly mention the fact of non-maintenance of such records or non-
existence of systems and procedures while making comments under the relevant clauses. 

Period of Compliance 

28. A question may arise as to the period in relation to which the auditor should comment or report 
upon the matters specified in the Order. For example, several of the questions relate to the 
maintenance of proper records. What should be the position of the auditor when records were 
improperly maintained for some part of the financial year but have been properly maintained at the 
balance sheet date? One view of the matter would be that no adverse report is necessary since the 
deficiencies existing during the year have been rectified before the auditor makes his report. However, 
this view does not recognise the fact that maintenance of records is not an end by itself but is a 
necessary condition for the auditor to satisfy himself regarding the authenticity of the transactions on 
which he is reporting. The better view, therefore, is to consider that the auditor is reporting on the state 
of affairs as they existed during the accounting year and compliance with the requirements of the Order 
should be judged with reference to the whole accounting year and not merely with reference to the 
position existing at the balance sheet date or the date at which he makes his report. However, in 
deciding whether or not to make an adverse comment, the auditor should consider what detrimental 
effect, if any, has been caused by the failure to comply with the requirements of the Order for any part 
of the year. For example, if records for fixed assets were not properly maintained for some part of the 
year but were properly maintained at the balance sheet date and physical verification was made after 
the records were properly maintained, there is no detrimental effect on the company. However, if 
internal control with respect to the items specified in the relevant clause of the Order was inadequate 
during a part of the year, some detrimental effect on the company could have occurred.  

29. At the same time, the auditor cannot ignore the position existing at the balance sheet date or at 
the time at which he makes his report. The auditor might consider, in the light of the circumstances and 
provided he is able to satisfy himself regarding the facts, as to whether a reference to the state of 
affairs existing at the balance sheet date or at the date when he makes his report would not give a 
more complete picture to the members to whom he is reporting.  

30.  It is not necessary that the auditor should refer individually to each of the transactions throughout 
the year where there has not been compliance with the requirements of the Order unless the non-
compliance is so significant as to merit individual attention. Normally, it should be sufficient if he 
indicates in general terms whether or not the requirements have been complied with.  

General Approach 

31. In formulating a general approach to the requirements of the Order, it is necessary to take a view 
regarding the objective behind the issuance of the Order. The Order does not replace an audit by an 
investigation in respect of the matters specified therein. Several of these are matters which in any case 
are covered by an auditor in the normal course of his audit and the emphasis of the Order is not, 
therefore, on requiring the auditor to carry out an investigation but on requiring him to give specific 
information on certain aspects of his work.   

32. The auditor should, in regard to the requirements of the Order, apply the same degree of 
examination, as he would do in a normal audit. Thus, the degree of examination required should be 
such as is adequate to enable the auditor to comment on matters specified in the Order.  In this 
context, the auditor should also comply with the requirements of the Auditing and Assurance Standards 
(AASs) issued by the Institute.   

33. It is possible that for the purposes of the Order, the auditor may need greater information from the 
management and, therefore, closer interaction with the management becomes necessary. This will 
ensure that there is sufficient advance planning regarding the manner in which the examination 
necessary for reporting on matters specified in the Order will be carried out by the auditor and the form 
in which the company should keep its records so that they provide the necessary information and 
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evidence to the auditor. An example of this would be the documents and records to be maintained by 
the company to provide the requisite evidence to the auditor regarding verification of fixed assets or 
inventories. It is, therefore, suggested that the auditor should intimate to the management in writing his 
requirements before the commencement of each audit. The auditor should also consider intimating 
additional requirements, if any, during the course of the audit.  The auditor should also consider 
obtaining management representations, on matters on which the Order requires the auditor make a 
statement on certain aspects. An example of this would be the clause requiring the auditor to state 
whether the funds raised on short-term basis have been used for long-term investment.   

34.  For a number of reasons, the necessity for preserving working papers by the auditors assumes 
greater importance in the context of the requirements of the Order. Firstly, there should be evidence 
that the opinion expressed by the auditor is based on an examination made by him. Secondly, there 
should be evidence to show that in arriving at his opinion, the auditor has given due cognisance to the 
information and explanations given by the company and that his opinion is not arbitrary. Thirdly, there 
should be evidence to show that the information and explanations obtained were full and complete, 
that is, the auditor has called for all the information and explanations which were necessary to be 
considered before arriving at his opinion. Finally, there should be evidence to show that the auditor did 
not merely rely upon the information or explanations given by the company but that he subjected such 
information and explanations to reasonable tests to verify their accuracy and completeness.  

35. The auditor should comply with the requirements of Auditing and Assurance Standard (AAS) 3, 
“Documentation”.  The auditor may take the following steps to ensure that he has adequate working 
papers to support the conclusions drawn in his report: 

(a) submit to the company, a questionnaire on all important matters covered by the Order. 

(b) in addition, make specific inquiries in writing on all important matters not covered by the 
questionnaire. 

(c) insist that replies of the company are furnished in writing and are signed by a responsible 
officer of the company. 

(d) where the explanations are not already separately recorded, maintain a record of the 
discussions with the management. 

(e) prepare his own “check-list” in respect of the requirements of the Order and record the 
names of the members of his staff who made the examination and the name of the 
company’s staff who provided the information.4 

36. Where a requirement of the Order is not complied with but the auditor decides not to make an 
adverse comment, he should record in his working papers the reasons for not doing so, for example, 
the immateriality of the item.  

37. The auditor should observe the requirements of the Order in its spirit and not merely by its letter. 
This implies that the auditor should not give a narrow or restrictive interpretation to the Order. 
Moreover, the mere fact that the Order is confined to certain specific matters should not be interpreted 
to imply that the auditor’s duties in respect of other matters normally covered in the course of an audit 
are in any way limited or abridged by the Order. At the same time, it should be recognised that the 
reporting obligations under the Order are confined to the specific items stated in the Order.  

38. It is also necessary that in deciding upon the reasonableness of a course of action taken by the 
management, the auditor gives due consideration to the facts and circumstances existing when the 
decision was taken and the information known or available to the management at that time. He should 
not allow his judgement to be clouded by “hind-sight”. He should examine the transaction in the context 
of normal business operations and not in a theoretical or artificial set of circumstances.  

39.  Many of the matters covered by the Order require exercise of judgement by the auditor rather 
than the application of a purely objective test. For example, the auditor is required to state whether any 
material discrepancies noticed on physical verification of fixed assets have been properly dealt with in 
the accounts. This requires the exercise of judgement—firstly, in determining whether the 
                                                           
4 An illustrative check-list in respect of the requirements of the Order is given in Appendix VI to the Statement. 
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discrepancies are material, and secondly, in deciding whether the accounting treatment is proper.  

40. It may be noted that the while reporting on matters specified in the Order, the auditor should 
consider the materiality of the item involved in determining the nature, timing and extent of audit 
procedures to be performed.  For example, the auditor, in the case of a nidhi/mutual benefit 
fund/societies, while reporting, whether the repayment schedule of various loans granted by the nidhi 
is based on the repayment capacity of the borrower, the auditor examines the loan documentation of 
all large loans and conducts a test check examination of the rest, having regard to the materiality.  

41. It is necessary to remember that the exercise of judgement is bound to be a somewhat subjective 
matter. This is, in fact, recognised by the provisions of the Act which require the expression of an 
opinion by the auditor. When a professional expresses an opinion, he does not guarantee that his 
opinion is infallible nor does he hold out that his opinion will invariably agree with the opinion of 
another professional on the same facts. The test of an auditor’s liability in a matter which involves the 
exercise of judgement is not whether his opinion coincides with that of another person or authority, but 
whether he has expressed his opinion in good faith and after the exercise of reasonable care and skill. 
No liability can attach to an auditor in a matter involving the expression of an opinion based on the 
exercise of judgement, merely because there is a difference of opinion between him and some other 
person or authority or merely because some other person or authority comes to the conclusion that in 
expressing the opinion the auditor committed an error of judgement. The auditor may be liable, 
however, if it is found that he expressed his opinion without the exercise of reasonable care and skill, 
or without applying his mind to the facts, or if he expressed his opinion recklessly in complete 
disregard of the facts.   

42. The Order places a considerable responsibility on the auditor. If he is to discharge his duties 
under the Order properly, he should obtain, on the one hand, the co-operation of the management and 
on the other, the respect and confidence of the members to whom he is reporting. He can do so if he 
makes his report honestly and fearlessly and if he brings to bear on his work, the professional qualities 
of independence, balance of judgement and fair-play which he possesses as a result of his education, 
training and experience.   

Matters to be Included in the Auditor’s Report 

43. The matters to be included in the auditor’s report are specified in paragraph 4 of the Order. Unlike 
the earlier Order, which required different sets of statements for different classes of companies, the 
present Order requires the auditor of a company to comment upon all the clauses irrespective of the 
nature of company’s business. However, in respect of nidhi/mutual benefit fund/societies, four 
additional sub-clauses under clause (xiii) are to be commented upon by the auditor. Further, clause 
(xiv) applies only to companies dealing in shares, securities etc. 

44. Whether the company is maintaining proper records showing full particulars, including quantitative 
details and situation of fixed assets. [Paragraph 4(i)(a)] 5 

Comments 

(a) The clause requires the auditor to comment whether the company is maintaining proper records 
showing full particulars, including quantitative details and situation of fixed assets.  Accounting 
Standard (AS) 10, “Accounting for Fixed Assets” defines “fixed asset” as an “asset held with the 
intention of being used for the purpose of producing or providing goods or services and is not held 
for sale in the normal course of business”. 

(b) The Order is silent as to what constitutes ‘proper records’. In general, however, the records 
relating to fixed assets should contain, inter alia, the following details: 

(i) sufficient description of the asset to make identification possible; 

(ii) classification, that is, the head under which it is shown in the accounts, e.g., plant and 
machinery, office equipment, etc; 

(iii) situation; 

                                                           
5 This clause corresponds to clause 4(A)(i) of the MAOCARO, 1988. 
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(iv) quantity, i.e., number of units; 

(v) original cost; 

(vi) year of purchase; 

(vii) adjustment for revaluation or for any increase or decrease in cost, e.g., on revaluation of 
foreign exchange liabilities; 

(viii) date of revaluation, if any; 

(ix) rate(s)/basis of depreciation or amortisation, as the case may be; 

(x) depreciation/amortisation for the current year; 

(xi) accumulated depreciation/amortisation; 

(xii) particulars regarding impairment; 

(xiii) particulars regarding sale, discarding, demolition, destruction, etc. 

(c) The records should contain the above-mentioned particulars in respect of all items of fixed assets, 
whether tangible or intangible, self-financed or acquired through finance lease.  These records 
should also contain particulars in respect of those items of fixed assets that have been fully 
depreciated or amortised or have been retired from active use and held for disposal.  The records 
should also contain necessary particulars in respect of item of fixed assets that have been fully 
impaired during the period covered by the audit report. 

(d) It is necessary that the aggregate original cost, depreciation or amortisation to date, and 
impairment loss, if any, as per these records under individual heads should tally with the figures 
shown in the books of account. 

(e) It is not possible to specify any single form in which the records should be maintained. This would 
depend upon the mode of account keeping (manual or computerized), the number of operating 
locations, the systems of control, etc.  It may be noted that with the advent of the information 
technology, many companies are maintaining electronic records. Section 2(1)(t) of the Information 
Technology Act, 2000 defines the term “electronic record” as data recorded or data generated, 
image or sound stored, received or sent in an electronic form or computer generated micro fiches.  
If the records of fixed assets are maintained electronically, they have to be maintained in a 
manner that they can be retrieved in a legible form (which is different from machine readable 
form). Records maintained using electronic media should not be construed to be proper if the 
records are not capable of being retrieved in a legible form. 

(f) In cases where the original cost cannot be ascertained, Schedule VI to the Act provides that the 
book value as at 1st April, 1956 may be considered as cost.  For the limited purpose of 
determining whether proper records are maintained, it should be considered as sufficient if, in 
respect of assets acquired prior to 1st April, 1956 where the original cost cannot be ascertained, 
the book value as on that date is considered as the cost. 

(g) Schedule XIV to the Act provides that depreciation on assets, whose actual cost does not exceed 
rupees five thousand, shall be provided at the rate of hundred percent.  The records of fixed 
assets should include the necessary particulars in respect of such assets also. 

(h) The purpose of showing the situation of the assets is to make verification possible. There may, 
however, be certain classes of fixed assets whose situation keeps changing, for example, 
construction equipment which has to be moved to sites. In such circumstances, it should be 
sufficient if record of movement/custody of the equipment is maintained. 

(i) Where assets like furniture, etc., are located in the residential premises of members of the staff, 
the fixed assets register should indicate the name/designation of the person who has custody of 
the asset for the time being. In this connection, it may be necessary for the auditor to consider 
whether there are good reasons for the asset to be so located. 

(j) While, generally, the quantity, value and situation have to be recorded item-wise, assets of small 
individual value, e.g., chairs, tables, etc., may be conveniently grouped for purposes of entry in 



 193 

the register. Similarly, for assets having a common rate of depreciation, it may not be necessary 
to indicate the accumulated depreciation for each item; instead, depreciation for the group as a 
whole may be shown. 

(k) Quantitative details in respect of fixed assets may be maintained on the following lines: 

(i) Land may be identified by survey numbers and by deeds of conveyance. 

(ii) Leaseholds can be identified by individual leases. 

(iii) Buildings may be initially classified into factory buildings, office buildings, township buildings, 
service buildings (like water works), etc. These may then be further sub-divided. Factory 
buildings may be further classified into individual buildings which house a manufacturing unit 
or a plant or sub-plant. Service buildings may be similarly classified according to nature of 
service and location. Township buildings can be further classified into individual units or into 
groups of units taking into consideration the type of construction, the location and the year of 
construction. For example, if a company’s township has four categories of quarters, e.g., A, 
B, C and D, the fixed assets register may not record each individual quarter but may have a 
single entry for all ‘A’ type quarters constructed in a particular year and located in a 
particular area and show only the number of quarters covered by the entry. 

(iv) Railway sidings can be identified by length and location. 

(v) Plant and Machinery may be sub-divided into fixed and movable. For movable machinery, a 
separate record may be kept for each individual item. Movable machinery would include, for 
this purpose, items of plant which are for the moment fixed to the shop-floor but which can 
be moved, e.g., machine tools. In respect of fixed plant and machinery, a sub-division can be 
made according to the process, a plant for each separate process being considered as a 
separate identifiable unit. A further sub-division may be useful when within a process; there 
are plants which are capable of working independently of each other. The degree to which a 
sub-division of fixed plant and machinery should be made depends upon the circumstances 
of each case bearing in mind the twin objectives of sub-division, namely, the determination 
of individual cost and the facility for physical verification. 

(vi) The Act does not require electrical installations to be shown as a separate asset though a 
number of companies do so in fact. For purposes of identification, however, it is suggested 
that the initial sub-division may be made according to the user, e.g., factory buildings, plant, 
service departments, township buildings, etc. A further sub-division can be made according 
to the sub-division already made for buildings, plant, etc. 

(vii) Furniture and fittings and assets like office appliances, air-conditioners, water coolers, etc., 
consist of individual items which can be easily identified. Some difficulty may, however, be 
faced with regard to the large number of items and their relative mobility. In such cases, a 
distinction by value may be necessary, individual identification being made for high-value 
items and by groups for other items. 

(viii) Development of property is an asset head which can be easily sub-divided according to the 
buildings or plant for which the development work is undertaken. 

(ix) Patents, trade marks and designs are normally identifiable by the purchase agreements or 
the letters granting patent and by registration references in case of trade marks and designs. 

(x) Vehicles can be identified by reference to the registration books.  

(xi) Intangible assets can be identified by reference to the purchase agreements (in case an 
intangible asset has been purchased) and by reference to the records and documents that 
substantiate the costs incurred by the company in the generation and development of an 
intangible asset.   

(l) In cases where the details regarding allocation of cost over identified units of assets are not 
available, it would have to be made by an analysis of the purchases and the disposals of the 
preceding years. Among the difficulties which may be faced could be: (i) records for some of the 
years may not be available; (ii) the description in the records may not be complete; (iii) details of 
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disposals may not have been properly recorded; (iv) subsequent additions to an existing asset 
may have been shown as a separate asset; (v) a single figure of cost may be assigned to a 
number of assets which have to be separately identified; (vi) assets purchased for one 
department may have been moved to other departments, and so on. The management, in 
consultation with the auditor, should make the best effort possible under the circumstances to 
identify the cost of each asset. In doing so, reasonable assumptions or approximations may be 
made, where necessary. For example, when details of disposals are not available, it may be 
assumed that the asset sold is the asset which was acquired earliest in point of time. Similarly, 
when the individual cost of a large number of small items is not available, one can estimate the 
cost of each item and pro-rate the total cost in the proportion of the estimated cost of the item to 
the aggregate estimated cost. 

(m) It may be useful if initial identification of assets is done by persons who are familiar with them, 
e.g., the maintenance staff.  At the point of identification, a code number may be affixed on the 
asset which would give sufficient details for future identification. 

(n) The initial identification of assets will often reveal a number of discrepancies between the assets 
as verified and the details compiled from the records. This may be on account of the features 
already considered in (l) above. This may also be due to the fact that assets may have been 
scrapped in earlier years but proper documentation may not have been made or that assets may 
have been broken up into smaller units or amalgamated into larger units or otherwise modified 
without changing the asset records. The degree of further inquiry necessary to reconcile these 
discrepancies would depend upon the nature of the asset, its cost, the age of the asset, the 
extent of accounting or other records available and other relevant factors. However, the concept 
of materiality should be borne in mind in making these further inquiries, greater attention being 
devoted to assets which are of large value or of relatively recent purchase.  Any adjustments that 
finally have to be made should be properly documented. The auditor should request the 
appropriate level of management to carry out necessary adjustments. 

45. Whether these fixed assets have been physically verified by the management at reasonable 
intervals; whether any material discrepancies were noticed on such verification and if so, whether the 
same have been properly dealt with in the books of account. [Paragraph 4(i)(b)] 6 

Comments 

(a) The clause requires the auditor to comment whether the fixed assets of the company have been 
physically verified by the management at reasonable intervals.  The clause further requires the 
auditor to comment whether any material discrepancies were noticed on such verification and if 
so, whether those discrepancies have been properly dealt with in the books of account. 

(b) Physical verification of the assets has to be made by the management and not by the auditor. It 
is, however, necessary that the auditor satisfies himself that such verification was done and that 
there is adequate evidence on the basis of which he can arrive at such a conclusion. The auditor 
may prefer to observe the verification, particularly when verification of all assets can be made by 
the management on a single day or within a relatively short period of time. If, however, verification 
is a continuous process or if the auditor is not present when verification is made, then he should 
examine the instructions issued to the staff (which should, therefore, be in writing) by the 
management and should examine the working papers of the staff to substantiate the fact that 
verification was done and to determine the name and competence of the person who did the 
verification. In making this examination, it is necessary to ensure that the person making the 
verification had the necessary technical knowledge where such knowledge is required. It is not 
necessary that only the company’s staff should make verification. It is also possible for verification 
to be made by outside expert agencies engaged by the management for the purpose. 

(c) The auditor should examine whether the method of verification was reasonable in the 
circumstances relating to each asset. For example, in the case of certain process industries, 
verification by direct physical check may not be possible in the case of assets which are in 

                                                           
6 This clause corresponds to clause 4(A)(i) of the MAOCARO, 1988. 



 195 

continuous use or which are concealed within larger units. It would not be realistic to expect the 
management to suspend manufacturing operations merely to conduct a physical verification of the 
fixed assets, unless there are compelling reasons which would justify such an extreme procedure. 
In such cases, indirect evidence of the existence of the assets may suffice. For example, the very 
fact that an oil refinery is producing at normal levels of efficiency may be sufficient to indicate the 
existence of the various process units even where each such unit cannot be verified by physical 
or visual inspection. It may not be necessary to verify assets like building by measurement except 
where there is evidence of alteration/demolition. At the same time, in view of the possibility of 
encroachment, adverse possession, etc., it may be necessary for a survey to be made 
periodically of open land. 

(d) It is advisable that the assets are marked with “distinctive numbers” especially where assets are 
movable in nature and where verification of all assets is not being conducted at the same time. 

(e) The Order requires the auditor to report whether the management “at reasonable intervals” has 
verified the fixed assets. What constitutes “reasonable intervals” depends upon the circumstances 
of each case. The factors to be taken into consideration in this regard include the number of 
assets, the nature of assets, the relative value of assets, difficulty in verification, situation and 
spread of the assets, etc. The management may decide about the periodicity of physical 
verification of fixed assets considering the above factors. While an annual verification may be 
reasonable, it may be impracticable to carry out the same in some cases. Even in such cases, the 
verification programme should be such that all assets are verified at least once in every three 
years. Where verification of all assets is not made during the year, it will be necessary for the 
auditor to report that fact, but if he is satisfied regarding the frequency of verification he should 
also make a suitable comment to that effect. 

(f) The auditor is required to state whether any material discrepancies were noticed on verification 
and, if so, whether the same have been properly dealt with in the books of account. The latter part 
of the statement is required to be made only if the discrepancies are material. The auditor has, 
therefore, to use his judgement to determine whether a discrepancy is material or not. In making 
this judgement, the auditor should consider not merely the cost of the asset and its relationship to 
the total cost of all assets but also the nature of the asset, its situation and other relevant factors. 
If a material discrepancy has been properly dealt with in the books of account (which may or may 
not imply a separate disclosure in the accounts depending on the circumstances of the case), it is 
not necessary for the auditor to give details of the discrepancy or of its treatment in the accounts 
but he is required to make a statement that a material discrepancy was noticed on the verification 
of fixed assets and that the same has been properly dealt with in the books of account.   

(g) Apart from the audit procedures mentioned above, it would be appropriate for the auditor to obtain 
a management representation letter confirming that the fixed assets are physically verified by the 
company in accordance with the policy of the company. The management representation letter 
should also mention the periodicity of the physical verification of fixed assets. The letter should 
also include the details of the material discrepancies noticed during the physical verification of the 
fixed assets.  If no discrepancies were noticed during the physical verification, the management 
representation letter should also mention this fact clearly. 

46. If a substantial part of fixed assets have been disposed off during the year, whether it has 
affected the going concern. [Paragraph 4(i)(c)]7 

Comments 

(a) This clause requires the auditor to comment, in case where a substantial part of the fixed assets 
has been disposed off during the year, whether such disposal has affected the going concern 
status of the company. 

(b) Accounting Standard (AS) 1, “Disclosure of Accounting Policies” states, “the enterprise is 
normally viewed as a going concern, that is, as continuing in operation for the foreseeable future.  
It is assumed that the enterprise has neither the intention nor the necessity of liquidation or of 

                                                           
7 The erstwhile MAOCARO, 1988 did not contain this clause. 
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curtailing materially the scale of its operations”. 

(c) The auditor, in the normal course, when planning and performing audit procedures and in 
evaluating the results thereof, is required to consider the appropriateness of the going concern 
assumption underlying the preparation of financial statements in accordance with the 
requirements of Auditing and Assurance Standard (AAS) 16, “Going Concern”. As a result of such 
audit procedures and evaluation, if the auditor is of the opinion that there exists any indication of 
risk that the going concern assumption might not be appropriate, the auditor should gather 
sufficient appropriate audit evidence to resolve, to his satisfaction, the question regarding the 
company’s ability to continue operations for the foreseeable future.  It may be noted that the sale 
of substantial part of fixed assets is one of the several such indications of risk.  This clause of the 
Order pre-supposes the existence of such risk and, therefore, requires the auditor to examine 
whether the company has disposed off substantial part of fixed asset(s) during the period covered 
by his report and, if yes, whether the disposal of such part of the fixed assets has affected the 
going concern status of company.  It should also be noted that this requirement of the Order does 
not absolve the auditor from his responsibilities regarding the appropriateness of the going 
concern assumption as a basis for preparation of financial statements.  Since there could be 
several other indications of such a risk, the auditor, notwithstanding his comments under the 
clause, should also comply with the requirements of AAS 16, “Going Concern” while discharging 
his attest function. 

(d) Sale of substantial part of fixed assets should be construed to have affected the going concern if 
the auditor is not able to resolve, to his satisfaction, the question regarding the entity’s ability to 
continue in operation for the foreseeable future keeping in view the sale of substantial part of 
fixed assets or if the auditor comes to a conclusion that sale of substantial part of fixed assets has 
rendered the going concern assumption inappropriate. 

(e) The Order does not define the word “substantial”. The response to the issue as to what 
constitutes “substantial part of fixed assets” depends primarily upon the facts and circumstances 
of each case. The auditor should use his professional judgement to determine whether an asset 
or group of assets sold by the company is a substantial part of fixed assets. 

(f) The auditor should carry out audit procedures to gather sufficient appropriate audit evidence to 
satisfy himself that the company shall be able to continue as a going concern for the foreseeable 
future despite the sale of substantial part of fixed assets. These procedures may include: 

(i) discussion with the management and analysis as to the significance of the fixed asset to the 
company as a whole; 

(ii) scrutiny of the minutes of the meetings of the board of directors and important committees 
for understanding the entity’s business plans for the future (for example, replacement of the 
substantial part of the fixed asset disposed off with another fixed asset having more capacity 
or for taking up a more profitable line of business);  

(iii) review of events after the balance sheet date for analysing the effect of such disposal of 
substantial part of fixed asset on the going concern. 

(g) The auditor should also obtain sufficient appropriate audit evidence that the plans of the 
management are feasible, are likely to be implemented and that the outcome of these plans would 
improve the situation. The auditor should also seek written representation from the management 
in this regard.  

(h) Where the company has disposed off substantial part of fixed assets, the auditor should consider 
whether the disposal of such part of fixed assets has triggered the risk of going concern 
assumption being no longer appropriate.  It is possible that such risk is mitigated by factors such 
as those referred to in (f)(ii) above.  If, in the auditor's judgement, the going concern assumption 
is appropriate because of mitigating factors, in particular because of management's plans for 
future action, the auditor, apart from reporting that sale of substantial part of fixed assets has not 
affected the going concern, should also consider whether such plans or other factors need to be 
disclosed in the financial statements.  Where the auditor concludes that such plans or other 
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factors need to be disclosed in the financial statements, but have not been adequately disclosed 
in the financial statements, the auditor should express a qualified or adverse opinion, as 
appropriate in accordance with the requirements of Auditing and Assurance Standard (AAS) 28, 
“The Auditor’s Report on Financial Statements”, issued by the Institute of Chartered Accountants 
of India. 

(i) In case the company has sold a substantial part of the fixed assets and the going concern 
question is not resolved to the satisfaction of the auditor, the auditor should, while commenting on 
the clause, state that sale of substantial part of fixed assets has affected the going concern status 
of the company.  In so far as the opinion of the auditor on the financial statements is concerned, 
the auditor should ordinarily express an unqualified opinion if adequate disclosures8 in regard to 
the going concern problem not having been resolved are made in the financial statements.  
However, he should, in his report, add a paragraph that highlights the going concern problem by 
drawing attention to the notes to the financial statements.  The following is an example of such a 
paragraph: 

 "We draw attention to Note X in the financial statements.  The Company has sold a substantial 
part of its fixed assets during the year covered by our report.  The company has so far not made 
any plans to replace the fixed assets that have been sold.  These factors, along with other 
matters as set forth in Note X, raise substantial doubt about the company’s ability to continue as a 
going concern in the foreseeable future." 

(j) In case the going concern question is not resolved to the satisfaction of the auditor and adequate 
disclosure is not made in the financial statements, the auditor should express a qualified or 
adverse opinion, as appropriate.  The following is an example of the explanation and opinion 
paragraphs when a qualified opinion is to be expressed: 

 “The Company has sold a substantial part of its fixed assets during the year covered by our 
report. According to the information and explanations given to us, the company has so far not 
made any plans to replace the substantial part of fixed assets that have been sold.  There exists a 
substantial doubt that without replacement of such substantial part of fixed assets, the company 
will be able to continue as a going concern for the foreseeable future. Consequently, adjustments 
may be required to the recorded amounts of assets and classification of liabilities.  The financial 
statements (and notes thereto) do not disclose this fact. 

 In our opinion, subject to the omission of the information dealt within the preceding paragraph, the 
financial statements give a true and fair view of the financial position of the Company at March 
31, 20XX and the results of its operations for the year then ended.” 

(k) If, based on the additional procedures carried out and the information obtained, including the 
effect of mitigating circumstances, the auditor's judgment is that the entity will not be able to 
continue in operation for the foreseeable future, i.e., going concern assumption considered 
inappropriate, the auditor should comment that the sale of substantial part of fixed assets has 
adversely affected the going concern status of the company.  Further, the auditor would also 
conclude in main report that the going concern assumption used in the preparation of the financial 
statements is inappropriate.  If the result of the inappropriate assumption used in the preparation 
of the financial statements is so material and pervasive as to make the financial statements 
misleading, the auditor should express an adverse opinion. 

47. Whether physical verification of inventory has been conducted at reasonable intervals by the 
management. [Paragraph 4(ii)(a)]9 

Comments 

(a) The clause requires the auditor to comment whether the management has conducted physical 
verification of inventory at reasonable intervals. According to Accounting Standard (AS) 2, 
“Valuation of Inventories”: 

                                                           
8 Reference may also be made to paragraphs 15 and 16 of the Auditing and Assurance Standard (AAS) 16, “Going Concern”. 
9 The earlier Order contained a similar clause, i.e. 4(A) (iii), except that the words used in place of “inventory” were “finished goods, 
stores, spare parts and raw materials”. 
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“Inventories are assets: 

(a) held for sale in the ordinary course of business; 

(b) in the process of production for such sale; or 

(c) in the form of materials or supplies to be consumed in the production process or in the rendering 
of services.” 

(b) Inventories encompass goods purchased and held for resale, for example, merchandise 
purchased by a retailer and held for resale, computer software held for resale, or land and other 
property held for resale. Inventories also encompass finished goods produced, or work in 
progress being produced, by the enterprise and include materials, maintenance supplies, stores 
and spares, consumables and loose tools awaiting use in the production process. It may be noted 
that packing materials are also included in inventories.  Inventories do not include machinery 
spares covered by Accounting Standard (AS) 10, “Accounting for Fixed Assets”, which can be 
used only in connection with an item of fixed asset and the use of which is expected to be 
irregular.   

(c) Physical verification of inventory is the responsibility of the management of the company which 
should verify all material items at least once in a year and more often in appropriate cases. It is, 
however, necessary that the auditor satisfies himself that the physical verification of inventories 
has been conducted at reasonable intervals by the management and that there is adequate 
evidence on the basis of which the auditor can arrive at such a conclusion.  For example, the 
auditor may examine the documents relating to physical verification conducted by the 
management during the year as also at the end of the financial year covered by the auditor’s 
report. 

(d) What constitutes “reasonable intervals” depends on circumstances of each case. The periodicity 
of the physical verification of inventories depends upon the nature of inventories, their location 
and the feasibility of conducting a physical verification. The management of a company normally 
determines the periodicity of the physical verification of inventories considering these factors. 
Normally, wherever practicable, all the items of inventories should be verified by the management 
of the company at least once in a year. It may be useful for the company to determine the 
frequency of verification by ‘A-B-C’ classification of inventories, ‘A’ category items being verified 
more frequently than ‘B’ category and the latter more frequently than ‘C’ category items. 

48. Are the procedures of physical verification of inventory followed by the management reasonable 
and adequate in relation to the size of the company and the nature of its business? If not, the 
inadequacies in such procedures should be reported. [Paragraph 4(ii)(b)]10 

Comments 

(a) This clause requires the auditor to comment on the reasonableness and adequacy of the 
inventory verification procedures followed by the management of the company. In case the 
procedures of physical verification of inventories, in the opinion of the auditor, are not reasonable 
and adequate in relation to the size of the company and the nature of its business, the auditor has 
to report the same. The term “inventory” should be construed to have the same meaning as 
assigned to it in Accounting Standard (AS) 2, “Valuation of Inventories”.   

(b) While the physical verification of inventories is primarily the duty of the management, the auditor 
is expected to examine the methods and procedures of such verification. The auditor may, if 
considered appropriate by him, be also present at the time of stock-taking.  The auditor should 
establish the reasonableness and adequacy of procedures adopted for physical verification of 
inventories having regard to the nature of inventories, their locations, quantities and feasibility of 
conducting the physical verification. This would require the auditor to make use of his professional 
judgement. 

(c) There are two principal methods of physical verification of inventories: periodic and continuous. 
Under the periodic physical verification method, physical verification of inventories is carried out 

                                                           
10 This clause is similar to the clause 4(A)(iv) of the MAOCARO, 1988. 
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at a single point of time, usually at the year-end or at a selected date just prior to or shortly after 
the year-end. Under the continuous physical verification method, physical verification is carried 
out throughout the year, with different items of inventory being physically verified at different 
points of time. However, the verification programme is normally so designed that each material 
item is physically verified at least once in a year and more often in appropriate cases. The 
continuous physical verification method is effective when a perpetual inventory system of record-
keeping is also in existence. Some entities use continuous physical verification methods for 
certain stocks and carry out a full count of other stocks at a selected date. 

(d) Normally, before commencement of verification, the management should issue appropriate 
instructions to stock-taking personnel. Such instructions should cover all phases of physical 
verification and preferably be in writing. It would be useful if the instructions are formulated by the 
entity in consultation with the auditor. The auditor should examine these instructions to assess 
their efficacy. 

(e) The auditor should ascertain whether the management has instituted adequate cut-off 
procedures. For example, he may examine a sample of documents evidencing the movement of 
inventories into and out of stores, including documents pertaining to periods shortly before and 
shortly after the cut-off date, and check whether the inventories represented by those documents 
were included or excluded, as appropriate, during the stock-taking. 

(f) The auditor should review the original physical verification sheets and trace selected items - 
including the more valuable ones - into the final inventories. He should also compare the final 
inventories with stock records and other corroborative evidence, e.g. inventory statements 
submitted to banks. 

(g) Where continuous stock-taking methods are being used by the entity, the auditor should, in 
addition to performing the audit procedures discussed above, pay greater attention to ascertaining 
whether the management: 

(i) maintains adequate stock records that are kept up-to-date; 

(ii) has established adequate procedures for physical verification of inventories, so that in the 
normal circumstances, the programme of physical verification will cover all material items of 
inventory at least once during the year; and 

(iii) investigates and corrects all material differences between the book records and the physical 
counts. 

(h) The auditor should determine whether the procedures for identifying damaged and obsolete items 
of inventory operate properly. 

(i) The auditor may determine the reasonableness and adequacy of the procedures of physical 
verification of inventories by examining the related records and documents. These records and 
documents would also include the policy of the company regarding physical verification.  The 
following are the documents which can be examined by the auditor in this regard: 

(i) written instructions given by the management to the concerned staff engaged in the 
verification process; 

(ii) physical verification inventory sheets duly authenticated by the field staff and responsible 
officials of the company; 

(iii) summary sheets/consolidation sheets duly authenticated by the responsible officials; 

(iv) internal memos etc., the issues arising out of physical verification of inventory;  

(v) any other relevant documents evidencing physical verification of inventory. 

(j) In case where the inventories are material and the auditor is placing reliance on the records, 
documents, information and explanations provided by the management, it would be desirable that 
the auditor, in order to substantiate the fact that the physical verification is carried out in 
accordance with the procedure explained by the management, attends the physical verification. 
Where the auditor is present at the time of stock-taking, he should observe the procedure of 
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physical verification adopted by the stock-taking personnel to ensure that the instructions issued 
in this behalf are being actually followed. The auditor should also perform test-counts to satisfy 
himself about the effectiveness of the count procedures. In carrying out the test counts, the 
auditor should give particular consideration to those inventories which have a high value either 
individually or as a category of inventories. 

(k) While commenting on this clause, the auditor should point out the specific areas where he 
believes the procedure of inventory verification is not reasonable or adequate. 

49. Whether the company is maintaining proper records of inventory and whether any material 
discrepancies were noticed on physical verification and if so, whether the same have been properly 
dealt with in the books of account. [Paragraph 4(ii)(c)]11 

Comments 

(a) The clause requires the auditor to comment whether the company is maintaining proper records 
of inventory.  The clause also requires the auditor to comment whether any material 
discrepancies were noticed on physical verification of inventory and if so, whether those material 
discrepancies have been properly dealt with in the books of account. 

(b) What constitutes “proper records” has not been defined. However, in general, records relating to 
inventories should contain, inter alia, the following:  

(i) particulars of the item like nomenclature, nature, etc. 

(ii) identification code of the item; 

(iii) details regarding quantity of the receipts, issues, balances and dates of transactions in a 
chronological manner; 

(iv) relevant document number and department identification, if any;  

(v) location. 

(c) If priced stores ledger is maintained, the records of the inventory should also disclose the prices 
at which the recording of the issues and receipts is made. 

(d) The records should contain the particulars in respect of all items of inventories. The auditor 
should also satisfy himself that the stock registers are updated as and when the transactions 
occur. The auditor should also verify that the transactions entered in stock registers are duly 
supported by relevant documents. 

(e) The purpose of showing the location of the inventory is to make verification possible. The record 
of movement/custody of the inventory should be maintained. 

(f) It is not possible to specify any single form in which the records should be maintained. This would 
depend upon the mode of account-keeping (manual or computerized), the number of operating 
locations, the systems of control, etc. 

(g) The Order further requires the auditor to examine whether material discrepancies have been 
noticed on verification of inventories when compared with book records. Such an examination is 
possible when quantitative records are maintained for inventories but in many cases 
circumstances may warrant that records of individual issues (particularly for stores items) are not 
separately maintained and the closing inventory is established only on the basis of a year-end 
physical verification. Where such day-to-day records are not maintained, the auditor will not be 
able to arrive at book inventories except on the basis of an annual reconciliation of opening 
inventory, purchases and consumption. This reconciliation is possible when consumption in units 
can be co-related to the production, or can be established with reasonable accuracy. Where such 
reconciliation is not possible, the auditor would be unable to determine the discrepancies. If the 
item for which the discrepancy cannot be established is not material, the discrepancy, if any, will 
also not be material.  For example, an item categorised as ‘C’ in ABC analysis might not be 

                                                           
11 This clause corresponds to clause 4(A)(v) of MAOCARO, 1988 except that it did not contain reference to maintenance of proper 
records. 



 201 

material and therefore, the discrepancy, if any, in regard to such an item would not be material. In 
other cases, however, the auditor will have to report that he is unable to determine the 
discrepancy, if any, on physical verification for the item or class of items to be specified. 

50. Has the company either granted or taken any loans, secured or unsecured to/from companies, 
firms or other parties covered in the register maintained under section 301 of the Act. If so, give the 
number of parties and amount involved in the transactions. [Paragraph 4 (iii)(a)]12 

Comments 

(a) There are four clauses under paragraph 4(iii) of the Order. It is clarified that the auditor’s 
comments on all the four clauses are to be made with reference to the companies, firms or other 
parties covered in the register maintained under section 301 of the Act.  

(b) The duty of the auditor, under this clause, is to determine whether the company has either 
granted or taken any loans, secured or unsecured to/from companies, firms or other parties in the 
register maintained under section 301 of the Act.  If the company has done so, the clause 
requires that the auditor’s report should disclose the “number of parties” and “amount involved” in 
such cases. The auditor is required to disclose the requisite information in his report in respect of 
all parties covered in the register maintained under section 301 of the Act irrespective of the 
period to which such loan relates.   

(c) Under section 301 of the Act, every company is required to maintain one or more registers which 
contain the particulars of all contracts or arrangements to which section 297 or section 299 of the 
Act applies.  The particulars of contracts and arrangements required to be entered in the register 
maintained under section 301 include, among other things, names of the parties to the contract or 
arrangement.  It is, however, suggested that the auditor should acquaint himself with all the 
requirements of sections 297, 299 and 301 of the Act.  Text of sections 297, 299 and 301 is 
reproduced in Appendix VII to the Statement. 

(d) The auditor should obtain a list of companies, firms or other parties covered in the register 
maintained under section 301 of the Act from the management. The auditor should examine all 
loans (secured or unsecured) granted or taken by the company to identify those loans granted or 
taken to/from companies, firms or other parties covered in the register maintained under section 
301 of the Act. 

(e) It may so happen that a party listed in the register maintained under section 301 of the Act might 
take a loan from the company and repays it to the company during the financial year concerned. 
Similar situation may exist in the case of loans taken by the company. Therefore, while examining 
the loans, the auditor should also take into consideration the loan transactions that have been 
squared-up during the year and report such transactions under the clause. For example, the 
company has, during the financial year, granted a loan of Rs. 1,00,000/-to a firm in which one of 
the directors of the company is interested and the firm repays the loan during the financial year 
concerned.  The auditor is also required to consider such transaction while commenting upon this 
clause of the Order. 

(f) Apart from reporting the number of parties, the auditor is also required to disclose the “amounts 
involved”.  Since the Order does not clarify what constitutes “amounts involved” it would be proper 
if the auditor discloses the maximum amount involved during the year in the transactions covered 
by this clause.  While commenting upon this clause, the auditor may also consider whether the 
year-end balance should also be disclosed in his audit report. 

(g) The auditor should make separate disclosures in respect of loans granted by the company as well 
as the loans taken by the company to/from companies, firms or other parties covered in the 
register maintained under section 301 of the Act. 

51. Whether the rate of interest and other terms and conditions of loans given or taken by the 
company, secured or unsecured, are prima facie prejudicial to the interest of the company. [Paragraph 

                                                           
12 This clause is similar to the clause 4(A)(iv) of the MAOCARO, 1988. 
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4 (iii)(b)]13 

Comments 

(a) This clause, read with Paragraph 4(iii)(a) of the Order, requires the auditor to examine and 
comment whether the rate of interest and other terms and conditions of loans given or taken by 
the company (whether secured or unsecured) to companies, firms or other parties covered in the 
register maintained under section 301 of the Act are prima facie prejudicial to the interest of the 
company 

(b) The auditor should examine agreements entered into by the company with the parties covered in 
the register maintained under section 301 of the Act or any other supportive documents available 
for ascertaining the rate of interest and other terms and conditions of all loans taken or granted by 
the company to/from companies, firms or other parties covered in the register maintained under 
section 301 of the Act. 

(c) The auditor’s duty is to determine whether, in his opinion, the rate of interest and other terms and 
conditions of the loans given or taken are prima facie prejudicial to the interest of the company. 
The “other terms” would primarily include security, terms and period of repayment and restrictive 
covenants, if any. In determining whether the terms of the loans are “prima facie” prejudicial, the 
auditor would have to give due consideration to a number of factors connected with the loan, 
including the company’s/borrower’s financial standing, its ability to borrow/lend, the nature of the 
security, the availability of alternative sources of finance, the urgency of the borrowing, purpose of 
the loan, prevailing market rate of interest and so on.  

(d) It may be mentioned that clause (a) of sub-section (1A) of section 227 of the Act also requires the 
auditor to inquire 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. The auditor’s inquiry under the 
aforesaid clause may also be useful for the purposes of reporting under this clause. 

(e) The following is an example of reporting under the clause: 

 “According to the information and explanations given to us, we are of the opinion that the rate of 
interest and terms and conditions of loans given by the company to a firm in which Mr. X, one of 
the directors of the company, is interested are prima facie prejudicial to the interest of the 
company on account of following reasons: 

(i) the company has granted the loan at an interest rate of X% per annum which is significantly 
lower than the interest rate prevailing in the market; and 

(ii) coupled with the (i) above, there are no covenants with regard to the repayment of the loan.” 

52. Whether the payment of principal amount and interest are also regular. [Paragraph 4 (iii)(c)]14 

Comments 

(a) This part of the clause requires the auditor to report upon the regularity of payment of principal 
amount of loans and interest thereon.  Again, read with clause 4(iii)(a) of the Order, the scope of 
auditor’s inquiry under this clause shall be restricted in respect of companies, firms or other 
parties covered in the register maintained under section 301 of the Act.  It may be noted that the 
Order uses the word “payment” which indicates that the auditor is required to comment on this 
clause only in regard to payment of principal amounts of loans “taken” by the company from 
companies, firms or other parties covered in the register maintained under section 301 of the Act.  
This interpretation of the clause does not seem to be logical.  A more appropriate interpretation 
would be that the auditor is required to comment on the regularity of payment of principal amount 
interest on loans “taken” by the company as well as the receipt of principal amount and interest 
on loan “given” by the company.    

                                                           
13 This clause is similar to the corresponding sub-clauses under the erstwhile MAOCARO, 1988 except that the new clause does not 
cover transactions with companies under the same management as defined under sub-section (1B) of section 370 of the Act. 
14 This clause is similar to clause 4(A)(v) of the MAOCARO, 1988 except that the earlier clause was confined to loans granted by the 
company.   
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(b) The auditor has to examine whether the payment of principal and interest is regular. The word 
‘regular’ should be taken to mean that the principal and interest should normally be paid or 
received whenever they fall due respectively.  If a due date for payment of  interest is not 
specified, it would be reasonable to assume that it falls due on each anniversary of the loan. 

(c) The following are some of the procedures that the auditor may follow to report on the clause: 

(i) the auditor, while obtaining an understanding of the terms and conditions for reporting under 
paragraph 4(iii)(b) of the Order, should also take note of repayment schedule; 

(ii) if loan agreements are not executed, any other equivalent documents may be referred to 
arrive at the terms of repayment and payment of interest, for example, letters of 
understanding, acknowledgement by the party of the terms and conditions communicated by 
the company, etc.; 

(iii) the dates of repayment of principal and payment of interest needs to be verified with 
reference to the books of accounts of the company to come to the conclusion whether the 
repayments of principal and payment of interest are regular; and 

(iv) if the results of the procedures mentioned above indicate any irregularity in payment of 
principal and/or interest the auditor should mention the fact in his report. 

(d) Where no stipulation has been made for the repayment of the loan , the auditor is not in a position 
to make any specific comments. However, the auditor should state the fact that he has not made 
any comments because the terms of repayment  have not been stipulated. 

53. If overdue amount is more than one lakh, whether reasonable steps have been taken by the 
company for recovery/payment of the principal and interest. [Paragraph 4(iii)(d)]15 

Comments 

(a) This clause requires the auditor to state whether reasonable steps have been taken by the 
company for recovery/payment of the principal and interest, wherever the overdue amount is 
more than rupees one lakh.  A loan is considered to be overdue when the payment has not been 
made or received on the due date as per the borrowing/lending arrangements. In such cases, the 
auditor has to examine the steps, if any, taken for recovery/repayment of this amount.  It may, 
however, be noted that the scope of the auditor’s inquiry under this clause is restricted to loans 
given to/taken by the company to parties covered in the register maintained under section 301 of 
the Act. 

(b) In making this examination, the auditor would have to consider the facts and circumstances of 
each case, including the amounts involved. It is not necessary that steps to be taken must 
necessarily be legal steps. Depending upon the circumstances, the degree of delay in 
recovery/repayment and other similar factors, issue of reminders or the sending of an advocate’s 
or solicitor’s notice, may amount to “reasonable steps” even though no legal action is taken. The 
auditor is not, therefore, required to comment adversely on the mere absence of legal steps if he 
is otherwise satisfied that reasonable steps have been taken by the company. The auditor should 
ask the management to give in writing the steps which have been taken. The auditor should arrive 
at his opinion only after consideration of the management’s representations. 

(c) In respect of loans taken, reasonable steps to repay principal and interest may include 
arrangement for raising finances, partial repayments, restructuring/compromise arrangements 
with the lenders, improvement in cash flow position, etc.  

(d) The auditor should obtain sufficient appropriate audit evidence to support the fact that reasonable 
steps have been taken for repayment/recovery of the principal and interest of loans taken/granted 
by the company.  

54. Is there an adequate internal control procedure commensurate with the size of the company and 
the nature of its business, for the purchase of inventory and fixed assets and for the sale of goods? 

                                                           
15 The clause is similar to clause 4(A)(ix) of the MAOCARO, 1988 except that the inquiry under the new clause is to be made only in 
respect of overdue amounts of more than rupees one lakh, both in the case of recovery/payment. 
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Whether there is a continuing failure to correct major weaknesses in internal control. [Paragraph 
4(iv)]16 

Comments 

(a) The clause requires the auditor to comment whether there is an adequate internal control 
procedure commensurate with the size of the company and the nature of its business, for the 
purchase of inventory, fixed assets and sale of goods. Further, the clause also requires the 
auditor to report whether there is a continuing failure by the company to correct major 
weaknesses in the internal controls in regard to purchase of inventory, fixed assets and the sale 
of goods. 

(b) Obtaining an understanding of internal control systems is a normal audit procedure. While the 
requirement of the Order is confined only to internal control procedures regarding purchase of 
inventory, fixed assets and sale of goods, it does not mean that the duty of the auditor to examine 
internal control with regard to other areas is in any way diminished. It only means that special 
emphasis has to be given by the auditor on internal control procedures with regard to the items 
specified in the clause as aforesaid. 

(c) “Internal Control System” means all the policies and procedures (internal controls) adopted by the 
management of an entity to assist in achieving management’s objective of ensuring, as far as 
practicable, the orderly and efficient conduct of its business, including adherence to management 
policies, the safeguarding of assets, prevention and detection of fraud and error, the accuracy 
and completeness of the accounting records, and the timely preparation of reliable financial 
information. 

(d) Different techniques may be used to document information relating to internal control systems.  
Selection of a particular technique is a matter of auditor’s judgement.  Common techniques, used 
along or in combination, are narrative descriptions, flow-charts, questionnaires, check lists, etc. 
Use of any one of these methods does not preclude the use of the other and the auditor is free to 
select any one or more of the methods that he considers best suited to the circumstances of the 
case. Irrespective of the method selected, it is necessary that the auditor maintains sufficient 
documentation regarding his study and evaluation of the internal control system. Further, in a 
computer information systems environment, the auditor may find it necessary, or may prefer, to 
use computer assisted audit techniques, for example, file interrogation tools or audit test data, 
may be appropriate when the accounting and internal control systems provide no visible evidence 
for evaluating the internal controls which are programmed into a computerised accounting system.  
In this regard, attention is invited to the Auditing and Assurance Standard (AAS) 6, “Risk 
Assessments and Internal Control” issued by the Institute. 

(e) In making the evaluation, the auditor has to give due regard not merely to the size of the company 
and the nature of its business but also to the organisational structure. This suggests that whereas 
detailed internal control procedures may be absolutely essential for a large company with a 
diversified business operating at several locations, internal control may be less formal in an 
“owner-managed” or a small company where there is a greater degree of personal supervision.  
Reference in this regard may also be made to paragraph 49 of the Auditing and Assurance 
Standard (AAS) 6, “Risk Assessments and Internal Control”.  

(f) An illustrative questionnaire which may be used by the auditor in evaluating the internal controls 
in regard to purchase of inventory, fixed assets and sale of goods is given in Appendix VIII. 

(g) The sub-clause also requires the auditor to comment whether there is a continuing failure to 
correct major weaknesses in internal control. The auditor, for reporting on this sub-clause, would 
have to ascertain the weaknesses in the internal controls in regard to purchase of inventory, fixed 

                                                           
16 The clause differs from corresponding clause of the erstwhile MAOCARO, 1988 in following respects:  
(a) MAOCARO, 1988 used the words “stores, raw materials including components plant and machinery, equipment and other 

assets” in place of the words “inventory and fixed assets”; and 
(b) MAOCARO, 1988 did not require the auditor to comment whether there is a continuing failure to correct major weaknesses in 

internal control. 
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assets and sale of goods and then examine whether there is a continuing failure to correct major 
weaknesses in internal controls. 

(h) What constitutes “major weakness” depends upon the facts and circumstances of each case. The 
auditor should exercise his professional judgement in this regard. Ordinarily, any weakness  in the 
internal controls that exposes the company to a risk of significant loss or the risk of a material 
misstatement in the financial statements may be considered as a major weakness and therefore, 
may come within the ambit of reporting under this sub-clause. The auditor should, however, 
recognise that some weaknesses are of such nature that individually they may not seem to be 
“major” but when evaluated along with others might become relevant for the auditor while 
commenting upon this clause of the Order. 

(i) The auditor should review the reports of internal auditor, if any. The reports of internal auditors 
may point out cases of weaknesses in the design of internal controls and non-observance of the 
laid down controls. The auditor should also review the minutes of the meetings of the board of 
directors and audit committee, if any, with a view to determine the cases of weaknesses in 
internal controls.  The auditor may come across situations where a weakness in internal control 
has been placed before the board of directors or the audit committee but the same has not been 
considered.  Such cases may point out the instances where there is a continuing failure to correct 
a major weakness in internal controls.  The auditor should also review his previous years’ working 
papers to determine the weaknesses in the internal controls, if any, already communicated to the 
management. 

(j) It may be noted that paragraph 50 of Auditing and Assurance Standard (AAS) 6, “Risk 
Assessments and Internal Control” requires that the auditor should make management aware, as 
soon as practical and at an appropriate level of responsibility, of material weaknesses in the 
design or operation of the accounting and internal control systems, which have come to the 
auditor's attention during the course of the audit. The auditor should examine the follow-up 
actions taken by the management in response to weaknesses communicated to the management. 

(k) The auditor while making an evaluation of the internal controls in regard to purchase of inventory, 
fixed assets and sale of goods while carrying out the procedures mentioned at (i) above might 
come across a weakness in those internal controls.  The auditor should, in such circumstances, 
exercise his professional judgement to determine whether the weakness noted by him is a major 
weakness in the internal control.  The auditor while commenting on the clause makes an 
assessment whether the major weakness noted by him has been corrected by the management 
as at the balance sheet date.  If the auditor is of the opinion that the weakness has not been 
corrected, then the auditor should report the fact while commenting upon the clause.  Apart from 
stating that there has been a continuing failure to correct major weakness, the auditor should 
report the weakness and the steps taken by the management to correct the weakness, if any. 
Where the management has not taken any steps for correcting the weakness, the auditor’s report 
should also state this fact.  It may also happen that the weakness is corrected by the date on 
which the auditor issues the audit report. In such a case, the auditor’s report should state the fact 
that although as at the balance sheet date, there was a continuing failure to correct a major 
weakness on the date of the financial statements, the weakness has been corrected by the date 
the auditor issued his report.    It may, however, be noted that the existence of continuing failure 
is important for reporting on this sub-clause. Even if the management has taken reasonable steps 
to correct the weakness but the weakness continues, the auditor is required to report the same 
under this clause. 

(l) In case there is a continuing failure on the part of the company to correct major weakness in the 
internal controls, the auditor should also make a re-assessment of the control risk, at the 
assertion level, for each material account balance or class of transactions related to purchase of 
inventory, fixed assets and sale of goods so that appropriate audit procedures can be designed to 
reduce the overall risk to an acceptably low level. Further, if the auditor is of the opinion that the 
major weaknesses in the internal control have serious implications on the adequacy or reliability 
of the books of account of the company, the auditor should consider modifying his audit report on 
the financial statements. Where the auditor decides to do so, he should comply with the 
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requirements of the Auditing and Assurance Standard (AAS) 28, “The Auditor’s Report on the 
Financial Statements” in this regard. 

55. Whether transactions that need to be entered into a register in pursuance of section 301 of the 
Act have been so entered. [Paragraph 4(v)(a)]17 

Comments 

(a) 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 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.  The following are salient features of sections 301, 297 and 299 of the Act: 

(i) Under section 301 of the Act, every company is required to maintain one or more registers 
which contains the particulars of all contracts or arrangements to which section 297 or 
section 299 of the Act applies.  The particulars of contracts and arrangements required to be 
entered in the register maintained under section 301 include, among other things, names of 
the parties to the contract or arrangement. 

(ii) Under section 297 of the Act, except with the consent of the Board of Directors of a 
company, a director of the company or his relative, a firm in which, a director or his relative 
is a partner or any other partner in such a firm, or a private company of which the director is 
a member or director, shall not enter into any contract with the company – 

(a) for the sale, purchase or supply of any goods, materials or services; or 

(b) after the commencement of this Act, for underwriting the subscription of any shares in 
or  debentures of, the company. 

It may also be noted that in the case of a company having a paid-up capital of not less than 
rupees one crore, no such contract can be entered into without the previous approval of the 
Central Government.  Whenever a contract, to which section 297 applies, is entered into, the 
board of directors accords its approval by a resolution passed at a meeting of the Board, 
before the date the contract is entered into or within three months of the date on which the 
contract was entered into.  The particulars of such contracts or arrangements including 
names of the parties to the contract or arrangement are required to be entered into the 
register maintained under section 301 of the Act. 

(iii) Under section 299 of the Act, every director of a company, who is in any way, whether 
directly or indirectly, concerned or interested in a contract or arrangement, or proposed 
contract or arrangement, entered into or to be entered into, by or on behalf of the company, 
is required to disclose the nature of his concern or interest at a meeting of the Board of 
Directors.  The disclosure required under section 299 of the Act can be made by a director 
either at a meeting of the Board under sub-section (2) or by way giving a general notice for 
disclosure of interest to the Board of Directors under sub-section (3) of section 299 of the 
Act.  The disclosure of interest is made in Form 24AA of Companies (Central Government’s) 
General Rules & Forms, 1956.  Based on the disclosures made by directors in Form 24AA, 
particulars of contracts and arrangements including, among other things, the names of the 
parties concerned are entered into the register maintained under section 301 of the Act. 

(b) It is suggested that the auditor should acquaint himself with all the requirements of sections 297, 
299 and 301 of the Act18. 

(c) It may, however, be noted that as per section 299(6) of the Act, the requirements of section 301 
of the Act do not apply to a contract or arrangement entered into or to be entered into between 
two companies where any of the directors of one of the company or two or more of them together 
holds or hold not more than two percent of the paid-up share capital in the other company.  For 
example, the mere fact that a director is a shareholder in a public limited company will not mean 

                                                           
17 The earlier Order did not contain this clause. 
18 Text of sections 297, 299 and 301 of the Act is reproduced in Appendix VII to the Statement. 
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that he is interested unless, of course he, together with other directors, holds more than 2% or 
more of the share capital. 

(d) Normally, transactions are entered in the register maintained under section 301 of the Act based 
on notices received (Form 24AA) from the directors of the company under section 299 of the Act.  
As mentioned earlier, the directors are required to make a disclosure of interest either at a 
meeting of the Board of Directors or by way of a general notice under sub-section (3) of section 
299 of the Act.  Entries are also made in the register on the basis of the approval of the board of 
directors accorded in terms of section 297 of the Act. 

(e) The auditor should obtain a list of companies, firms or other parties the particulars of which are 
required to be entered in the register maintained under section 301 of the Act. The auditor should 
verify the entries made in the register maintained under section 301 of the Act from the 
declarations made by the directors in Form 24AA i.e., general notice received from a director 
under sub-section (3) of section 299 and on the basis of the approval of the of the board of 
directors under section 297 of the Act which would be evident from the minutes of the meetings of 
the board of directors.  The auditor should also obtain a written representation from the 
management concerning the completeness of the information so provided to the auditor. While 
the auditor can verify the completeness of the entries in the register maintained under section 301 
from Form 24AA in respect of transactions or contracts covered by section 297, the auditor should 
perform additional procedures to verify the completeness of the entries in the register to which 
section 297 of the Act applies. The auditor should review the information provided by the 
management. The auditor should also perform the following procedures in respect of the 
completeness of this information: 

(i) review his working papers for the prior years, if any, for names of known companies, firms or 
other parties the particulars of which are required to be entered in the register maintained 
under section 301 of the Act; and 

(ii) review the entity’s procedures for identification of companies, firms or other parties the 
particulars of which are required to be entered in the register maintained under section 301 
of the Act. 

(f) The auditor should verify, on the basis of information provided by the management and on the 
basis of the results of the procedures performed by him, whether transactions that need to be 
entered into a register in pursuance of section 301 of the Act have been so entered or not. The 
auditor also evaluates whether the registers under section 301 are updated and maintained 
properly. The auditor should also examine, wherever applicable, secretarial compliance certificate 
issued under section 383A of the Act in regard to the completeness of the register maintained 
under section 301 of the Act.  The auditor may also rely upon such a certificate issued by a 
company secretary provided the auditor complies with the requirements of Auditing and 
Assurance Standard (AAS) 9, “Using the Work of an Expert”.   

(g) There may be situations where the company has not properly maintained the register required to 
be maintained by it under section 301. In such situations, the auditor should clearly mention the 
fact of non-maintenance/improper maintenance of the aforesaid register, while reporting on this 
clause.  An example of such a reporting by the auditor could be: 

 “According to the information and explanation given to us, we are of the opinion that the company 
has not entered all the transactions required to be entered in the register maintained under 
section 301 of the Companies Act, 1956.  There were two transactions that needed to be entered 
in the register were not entered.  The following are the particulars of such transactions: 

(i) purchase of plant and machinery costing Rs.2,00,000 from a firm in which one of the 
directors, Mr. X, is a partner. 

(ii) sale of administrative block building of the company for Rs.1,00,000 to a relative of Mr. Y, 
one of the directors of the company.” 

56. Whether each of these transactions have been made at prices which are reasonable having 
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regard to the prevailing market prices at the relevant time. [Paragraph 4(v)(b)]19  

[This information is required only in case of transactions exceeding the value of five lakh rupees in 
respect of any party and in any one financial year.] 

Comments 

(a) This clause requires the auditor to comment upon the reasonableness of the prices of all the 
transactions which have been entered in pursuance of contracts or arrangements covered in the 
register(s) maintained under section 301 of the Act if such transactions in respect of any party 
and in any one financial year exceed the value of rupees five lakhs. The auditor is required to 
determine the reasonableness of prices having regard to the prevailing market prices at the 
relevant time. It is clarified here that the scope of the auditor’s inquiry under this clause is 
restricted to such transactions to which sections 297 and 299 of the Act apply and thereby 
required to be entered in the register maintained under section 301 of the Act. 

(b) The auditor should, while reporting on this clause of the Order, in the first instance, determine 
whether the aggregate value of all the transactions entered into with any of the 
companies/firms/parties covered in the register maintained under section 301 of the Act exceed 
the value of rupees five lakhs.  If so, the auditor has to examine whether each of the transactions 
entered into with such a company/firm/party have been made at prices which are reasonable 
having regard to the prevailing market prices at the relevant time. 

(c) The auditor has to examine whether the prices paid for the transactions examined by him are 
reasonable, having regard to the prevailing market prices at the relevant time. The auditor is not 
expected to make a roving market inquiry to determine the market prices prevailing at the time the 
transactions were entered into. However, he may 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. The auditor has to satisfy himself, taking into account 
all the relevant information as well as any explanations given by the management, whether the 
prices at which various transactions have been made are reasonable. In determining the 
reasonableness of the prices, 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. For 
example, 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 has 
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. 

(d) A difficulty in judging the reasonableness of prices may arise in cases where transactions are 
entered with sole suppliers. 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. 

57. 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 and 58AA 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 an order has been passed by Company Law Board whether the same has been complied with 
or not? [Paragraph 4 (vi)]20 

                                                           
19 The corresponding clause of the erstwhile MAOCARO, 1988 required the auditor to comment upon reasonableness of the prices 
of purchase of goods and materials and sale of goods, materials and services, made in pursuance of contracts or arrangements 
entered in the register(s) maintained under Section 301 of the Act having regard to prevailing market prices for such goods, 
materials, or services or the prices at which transactions for similar goods or services have been made with other parties. The scope 
of transactions, which were required to be scrutinised, was limited to purchase of goods and material and sale of goods, materials 
and services, made in pursuance of contracts or arrangements entered in the register(s) maintained under Section 301 of the 
Companies Act, 1956. Further, the reasonableness was to be determined for transactions that aggregated to Rs. 50,000/- (rupees 
fifty thousand) or more during the year in respect of each party. 
20 The text of sections 58A and 58AA of the Act is reproduced in Appendix VII to this Statement. 
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Comments 

(a) The clause substantially corresponds to clause 4(A)(xiii) under the CARO, 2003 except that the 
new clause requires the auditor to: 

(i) report on compliance with the provisions of section 58AA of the Act; and  

(ii) report on compliance with the order, if any, passed by the Company Law Board. 21 

(b) Section 58A of the Act empowers the Central Government to prescribe, in consultation with the 
Reserve Bank of India, the limits up to which, the manner in which and the conditions subject to 
which deposits may be invited or accepted by a company either from the public or from its 
members. The section does not apply to a banking company or to such other company as the 
Central Government may, after consultation with the Reserve Bank of India, specify in that behalf. 

(c) On 3rd February 1975, the Central Government issued the Companies (Acceptance of Deposits) 
Rules, 1975.22 The Rules apply only to such companies as are not banking companies and are 
also not financial companies. Thus, financial companies are not covered by the Rules. Such 
companies continue to be governed by the directives issued by the Reserve Bank of India. 

(d) The Rules cover the following main items: 

(i) the nature of deposits which may be accepted and the terms thereof; 

(ii) the limits up to which the deposits can be accepted; 

(iii) the form and particulars of advertisement for deposits; 

(iv) the form of application for deposits; 

(v) furnishing of receipts to depositors; 

(vi) maintenance of registers of depositors; 

(vii) general provisions regarding the repayment of deposits and payment of interest; 

(viii) the returns to be filed with the Registrar of Companies and the Reserve Bank of India. 

(e) Section 58AA was inserted by the Companies (Amendment) Act, 2000 with effect from 13th 
December 2000. The section deals with small depositors. According to the section, a small 
depositor is a depositor who has deposited in a financial year, a sum not exceeding twenty 
thousand rupees in a company. The section lays down certain requirements to be complied with 
by the companies which have accepted deposits from such small depositors. Audit considerations 
similar to those that have been mentioned for section 58A would apply in regard to section 58AA 
also. 

(f) The auditor should plan to test for compliance with the provisions of sections 58A, 58AA of the 
Act and the Rules made under section 58A.  For such purpose, the auditor should also obtain an 
understanding of the requirements of sections 58A and 58AA and those of the relevant rules.  
Thereafter, the auditor should ascertain how the company is complying with the provisions of 
sections 58A, 58AA and the Rules made under section 58A.  

(g) The auditor should examine compliance by the company with regard to all the matters specified in 
the sections and the Rules and not merely to the limits of the deposits. Where the number of 
deposits is very large, it is obviously not feasible for the auditor to satisfy himself that every single 
deposit complies with the rules. He should, therefore, examine the system by which deposits are 
accepted and records are maintained and make a reasonable test check to ensure the 
correctness of the system. The auditor may also make a “check list” to ensure that all the 
requirements of the Rules regarding the records to be maintained, returns to be filed, etc., are 
complied with. 

(h) The auditor should examine the efficacy of the internal controls instituted by the company so that 

                                                           
21 The term “Company Law Board” has been substituted by the term “National Company Law Tribunal” by the Companies (Second 
Amendment) Act, 2002.  The Order, however, uses the term “Company Law Board”. 
22 The text of the Companies (Acceptance of Deposits) Rules, 1975 is reproduced in Appendix III to this Statement.   
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the deposits accepted by the company remain within the limits. It may be difficult for the auditor to 
ascertain that deposits accepted by the company are within the limits on each day of the 
accounting year. He would, therefore, be justified in making a reasonable test check to ensure 
that the company has not accepted deposits during the year in excess of the limits. For financial 
companies, the auditor should make a similar examination having regard to the Reserve Bank 
directives in force from time to time.  In this connection, attention is invited to section 45MA of the 
Reserve Bank of India Act, 1934.  The section is reproduced in Appendix VII to the Statement. 

(i) Non-compliance of section 58AA would occur in the event when a company fails to intimate the 
Company Law Board any default in repayment of deposit made by small depositors or part thereof 
or any interest thereupon. The auditor has to, therefore, first determine whether there is a default 
in any repayment of such deposits. This would require the auditor to examine all the accounts 
related to small depositors. In case where a company has large number of deposits accepted 
from small depositors, it may not be feasible for the auditor to first verify each account for default 
in repayment and then check whether the company has complied with the requirements of section 
58AA 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 obtain a schedule of repayment of loans 
taken from small depositors from the management of the company.  The auditor, thereafter, 
should make reasonable test checks of the repayments made by the company.  In case the 
results of the test check reveal that the management has defaulted in repayment of deposits 
made by small depositors or part thereof or interest thereupon, the auditor should examine 
whether the same has been intimated to the Company Law Board. 

(j) Apart from the audit procedures mentioned above, the auditor should also enquire of the 
management about the possible instances of non-compliance with sections 58A, 58AA and the 
relevant rules. The auditor should also enquire of the management about any order passed by the 
Company Law Board for contravention of sections 58A, 58AA and the relevant rules. 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 the Company Law Board, the company has complied 
with the requirements of the Order. 

(k) In case where the auditor is of the view that any kind of contravention of sections 58A and 58AA 
of the Act and relevant rules, has taken place, the auditor should state in his report that the 
provisions of section(s) 58A and/or 58AA and/or relevant rules, as the case may be, have not 
been complied with.  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 
provisions of section 58A or with the provisions of section 58AA of the Act and the relevant 
rules.23  

(l) The auditor, under this clause, is required to verify whether the company has complied with the 
order passed by Company Law Board. Where the Company Law Board has passed an order, the 
auditor should examine the steps taken by the company to comply with the said 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. 

58. In the case of listed companies and/or other companies having a paid-up capital and reserves 
exceeding Rs.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, whether the company has an internal audit system 
commensurate with its size and nature of its business. [Paragraph 4(vii)]24 

                                                           
23 The concept of materiality – which is fundamental to the entire auditing process – should be borne particularly in mind while 
reporting on this clause as in the case of other clauses of the Order. 
24 The applicability of the clause under MAOCARO, 1988 was based on the quantum of paid-up capital or turnover only. 
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Comments 

(a) This clause requires the auditor to comment whether the company has an internal audit system 
commensurate with the size and nature of the business.  The clause is required to be commented 
upon by the auditor in case of companies having a paid-up capital and reserves exceeding rupees 
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.  ‘Financial year concerned’ means the 
financial year under audit. 

(b) This clause has a mandatory application for the listed companies irrespective of the size of paid-
up capital and reserves or turnover. It may be noted that the Order does not specify the date with 
reference to which the listing status of the company should be determined.  In this regard, it is 
clarified that if the company is listed on a recognised stock exchange as on the date of the 
balance sheet, it should be considered as listed for the purpose of this clause.  In respect of non-
listed companies the clause is applicable only if: 

(i) the paid-up capital and reserves of the company are  more than  rupees fifty lakhs as at the 
commencement of the financial year; or  

(ii) average annual turnover exceeds rupees five crores for a period of three consecutive 
financial years immediately preceding the financial year concerned. 

(c) In other words, companies which have a paid-up capital and reserves of rupees fifty lakhs or less 
as at the commencement of the financial year as well as the companies which have an average 
annual turnover of rupees five crores or less for a period of three consecutive financial years 
immediately preceding the financial year concerned are excluded from the applicability of the 
clause. 

(d) It may be noted that the limit of rupees fifty lakhs applies to the total capital and reserves and not 
to merely the equity capital. Reference should also be made to paragraphs 17 to 19 of this 
Statement which specify the considerations for determination of limit of paid-up capital and 
reserves for determining the applicability of the Order to a private limited company. 

(e) While in respect of companies which are excluded, there is no necessity to make any specific 
mention in the audit report, the auditor would still be well-advised to make inquiries regarding 
internal audit since it forms an integral part of the system of internal control which the auditor 
normally examines as a part of the audit function. 

(f) The term “turnover” has been explained in paragraph 23 of this Statement.  Reference may be 
made to the said paragraph for the meaning of the term “turnover” for the purposes of this Order. 

(g) A company may be covered by this clause on the turnover criterion in one year and may not be so 
covered in another year. Moreover, since average turnover of three financial years immediately 
preceding the financial year under audit is to be considered, it would follow that a company 
cannot be covered by this clause during the first three years of its operation on the basis of the 
turnover criterion. It may also be noted that the financial year may comprise of a period more or 
less than 12 months. 

(h) A company may either have its own internal audit department or entrust the work of internal audit 
to an outside agency. In the case of a group of concerns, it is also quite common to have a 
central internal audit department. The arrangement which is more suitable will depend upon the 
circumstances of each company but generally, where a company is small, it may find it expensive 
to have its own internal audit department staffed by personnel having the requisite qualifications. 

(i) The auditor has to examine whether the internal audit system is commensurate with the size of 
the company and the nature of its business. The following are some of the factors to be 
considered in this regard: 

(i) What is the size of the internal audit department? In considering the adequacy of internal 
audit staff, it is necessary to consider the nature of the business, the number of operating 
points, the extent to which control is decentralised, the effectiveness of other forms of 
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internal control, etc. 

(ii) What are the qualifications of the persons who undertake the internal audit work? Internal 
auditing, as its name implies, is an aspect of audit and, therefore, it is reasonable to expect 
that the internal audit department should normally be headed by a chartered accountant and 
that, depending upon the size of the department, it employs other qualified persons. In 
deciding the adequacy of the internal audit department, it is, therefore, necessary that there 
is adequate number of qualified personnel. 

(iii) To whom does the internal auditor report? In general, the higher the level to which the 
internal auditor reports, the greater will be his independence. 

(iv) What are the areas covered by the internal audit? Internal audit can cover a large number of 
areas including operational auditing, organisation and methods studies, special 
investigations and the like. For the purposes of the Order, however, the important areas 
which should be covered by internal audit are the examination of the operating systems to 
ensure that the systems are adequate and functioning in practice. The exact areas to be 
covered by the internal audit would depend upon the circumstances of each case but the 
statutory auditor should ask the internal auditor to provide the programme of his work and 
should determine whether, in his opinion, the coverage is adequate. If he feels it is not, he 
may suggest to the internal auditor to extend the programme in the required direction. 

(v) Has the internal auditor adequate technical assistance? In a number of companies, where 
the operations are highly technical in nature, an internal auditor cannot function effectively 
unless he has adequate technical assistance. This can be provided either by having full-time 
technically qualified persons in the internal audit department or by such persons being 
deputed to the internal audit department for specific assignments. Similar considerations 
would apply where a large part of the transactions are computerised. In such cases, the 
internal auditor should have the assistance of persons who are able to audit computer 
systems. 

(vi) What are the reports which are submitted by the internal auditor or what other evidence is 
there of his work? It is important that the auditor should satisfy himself that not merely does 
an internal audit system exist but also that it is functioning effectively. He can do so by 
examining the reports submitted by the internal auditor. 

(vii) What is the follow-up? It is not sufficient that the internal audit system should point out errors 
in operation or deficiencies in the internal control system. It is equally necessary that there is 
an adequate follow-up system to ensure that the errors pointed out are corrected and 
remedial action taken on the deficiencies reported upon. 

(j) The auditor should examine the minutes of the meetings of the audit committee, if any.  These 
minutes would provide the auditor with useful evidence regarding the efficiency and efficacy of the 
internal audit system. 

(k) It is important to note that the Act does not require a company to necessarily have an internal 
audit system. However, where such a system does not exist, the Order requires the auditor to 
mention the fact in his report. Moreover, since this part of the Order refers only to such 
companies which are either listed or companies having a paid-up capital and reserves in excess 
of rupees 50 lakhs or an average annual turnover in excess of rupees 5 crores for a period of 
three consecutive financial years immediately preceding the financial year concerned, it is 
desirable that such a company has an internal audit system. 

(l) It is equally important to note that the internal audit system is a part of the overall internal control 
system. Therefore, the scope of the internal audit and the extent of its coverage will, to some 
extent, depend upon the existence or otherwise of other forms of internal control. This is also a 
factor to be considered when evaluating the adequacy of the internal audit system. 

59. Where maintenance of cost records has been prescribed by the Central Government under clause 
(d) of sub-section (1) of Section 209 (1) (d) of the Act, whether such accounts and records have been 
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made and maintained. [Paragraph 4(viii)]25 

Comments 

(a) Section 209 (1) (d) of the Act requires a company pertaining to a class of companies engaged in 
production, processing, manufacturing or mining activities to maintain proper books of account 
showing particulars relating to utilization of material or labour or to other items of cost as may be 
prescribed, if the Central Government requires such class of companies to maintain such records. 
Pursuant to this requirement and in exercise of the powers conferred by sub-section (1) of section 
642, the Central Government has made rules in respect of a number of classes of companies. 
These books of account and records form part of the books of account of the company within the 
meaning of section 209. A list of classes of companies in respect of which maintenance of cost 
records under section 209(1)(d) has been prescribed up to April 13, 2004, is given in Appendix IX. 

(b) The Cost Accounting Records Rules issued for various industries contain requirements relating to 
two matters: 

(i) maintenance of proper books of account relating to materials, labour, and other items of 
cost; and 

(ii) preparation of cost statements at the end of the financial year in accordance with the rules 
specific to the industry concerned.  

While the records relating to materials, labour, etc., are required to be maintained on a day-to-day 
basis, the cost statements have to be prepared periodically. 

(c) Section 233B provides that where, in the opinion of the Central Government, it is necessary to do 
so in relation to any company required by section 209(1)(d) to maintain the particulars prescribed 
under that section, it may order an audit to be conducted of its cost accounts.  

(d) It will be noticed that while a cost audit can be done only in respect of companies governed by the 
Rules made under section 209(1)(d), cost audit is not necessary in respect of every company 
which is required to maintain cost records. 

(e) The Order requires the auditor to report whether cost accounts and records have been made and 
maintained. The word “made” applies in respect of cost accounts (or cost statements) and the 
word “maintained” applies in respect of cost records relating to materials, labour, overheads, etc. 
The auditor has to report under the clause irrespective of whether a cost audit has been ordered 
by the Central Government. The auditor should obtain a written representation from the 
management stating (a) whether cost records are required to be maintained for any product(s) of 
the company under section 209(1)(d); and (b) whether cost accounts and records are being made 
and maintained regularly. The auditor should also obtain a list of books/records made and 
maintained in this regard. The Order does not require a detailed examination of such records. The 
auditor should, therefore, conduct a general review of the cost records to ensure that the records 
as prescribed are made and maintained. He should, of course, make such reference to the 
records as is necessary for the purposes of his audit. 

(f) It is necessary that the extent of the examination made by the auditor is clearly brought out in his 
report. The following wording is, therefore, suggested: 

 “We have broadly reviewed the books of account maintained by the company pursuant to the 
Rules made by the Central Government for the maintenance of cost records under section 
209(1)(d) of the Companies Act, 1956 and are of the opinion that prima facie, the prescribed 
accounts and records have been made and maintained.” 

(g) Where the auditor finds that the records have not been written up or are not prima facie complete, 
it will be necessary for the auditor to make a suitable comment in his report. 

60. 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, custom 
duty, excise duty, cess and any other statutory dues with the appropriate authorities and if not, the 

                                                           
25 This clause is similar to the corresponding clause 4(A)(xvi) of the MAOCARO, 1988.   
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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.[Paragraph 4(ix)(a)]26 

Comments 

(a) This clause requires the auditor to report upon the regularity of the company in depositing 
undisputed statutory dues including provident fund, investor education and protection fund, 
employees’ state insurance, income-tax, sales-tax, wealth-tax, custom duty, excise duty, cess and 
any other statutory dues to appropriate authorities.  If the company is not regular in depositing the 
above mentioned undisputed statutory dues, the auditor is required to state the extent of arrears 
of statutory dues which have remained 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. 

(b) It may be noted that the use of the words “any other statutory dues” indicates that the clause 
covers all type of dues under various statues which may be applicable to a company having 
regard to its nature of business. Apart from the statutory dues listed, the auditor is required to 
report on the regularity of the company in depositing “any other statutory dues” payable by the 
company to appropriate authorities under the statutes applicable to the company.  

(c) The intention of the Government, in this clause is to ascertain how regular the company is in 
depositing statutory dues with the appropriate authorities.  Since the emphasis of the clause is on 
the regularity, the scope of auditor’s inquiry is restricted to only those statutory dues which the 
company is required to deposit regularly to an authority. The auditor is not required to ascertain 
whether the company is regular in depositing amounts, which may be levied by an appropriate 
authority from time to time upon occurrence or non-occurrence of certain events and therefore are 
not required to be paid regularly.  Any sum, which is to be regularly paid to an appropriate 
authority under a statute (whether Central, State or Local) applicable to the company, should be 
considered as a “statutory due” for the purpose of this clause.  Examples of “statutory dues” 
would include municipal taxes, electricity bills, taxes deducted at source, fees payable to the 
licensing authority in respect of business being carried on under license granted by an authority, 
say a cinema hall. 

(d) With reference to regularity, it is also important to distinguish amongst the various items stated in 
the clause.  The auditor should very clearly understand the nature of each statutory due payable 
by the company while examining the aspect of regularity before commenting on the same.  For 
instance, the regularity is a normal feature in case of certain statutory dues such as, provident 
fund, employees’ state insurance, sales tax, etc., because the companies are required to deposit 
the money with appropriate authorities on a monthly or quarterly basis.  But this is not the case in 
respect of, say, custom duty on import of goods or demands arising on account of assessment 
orders etc., which a company is required to pay as and when an event giving rise to the liability of 
the company occurs.  Such dues should be construed to have been paid regularly if the company 
deposits them as and when they become due.  However, the auditor would be required to 
comment upon the regularity of the company is depositing the installments, if any, granted by an 
authority in respect of a demand against the company. 

(e) It may be noted that the auditor has to report on the regularity of deposit of statutory dues 
irrespective of the fact whether or not there are any arrears on the balance sheet date. This is 

                                                           
26  The fol lowing are the points of di f ference between th is  c lause and the corresponding requirements of  

c lause 4(A)(xv i i ) the erstwhi le MAOCARO, 1988: 
(i) This clause requires the auditor to comments upon the regularity of the company in depositing, among other things, 

undisputed dues of provident fund and employees’ state insurance. These dues were subjected to a separate clause 
under MAOCARO, 1988.  

(ii) The corresponding clause under the MAOCARO, 1988 did not require the auditor to state overdue amounts as 
required by this clause. 

(iii) Further certain new statutory obligations such as contributions to investor education and protection fund and cess have 
been included in the list of statutory payments. The old clause restricted its application to the listed statutory payments, 
whereas the new clause requires comments in respect of undisputed statutory dues including the listed nature of 
payments and “any other” statutory dues. 
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because there may be situations where a company has deposited the relevant dues before the 
end of the year while it has been in default in the matter for a significant part of the year. In cases 
where there are no arrears on the balance sheet date but the company has been irregular during 
the year in depositing the statutory dues, the auditor should state this fact in his audit report. 

(f) For the purpose of this clause, the auditor should consider a matter as “disputed” where there is a 
positive evidence or action on the part of the company to show that it has not accepted the 
demand for payment of tax or duty, e.g., where it has gone into appeal. For this purpose, where 
an application for rectification of mistake (e.g., under section 154 of the Income Tax Act, 1961) 
has been made by the company, the amount should be regarded as disputed. Where the demand 
notice/intimation for the payment of a statutory due is for a certain amount and the dispute relates 
only to a part and not the whole of such amount, only such amount should be treated as disputed 
and the balance amount should be regarded as undisputed. It is not necessary for the auditor to 
examine the sustainability or otherwise of the claim of the company regarding disputed amounts. 
It is sufficient for his purpose if the evidence available shows that the amount is disputed by the 
company. It may also be noted that the Order has clarified that mere representation to the 
concerned Department does not constitute the dispute.  

(g) Another question that arises is that when do the statutory dues become payable. There can be 
two views with regard to the question. On 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 or, 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. 

(h) It may be noted that penalty and/or interest levied under the respective laws would be covered 
within the term “amounts payable”. 

(i) The report should be restricted to the actual arrears and should not include the amounts which 
have not fallen due for payment to appropriate authority and have been recognised as 
outstanding dues at the balance sheet date. 

(j) It is possible that in a large company where there are a number of departments with separate 
payrolls and where payments are spread over a number of days, the collection of data regarding 
the provident fund/employees’ state insurance collections and the company’s contribution thereto 
may take some time. In order to ensure that deposit of the dues is made in time, the company 
may make lump-sum deposits of estimated amounts and adjust the excess or deficit against the 
following month’s deposit. If this method is consistently followed and the difference between the 
total dues and the lump-sum deposit is not significant, it need not be considered that dues have 
not been regularly deposited and no adverse comment is necessary27. 

(k) The auditor should make plans to test whether the company is regular in depositing undisputed 
statutory dues. The auditor, in order to be able to comment on this clause, should have a general 
understanding of the various statutes governing the company and the dues payable by the 
company under those statutes. The auditor should also enquire of the management of the 
company about the statutes under which the company is required to pay any statutory dues. The 
auditor should also discuss with the management the policies or procedures adopted for 
identifying and payment of statutory dues.  

(l) The information necessary to comply with this requirement of the Order may be obtained from the 
company in the form of a statement. The statement should contain a list of various statutes under 
which the company is required to make payments regularly to appropriate authorities, the kind of 

                                                           
27 This concept of materiality – which is fundamental to the entire auditing process – should be borne in mind while reporting on this 
clause as in the case of other clauses of the Order. 
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payments under each statute, the due date for making the payment to the appropriate authority, 
the date on which the payment is made by the company, the arrears not due and the arrears over 
due for more than six months. The auditor should verify the statement provided by the 
management with the underlying documents and records. The auditor’s general understanding of 
the various statutes governing the entities and the dues payable by the company under those 
statutes would help the auditor in assessing the completeness of the statement. The auditor 
should recognise that there could be a situation that a statutory due might have become payable 
but has not been captured by the accounting and internal control systems established by the 
enterprise and, therefore, the auditor should perform procedures to mitigate risk arising from the 
situation.  

(m) The auditor should obtain a written representation with reference to the date of the balance sheet 
from the management - 

(i) specifying the cases and the amounts considered disputed;  

(ii) containing a list of the cases and the amounts in respect of the statutory dues which are 
undisputed and have remained outstanding for a period of more than six months from the 
date they became payable; 

(iii) containing a statement as to the completeness of the information provided by the 
management.  

(n) While the auditor has to report upon the regularity of the deposit, he is not required to specify in 
detail each instance where there has been a delay or the extent of the delay. It should be 
sufficient if he indicates whether generally the deposits have been regular or otherwise. The 
following are examples of the wordings, which may be used: 

 “undisputed statutory dues including provident fund, investor education and protection fund, or 
employees’ state insurance, income-tax, sales-tax, wealth tax, custom duty, excise duty, cess 
have been regularly deposited by the company with the appropriate authorities in all cases during 
the year”. 

 “undisputed statutory dues including provident fund, investor education and protection fund, 
employees’ state insurance, income-tax, sales-tax, wealth tax, custom duty, excise duty, cess 
have generally been regularly deposited with the appropriate authorities though there has been a 
slight delay in a few cases”. 

 “undisputed statutory dues including provident fund, investor education and protection fund, 
employees’ state insurance, income-tax, sales-tax, wealth tax, custom duty, excise duty, cess 
have not generally been regularly deposited with the appropriate authorities though the delays in 
deposit have not been serious”. 

 “undisputed statutory dues including provident fund, investor education and protection fund, 
employees’ state insurance, income-tax, sales-tax, wealth tax, custom duty, excise duty, cess 
have not been regularly deposited with the appropriate authorities and there have been serious 
delays in a large number of cases”. 

If the auditor is of the opinion that the company is not regular in depositing undisputed statutory dues 
including provident fund, investor education and protection fund, employees’ state insurance, income-
tax, sales-tax, wealth tax, custom duty, excise duty, cess and any other statutory dues with the 
appropriate authorities, 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, are 
required to be mentioned by the auditor in his audit report. In indicating the arrears, the period to which 
the arrears relate should also preferably be given and further, wherever possible, the fact of 
subsequent clearance or otherwise may also be indicated. The following is the format in which the 
auditor may report the extent of the arrears of outstanding statutory dues: 
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Statement of Arrears of Statutory Dues Outstanding for More than Six Months 

Name of 
the 
Statute 

Nature of 
the Dues 

Amount 
(Rs.) 

Period to which 
the amount 
relates 

Due 
Date 

Date of 
Payment 

 
61. In case dues of sales tax/income tax/custom tax/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 may please be mentioned. [Paragraph 4(ix)(b)]28 

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

Comments 

(a) This clause requires that in case of disputed statutory dues, the amounts involved should be 
stated along with the forum where the dispute is pending. The words “custom tax” as used in the 
clause should be read as “custom duty”. 

(b) The audit procedures applied by the auditor for commenting on the previous clause, including 
obtaining a statement from the management in regard to the matters specified in the clause, 
would help the auditor in determining the dues of sales tax/income tax/custom duty/wealth 
tax/excise duty/cess that have not been deposited on account of any dispute, the amounts 
involved and the forum where dispute is pending. The auditor should also obtain a management 
representation about the disputed dues, the amounts involved and the forum where the dispute is 
pending.  The auditor should carry out necessary audit procedures to verify the information 
provided by the management. 

(c) It is clarified here that mere representation to the concerned Department does not constitute 
dispute.  According to the Order, it is necessary that there should be an appeal before the 
relevant appellate authority.  It is, however, reiterated that where an application for rectification of 
mistake (e.g., under Section 154 of the Income tax Act, 1961) has been made by the company, 
the amount should be regarded as disputed.  

(d) Issuance of a show cause notice by the concerned department should not be construed to be a 
demand payable by the company.   

(e) It is possible that in respect of same nature of statutory dues, there may be more than one 
dispute pertaining to different periods for which, appeals might have been filed separately. For 
example, different years’ income tax liabilities might have been disputed at different levels of 
appellate authorities. Hence, in such cases, the information required by the clause should be 
given separately in respect of each period.  

(f) The information required by the clause may be reported in the following format: 

Statement of Disputed Dues 

Name of 
the 
Statute 

Nature of 
the Dues 

Amount 
(Rs.) 

Period to which 
the amount relates 

Forum where 
dispute is 
pending 

  

62. Whether in case of a company which has been registered for a period not less than five years, its 
accumulated losses at the end of the financial year are not less than fifty per cent of its net worth and 
whether it has incurred cash losses in such financial year and in the financial year immediately 
preceding such financial year also. [Paragraph 4(x)] 

Comments 

(a) The clause is applicable to all the companies that are in existence for more than five years from 
the date of registration till the last day of the financial year covered by the auditor’s report. The 

                                                           
28 The corresponding clause paragraph 4(A)(xviii) under MAOCARO, 1988 did not cover cess and there was no requirement to 
mention the forum where dispute is pending. 
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clause requires the auditor to report: 

(i) whether the accumulated losses at the end of the financial year are more than 50% of its net 
worth; and 

(ii) whether the company has incurred cash losses during the period covered by the report and 
in the financial year immediately preceding the period covered by the report.  

(b) The auditor should compute the accumulated losses and the net worth to verify whether the 
accumulated losses at the end of the financial year are more than 50% of the company’s net 
worth.  

(c) A question arises about the exact connotation of the term “loss” for ascertaining the amount of 
accumulated losses. More specifically, the issue is whether, for the purpose of reporting by the 
auditor, the net loss shown by the profit and loss account should be taken as the loss or whether 
any adjustments need to be made in the figure of such net profit/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 qualifications in the audit report to the extent the qualifications 
are quantified.  

(d) Section 2(29A) of the Act defines the term “net worth” as “sum total of the paid-up capital and free 
reserves after deducting the provisions or expenses as may be prescribed”.  The explanation to 
the definition further provides that for the purpose of this definition, “free reserves” means all 
reserves created out of profits and share premium account but does not include reserves created 
out of revaluation of assets, write back of depreciation provisions and amalgamation.  The 
provisions or expenses to be deducted from the paid-up capital and reserves for calculating net-
worth have not yet been prescribed.  It, thereby, implies that the ‘net worth’ is the sum total of the 
paid-up capital and free reserves until the provisions or expenses to be deducted therefrom are 
prescribed under section 2(29A) of the Act.  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.  

(e) The auditor is also required to report whether the company has incurred cash losses during the 
period covered by the report and in the financial year immediately preceding the period covered 
by the report. In order to determine the figure of cash loss for the financial year, the figure of 
profit/loss shown by the profit and loss account is adjusted for the effects of transactions of a non-
cash nature such as depreciation, amortisation, deferred tax expenses, etc.  

(f) The figure of cash loss of the company for the financial year covered by the audit report and the 
immediately preceding financial year should also be adjusted for the effect of qualifications in the 
respective audit reports to the extent the qualifications are quantified. 

(g) The auditor while reporting on this clause should indicate that his opinion on the matters specified 
in the clause has been arrived at after considering the effect of the qualifications on the figures of 
accumulated losses, net worth and cash losses. Where any of the qualifications in the audit report 
is not capable of being quantified, the auditor should state that the effect of such unquantified 
qualification(s) has not been taken into consideration for the purpose of making comments in 
respect of this clause. 

63. Whether the company has defaulted in repayment of dues to a financial institution or bank or 
debenture holders? If yes, the period and amount of default to be reported. [Paragraph 4 (xi)]29 

Comments 

(a) Under this clause, the auditor is required to report whether the company has defaulted in 
repayment of dues to a financial institution or bank or to debenture holders. If the answer is in the 
affirmative, the auditor is also required to mention the period of default and the amount of default. 
A question that arises is whether the scope of the auditor’s inquiry would cover defaults made by 
the company during the year only or whether the defaults committed in previous years and 
continuing uptil the year end would also be covered.  It is clarified that the auditor should report 

                                                           
29 There was no corresponding clause under the MAOCARO, 1988. 
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the period and amount of all defaults existing at the balance sheet date irrespective of when those 
defaults have occurred.   

(b) Dues to financial institutions30, banks or debenture holders would include the principal as well as 
any interest on any kind of dues payable to the financial institutions, banks or debenture holders. 

(c) The auditor should obtain a schedule of repayments to banks, financial institutions and debenture 
holders from the management of the company. The schedule should indicate the amount and the 
due dates of the payments that the company is required to make to banks, financial institutions 
and debenture holders.  

(d) The auditor should examine the agreement or other documents containing the terms and 
conditions of the loans and borrowings of the company from banks and financial institutions. The 
auditor should also examine the debenture trust deed. This examination would enable the auditor 
in verifying the amount and due dates of the payments mentioned in schedule of repayments 
provided by the management of the company. The auditor should then verify whether the 
repayments as per the books of account are in accordance with the terms and conditions of the 
relevant agreement. The auditor should also satisfy himself that the repayment have actually 
been made to the party concerned.  

(e) Though the word “default” has not been defined, in this regard, the word “default” would mean 
non-payment of dues to banks, financial institutions or debenture holders on the last dates 
specified in loan documents or debentures trust deed, as the case may be. For example, in the 
case of term loans, fixed dates are prescribed for repayment in the agreement or terms and 
conditions of the loans. The dates prescribed for repayments would operate as the last date of 
payments and any delay after this fixed date would amount to default.  

(f) It may happen that the company might have submitted application for 
reschedulement/restructuring proposals to the lenders, which may be in different stages of 
processing. Submission of application for reschedulement/restructuring does not mean that no 
default has occurred. Accordingly, in such situations also the auditor should report the period of 
default and the amount of default. However, if the application for reschedulement of loan has 
been approved by the concerned bank or financial institution or if the default has been made good 
by the company during the accounting period covered by the auditor’s report, the auditor should 
state in his audit report the fact of reschedulement of loan or the fact of default having been made 
good. 

(g) The auditor may come across a situation where there may be disputes between the company and 
the lender on certain issues relating to repayments. In all such situations, the auditor should give 
a disclaimer that since there is a dispute between the company and the lender; he is unable to 
determine whether there is a default in repayment of dues to the lender concerned. 

(h) The following is an example of negative reporting under the clause: 

 “The company has defaulted in repayment of dues to debenture holders.  Debentures amounting 
to Rs.50,00,000/- became due for redemption on 30th May 20X3 which were redeemed by the 
company on 15th March 20X4.” 

64. Whether adequate documents and records are maintained in cases where the company has 
granted loans and advances on the basis of security by way of pledge of shares, debentures and other 
securities; If not, the deficiencies to be pointed out. [Paragraph 4 (xii)]31 

Comments 

(a) The clause requires the auditor to comment on the adequacy of documents and records 
maintained in cases where the company has granted loans and advances on the basis of security 
by way of pledge of shares, debentures and other securities. If the auditor is not satisfied about 
the adequacy of documents and records, he has to report the inadequacies and point out 

                                                           
30 Reference may be made to paragraph 22 of the Statement which describes “financial institutions” for the purpose of the Order. 
31 Under the MAOCARO, 1988 the auditor was required to report on this clause only in the case of a finance, investment, chit fund, 
nidhi or mutual benefit company. 
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deficiencies in maintenance of records. 

(b) This requirement is confined to loans and advances which are secured by way of pledge of 
shares, debentures and other securities, and does not extend to other forms of security, e.g., 
hypothecation, guarantee, etc. 

(c) Pledge implies that the physical possession of the security must be transferred to the company 
along with a power to sale of the security in the case of default. This transfer can be actual or 
constructive. 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. 

(d) A question may arise as to the exact meaning of the term “other securities”. The term, ‘other 
securities’ may be construed to mean bonds or promissory notes issued by a government or 
semi-government authority. In a broader sense, it can include any other asset which is given as 
security for repayment of a loan or fulfillment of an obligation. However, the term ‘other securities’ 
is used along with shares and debentures and, therefore, for the purpose of this clause, 
consideration will have to be confined to securities which are similar to shares or debentures. 

(e) The auditor has to report whether adequate documents and records have been maintained. What 
records would be considered adequate depends upon the nature of the security and the party to 
whom the loan or advance is granted. But the records should generally include the following 
particulars: 

(i) the full name and address of the borrower; 

(ii) the amount of the loan or advance; 

(iii) stipulations regarding period of repayment, the rate of interest, the security to be pledged 
and all other terms of the loan or advance; 

(iv) the record of the disbursements, repayments towards the loan or advance and recovery of 
the interest; 

(v) full particulars of the security pledged, for example, if the security consists of shares, the 
particulars would include the names of the companies, number of shares, class of shares, 
distinctive numbers of the shares, particulars of the parties in whose names the shares 
stand, etc.; 

(vi) the documents needed to transfer the ownership of the security in case of need; 

(vii) periodical acknowledgements from the parties confirming the balances due; 

(viii) proof that the party has power to borrow, e.g., in case the borrower is a company, its 
memorandum of association, board resolution or shareholders’ resolution; etc. 

(f) The clause does not cast a duty upon the auditor to examine the adequacy of the security on the 
basis of which loans have been granted.  This may be due to the fact that an inquiry in this regard 
has to be made by the auditor in terms of section 227 (1A) of the Act. In any event, it remains the 
duty of the auditor to ensure by physical verification that, where a loan or advance is given on the 
basis of a pledge of shares, debentures or other securities, the securities are in the custody of the 
company and that the market value of the securities is adequate to cover the outstanding amount 
of the loan and interest. The auditor should also physically verify the securities pledged by 
reference to either the physical securities or statements from depository participants. In the case 
of securities in dematerialized form, the auditor should also obtain sufficient appropriate audit 
evidence that the company has a valid right to sell the shares kept as security in the case of a 
default from the borrower.  There may be several ways with which the auditor can verify the said 
right of the company, for example, the auditor may obtain a certificate to this effect from the 
depository participant. 

(g) The auditor, apart from reviewing and examining regular books of account, has to examine 
various documents and records as referred above and list out the deficiencies, if any. The 
deficiencies could be absence of noting of lien, insufficient margins, registers not being updated, 
absence of data relating to market value of securities, etc. The auditor should also report the 
deficiencies so found.  
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65. Whether the provisions of any special statute applicable to chit fund have been duly complied 
with? [Paragraph 4(xiii) First Part]32 

Comments 

(a) The clause requires the auditor to comment whether the provisions of any special statute 
applicable to chit fund have been complied with.  It may be noted that clause is required to be 
commented upon by the auditor only in case of a chit fund company.  Therefore, the auditor 
should determine whether the company is carrying on the chit fund business.  It may be noted 
that the Order contains a single definition of the terms “chit fund company”, “nidhi company” or 
“mutual benefit company”.  According to the Order, “chit fund company”, “nidhi company” or 
“mutual benefit company” means a company engaged in the business of managing, conducting or 
supervising as a foreman or agent of any transaction or arrangement by which it enters into an 
agreement with a number of subscribers that every one of them shall subscribe to a certain sum 
of instalments for a definite period and that each subscriber, in his turn, as determined by lot or by 
auction or by tender or in such other manner as may be provided for in the agreement, shall be 
entitled to a prize amount, and includes companies whose principal business is accepting fixed 
deposits from, and lending money to, members.” 

(b) Though the Order defines the terms “chit funds”, “nidhis” and “mutual benefit society” using a 
single definition but these entities are governed by different laws and regulations and different 
meanings have been attached to these terms under the relevant laws and regulations.  For 
example, a chit fund company is a company that carries on the business of chit funds within the 
meaning of the Chit Funds Act, 1982.  Clause (b) of section 2 of the Chit Funds Act, 1982 defines 
the “chit” as a transaction whether called chit, chit fund, chitty kuri or by any other name by or 
under which a person enters into an agreement with a specified number of persons that every one 
of them shall subscribe a certain sum of money (or a certain quantity of grain instead) by way of 
periodical instalments over a definite period and that each such subscriber shall, in his turn, as 
determined by lot or by auction or by tender or in such other manner as may be specified in the 
chit agreement, be entitled to the prize amount. Explanation to the clause provides that a 
transaction is not a chit within the meaning of this clause, if in such transaction: 

(i) some, but not all, of the subscribers get the prize amount without any liability to pay future 
subscriptions; or 

(ii) all the subscribers get the chit amount by turn with a liability to pay future subscriptions. 

(c) This is a very wide requirement and taken literally would mean that the auditor has to ensure that 
the company complies with all the requirements of the relevant special statutes. Obviously, this 
cannot be the intention. A more rational interpretation would, therefore, be that the auditor has to 
satisfy himself and report that the company has complied with all the provisions of the special 
statutes in so far as they are applicable to the accounts of the chit fund company. It is necessary 
that the audit report should clearly state the above interpretation. The following is an example of 
the report: 

 “According to the information and explanations give to us, the company has complied with the 
provisions of ..................... in so far as those provisions are applicable to the accounts under 
report.” 

(d) It may also be noted that special statutes applicable to chit fund companies vary from State to 
State.  This is because of the fact that the Central Government enacted the Chit Funds Act, 1982 
(Act No. 40 of 1982) which extends to the whole of India except the State of Jammu and Kashmir.  
According to section 1(3) of the Chit Funds Act, 1982, it comes into force on such date as the 
Central Government may, by notification in the official gazette, notify and also that different dates 
may be notified for different States. So far, the Central Government has notified the date of the 
Chit Funds Act, 1982 coming into force in respect of certain States and Union Territories only.33  

                                                           
32 Under MAOCARO, 1988, the auditor was required to report on this clause in the case of a finance, investment, chit fund, nidhi or 
mutual benefit company only. 
33 The States and Union Territories for which the dates have been notified by the Central Government are Karnataka, West Bengal, 
Tamil Nadu, Chandigarh, Dadra and Nagar Haveli, Lakshadweep, Himachal Pradesh, Sikkim, Andaman and Nicobar Islands, 
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In respect of States and Union Territories for which no date for the Chit Funds Act, 1982 coming 
into force has been notified, the respective States/Union Territories have either enacted relevant 
Act and rules in this regard or have adopted the Chit Funds Act, 1982 as it is.  The auditor should 
obtain an understanding of the relevant Acts and the rules which are applicable to the company 
situated in a particular State/Union Territory. It may also happen that the company’s branches 
may be situated in more than one State, in which case, the provisions of different States’ Acts and 
rules may be applicable to the respective branches/offices. 

66. In respect of nidhi/mutual benefit fund/societies: 

(a) whether the net-owned funds 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 recognition and 
provisioning against sub-standard/default34/loss assets; 

(c) whether the company has adequate procedures for appraisal of credit proposals/requests, 
assessment of credit needs and 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 and would be conducive to recovery of the loan amount. [Paragraph 
4(xiii) Second Part; sub-clauses (a) to (d)]35 

Comments 

(a) The sub-clause (a) requires the auditor to report whether, in the case of a nidhi and mutual 
benefit society, net-owned funds to deposit liability ratio is more than 1:20 as on the date of 
balance sheet.  

(b) It may be noted that “nidhis” or “mutual benefit societies” are the companies which are notified by 
the Central Government to be a “nidhi” or a “mutual benefit society” under section 620A of the 
Act.  It may also be noted that a company which is declared as a “nidhi” or a “mutual benefit 
society” by the Central Government under section 620A cannot carry on the business of chit fund, 
hire purchase finance, leasing finance, insurance or acquire shares or debenture issued by any 
body corporate except the shares of another “nidhi”, unless specifically permitted by the Central 
Government. 

(c) It may be noted that a “nidhi” or a “mutual benefit society” may accept deposits not exceeding 
twenty times of its net owned funds as per last audited balance sheet.36 

(d) According 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.  However, for nidhis or mutual 
benefit societies existing on or before 26.7.2001, the proceeds of issue of preference shares shall 
be included for calculation of net-owned funds up to the financial year 31st March 2004. 

(e) 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”. 

(f) The auditor should 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 enable him 
to verify that the ratio of deposit liability to net owned funds is in accordance with the 

                                                                                                                                                                             
Orissa, Goa, Daman and Diu, Madhya Pradesh, Madhya Pradesh, Pondichery, Meghalaya, Uttar Pradesh, Rajasthan, Bihar and 
Punjab.   
34 The word “default” should be read as “doubtful”. 
35 There was no corresponding clause in the MAOCARO, 1988. 
36 Directions issued by the Central Government vide notification number GSR 555(E) dated 26th July 2001.  
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requirements prescribed in this regard.  The auditor should 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. 

(g) The sub-clause (b) requires the auditor to state whether, the company has complied with the 
prudential norms on income recognition and provisioning against sub-standard/doubtful and loss 
assets. This requirement is in addition to the audit procedures that the auditor normally performs 
in respect of advances for obtaining evidence on the assertions about their existence, 
completeness, valuation and disclosure.   

(h) 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, national 
savings certificates, insurance policies and other Government securities.  The Central 
Government, vide notification number GSR 309 (E) dated 30th April 2002 issued prudential norms 
for revenue recognition and classification of assets in respect of mortgage or loans.  The text of 
the Circular is reproduced in Appendix X to the Statement.37 

(i) The auditor should examine whether the prudential norms for revenue recognition and 
classification of assets have been complied with by the nidhi or mutual benefit society in the 
preparation and presentation of the financial statements.  However, these norms should be 
construed as laying down the minimum provisioning requirements and wherever a higher 
provision is warranted in the context of the threats to recovery, such higher provision can be 
made.  If a company makes such higher provision, it should not be construed that the company 
has not complied with the prudential norms.  Where the nidhi or the mutual benefit society has not 
complied with the prudential norms, the auditor should state the fact while reporting on the clause. 

(j) 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. The auditor should 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 of credit proposals/requests of employees. The auditor should also study the same. 
Such procedures should normally include steps to be followed for detailed verification of the 
proposal to assess need of credit and the repayment capacity of the borrower. Study of the 
individual borrower files would indicate whether proper systems and procedures have been 
followed. Based on his assessment, the auditor has to form an opinion about the adequacy of 
procedures in the credit department and accordingly comment on this clause.  The auditor can 
gather the requisite evidence by examining relevant documents (such as loan application forms, 
supporting documentation, sanctions, security documents, etc.) and by obtaining information and 
explanations from the management in appropriate cases. 

(k) The sub-clause (d) requires the auditor to comment on whether the repayment schedule of 
various loans granted by the nidhi is based on the repayment capacity of the borrower and would 
be conducive to recovery of the loan amount. It may be noted that the scope of the auditors’ 
enquiry for this clause is limited to examination of the documentation available with the company 
in regard to grant of loans.  Based on his examination of the documentation in regard to grant of 
loans, the auditor would form an opinion whether the repayment schedule of various loans 
granted by the nidhi is based on the repayment capacity of the borrower. Where the number of 
loans granted by the company is very large, it is obviously not feasible for the auditor to satisfy 
himself that every single loan’s repayment schedule granted by the nidhi is based on the 
repayment capacity of the borrower and would be conducive to recovery of the loan amount.  It is 
important to note that the auditor’s comments on this clause would have to be based on the 
auditor's 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 

                                                           
37 The directions issued by the Government of India are subject to change from time to time.   
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loans granted by the nidhi is based on the repayment capacity of the borrower and would be 
conducive to recovery of the loan amount.  

(l) There could be several cases where the auditor may come to a conclusion that the repayment 
schedule of a particular loan is not based on the repayment capacity of the borrower, the same 
should be reported by the auditor under this clause. 

67. 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 securities 
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. [Paragraph 4(xiv)]38 

Comments 

(a) The requirement applies to companies which deal or trade in shares, debentures and other 
securities. To deal or trade implies a purchase or sale with a view to make profit.  Therefore, this 
requirement does not apply to companies which are not dealing or trading in investments but 
which purchase investments with a view to hold such investments and earn income from dividend 
or interest thereon. Readers’ attention is also invited to the definition of the term “investment 
company” in paragraph 2(d) of the Order. 

(b) This requirement can be considered in three parts, namely: 

(i) whether records regarding transactions and contracts are maintained; 

(ii) whether timely entries have been made in such records; and 

(iii) whether the investments are in the company’s own name.  

(c) Some of the factors that may be considered to determine whether the company is dealing or 
trading in investments or whether it is merely holding investments are as follows: 

(i) The objects of the company as stated in the Memorandum of Association. 

(ii) The period of time for which individual investments are held before they are sold. 

(iii) The reasons, to the extent they can be determined, for purchase or sale of an investment. 

(iv) Internal procedure, orders or directives regarding purchase and sale of investments. 

(v) Method of valuation of investments for balance sheet purposes. For example, if investments 
are treated as stock-in-trade for the purposes of valuation, the indication would be that the 
company is an investment company.  

(vi) The status given to the company in its tax assessments, that is, whether it is treated as a 
dealer in investments (profits being subjected to tax as business profits) or whether it is 
treated as an investor (profits being subjected to tax as capital gains).  

(d) In deciding whether records have been properly maintained, the auditor has to examine both, 
whether the form in which records are maintained is adequate and also whether the records 
themselves are properly written up and preserved. The adequacy of the records has to be tested 
in the light of their ability to give details of (i) purchases and sales and the profit or loss arising on 
sale, (ii) the stock of investments and their valuation, and (iii) the amounts due for sales and 
payable for purchases. Some of the features to be examined in this connection would be the 
following: 

(i) Details regarding the purchase and sale, that is, the particulars about the person from whom 
or to whom the purchase or sale was made, the rate at which the purchase or sale was 
made, the number of shares or other investments with full details regarding class, distinctive 
numbers, number of certificates, etc., and the document, for example, bought note or sale 
note evidencing the sale. 

                                                           
38 Under MAOCARO, 1988, the auditor was required to report on this clause only in the case of a finance, investment, chit fund, 
nidhi or mutual benefit company. 
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(ii) The adjustment, if any, necessary when securities are purchased or sold and whether the 
quotations are exclusive of interest accrued or, when shares are purchased or sold ex-
dividend whether dividend has to be paid or received. 

(iii) The details of holdings in individual companies, the classes of investments (e.g., equity 
shares, preference shares, debentures, etc.), the basis on which the closing stock is valued 
and the profit or loss on sale is to be computed. 

(iv) The recording of shares received as bonus shares; the accounting of rights subscribed for or 
sold. 

(v) The individual accounts of the parties from whom moneys are due for sale or to whom 
moneys are payable for purchases and the settlements made there against. 

(e) The auditor is also required to examine whether timely entries are made in the records. This may 
be done by one or more of the following methods:  

(i) a surprise inspection of the records; 

(ii) an examination of the system of internal control with particular reference to the manner in 
which and the time at which entries are made in the records; and 

(iii) an examination of the internal audit reports to ensure if the programme of internal audit 
specifically covers an inspection of the records to determine whether entries are made in 
time. 

(f) Section 49 of the Act requires that all investments have to be made and held in the company’s 
own name. The exemptions provided by the section are: 

(i) where a person is appointed as a nominee of the company on the board of directors of 
another company and such nominee is required to hold qualification shares, then to the 
extent of such qualification shares; 

(ii) where a company has a subsidiary and it is necessary to ensure that the number of 
members of the subsidiary is not reduced below seven in the case of a public company and 
two in the case of a private company; 

(iii) in the case of a company whose principal business consists of the buying and selling of 
shares or securities; 

(iv) in the case of investments deposited with a bank for collection of dividend or interest or for 
transfer into such bank’s name to facilitate transfer; and 

(v) in the case of investments pledged as security for loans or for performance of obligations. 

(g) The auditor is required to report whether the investments are held in the company’s own name in 
respect of companies which deal or trade in investments. However, section 49(4) specifically 
exempts companies whose principal business is the buying and selling of shares or securities 
from that requirement. It seems, therefore, that the requirement to report will arise when the 
buying and selling of shares or securities is not the principal business of the company but it does 
such business along with some other business. 

(h) When a company deals or trades in investments it is possible that investments which are intended 
or contracted to be sold immediately may not have been transferred to the company’s own name. 
The auditor should, therefore, use his discretion to ascertain whether, in the circumstances of 
each case, the failure to transfer the investments to the company’s name is understandable. 

68. 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. [Paragraph 
4 (xv)]39 

Comments 

(a) The clause requires the auditor to determine whether the company has given any guarantee for 

                                                           
39 There was no corresponding clause in the MAOCARO, 1988. 
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loans taken by others from bank or financial institutions and if yes, whether the terms and 
conditions of the guarantee are prejudicial to the interest of the company.  The scope of the 
auditor’s inquiry under the clause does not extend to the guarantees given by the auditee 
company for loans taken by “others” from sources “other than bank or financial institutions”. 

(b) It may be noted that several types of guarantees are in vogue.  The type of guarantee within the 
scope of the clause is the one which the company has provided to a bank or financial institution in 
respect of loans taken by a third party.  In other words, the company has a legal binding to 
indemnify the bank or financial institution if the third party, on behalf of whom the guarantee has 
been furnished, fails to fulfill the conditions subject to which the loan was granted by the bank or 
financial institution.  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.   

(c) Guarantee given by a company is a contingent liability. In respect of contingent liabilities, the 
auditor is normally concerned with seeking reasonable assurance that all contingent liabilities are 
identified and properly valued and disclosed as an off-balance sheet item. The auditor should 
obtain a written representation from the management that: 

(i) there are no guarantees issued up to the year-end which are yet to be recorded; and 

(ii) all obligations in respect of guarantees have been duly recorded in the register of 
guarantees and disclosed. 

(d) The auditor should examine the Memorandum of Association of the company with a view to 
determine whether the company can give a guarantee.  It may be noted that if a company 
provides any guarantee without having a clause in this regard in the Memorandum of Association, 
the act of providing guarantee would be ultra vires.  The auditor, in such a situation, should make 
necessary disclosure in the audit report.   

(e) The auditor should also examine the register of guarantees, if any, maintained by the company.  
The auditor should also obtain a list of the guarantees issued by the company during the year 
from the management of the company which should be checked with the register of guarantees.  
The auditor should perform appropriate procedures and examine records like the minutes book of 
the board meetings, and general meetings to determine that all the guarantees given by the 
company have been included in the list. The auditor should also ascertain whether the guarantees 
have been issued by or under sanction of the competent authority. 

(f) The auditor should review the issuance of guarantee(s) to establish the reasonableness thereof in 
the light of previous experience and knowledge of the current year's activities.  In determining 
whether the guarantee is  prejudicial to the interest of the company, the auditor would have to 
give due consideration to a number of factors connected with the guarantee, including the 
financial standing of the party on whose behalf the company has given the guarantee, party’s 
ability to borrow, the nature of the security offered by the party, the availability of alternative 
sources of finance and the urgency of the borrowing, if available, for which the company has 
given guarantee and so on.  The auditor should obtain this information from the management. 

(g) 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. 

69. Whether the term loans were applied for the purpose for which the loans were obtained. 
[Paragraph 4 (xvi)]40 

Comments 

(a) This clause requires the auditor to examine whether term loans were applied for the purpose for 
which these loans were obtained.  First of all, the auditor should ascertain whether the company 
has taken any “term loans”. Term loans normally have a fixed or pre-determined repayment 

                                                           
40 There was no corresponding clause in the MAOCARO, 1988. 
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schedule.  In the common parlance of the expression, loans with repayment period beyond 36 
months are usually known as “term loans”.  Cash credit, overdraft and call money 
accounts/deposits are, therefore, not covered by the expression “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. 

(b) The auditor should examine the terms and conditions subject to which the company has obtained 
the term loans.  The auditor may also examine the proposal for grant of loan made to the bank.  
As mentioned above, normally, the end use of the funds raised by term loans is mentioned in the 
sanction letter or documents containing the terms and conditions of the loan. The auditor should 
ascertain the purpose for which term loans were sanctioned. The auditor should also compare the 
purpose for which term loans were sanctioned with the actual utilisation of the loans. The auditor 
should obtain sufficient appropriate audit evidence regarding the utilisation of the amounts raised. 
If the auditor finds that the funds have not been utilized for the purpose for which they were 
obtained, the auditor’s report should state the fact. 

(c) It is not necessary to establish a one-to-one relationship with the amount of term loan and its 
utilisation.  It is quite often found that the amount of term loan disbursed by the bank is deposited 
in the common account of the company from which subsequently the utilisation is made.  In such 
cases, it should not be construed that the amount has not been utilised for the purpose it was 
raised.   

(d) It may happen that the company might have acquired improved version/model of assets as 
against the assets for which the loan had been sanctioned.  For example, if out of a loan 
sanctioned for purchase of machinery to be used for manufacture of shoe upper is instead used to 
purchase a machine, which apart from manufacturing shoe uppers has certain additional 
manufacturing facilities.  In such cases, it should not be construed that the loan has not been 
applied for the purpose for which it was raised. 

(e) Normally, the term lenders directly make the payment to the vendors/suppliers. In such cases, it 
becomes easier for the auditor to comment on the application of term loans. 

(f) During construction phase, companies, generally, temporarily invest the surplus funds to reduce 
the cost of capital or for other business reasons. However, subsequently the same are utilised for 
the stated objectives. In such cases, the auditor should mention the fact that pending utilisation of 
the term loan for the stated purpose, the funds were temporarily used for the purpose other than 
for which the loan was sanctioned but were ultimately utilised for the stated end-use. 

(g) It may so happen that the term loans taken during the year might not have been applied for the 
stated purpose during the year, for example, the loan was disbursed at the fag end of the year.  In 
such a case, the auditor should mention in his audit report that the term loan obtained during the 
year has not been utilised.  This also implies that the auditor, while making inquiry in respect of 
this clause, should also consider the term loans which although were taken in the previous 
accounting period but have been actually utilised during the current accounting period.   

(h) Where the auditor concludes that the term loans were not applied for the purpose for which the 
loans were obtained, the auditor mentions in his report that the amount of term loan as well as the 
fact that the term loan was not utilised for the purpose for which it was obtained. 

70. Whether the funds raised on short-term basis have been used for long-term investment and vice 
versa. If yes, the nature and amount is to be indicated. [Paragraph 4 (xvii)]41 

Comments 

(a) The principles of financial management suggest that the long-term assets of an enterprise should 
be financed from long-term funds.  The genesis of the principle is that if funds raised from short-
term sources are used for long-term investments, the enterprise can face liquidity problems as 
soon as the short-term sources fall due for payment.  However, an exception to the principle 
would be the situation where an enterprise is able to generate sufficient funds from long-term 

                                                           
41 There was no corresponding clause in the MAOCARO, 1988. 
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sources either through its operations or other means to meet the working capital requirements 
arising from the event of short-term sources falling due for payment. The application of the 
principle is considered to be of utmost importance for the financial health of an enterprise. The 
clause requires the auditor to comment whether the funds raised on short-term basis have been 
used for long-term investment and vice versa, so that the readers can assess whether the 
company has followed the above-mentioned principle of financial management.  Examples of use 
of funds raised on short-term basis and used for long-term purposes would include investing 
money from overdraft facilities in long-term investments in shares of subsidiaries/associates/joint 
ventures or investing money raised from public deposits due for repayment in three years in a 
project whose pay back period is ten years. 

(b) The auditor uses the data contained in the balance sheet to ascertain whether the funds raised on 
short-term basis have been used for long-term investment and whether the funds raised on long-
term basis have been used for short-term purposes.  Short-term sources of funds include 
temporary credit facilities like cash credits, overdraft. Reduction in current assets or increase in 
current liabilities are also sources of short-term increase in funds. Long-term sources of funds 
would include share capital, reserves and surplus, provision for depreciation, long-term debt 
securities, long-term loans. Long-term application of funds includes investment in fixed assets, 
long-term investments in share debentures and other securities and other assets of similar nature, 
repayment of long-term loans and advances or redemption of long-term debt or securities, etc.  
Application of funds which is not long-term may be categorised as the short-term application. 
Increase in current assets or decrease in current liabilities also indicate short-term application of 
funds. 

(c) The auditor should determine the long-term sources and the long-term application of funds by a 
company using the data contained in the financial statements. If the quantum of long-term funds 
of a company is not significantly different from the long-term application of funds, it is an 
indication that the long-term assets of the company are financed from the long-term sources. 
However, if the quantum of long-term funds is significantly less than the long-term application of 
funds, it is an indication that short-term funds have been used to finance the long-term assets of 
the company. Similarly, if the quantum of long-term funds is significantly more than the long-term 
application of funds, it is an indication that long-term funds have been used to finance the short-
term assets of the company. The difference between the figures of long-term funds and long-term 
assets of the company indicate the extent to which short-term funds have been used to finance 
long-term assets of the company.  Similarly, the difference between the figures of short-term 
funds and short-term assets indicate the extent to which long-term funds have been used to 
finance short-term assets of the company. 

(d) Working capital is normally understood to be a short-term application of funds which keeps on 
changing its form throughout the working capital cycle. It may, however, be noted that core or 
permanent working capital of an enterprise should be financed from long-term funds (preferably 
the owners’ capital). Core or permanent working capital is that component of the working capital 
of the enterprise that always remains invested in business and is never allowed to exit. Therefore, 
if the quantum of long-term funds is significantly more than the long-term application of funds, the 
auditor should determine whether long-term funds have been used to finance the core working 
capital of the company. For this purpose, the auditor should compute the figure of working capital 
and compare it with the difference between the quantum of long-term funds and long-term 
applications of funds. Still, if the long-term funds are more than the working capital of the 
company the auditor’s report should state that the company has used long-term funds to finance 
current assets.  

(e) Certain companies deploy funds based on their respective maturity pattern as a risk management 
technique.  In case a company does so, it would be easier for the auditor to comment upon the 
clause since a comparison of sources of funds with their deployment based on their respective 
maturity patterns would be a significantly more sophisticated way of analysing whether short-term 
funds have been used to finance long-term assets of the company.   To take a highly simplified 
example, if an enterprise has a long term debt that is to mature within the next 12 months and an 
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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. 

(f) The clause also requires the auditor to state the nature of application of funds if the company has 
financed long-term assets out of short-term funds and vice versa. The nature of application of 
funds can be determined only if the funds raised can be directly identified with an asset. The 
determination of direct relationship between particular funds and an asset from the balance sheet 
may not be feasible. Further, such movement in funds should be supported by relevant 
documentation. A more practical approach would be to determine the overall picture of the 
sources and application of funds of the company unless an evident trail is available that enables 
the auditor in establishing a direct relationship between sources and applications of funds.   

(g) An example of reporting under the clause is as follows: 

 “According to the information and explanations given to us and on an overall examination of the 
balance sheet of the company, we report that no funds raised on short-term basis have been used 
for long-term investment by the company.” 

(h) An example of negative reporting under the clause is as follows: 

 “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.” 

71. 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. [Paragraph 4 (xviii)] 42 

Comments 

(a) The clause requires the auditor to report 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.  Further, if the company has made any preferential allotment of shares to such 
parties, the auditor has to give his opinion whether the price at which shares have been issued is 
prejudicial to the interest of the company.   

(b) It may be noted that the term “preferential allotment” is not defined under the Act.  It may also be 
noted that the clause requires the auditor to report on the preferential allotment only in the case of 
shares issued by the company and not on preferential allotment of other securities issued by the 
company.  The term “shares” includes both equity as well as preference shares.  For the purpose 
of this clause, preferential allotment of shares would mean an allotment of shares to parties and 
companies covered in the 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.  

(c) In the case of a listed company, preferential allotment of securities is governed by the SEBI 
(Disclosure and Investor Protection) Guidelines, 2000.  A listed company can make preferential 
issues of equity shares, fully convertible debentures, partly convertible debentures or any other 
instrument which may be converted into or exchanged with equity shares at a later date.  A listed 
company can issue shares on a preferential basis at a price not less than the higher of the 
following: 

(i) the average of the weekly high and low of the closing prices of the related shares quoted on 
the stock exchange during the six months preceding the relevant date; 

or 
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(ii) the average of the weekly high and low of the closing prices of the related shares quoted on 
a stock exchange during the two weeks preceding the relevant date. 

(d) In the case of a listed company, if the pricing of the shares issued in a preferential allotment is in 
accordance with the requirement of the Guidelines laid down in this regard by the Securities and 
Exchange Board of India, the auditor may conclude that the price at which shares have been 
issued is not prejudicial to the interest of the company.  In such a case, the auditor should gather 
sufficient appropriate audit evidence that the company has complied with the Guidelines issued 
by the Securities and Exchange Board of India in this regard.   

(e) In the case of a private company and an unlisted public company, the auditor would have to 
examine whether the price at which the company has made the preferential allotment of shares is 
prejudicial to the interest of the company.  In so far as the price at which preferential allotment is 
made is concerned, it may be noted that 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 for which the price calculated 
is adjusted. The factors are earnings, dividends declared, asset value and goodwill of the 
company.43 Methods generally used for determining the fair value of the business by the company, 
which take into consideration one or more factors mentioned above are: 

(i) Net Assets Basis—considers the valuation of assets, subtracting therefrom liabilities, etc., to 
arrive at the value of the equity shares.  

(ii) Maintainable Profits Basis—this is based on the future maintainable profits/earnings of the 
company. 

(iii) Yield Basis—this method recognises the yield/dividends as a base for arriving at the fair 
value of the shares. 

(iv) Discounted Cash Flow Method — this method estimates the value of shares by estimating 
the future cash flows from operations and discounting the cash flows at a specified rate. 

(f) It is not rare to find a combination of different methods used in the context of valuation of shares; 
for example, an averaging of maintainable profits basis and the net assets basis. 

(g) The auditor should examine the method used for valuation of shares of the company and should 
also ascertain the reasonableness of the assumptions underlying the calculation. If necessary, the 
auditor may use the services of an expert. Whether the price of the shares for preferential 
allotment is prejudicial to the interests of the company is a question that would require the use of 
professional judgement by the auditor. The auditor should give due consideration to the factors 
which affect the value of a company’s shares for which the price calculated is adjusted. Some of 
the main factors are mentioned at paragraph (g) above. On an examination of the methods and 
various factors, the auditor may come to a conclusion that better price for the shares issued could 
have been obtained if the difference between the price that could have been obtained and that 
has actually been received by the company is so significant that no reasonable person would 
have allotted shares at the price at which the preferential allotment has actually been made. The 
auditor should also obtain a representation from the management as to why the company 
considers that the price of the shares issued under preferential allotment is not prejudicial to the 
interest of the company. If the auditor does not find the explanation convincing, it will be 
necessary for him to state that the price at which preferential allotment of shares has been made 
by the company is prejudicial to the interest of the company. 

(h) Companies sometimes do make allotment of shares based on the valuation reports issued by 
experts in this field.  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 

                                                           
43 This is not an exhaustive listing of the factors influencing the price of the shares. There could be numerous other factors like the 
nature of the company’s business, the caliber of managerial personnel, prospects of expansion, financial structure, cash flows, 
patents, franchises, incidence of taxation, competition, size of the holding, government policy, prevailing political climate, risk of 
obsolescence of items manufactured, etc., may also affect the price of the shares of a company. 
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should also comply with the requirements of Auditing and Assurance Standard (AAS) 9, “Using 
the Work of an Expert”. 

(i) 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. 

72. Whether securities have been created in respect of debentures issued? [Paragraph 4(xix)]44 

Comments 

(a) The auditor, under this clause, is required to examine whether the company has created any 
‘security’ for the debentures issued by it.  It may be noted that although the Order uses the word 
‘securities’, the intention of the legislation seems to require the auditor to comment upon the 
creation of security in respect of debentures issued by the company by creating proper charges 
on the assets of the company.   

(b) Where the company has issued any debentures, the auditor should also examine the debenture 
trust deed executed under section 117A of the Act. The auditor should pay particular attention to 
verify whether proper security has been created in favour of the debenture trust. The security 
creation can be verified by examining the relevant documents creating the charge in favour of the 
trustees for the debenture holders duly registered in the concerned Registrar’s office if the 
security is an immovable property. Readers’ attention is also invited to the Guidance Note on 
Certification of Documents for Registration of Charges issued by the Institute of Chartered 
Accountants of India.  

(c) If the company has not created any security, the auditor should report the fact in this report. 

73. Whether the management has disclosed on the end use of money raised by public issues and the 
same has been verified. [Paragraph 4(xx)]45 

Comments 

(a) In case the company has made a public issue of any of its securities like shares, preference 
shares, debentures and other securities, the auditor is required to report upon the disclosure of 
end-use of the money by the management in the financial statements.  The auditor is also 
required to state whether he has verified the disclosure made by the management in this regard. 

(b) Currently, there is no legal requirement under the Act to disclose the end use of money raised by 
public issues in the financial statements.  The companies, however, make such a disclosure in the 
Board’s Report.  Schedule VI to the Act requires that only unutilized amount of any public issue 
made by the company should be disclosed in the financial statements of a company. In the 
absence of any legal requirement of such disclosure, it appears that the clause envisages that the 
companies should disclose the end use of money raised by the public issue in the financial 
statements by way of notes and the auditor should verify the same.   

(c) It may also be noted that according to the SEBI (Disclosure & Investor Protection) Guidelines, in 
case the issue exceeds Rs. 500 crores, the issuer company is required to make arrangements for 
the use of proceeds of the issue to be monitored by financial institutions. The monitoring agency 
so appointed is required to submit its report to the SEBI, on a half-yearly basis, till the completion 
of the project.  In case, the company has appointed a monitoring agency for the purpose of the 
issue, reports of the monitoring agency would also be helpful to the auditor while reporting under 

                                                           
44 There was no corresponding clause in the MAOCARO, 1988. 
45 There was no corresponding clause in the MAOCARO, 1988. 
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the clause.   

(d) Normally, the companies do mention the end-use of the money proposed to be raised through the 
public issues in the prospectus. An examination of the prospectus would provide the auditor an 
understanding of the proposed end-use of money raised from public. The auditor should verify 
that the amount of end-use of money disclosed in the financial statements by the management is 
not significantly different from the proposed and actual end use. The auditor should 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. If the auditor is of the opinion that adequate disclosure 
in this regard has not been made in the financial statements, the auditor should state the fact of 
inadequate disclosures in his audit report.  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 contributed to the auditor’s inability to verify the disclosure.  

74. Whether any fraud on or by the company has been noticed or reported during the year, If yes, the 
nature and the amount involved is to be indicated. 46 [Paragraph 4(xxi)] 

Comments 

(a) This clause requires the auditor to report whether any fraud has been noticed or reported either 
on the company or by the company during the year. If yes, the auditor is required to state the 
amount involved and the nature of fraud. The clause does not require the auditor to discover the 
frauds on the company and by the company. The scope of auditor’s inquiry under this clause is 
restricted to frauds ‘noticed or reported’ during the year.  The use of the words “noticed or 
reported” indicates that the management of the company should have the knowledge about the 
frauds on the company or by the company that have occurred during the period covered by the 
auditor’s report.  It may be noted that this clause of the Order, by requiring the auditor to report 
whether any fraud on or by the company has been noticed or reported, does not relieve the 
auditor from his responsibility to consider fraud and error in an audit of financial statements. In 
other words, irrespective of the auditor’s comments under this clause, the auditor is also required 
to comply with the requirements of Auditing and Assurance Standard (AAS) 4, “The Auditor’s 
Responsibility to Consider Fraud and Error in an Audit of Financial Statements”. 

(b) The term "fraud" refers to an intentional act by one or more individuals among management, 
those charged with governance, employees, or third parties, involving the use of deception to 
obtain an unjust or illegal advantage.  Although fraud is a broad legal concept, the auditor is 
concerned with fraudulent acts that cause a material misstatement in the financial statements.  
Misstatement of the financial statements may not be the objective of some frauds.  Auditors do 
not make legal determinations of whether fraud has actually occurred.  Fraud involving one or 
more members of management or those charged with governance is referred to as "management 
fraud"; fraud involving only employees of the entity is referred to as "employee fraud".  In either 
case, there may be collusion with third parties outside the entity. In fact, generally speaking, the 
“management fraud” can be construed as “fraud by the company” while fraud committed by the 
employees or third parties may be termed as “fraud on the company”.   

(c) Two types of intentional misstatements are relevant to the auditor's consideration of fraud—
misstatements resulting from fraudulent financial reporting and misstatements resulting from 
misappropriation of assets. 

(d) Fraudulent financial reporting involves intentional misstatements or omissions of amounts or 
disclosures in financial statements to deceive financial statement users.  Fraudulent financial 
reporting may involve: 

(i) Deception such as manipulation, falsification, or alteration of accounting records or 
supporting documents from which the financial statements are prepared. 

(ii) Misrepresentation in, or intentional omission from, the financial statements of events, 
transactions or other significant information. 

                                                           
46 There was no corresponding clause in the MAOCARO, 1988. 
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(iii) Intentional misapplication of accounting principles relating to measurement, recognition, 
classification, presentation, or disclosure. 

(e) Misappropriation of assets involves the theft of an entity's assets.   Misappropriation of assets can 
be accomplished in a variety of ways (including embezzling receipts, stealing physical or 
intangible assets, or causing an entity to pay for goods and services not received); it is often 
accompanied by false or misleading records or documents in order to conceal the fact that the 
assets are missing. 

(f) Fraudulent financial reporting may be committed by the company because management is under 
pressure, from sources outside or inside the entity, to achieve an expected (and perhaps 
unrealistic) earnings target particularly when the consequences to management of failing to meet 
financial goals can be significant.  The auditor must appreciate that a perceived opportunity for 
fraudulent financial reporting or misappropriation of assets may exist when an individual believes 
internal control could be circumvented, for example, because the individual is in a position of trust 
or has knowledge of specific weaknesses in the internal control system. 

(g) While planning the audit, the auditor should discuss with other members of the audit team, the 
susceptibility of the company to material misstatements in the financial statements resulting from 
fraud.  While planning, the auditor should also make inquiries of management to determine 
whether management is aware of any known fraud or suspected fraud that the company is 
investigating. 

(h) 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. 

(i) The auditor should obtain written representations from management that: 

(i) it acknowledges its responsibility for the implementation and operation of accounting and 
internal control systems that are designed to prevent and detect fraud and error; 

(ii) it believes the effects of those uncorrected financial statement misstatements aggregated by 
the auditor during the audit are immaterial, both individually and in the aggregate, to the 
financial statements taken as a whole.  A summary of such items should be included in or 
attached to the written representation; 

(iii) it has disclosed to the auditor all significant facts relating to any frauds or suspected frauds 
known to management that may have affected the entity; and 

(iv) it has disclosed to the auditor the results of its assessment of the risk that the financial 
statements may be materially misstated as a result of fraud. 

(j) 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.  In some circumstances, management may not 
believe that certain of the uncorrected financial statement misstatements aggregated by the 
auditor during the audit are misstatements.  For that reason, management may want to add to 
their written representation words such as, "We do not agree that items …… and ….… constitute 
misstatements because [description of reasons]." 

(k) Where the auditor discovers that any fraud on or by the company has been noticed by or reported 
to the management, the auditor should, apart from reporting the existence of fraud, also report the 
nature of fraud and amount involved.  The following is an example of reporting under the clause: 
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 “We have been informed that the accountant of the company had misappropriated funds 
amounting to rupees ten lakhs during the preceding year and the year under audit.  Investigations 
are in progress and the accountant has been dismissed and arrested.  The company has withheld 
his terminal benefits and it is estimated that the amount misappropriated may not exceed the 
terminal benefits due to the accountant.  The company is also adequately covered by fidelity 
insurance cover.   

Form of Report 

75. The Order requires that the auditor should make a statement on all the matters contained therein. 
This requirement applies even where the answers to any of the questions are unfavourable or 
qualified. The Order further provides that where an auditor is unable to express any opinion, he should 
indicate such fact. The auditor is also required to give reasons for any unfavourable or qualified answer 
or for his inability to express an opinion on any of the matters specified in the Order. 

76.  It is necessary to consider whether any comment in the audit report is necessary when the 
company whose accounts are being reported upon is not a company to which the Order applies. While 
a comment is not strictly necessary, the auditor might consider whether the interpretation, which he 
gives to the Order in this respect, can be subject to doubt or whether it is beyond doubt that the Order 
is not applicable. As a measure of prudence, it is suggested that the audit report includes a remark on 
the following lines: 

 “This report does not include a statement on the matters specified in paragraph 4 of the 
Companies (Auditor’s Report) Order, 2003, issued by the Department of Company Affairs, in terms of 
section 227(4A) of the Companies Act, 1956, since in our opinion and according to the information and 
explanations given to us, the said Order is not applicable to the company.” 

77. There may be situations where one or more of the clauses are not applicable. For example, the 
requirement regarding internal audit system does not apply in case of all the companies. In such 
situations, it would be appropriate for the auditor to make a suitable comment in his report bringing out 
the fact of non-applicability of a particular clause. To illustrate, where the maintenance of cost records 
has not been prescribed by the Central Government under section 209(1)(d) of the Act, the auditor may 
state: 

 “The Central Government has not prescribed maintenance of cost records under section 209(1)(d) 
of the Companies Act, 1956 for any of the products of the company”. 

78. A question may also arise whether it is necessary for the auditor to include in his report the 
management’s explanation for any matter on which he makes an adverse comment. Normally, such an 
explanation need not be included but there may be circumstances where the auditor feels such 
inclusion is necessary. Examples of such circumstances would be: 

(a) to make the comment itself more meaningful and complete. For example, physical verification of 
inventories, though planned, may not have been carried out because of a strike or a lockout. An 
adverse comment without this explanation would be misleading; 

(b) to explain the fact why in spite of an adverse comment, the true and fair view of the financial 
statements is not vitiated. For example, physical verification of a part of the inventories at the 
year-end may not have been carried out, but there is sufficient other evidence produced by the 
management which satisfies the auditor regarding the existence, condition and value of the 
inventories. 

79. In making his report, the auditor has to understand fully the inter- relationship between the 
different requirements of various sub-sections of section 227 of the Act. In terms of sub-section (1A), 
the auditor has to make specific inquiries regarding the matters specified therein but he has no 
obligation to report upon such matters unless his inquiries reveal an unsatisfactory state of affairs on 
which he feels a report is necessary. Under the Order, he has to report on all the matters specified in 
the Order. In making this report, he should, therefore, take into account the results of inquiries made by 
him in terms of sub-section (1A). The requirements of sub-section (1A) do not, however, in any way 
diminish the auditor’s responsibilities under sub-sections (2), (3) and (4) of the section. Therefore, in 
framing his report under sub-sections (2), (3) and (4) of the section, the auditor has to take into 
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account the inquiries made by him under sub-section (1A) and the report made by him under the 
Order. 

80. It is suggested that the sequence of the items as appearing in the report should be: first, the 
comments, if any, under sub-section (1A); second, the comments under the Order; and finally, the 
report under sub-sections (2), (3) and (4) of section 227. The comments under the Order may, 
alternatively, be given in the form of an Annexure to the report. However, when the comments are 
given in an Annexure, it is necessary to refer to the Annexure in the main report and it is advisable to 
sign the Annexure in addition to signing the main report. 

81. If any of the comments on matters specified in the Order are adverse, the auditor should consider 
whether his comments have a bearing on the true and fair view presented by the financial statements 
and, therefore, might warrant a modification in the report under sub-sections (2), (3) and (4) of section 
227.  For example, in case where a company has disposed off a substantial part of fixed assets and 
consequently the going concern assumption is not resolved, the auditor apart from giving an 
appropriate comment under the Order, should also make a suitable qualification in the audit report on 
the financial statements.  Another example of such a situation would be a case where a nidhi or a 
mutual benefit society has not complied with the prudential norms for revenue recognition and 
classification of assets.  Another example in this regard would be of a situation where the company has 
used funds raised on short-term basis have been used for long-term purposes.  It may be noted that 
fixed term borrowings approaching maturity without realistic prospects of renewal or repayment is an 
indication of risk that the going concern assumption may no longer be appropriate.  In such a situation, 
the auditor would have to comply with the requirements of AAS 16, “Going Concern”. 

82. If the auditor is of the opinion that any of the adverse comments on matters specified in the Order 
results in a qualification under sub-sections (2), (3) and (4) of section 227 the auditor may prefer to 
preface his report under those sub-sections by stating the qualification(s). Such a qualification(s) 
should be made against the specific item which is being qualified. 

83. Even where there are no adverse comments under the Order, it may be advisable for the auditor 
to preface his report under sub-sections (2), (3) and (4) of section 227 with the words: 

 “Further to our comments in the Annexure, we state that...........................” 

84. It should not, however, be assumed that every adverse comment under the Order would 
necessarily result in a qualification in the report under sub-sections (2), (3) and (4) of section 227. 
Firstly, the adverse comment may be regarding a matter which has no relevance to a true and fair view 
presented by the financial statements, for example, the failure of the company to deposit provident 
fund dues in time or to comply with the requirements regarding acceptance of deposits. Secondly, 
while the non-compliance may be material enough to warrant an adverse comment under the Order, it 
may not be material enough to affect the true and fair view presented by the financial statements. 
Finally, the non-compliance may be in an area which calls for remedial action on the part of the 
management, for example, a lack of internal control in a specific area regarding sale of goods, and 
may be important for that reason but may not be sufficiently important in the context of the report under 
sub-sections (2), (3) and (4). In deciding, therefore, whether a qualification in the report under sub-
sections (2), (3) and (4) is necessary, the auditor should use his professional judgement in the facts 
and circumstances of each case. 

85.  Where there is a qualification both under sub-section (1A) and under the Order, it is suggested 
that the qualification under sub-section (1A) precede the qualification under the Order. 

86.  It is important to note that replies to many of the requirements of the Order will involve expression 
of opinion and not necessarily statement of facts. It is necessary, therefore, that this is indicated when 
making the report under the Order. This can be done in either of the following ways: 

(a) By a general preface to the comments under the Order on the following lines: 

 “In terms of the information and explanations given to us and the books and records examined by 
us in the normal course of audit and to the best of our knowledge and belief, we state 
that..............................”    (or) 

(b) by a preface to individual comments, for example, 
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 “In our opinion” or “In our opinion and according to the information and explanations given to us 
during the course of the audit...”  

87. The Order requires that where the answer to a question is unfavourable or qualified, the auditor’s 
report should also state the reasons for such unfavourable or qualified answer. The requirement is 
similar to the requirement of sub-section (4) of section 227 and the same considerations would apply. 
Thus, while it is not necessary for the auditor to give very detailed reasons for an unfavourable or 
qualified answer, he is expected to explain the nature of the qualification or adverse comment in clear 
and unambiguous terms. For example, if the auditor reports that the company’s internal audit system is 
not commensurate with its size and nature of its business, he need not report every single shortcoming 
of the system but may indicate the general reasons why he considers the system as not 
commensurate, for example, that the internal audit department is not adequately staffed or that its 
coverage is not adequate, etc. 

88.  Similar considerations would apply when the auditor is unable to express an opinion. For 
example, if the internal audit department is unable to produce any audit programme, working papers, 
report, or other evidence of work done, the auditor may not be in a position to report whether the 
system is commensurate with the size and nature of the business of the company. In such 
circumstances, he should clearly state that he is unable to express an opinion because such records or 
evidence have not been produced before him.  

89.  In expressing an opinion, auditor should be quite clear as to whether the circumstances of the 
case warrant a negative answer or whether his opinion can be expressed subject to a qualification. To 
illustrate, if the system of internal audit has basic defects which render it totally ineffective, for 
example, due to grossly inadequate number of qualified staff, then the answer may be unfavourable. 
However, if there are minor defects in the system, for example, if the coverage is inadequate in certain 
areas, the auditor may state in his report that the coverage is inadequate in a particular area (to be 
specified) but otherwise the system is commensurate with the size of the company and the nature of its 
business. 

90. Section 227(3)(e) of the Act requires that the auditor’s report should also state in thick type or in 
italics the observations or comments of the auditor which have any adverse effect on the functioning of 
the company.  The auditor should also consider whether any observations or comments made by the 
auditor in his report under the Order contain such matters, which, in his opinion, might have any 
adverse effect on the functioning of the company.  If so, the auditor should give his comment in thick 
type or italics as required by the said section.  An example in this regard may be where accumulated 
losses of the company at the end of the financial year are more than fifty per cent of its net worth and it 
has incurred cash losses in period covered by the audit report and in the financial year immediately 
preceding financial year also. 

91.  The auditor’s report under sub-section (3) of section 227 is required to state whether the auditor 
has obtained all the information and explanations which, to the best of his knowledge and belief, were 
necessary for the purposes of his audit. The term “audit” would include the reporting requirements 
under the Order. Therefore, when making his report, the auditor has to consider whether he has 
obtained the information and explanations needed not merely for the purposes of normal audit, but also 
for the purpose of reporting in terms of the Order. If he has not received the information and 
explanations necessary for reporting in terms of the Order, he should mention that fact both when 
reporting on the specific question in the Order and also when reporting generally in terms of sub-
section (3) of section 227.  

92.  A specimen form of report is given in Appendix XI. It will be noticed that the comments under the 
Order are given in the form of an Annexure, as stated in paragraph 80 above. Where an “Annexure” 
form is not used, the comments will appear in the body of the report itself. 

Board’s Report 

93.  Section 217 of the Act requires that the board of directors shall be bound to give in its report the 
fullest information and explanations regarding every reservation, qualification or adverse remark 
contained in the auditor’s report. The auditor’s comments in terms of the Order form part of his report 
and, therefore, the board will be bound to give in its report the fullest information and explanations 
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regarding every adverse comment therein. 

94. The auditor’s comments in terms of the Order may be in respect of matters of fact or they may be 
an expression of opinion. It is necessary that there should be no inconsistency in the facts as stated by 
the auditor and as explained in the board’s report. It is, therefore, suggested that wherever possible, a 
draft report should be submitted to the board to verify and confirm the facts stated therein. 

95. It is, however, possible that, on the same facts, there may be a genuine difference of opinion 
between the auditor and the board. In such a case, each is entitled to hold his or its view. Therefore, 
the expression of a different opinion in the board’s report should not be regarded as any reflection on 
the opinion expressed by the auditor. 

Annexure I 

MAOCARO, 1988 AND CARO, 2003 - A Comparative Analysis 

The Appendix compares, clause by clause, the requirements of the Companies (Auditor’s Report) 
Order, 2003 and the corresponding requirements of MAOCARO, 1988. 

The major additions/modifications in the Companies (Auditor’s Report) Order, 2003 as compared to 
MAOCARO, 1988 are shown in bold letters.  Those clauses of the CARO which are substantially 
different from the corresponding clauses of the 1988 Order are also shown in bold letters.  It may be 
noted that mere verbal or grammatical changes have not been highlighted. 

CARO, 2003 MAOCARO, 1988 

1. Short Title, Application and 
Commencement 

(1)  This Order may be called the 
Companies (Auditor’s Report) Order, 2003. 

1. Short Title, Application and Commencement 

(1) This Order may be called the Manufacturing 
and Other Companies (Auditor’s Report) Order, 
1988. 

2. It shall apply to every company including a 
foreign company as defined in section 591 of 
the Act, except the following: 

 

(2) (a) It shall apply to every company including 
a foreign company as defined in section 591 of the 
Companies Act, 1956 (1 of 1956) which is engaged 
or proposes to engage in one or more of the 
following activities, namely: 

 (i) manufacturing, mining or processing; 

 (ii) supplying and rendering services; 

 (iii) trading; and 

 (iv) the business of financing, investment, 
chit fund, nidhi or mutual benefit societies. 

(b) It shall not apply to: 

(i) a banking company as defined in clause 
(c) of section 5 of the Banking Regulation Act, 
1949 (10 of 1949); 

(i) a banking company as defined in clause (c) of 
section 5 of the Banking Regulation Act, 1949 (10 
of 1949); 

(ii) an insurance company as defined in clause 
(21) of section 2 of the Act; 

(ii) an insurance company as defined in section 
2(21) of the Companies Act, 1956 (1 of 1956); and 

(iii) a company licensed to operate under 
section 25 of the Act; and  

(iii) a company licensed to operate under section 
25 of the Companies Act, 1956 (1 of 1956). 

(iv) a private limited company with a paid 
up capital and reserves not more than fifty 
lakh rupees and has not accepted any public 
deposit and does not have loan outstanding 
ten lakh rupees or more from any bank or 
financial institution and does not have a 
turnover exceeding five crore rupees. 
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(3) It shall come into force on the 1st day of 
July, 2003. 

(3) It shall come into force on the 1st day of 
November, 1988. 

2. Definitions 

In this Order, unless the context otherwise 
requires, 

(a) “Act” means the Companies Act, 1956 (1 of 
1956); 

2. Definitions 

In this Order: 

(b) “chit fund company”, “nidhi company” or 
“mutual benefit company” means a company 
engaged in the business of managing, 
conducting or supervising as a foreman or agent 
of any transaction or arrangement by which it 
enters into an agreement with a number of 
subscribers that every one of them shall 
subscribe to a certain sum of instalments for a 
definite period and that each subscriber, in his 
turn, as determined by lot or by auction or by 
tender or in such other manner as may be 
provided for in the agreement, shall be entitled 
to a prize amount, and includes companies 
whose principal business is accepting fixed 
deposits from, and lending money to, members; 

(a) “Chit fund”, “nidhi” or “mutual benefit” company 
means a company engaged in the business of 
managing, conducting or supervising as a foreman 
or agent of any transaction or arrangement by 
which it enters into an agreement with a number of 
subscribers that every one of them shall subscribe 
a certain sum of instalments for a definite period 
and that each subscriber, in his turn, as determined 
by lot or by auction or by tender or in such other 
manner as may be provided for in the agreement, 
shall be entitled to a prize amount, and includes 
companies whose principal business is accepting 
fixed deposits from, and lending money to, 
members; 

(c) “finance company” means a company 
engaged in the business of financing, whether 
by making loans or advances or otherwise, of 
any industry, commerce or agriculture and 
includes any company engaged in the business 
of hire-purchase, lease financing and financing 
of housing; 

(b) “finance company” means a company engaged 
in the business of financing, whether by making 
loans or advances or otherwise, of any industry, 
commerce or agriculture and includes any company 
engaged in the business of hire-purchase, lease 
financing and financing of housing; 

(d) “investment company” means a company 
engaged in the business of acquisition and 
holding of, or dealing in, shares, stocks, bonds, 
debentures, debenture stocks, including 
securities issued by the Central or any State 
Government or by any local authority, or in other 
marketable securities of a like nature; 

(c) “investment company” means a company 
engaged in the business of acquisition and holding 
of, or dealing in, shares, stocks, bonds, debentures, 
debenture stocks, including securities issued by the 
Central or any State Government or by any local 
authority, or in other marketable securities of a like 
nature; 

(e) “manufacturing company” means a 
company engaged in any manufacturing 
process as defined in the Factories Act, 1948 
(63 of 1948); 

(d) “manufacturing company” means a company 
engaged in any manufacturing process as defined 
in the Factories Act, 1948 (63 of 1948); 

(f) “mining company” means a company 
owning a mine, and includes a company which 
carries on the business of a mine either as a 
lessee or occupier thereof; 

(e) “mining company” means a company owning a 
mine, and includes a company which carries on the 
business of a mine either as a lessee or occupier 
thereof; 

(g) “processing company” means a company 
engaged in the business of processing materials 
with a view to their use, a sale, delivery or 
disposal; 

(f) “processing company” means a company 
engaged in the business of processing materials 
with a view of their use, sale, delivery or disposal; 
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(h) “service company” means a company 
engaged in the business of supplying, providing, 
maintaining and operating any services, 
facilities, conveniences, bureaux and the like for 
the benefit of others; 

(g) “service company” means a company engaged 
in the business of supplying, providing, maintaining 
and operating any services, facilities, conveniences, 
bureaux and the like for the benefit of others; 

(i) “trading company” means a company 
engaged in the business of buying and selling 
goods. 

(h) “trading company” means a company engaged 
in the business of buying and selling goods. 

3. Auditor’s Report to Contain Matters 
Specified in Paragraphs 4 and 5 

Every report made by the auditor under section 
227 of Act, on the accounts of every company 
examined by him to which this Order applies for 
every financial year ending on any day on or 
after the commencement of this Order, shall 
contain the matters specified in paragraphs 4 
and 5. 

3. Auditor’s Report to Contain Matters 
Specified in Paragraphs 4 and 5 

Every report made by the auditor under section 227 
of the Companies Act, 1956 (1 of 1956) on the 
accounts of every company examined by him to 
which this Order applies for every financial year 
ending on any day on or after the commencement 
of this Order, shall contain the matters specified in 
paragraphs 4 and 5. 

4. Matters to be Included in the Auditor’s 
Report  

4. The Matters to be Included in the Auditor’s 
Report 

The auditor’s report on the account of a 
company to which this Order applies shall 
include a statement on the following matters, 
namely: 

The Auditor’s Report on the accounts of a company 
to which this Order applies shall include a 
statement on the following matter, namely: 

 (A) In the case of a manufacturing, mining or 
processing company: 

(i) (a) whether the company is maintaining 
proper records showing full particulars, 
including quantitative details and situation of 
fixed assets; 

(b) whether these fixed assets have been 
physically verified by the management at 
reasonable intervals; whether any material 
discrepancies were noticed on such verification 
and if so, whether the same have been properly 
dealt with in the books of account; 

(i) whether the company is maintaining proper 
records showing full particulars, including 
quantitative details and situation of fixed assets; 
whether these fixed assets have been physically 
verified by the management at reasonable intervals; 
whether any material discrepancies were noticed on 
such verification and if so, whether the same have 
been properly dealt with in the books of account; 

(ii) whether any of the fixed assets have been 
revalued during the year, if so, the basis of 
revaluation should be indicated; 

(c) if a substantial part of fixed assets have 
been disposed off during the year, whether it 
has affected the going concern; 

 

(ii) (a) whether physical verification of 
inventory has been conducted at reasonable 
intervals by the management; 

(iii) whether physical verification has been 
conducted by the management at reasonable 
intervals in respect of finished goods, stores, spare 
parts and raw materials; 

(b) are the procedures of physical verification 
of inventory followed by the management 
reasonable and adequate in relation to the size 
of the company and the nature of its business. If 
not, the inadequacies in such procedures 
should be reported; 

(iv) are the procedures of physical verification of 
stocks followed by the management reasonable and 
adequate in relation to the size of the company and 
the nature of its business? If not, the inadequacies 
in such procedures should be reported; 
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(c) whether the company is maintaining 
proper records of inventory and whether any 
material discrepancies were noticed on physical 
verification and if so, whether the same have 
been properly dealt with in the books of 
account; 

(v) whether any material discrepancies have been 
noticed on physical verification of stocks as 
compared to book records, and if so, whether the 
same have been properly dealt with in the books of 
account? 

 (vi) whether the auditor, on the basis of his 
examination of stocks, is satisfied that such 
valuation is fair and proper in accordance with the 
normally accepted accounting principles? Is the 
basis of valuation of stocks same as in the 
preceding year? If there is any deviation in the 
basis of valuation, the effect of such deviation, if 
material, should be reported; 

(iii) (a) has the company either granted or 
taken any loans, secured or unsecured to/from 
companies, firms or other parties covered in the 
register maintained under section 301 of the 
Act. If so, give the number of parties and 
amount involved in the transactions. 

 (b) whether the rate of interest and other 
terms and conditions of loans given or taken by 
the company, secured or unsecured, are prima 
facie prejudicial to the interest of the company;  

(vii) if the company has taken any loans, secured 
or unsecured, from companies, firms or other 
parties listed in the register maintained under 
section 301 of the Companies Act, 1956 (1 of 
1956), and/or from the companies under the same 
management as defined under sub-section (1B) of 
section 370 of the Companies Act, 1956 (1 of 
1956), whether the rate of interest and other terms 
and conditions of such loans are prima facie 
prejudicial to the interest of the company; 

(viii) if the company has granted any loans, secured 
or unsecured, to companies, firms or other parties 
listed in the register(s) maintained under section 
301 and/or to the companies under the same 
management as defined under sub-section (1B) of 
section 370 of the Companies Act, 1956 (1 of 
1956), whether the rate of interest and other terms 
and conditions of such loans are prima facie 
prejudicial to the interest of the company; 

 (c) whether payment of the principal 
amount and interest are also regular;  

 (d) if overdue amount is more than one 
lakh, whether reasonable steps have been 
taken by the company for recovery/payment of 
the principal and interest; 

(ix) whether the parties to whom the loans, or 
advances in the nature of loans, have been given 
by the company are repaying the principal amounts 
as stipulated and are also regular in payment of the 
interest and if not whether reasonable steps have 
been taken by the company for recovery of the 
principal and interest; 

(iv) is there an adequate internal control 
procedure commensurate with the size of the 
company and the nature of its business, for the 
purchase of inventory and fixed assets and for 
the sale of goods. Whether there is a 
continuing failure to correct major 
weaknesses in internal control; 

(x) is there an adequate internal control procedure 
commensurate with the size of the company and 
the nature of its business, for the purchase of 
stores, raw materials, including components, plant 
and machinery, equipment and other assets, and 
for the sale of goods; 

(v) (a) whether transactions that need to 
be entered into a register in pursuance of 
section 301 of the Act have been so entered; 
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(b) whether each of these transactions 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 five lakh 
rupees in respect of any party and in any 
one financial year). 

(xi) whether the transactions of purchase of goods 
and materials and sale of goods, materials and 
services, made in pursuance of contracts or 
arrangements entered in the register(s) maintained 
under section 301 of the Companies Act, 1956 (1 of 
1956) as aggregating during the year to Rs.50,000/- 
(Rupees fifty thousand) or more in respect of each 
party, have been made at prices which are 
reasonable having regard to prevailing market 
prices for such goods, materials, or services or the 
prices at which transactions for similar goods or 
services have been made with other parties; 

(xii) whether any unserviceable or damaged stores, 
raw materials, or finished goods, are determined 
and whether provisions for the loss, if any, have 
been made in the accounts; 

(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 and 58AA 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 an 
order has been passed by Company Law 
Board whether the same has been complied 
with or not?  

(xiii) in case the company has accepted deposits 
from the public, whether the directives issued by the 
Reserve Bank of India and the provisions of section 
58A of the Companies Act, 1956 and the rules 
framed thereunder, where applicable, have been 
complied with. If not, the nature of contraventions 
should be stated; 

 (xiv) is the company maintaining reasonable 
records for the sale and disposal of realisable by-
products and scraps, where applicable; 

(vii) in the case of listed companies and/or 
other companies having a paid-up capital and 
reserves exceeding Rs.50 lakhs as at the 
commencement of the financial year concerned, 
or having an average annual turnover exceeding 
five crore rupees for a period of three 
consecutive financial years immediately 
preceding the financial year concerned, whether 
the company has an internal audit system 
commensurate with its size and nature of its 
business; 

(xv) in the case of companies having a paid-up 
capital exceeding Rs.25 lakh as at the 
commencement of the financial year concerned, or 
having an average annual turnover exceeding Rs.2 
crores for a period of three consecutive financial 
years immediately preceding the financial year 
concerned; whether the company has an internal 
audit system commensurate with its size and nature 
of its business; 

(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; 

(xvi) where maintenance of cost records has been 
prescribed by the Central Government under 
section 209(1)(d) of the Companies Act, 1956 (1 of 
1956), whether such accounts and records have 
been made and maintained; 
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(ix) (a) 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, 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. 

(xvii) is the company regular in depositing Provident 
Fund and Employees’ State Insurance dues with 
the appropriate authority and if not, the extent of 
arrears of Provident Fund and Employees’ State 
Insurance dues shall be indicated by the auditor; 

(b) in case dues of sales tax/income 
tax/custom tax/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 may please be 
mentioned. 

(A mere representation to the Department 
shall not constitute the dispute) 

(xviii) whether any undisputed amounts payable 
in respect of income tax, wealth tax, sales tax, 
customs duty and excise duty were 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; if so, the amounts of such 
outstanding dues should be reported; 

 (xix) whether personal expenses have been 
charged to revenue account; if so, the details 
thereof should be reported; 
(xx) whether the company is a sick industrial 
company within the meaning of clause (o) of sub-
section (1) of section 3 of the Sick Industrial 
Companies (Special Provisions) Act, 1985 (1 of 
1986); if so, whether a reference has been made to 
the Board for Industrial and Financial 
Reconstruction under section 15 of the Act. 

(x) whether in case of a company which 
has been registered for a period not less 
than five years, its accumulated losses at the 
end of the financial year are not less than 
fifty per cent of its net worth and whether it 
has incurred cash losses in such financial 
year and in the financial year immediately 
preceding such financial year also;  

(xi) whether the company has defaulted in 
repayment of dues to a financial institution 
or bank or debenture holders? If yes, the 
period and amount of default to be reported;  

(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 of pledge of 
shares, debentures and other securities; If 
not, the deficiencies to be pointed out. 

(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; 
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(a) whether the net-owned funds 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 recognition 
and provisioning against sub-
standard/default/loss assets; 

(c) whether the company has adequate 
procedures for appraisal of credit 
proposals/requests, assessment of credit 
needs and 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 
and would be conducive to recovery of the 
loan amount; 

(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 securities 
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; 

(xv) 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; 

(xvi) whether term loans were applied for the 
purpose for which the loans were obtained; 

(xvii) whether the funds raised on short-
term basis have been used for long term 
investment and vice versa; If yes, the nature 
and amount is to be indicated; 

(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; 

(xix) whether securities have been created in 
respect of debentures issued? 

(xx) whether the management has disclosed 
on the end use of money raised by public 
issues and the same has been verified;  

(xxi) whether any fraud on or by the 
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company has been noticed or reported 
during the year; If yes, the nature and the 
amount involved is to be indicated. 

 (B) In the case of a service company: 

(i) all the matters specified in clause (A) to the 
extent to which they are applicable; 

(ii) whether the company has a reasonable 
system of recording receipts, issues and 
consumption of material and stores and allocating 
materials consumed to the relative jobs, 
commensurate with its size and nature of its 
business; 

(iii) whether the company has a reasonable 
system of allocating man-hours utilised to the 
relative jobs, commensurate with its size and nature 
of its business; 

(iv) whether there is a reasonable system of 
authorisation at proper levels, and an adequate 
system of internal control commensurate with the 
size of the company and the nature of its business, 
on issue of stores and allocation of stores and 
labour to jobs. 

(C) In the case of a trading company: 

(i) all the matters specified in clause (A) to the 
extent to which they are applicable; 

(ii) have the damaged goods been determined 
and if the value of such goods is significant, has 
provision been made for the loss. 

(D) In the case of a finance, investment, chit fund, 
nidhi or mutual benefit company: 

(i) all the matters specified in clause (A) to the 
extent to which they are applicable; 

(ii) whether adequate documents and records are 
maintained in a case where the company has 
granted loans and advances on the basis of 
security by way of pledge of shares, debentures 
and other securities; 

(iii) whether the provisions of any special statute 
applicable to chit fund, nidhi or mutual benefit 
society have been duly complied with; and 

(iv) 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 Companies 
Act, 1956 (1 of 1956). 
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5. Reasons to be Stated for Unfavourable or 
Qualified Answers.  

Where, in the auditor’s report, the answer to any 
of the questions referred to in paragraph 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 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. Reasons to be Stated for Unfavourable or 
Qualified Answer 

Where, in the Auditor’s Report, the answer to any of 
the questions referred to in paragraph 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 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. 

 
Annexure 2 

Specimen Auditor’s Report to the Members of the Company 

The Members of ………………(name of the Company)47 

1. We have audited the attached balance sheet of ……………….  (name of the company), as at 31st 
March 20XX,  the profit and loss account and also the {cash flow statement}48 for the year ended on 
that date annexed thereto.  These financial statements are the responsibility of the company’s 
management.  Our responsibility is to express an opinion on these financial statements based on our 
audit.   

2. We conducted our audit in accordance with the auditing standards generally accepted in India.   
Those Standards require that we plan and perform the audit to obtain reasonable assurance about 
whether the financial statements are free of material misstatement.   An audit includes examining, on a 
test basis, evidence supporting the amounts and disclosures in the financial statements.   An audit also 
includes assessing the accounting principles used and significant estimates made by management, as 
well as evaluating the overall financial statement presentation.   We believe that our audit provides a 
reasonable basis for our opinion. 

3. As required by the Companies (Auditor’s Report) Order, 2003 issued by the Central Government 
of India in terms of sub-section (4A) of section 227 of the Companies Act, 1956, we enclose in the 
Annexure49 a statement on the matters specified in paragraphs 4 and 5 of the said Order. 

4. Further to our comments in the Annexure referred to above, we report that: 

(i) We have obtained all the information and explanations, which to the best of our knowledge and 
belief were necessary for the purposes of our audit; 

(ii) In our opinion, proper books of account as required by law have been kept by the company so far 
as appears from our examination of those books (and proper returns adequate for the purposes of 
our audit have been received from the branches not visited by us.  The Branch Auditor’s Report(s) 
have been forwarded to us and have been appropriately dealt with)50;   

(iii) The balance sheet, profit and loss account and cash flow statement dealt with by this report are in 
agreement with the books of account (and with the audited returns from the branches)51; 

                                                           
47 Reference may also be made to the Auditing and Assurance Standard (AAS) 28, The Auditor’s Report on Financial 
Statements, Statement on Qualifications in the Auditor’s Report and the Guidance Note on Section 227(3)(e) and (f) of 
the Companies Act, 1956 issued by the Institute of Chartered Accountants of India. 
48 Wherever applicable. 
49 Alternatively, instead of giving the comments on Companies (Auditor’s Report) Order, 2003 in an Annexure, the 
comments may be contained in the body of the main report.    
50 Wherever applicable. 
51 Wherever applicable. 
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(iv) In our opinion, the balance sheet, profit and loss account and cash flow statement dealt with by 
this report comply with the accounting standards referred to in sub-section (3C) of section 211 of 
the Companies Act, 1956; 

(v) On the basis of written representations received from the directors, as on 31st March 20XX and 
taken on record by the Board of Directors, we report that none of the directors is disqualified as 
on 31st March 20XX from being appointed as a director in terms of clause (g) of sub-section (1) of 
section 274 of the Companies Act, 1956; 

(vi) In our opinion and to the best of our information and according to the explanations given to us, 
the said accounts give the information required by the Companies Act, 1956, in the manner so 
required and give a true and fair view in conformity with the accounting principles generally 
accepted in India: 

(a) in the case of the balance sheet, of the state of affairs of the company as at 31st March 
20XX;  

(b) in the case of the profit and loss account, of the profit/loss52 for the year ended on that date; 
and 

(c) in the case of the cash flow statement, of the cash flows for the year ended on that date. 

 

For ABC and Co. 
Chartered Accountants 

Signature 
(Name of the Member Signing the Audit Report) 

(Designation) 
Membership Number 

Place of Signature: 

Date: 

Annexure 

Re:…………………Limited 

Referred to in paragraph 3 of our report of even date, 

(i) (a) The company has maintained proper records showing full particulars including quantitative 
details and situation of fixed assets. 

(b) All the assets have not been physically verified by the management during the year but there 
is a regular programme of verification which, in our opinion, is reasonable having regard to 
the size of the company and the nature of its assets. No material discrepancies were noticed 
on such verification. 

(c) During the year, the company has disposed off a major part of the plant and machinery.  
According to the information and explanations given to us, we are of the opinion that the sale 
of the said part of plant and machinery has not affected the going concern status of the 
company.  

(ii) (a) The inventory has been physically verified during the year by the management.  In our 
opinion, the frequency of verification is reasonable. 

(b) The procedures of physical verification of inventories followed by the management are 
reasonable and adequate in relation to the size of the company and the nature of its 
business. 

(c) The company is maintaining proper records of inventory.  The discrepancies noticed on 
verification between the physical stocks and the book records were not material. 

                                                           
52 Whichever is applicable. 
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(iii) (a) The company had taken loan from five other companies covered in the register maintained 
under section 301 of the Companies Act, 1956. The maximum amount involved during the 
year was Rs.50 crores and the year-end balance of loans taken from such parties was Rs. 
NIL. There are two firms covered in the register maintained under section 301 of the 
Companies Act, 1956 to which the company has granted loans. The maximum amount 
involved during the year was Rs.20 crores and the year-end balance of loans granted to 
such parties was Rs. 20 crores.  

(b) In our opinion, the rate of interest and other terms and conditions on which loans have been 
taken from/granted to companies, firms or other parties listed in the register maintained 
under section 301 of the Companies Act, 1956 are not, prima facie, prejudicial to the interest 
of the company. 

(c) The company is regular in repaying the principal amounts as stipulated and has been regular 
in the payment of interest.  The parties have repaid the principal amounts as stipulated and 
have been regular in the payment of interest. 

(d) There is no overdue amount of loans taken from or granted to companies, firms or other 
parties listed in the register maintained under section 301 of the Companies Act, 1956. 

(iv) In our opinion and according to the information and explanations given to us, there are adequate 
internal control procedures commensurate with the size of the company and the nature of its 
business with regard to purchases of inventory, fixed assets and with regard to the sale of goods.  
During the course of our audit, we have not observed any continuing failure to correct major 
weaknesses in internal controls. 

(v) (a) According to the information and explanations given to us, we are of the opinion that the 
transactions that need to be entered into the register maintained under section 301 of the 
Companies Act, 1956 have been so entered. 

(b) In our opinion and according to the information and explanations given to us, the 
transactions made in pursuance of contracts or arrangements entered in the register 
maintained under section 301 of the Companies Act, 1956 and exceeding the value of 
rupees five lakhs in respect of any party during the year have been made at prices which are 
reasonable having regard to prevailing market prices at the relevant time. 

(vi) In our opinion and according to the information and explanations given to us, the company has 
complied with the provisions of sections 58A and 58AA of the Companies Act, 1956 and the 
Companies (Acceptance of Deposits) Rules, 1975 with regard to the deposits accepted from the 
public.  No order has been passed by the Company Law Board. 

(vii) In our opinion, the company has an internal audit system commensurate with the size and nature 
of its business. 

(viii) We have broadly reviewed the books of account relating to materials, labour and other items of 
cost maintained by the company pursuant to the Rules made by the Central Government for the 
maintenance of cost records under section 209 (1) (d) of the Companies Act, 1956 and we are of 
the opinion that prima facie the prescribed accounts and records have been made and 
maintained. 

(ix) (a) The company is regular in depositing with appropriate authorities undisputed statutory dues 
including provident fund, investor education protection fund, employees’ state insurance, 
income tax, sales tax, wealth tax, custom duty, excise duty, cess and other material statutory 
dues applicable to it. 

(b) According to the information and explanations given to us, no undisputed amounts payable 
in respect of income tax, wealth tax, sales tax, customs duty, excise duty and cess were in 
arrears, as at............ for a period of more than six months from the date they became 
payable. 
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(c) According to the information and explanation given to us, there are no dues of sale tax, 
income tax, customs duty, wealth tax, excise duty and cess which have not been deposited 
on account of any dispute. 

(x) In our opinion, the accumulated losses of the company are not more than fifty percent of its net 
worth.  The company has not incurred cash losses during the financial year covered by our audit 
and the immediately preceding financial year. 

(xi) In our opinion and according to the information and explanations given to us, the company has 
not defaulted in repayment of dues to a financial institution, bank or debenture holders. 

(xii) We are of the opinion that the company has maintained adequate records where the company 
has granted loans and advances on the basis of security by way of pledge of shares, debentures 
and other securities. 

(xiii) In our opinion, the company is not a chit fund or a nidhi/ mutual benefit fund/ society.  Therefore, 
the provisions of clause 4(xiii) of the Companies (Auditor’s Report) Order, 2003 are not applicable 
to the company. 

(xiv) In our opinion, the company is not dealing in or trading in shares, securities, debentures and other 
investments.  Accordingly, the provisions of clause 4(xiv) of the Companies (Auditor’s Report) 
Order, 2003 are not applicable to the company. 

(xv) In our opinion, the terms and conditions on which the company has given guarantees for loans 
taken by others from banks or financial institutions are not prejudicial to the interest of the 
company. 

(xvi) In our opinion, the term loans have been applied for the purpose for which they were raised. 

(xvii) 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 no funds raised on short-term basis have been 
used for long-term investment.  No long-term funds have been used to finance short-term assets 
except permanent working capital. 

(xviii) According to the information and explanations given to us, the company has made 
preferential allotment of shares to parties and companies covered in the register maintained 
under section 301 of the Act.  In our opinion, the price at which shares have been issued is not 
prejudicial to the interest of the company.   

(xix) According to the information and explanations given to us, during the period covered by our audit 
report, the company had issued 1,00,000 debentures of Rs. 100 each.  The company has created 
security in respect of debentures issued. 

(xx) We have verified the end use of money raised by public issues as disclosed in the notes to the 
financial statements.   

(xxi) According to the information and explanations given to us, no fraud on or by the company has 
been noticed or reported during the course of our audit. 

For ABC and Co., 
Chartered Accountants 

Signature 
(Name of the Member Signing the Audit Report) 

(Designation) 
Membership Number 

Place of Signature: 

Date: 
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Appendix II 

Guidance Note on Revision of the Audit Report 

The following is the text of the Guidance Note on Revision of the Audit Report issued by the Council of 
the Institute of Chartered Accountants of India 

Introduction 

1. This Guidance Note aims to provide guidance to members regarding revision of the audit report after 
the same has been issued, in case the auditor considers necessary to do so. It lays down the 
procedures to be followed by the auditor who, subsequent to the date of his report, becomes aware 
that facts may have existed at that date which might have affected his report had he been aware of 
such facts at the time of issuance of the audit report. Accordingly, this Guidance Note does not apply 
to situations arising from developments occurring after the date of the audit report; neither does it 
apply to situations where, after issuance of the audit report, final determinations or resolutions are 
made of contingencies or other matters which had been disclosed in the financial statements or which 
had resulted in qualification/ disclaimer/ adverse opinion in the original audit report. 

2. A revision of the audit report may be warranted in several instances involving reasons such as 
apparent mistakes, wrong information about facts, subsequent discovery of facts existing at the date of 
the audit report, etc. The nature and range of instances may vary from one enterprise to another 
depending upon facts and circumstances. As it encompasses variety of conditions which might be 
encountered, these procedures are set out only in general terms for guidance of members and for 
having uniform approach in such cases. Members are advised to exercise professional judgement 
depending upon the actual facts and circumstances of the case. 

3. The revision of the audit report would mean issuing a revised audit report as per procedure hereafter 
provided. The auditor under no circumstances is permitted to withdraw in any manner whatsoever the 
audit report once issued. However, the auditor may take steps to prevent reliance on the audit report 
issued by him in the manner hereafter provided. 

4. It must be appreciated that the revision of the audit report is a matter of great significance since 
confidence of the stakeholders rests on the opinion expressed by the auditor in the audit report. The 
Guidance Note recognises that though the instances of revision of the audit report may be rare in 
actual practice, members are expected to exercise care and caution in view of the significance of the 
matter. Such a step on the part of the auditor not only demonstrates the independence of auditor to act 
in a free and fair manner but would also enhance confidence of the public at large in the profession. 

5. It is clarified that revision of audit report does not absolve the member from the professional 
misconduct, if any, committed by him. 

6. The Framework for SAPs and Guidance Notes on Related Services issued by the Institute of 
Chartered Accountants of India distinguishes between audit and related services. As per the 
Framework, related services comprise of reviews, agreed-upon procedures and compilation. This 
Guidance Note is applicable whenever an audit or related services is carried out. Therefore, the 
reference to the "audit report" includes any report that may be issued pursuant to audit or related 
services rendered to the entity. It may be noted that reference to financial statements in the Guidance 
Note may be construed as reference to financial or other such statements which may be the subject 
matter of report. 

7. It may be clarified that the auditor has no obligations to perform auditing procedures or make any 
enquiry regarding the audited financial statements after the auditor has signed the report. The 
responsibility to inform the auditor, of such facts which existed on the date of the report, primarily rests 
with management. However, the auditor may come to know of such, facts through other sources also. 

Revision of Financial Statements by Management 

8. As stated above, the management is expected to inform the auditor of any facts which existed on the 
date of the audit report which may affect the financial statements. When auditor becomes aware of 
such facts which may affect the financial statements, the auditor may consider whether the financial 
statements need amendment and discuss the matter with the management and may advise the 
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management to revise the financial statements. When management agrees with the auditor's 
suggestion and decides to revise the financial statements then while reporting on such revised 
financial statements, members are expected to follow the Guidance Note on Audit Report on Revised 
Accounts of Companies Before Circulation of Shareholders. Members may not that the said Guidance 
Note also deals with the manner of revising the audit report under circumstances mentioned therein. 
Further, members' attention is also invited to the Guidance Note on Revision I Rectification of Financial 
Statements dealing with auditor's responsibility in case of revision I rectification of balance sheet and 
profit and loss account of a company already adopted by the company at its annual general meeting. 

Revision of the Audit Report 

9. When an auditor considers that: 

♦ amendment in financial statements is not warranted, or 

♦ when he advises amendment to financial statements as above 

♦ but the management does not intend to revise the same, or 

♦ when management agrees for revision in financial statements but is unable to do so despite its 
bonafide intentions but management extends its cooperation to the auditor and agrees to ensure that 
anyone in receipt of the previously issued financial statements together with the audit report thereon is 
informed of the situation and would be issued the revised audit report, the auditor may then consider 
issuing the revised report as under: 

♦ Refer to the earlier report issued by the auditor on the financial statements; and 

State the reasons for revising the report. 

10. In case of corporate entities, the auditor may consider revising the report till the accounts are 
adopted at annual general meeting. But in case of entities which are not required to adopt accounts by 
any such body, the auditor may consider revision of the audit report within a reasonable time having 
regard to prevailing circumstances but not later than issuance of the audit report for the accounts of 
immediately next accounting period. 

11. A situation may also arise where the auditor is a continuing one, the auditor may consider that it 
may not be necessary to revise the financial statements and issue a revised report in view of the fact 
that appropriate disclosures are made in the financial statements to be released pertaining to the 
immediate following period when such situation is imminent. 

Preventing Reliance on the Audit Report 

12. When management neither agrees for revision of financial statements as laid down in para 8 nor 
takes steps as narrated in para 9 above, the auditor would notify those persons ultimately responsible 
for the overall direction of the entity that action will be taken by the auditor to prevent future reliance on 
the audit report. The steps that can appropriately be taken will depend upon the degree of certainty of 
the auditor's knowledge that there are persons who are currently relying or who will rely on the 
financial statements and the audit report, and who would attach importance to the information and the 
auditor's ability as a practical matter to communicate with them. The action taken will depend on the 
auditor's legal rights and obligations and the recommendations.  In appropriate circumstances the 
auditor may consider seeking legal advice. The auditor may take the following steps to the extent 
applicable: 

(a) Notify the client that the audit report must no longer be associated with the financial statements. 

(b) Notify Regulatory Agencies having jurisdiction over the client that the audit report should no 
longer be relied upon. The Registrar of Companies, the Securities and Exchange Board of India, 
Reserve Bank of India, Income-tax Department, Insurance Regulatory and Development Authority 
or any other Governmental Regulatory body are appropriate agencies for this purpose as to 
entities within their jurisdiction. 

(c) Making an appropriate statement at the annual general meeting, if requested by the Chairman. 
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Withdrawal from Engagement 

13. When management neither agrees to revise the financial statements nor agrees to ensure that 
anyone in receipt of the previously issued financial statements and audit report thereon will be 
informed of the situation and would be issued revised audit report, the auditor may also conclude that 
withdrawal from the further engagement with the entity is necessary. Factors that would affect the 
auditor's conclusion include the implications of the involvement of the highest authority within the entity 
which may affect the reliability of management representations, and the effects on the auditor of 
continuing association with the entity. In appropriate circumstances, the auditor may consider seeking 
legal advice. 

14. In case of an auditor being a partnership firm, it is recommended that the partner who signed the 
original audit report, should also sign the revised report or the letter indicating preventing reliance on 
the audit report, as the case may be. In case of signing by any other partner, the reasons thereof 
should be stated. 

Appendix III 

Code of Ethics 

1. Revision of para (b) under clause (6) of part-I of the First Schedule to the Chartered 
Accountants Act, 1949 appearing at page 59 of the Code of Ethics, 2001 edition. 

While appreciating the requirement of empanelling/appointing Authorities to charge towards 
processing/administrative cost or towards stationary/application form for the purpose of empanelment, 
the Committee recommended the Council to revise Para (b) under Clause (6) of Part I of the First 
Schedule to the Chartered Accountants Act, 1949 appearing at page 59 of the Code of Ethics, 2001 
edition. 

Recently, the Council considered the issue and decided that the members are permitted to respond to 
such empanelment wherein the empanelling/appointing authorities charge a reasonable amount 
towards processing/administrative cost or towards stationary/application form for the purpose of 
empanelment. 

The Council further clarified that in non-exclusive area, where Chartered Accountants and other 
professionals are invited, members may be permitted to respond to such empanelment at their 
discretion in which the payment of any registration on other fee or deposit is required.  But, if only 
Chartered Accountants are invited in such non-exclusive area, the members are permitted to pay 
reasonable amount towards registration or other fee or deposit. 

2. Revision of para (d) under clause (6) of part-I of the First Schedule to the Chartered 
Accountants Act, 1949 appearing at page 61 of the Code of Ethics, 2001 edition. 

While appreciating the requirements to maintain transparency and financial discipline of the 
Government Agencies, it has been recommended the revision of para (d) (i.e. Responding to Tenders, 
Advertisements and Circulars) under Clause (6) of Part I of the First Schedule to the Chartered 
Accountants Act, 1949 as appearing at page 61 of the Code of Ethics, 2001 edition.  

The Council while considering that the Government Agencies are asking the members to purchase 
tender/quotation documents and/or to make Earnest Money/Security Deposit while responding to 
tenders/advertisements/circulars etc. decided that: 

(i) Members are permitted to pay a reasonable amount as price for tender/bid document. 

(ii) No earnest money/security deposit is permissible in areas, which are exclusive to Chartered 
Accountants as per law, and in other areas which are open to both Chartered Accountants and 
other professionals, the members are permitted to pay earnest money/security deposit. 

Recently, the Council clarified that in non-exclusive area, where Chartered Accountants and other 
professionals are invited, members may be permitted to pay earnest money/security deposit at their 
discretion. But, if only Chartered Accountants are invited in such non-exclusive area, the members are 
permitted to pay reasonable amount towards earnest money/security deposit. 
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3. Sharing of the Fees with the Government 

The Institute came across certain Circulars/Orders issued by the Registrars of various State Co-
operative Societies wherein it was mentioned that certain amount of audit fee is payable to the 
concerned State government and that the auditor is required to deposit a percentage audit fee in the 
State Treasury by a prescribed challan within a prescribed time of the receipt of Audit fee. The Council 
considered the issue and while noting that the Government is asking auditors to deposit such 
percentage of their audit fee for recovering the administrative and other expenses incurred in the 
process, the Council decided that as such there is no bar in the Code of Ethics to accept such 
assignment wherein a percent5age of professional fees is retained by/paid to the Government to meet 
the administrative and other expenditure. Announcement published is enclosed herewith. 

4. Revision of the Website guidelines 

The Council laid down its guidelines/directions for posting the particulars on Website by Chartered 
Accountants in practice and firm(s) of Chartered Accountants in practice.  The same are published in 
para (n) under the said Clause (6) of Part I of the First Schedule to the Chartered Accountants Act, 
1949 at page 63-68 of the Code of Ethics, 2001 edition.   

The Council revised the sub-Clauses (8) & (20) of the existing Website guidelines and decided to 
modify them on the following lines: 

“(8) Display of Passport size photograph is permitted” in place of existing sub-Clause  

“(8) No photograph of any sort are permitted.”; and 

“(20) The Website may provide a link to the Website of ICAI, its Regional Councils and Branches and 
also the Website of Govt./Govt. Departments/Regulatory authorities/other Professional Bodies, such 
as, American Institute of Certified Public Accountants (AICPA), the Institute of Chartered Accountants 
of England & Wales (ICAEW) and The Canadian Institute of Chartered Accountants (CICA).” 

in place of existing sub-Clause 

“(20) The Website may provide a link to the Website of ICAI, its Regional Councils and Branches and 
also to the Websites of Govt./Govt. Departments/Regulatory authorities.  Except that neither link to nor 
information about any other Website is permitted.” 

The Council further decided to delete following para 22 of the website guidelines and accordingly, para 
23 be re-numbered as para 22: 

“(22) The address of the Website should be intimated to the ICAI within 30 days.” 

The Council decided that the website address of the member be obtained on annual basis in the 
annual form required to be filed by the member while paying fee and the same be taken as entry on 
record & the website address of the member be provided to members as part of the membership 
record and if the member chose not to give his Website address, it did not prevent the Institute to take 
suitable action against him in case his non-compliance with the guidelines. 

5. Restriction on Part-time practice 

Considering the misuse of part-time practice, the Committee recommended to ban part-time practice. 
While accepting the recommendations of the Committee and the Executive Committee, the Council 
passed a resolution to be incorporated as a part of and in continuation of the existing resolution [under 
Regulation 190A, which appears as Appendix No.9 of the Chartered Accountants Regulations, 1988 
(2002 Edition)]. In the said resolution any member engaged in any other business or occupation, in 
terms of general or specific permission granted as per Appendix No. (9) given above, unless 
exempted, shall not be entitled to perform any attest function with effect from 1.4.2005. 

6. Minimum audit fees  

Recently, the Council has revised the minimum audit fees for the audit work to be carried out. The 
practicing firm having four or more partners but less than eight partners should charge a fees of Rs. 
5,000/- p.a. in cities with population of two million and above and Rs. 3000/- p.a. in cities/towns having 
population of less than two million. The practicing firm having eight or more partners should charge a 
fee of Rs. 9000/- p.a. in cities with population of two million and above and Rs. 6000/- p.a. in 
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cities/towns having population of less than two million. The notification is enclosed. 

Appendix IV 

Use of Institutes’ Publications 

Students appearing in the Final Examination in May, 2005 are expected to have good knowledge of 
the pronouncements, statements and standards of the Institute on various aspects covering Accounting 
and Auditing.  Having regard to this, students may study the following publications of the Institute for 
the purpose of May, 2005, Final Examination.  Students may, however, note that selection of these 
publications in no way dilutes or reduces the scope of syllabi prescribed for the Final Examination. 
The study of these publications is very important for examinations as well as professionally. 

It is further clarified that questions may be set from subject or topics dealt with in the study material or 
prescribed textbooks and falling within the scope of syllabi even though they are not covered in the list 
given below: 

I. Professional Topics/Subjects 

1. Code of Ethics 

II. Statements and Standards 

1. Framework for the Preparation and Presentation of Financial Statements 

2. Accounting Standards (AS) AS-1 to AS-29 [including revised AS 7 and revised AS 11 (2003)]. 

3. Framework of Statements on Standard Auditing Practices and Guidance Notes on Related 
Services. 

4. Auditing and Assurance Standards AAS 1 to AAS 30 (including revised AAS 4, AAS-6 and AAS-
10) 

5. Statement on Auditing Practices 

6. Statement on Qualifications in Auditor’s Report 

7. Statement on the Companies (Auditor’s Report) Order, 2003. 

III. Guidance Notes/Study Guide/Monograph 

1. Internal Control Questionnaire 

2. Guidance Note on Treatment of Reserves Created on Revaluation of Fixed Assets 

3. Guidance Note on Accountants’ Report on Profit Forecasts and / or Financial Forecasts 

4. Guidance Note on Audit Reports and Certificates for Special Purposes 

5. Guidance Note on Audit of Fixed Assets 

6. Guidance Note on Expenditure During Construction Period  

7. Guidance Note on Accrual Basis of Accounting  

8. Guidance Note on Accounting Treatment for Excise Duty  

9. Guidance Note on Accounting for Depreciation in Companies  

10. Guidance Note on Audit under Section 44AB of the Income Tax Act  

11. Guidance Note on Audit of Abridged Financial Statements  

12. Guidance Note on Audit of Inventories 

13. Guidance Note on Audit of Debtors, Loans and Advances 

14. Guidance Note on Audit of Investments. 

15. Guidance Note on Availability of Revaluation Reserve for Issue of Bonus shares. 

16. Guidance Note on Accounting Treatment for MODVAT/CENVAT 

17. Guidance Note on Accounting for Equity Index and Equity Stock Futures and Options (2003) 
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18. Guidance Note on Audit of Miscellaneous Expenditure 

19. Guidance Note on Audit of Cash and Bank Balances 

20. Guidance Note on Audit of Liabilities 

21. Guidance Note on Audit of Revenue 

22. Guidance Note on Audit of Expenses 

23. Guidance Note on Accounting for Corporate Dividend Tax 

24. Guidance Note on Members’ Duties regarding Engagements involving Compilation of Financial 
Statements 

25. Guidance Note on Engagements to Perform Agreed-Upon Procedures Regarding Financial 
Information. 

26. Guidance Note on Engagements to Review Financial Statements  

27. Guidance Note on Accounting for Investments in the Financial Statements of Mutual Funds. 

28. Guidance Note on Section 227 (3) (e) and (f) of the Companies Act, 1956 

29. Guidance Note on Certificate of Corporate Governance 

30. Guidance Note on Revision of Audit Report. 


