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wal18 SPECIAL AUDIT ASSIGNMENTS

18A AUDIT OF MEMBER OF STOCK EXCHANGES

1.	 Introduction:  Business at a stock exchange can only be transacted by a member of the stock exchange. A 
member of NSE cannot transact business at BSE unless he is a member of BSE also. The members of stock 
exchanges are also called stock or share brokers. The members enter into transactions either on their own 
behalf or on account of their clients, including sub-brokers. There are several ways of placing an order with a 
member. It could be either directly or indirectly through a sub-broker.  Each stock exchange has its own SEBI 
approved rules and regulations regarding the admission of members. 

2.	 Trading on BSE /NSE: Online Trading System used for trading on NSE is called NEAT System i.e. National 
Exchange for Automated Trading system & on BSE, it is called BOLT system i.e. BSE on line trading System. 

3.	 Types of Market under NEAT (NSE) [N06]: 
•	 Normal Market: All orders which are of the regular lot size or multiple thereof are traded in Normal 

Market.
•	 Odd Lot Market: An order is called, an odd lot order if the order size is less than regular lot size, such 

orders have different settlement periods v/s normal orders.
•	 Spot Market: Spot orders are similar to the normal market orders except that spot orders have different 

settlement period vis-à-vis normal orders.
•	 Auction Market: Stock exchange on behalf of their trading members initiates auctions for completing 

the settlement process. In this auction session, offers are invited from the other members to deliver the 
shares sold by originally selling member, since delivery has to be made to the buying member. In case no 
shares are received in auction, the sale transaction is closed-out at a close-out price, determined by higher 
of the following: 
◊	 Highest price recorded in the scrip from the settlement in which the transaction took place up to a day 

prior to the auction. 
OR

◊	 20% above the closing price on a day prior to the auction. 

	      In this case, the auction price/close-out price and difference between sale price, if positive is payable by the 	                         	
     seller who failed to deliver the scripts. In case, auction /close out price is less than sale price, the difference  	
     is not given to the seller but is credited to Investor Protection Fund. 

4.	 Types of Transaction:
•	 Intra Days Trading: Generally called speculative transaction. In this case transaction is squared off every 

day & lot size is one share.
•	 Delivery Based Transaction: If transaction is not squared off during the days, because he has purchased 
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the share & not able to sale in the same day, then clients are bound to take delivery of these shares. In 
case trader has made short sale & not able to square off this transaction on the same day, then trader 
has to provide delivery of these share. If he don’t have these share, then he has to buy these securities in 
auction market through stock exchange to square off this transaction. 

•	 Future/option Transaction: Where trader buy/sell securities at spot date at pre-specified price of future 
date. Lot size is generally 100/500/1000 share, varies from securities to securities & determined by stock 
exchange time to time.  Every day loss/profit is work out based on closing price of trading day. If there is 
loss, margin is to be deposited, called mark to market margin. Finally transaction will be square off at pre-
specified future date. 

5.	 Type of Margin [N98 M99 M05 M10 M11 M12 M13]: Due to wide fluctuation in prices of securities over a 
period of time, the exchange levies margin on its members. This certain deposits are to be kept with exchange 
by its members. This mechanism is adopted in order to restrict excessive speculations and safeguard the 
interest of the investors. Members are required to collect margins from their clients and deposit it with the 
clearing house of exchange. There are three types of margins which are as follows: 
•	 Volatility Margin: The volatility margin is levied to curb excessive volatility in the securities. It is also used 

to prevent building up of excessive outstanding positions. It is levied on the net outstanding positions of 
the member, in each security, based on the respective margin rates. 

	      Computation Price variations on account of calls, bonuses, rights, mergers, amalgamations and schemes of 	
		     arrangements are adjusted for determining volatile securities and adjustments in prices is made for the 	
		     purpose of computation of volatility, when securities are traded ex-benefits.   

	      Application Securities that attract volatility margin and the applicable margin rates are announced on the  	
                last day of the trading cycle and are applicable from the first day of the succeeding trading cycle. 

•	 Mark to Market Margin (MTM): It is the notional loss, which a member or his client would incur, if the 
net cumulative outstanding positions in all securities were closed out at the closing price of the relevant 
trading day, which is different from the price at which the transaction had been entered into. For each 
security, it is worked out by multiplying the difference between the closing price and the price at which the 
trade was executed by the cumulative buy and sell open position. The aggregate amount computed across 
all securities is MTM margin payable by a member. The mark-to-market margin is payable with reference 
to net position at client’s level. 

•	 Gross Exposure Margin: It is the percentage of net cumulative outstanding position (purchase and sales) 
that the member is required to keep with the exchange at all times. This margin is calculated on continue 
basis & to be keep with stock exchange in advance. Gross exposure is calculated on all securities while 
volatility margin is calculated on any specific security.

•	 Special Margin: where price manipulation is suspected.
•	 Adhoc Margin: where it is felt that the margin cover vis-à-vis the exposure of the member is inadequate 

or a member has a concentrated position in some securities or has common clients along with other 
members

6.	 Order Matching Rules: As & when orders are received by the system, they are first numbered; time stamped 
and then scans for a potential match. In stock market, the best buy order at any point of time is matched 
with best sell order at that time. Trading system try to find for the seller the best possible buying price and 
the best possible selling price for the buyer. Order that match with the other orders are called ‘active’ order 
while those, which do not match, are called ‘passive’ order. If a match is not found, then the orders are 
stored in the books as per price/time priority. Price priority means that if two orders are entered into the 
system, the order having the best price gets the higher priority. Time priority means if two orders having the 
same price are entered, the order that is entered first gets the higher priority. 

7.	 Order Conditions [M99 M02]: 

7.1	 Time Related Conditions: 
•	 Day Order:  is valid only for the day on which it is entered. It gets automatically cancelled if not matched 

by the end of the day.
•	 Good Till Cancelled Order (GTC): remain in the system until it is cancelled by the trading member. The 

maximum no of days for which a GTC is valid is notified by the concerned stock exchange
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•	 Good till Days/Date Order (GTD): In such order the trading member specifies the days/date, up to which 
the order shall remain valid. 

•	 Immediate or Cancel Order (IOC) / Hit or Take Orders:  IOC allows a member to buy or sell a security as 
soon as the order is released in to the system. If it not matched at the same moment, it gets cancelled 
immediately. If it is partially matched, remaining quantity is automatically cancelled.   

7.2	 Price Related Conditions: 
•	 Limit Price Order: where the trader specifies his offer price is called a limit price order.
•	 Market Price Order: An order to buy and sell securities at the best market price at the time of placing the 

order.
•	 Stop Loss Price Order: Stop loss price orders get activated when the market price reaches or crosses a 

threshold price specified in the order.

7.3	 Quantity Related Conditions: 
•	 Disclosed Quantity Order (DQ): A DQ order allows a trading member to disclose only part of the quantities 

to be disclosed. For example in a buy order for 500 units only 50 units (10%) will be disclosed. When these 
are purchased, the buy order for the next 100 units are disclosed

•	 Minimum Fill Order (MF): allow the members to specify the minimum quantities by which an order should 
be filled

•	 All or None Order: (AON): allow member to impose a condition that either the entire order should be 
matched or the order should not be executed.

8.	 Order Book: As and when orders are received by the system, they are first numbered, time stamped and 
then scanned for a potential match.  If match is not found, then the orders are stored in the different books 
as per price/time priority. Thus, for order matching, top priority is given to the price. If many orders are 
entered at the same price, then priority is given to the order which was entered earlier. 

9.	 Types of Order Books: 
•	 Regular Lot Book: contains only regular lot orders
•	 Stop-loss Book: Stop loss orders are stored in this book till the trigger price is reached or surpassed. When 

the trigger price is reached or surpassed, the order is released in the regular lot book. A sell order in a stop 
loss book gets triggered when the last traded prices in the normal market reaches or fall below the trigger 
price of the order, while buy order triggered when price  reaches or exceeds the trigger price of the order. 

•	 Auction Book: contains orders that are entered for all auction sales.
•	 Spot Book: All order of Spot market is stored in this book.
•	 Odd Lot Book: contains all orders with lot size lesser than the marketable lot.

10.	 Settlement System at Stock Exchange: All over the world there are two types of system in stock exchanges: 

10.1	 Accounting Period System: Now it is not operational in India 

10.2	 Rolling Settlement System [RSS] [M00 M04 M08]: is one in which trades outstanding at the end of the 
day have to be settled (i.e. Payment/delivery to be made in case of purchase/sale of securities) within “X” 
business days from the transaction date. At present T+2 RSS applicable. In T+2 RSS, trade outstanding at end 
of the day is to be settled within 2 business day from transaction date. For Example, in T+2, if transactions 
are entered into on Monday, their pay in and payout take place on Wednesday. Trades on each single day 
settled separately from trades done earlier or subsequent trade days.

	 Netting of trades is done only for the day and not for multiple days. It adopt VAR (Value at Risk) based 
margining approach. If member fails to deliver shares sold, the exchange conducts an auction session on T+2 
to meet the short fall due for non-delivery of shares.

11.	 Circuit Filters [CF] [N07 N08 N10 N12] : CF are imposed Individual Securities-wise.CF are the price bands that 
set the upper and lower limit within which, a stock can fluctuate on any day. SEBI has directed the exchanges 
to apply CF on security traded in Rolling Settlement if price fluctuates more than 20% of the closing price of 
security on the previous day in any direction. This CF may be 2/5/10 or 20% based upon category of share. 
It is calculated with respect to closing price of previous trading day. Example: if closing price of share is Rs 
10, the price band in case of 20% CF is Rs 8/- (lower freeze) and Rs. 12/-  (upper freeze) on next trading day. 
Thus CF restricts extreme price movement and resists price manipulation. 
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12.	 Market Wide Circuit Breakers (MWCB) [N14]: Market wide circuit breakers do the same job for the entire 
market what circuit filters do for individual security. MWCB has been introduced to control excessive market 
movements in BSE Sensex and Nifty. MWCB are imposed market wide. It is imposed on three stages of 
index movement i.e. 10%, 15% and 20%. These breakers provide the time to participants to reacts to the 
movement by way of the trading halt.

Time of Movement Duration of Trading halt
Movement in Index is 10% Movement in Index is 15 %

Before 1 P.M. 1 hour 2 hours
After 1 P.M. but before 2.30 P.M. 1/2 hour 1 hour
On or after 2.30 P.M. No Trading halt For entire remaining period of the day

If Movement in the Index is 20% the trading shall halt for remaining period of the day.

	 These percentages are not calculated on day to day basis rather they are fixed for a quarter. These are fixed 
in absolute points of index variation on the basis of the closing of index on the last trading day of previous 
quarter and are reported in advance to the market participants at the beginning of the relevant quarter.  

13.	 Short Sell: The seller sells the shares even if he doesn’t own them. These are speculative order. In this 
case, the trader anticipates a decline in the price of shares. However, it is risky as he has to square off the 
transaction in same day, if he is not able to square off, then trader has to provide delivery of these shares. 
If he doesn’t have share, then he has to buy these securities in auction market through stock exchange to 
square off this transaction.

14.	 Depositories in India: Depository is an organisation where securities of a shareholder are held in the form 
of electronic accounts, in the same way as bank holds money. The depository holds electronic custody of 
securities and also arranges for transfer of ownership of securities on settlement dates. A depository can’t 
act as depository unless it obtains a certificate of commencement of business from SEBI.

	 In India National Securities Depository Limited (NSDL) and Central Depository Services Limited (CDSL) are 
two depositories & they providing depository services to investors and clearing member through Depository 
Participants. They do not charge the investors clearing member directly but charge their DPs, who are free 
to have their own charge structure for their clients.

14.1.	 Depositories and Dematerialization: NSDL and CDSL keep record of ownership of securities electronically in 
book entry form. T/F of ownership of securities is done by simple a/c transfer. Advantage of dematerialization 
are given below:  
•	 Liquidity of scripts (immediate t/f and register)
•	 Receive bonus and right as direct credit t A/c
•	 Much lower risk of bad deliveries
•	 Saving of Stamp duty
•	 Saving of courier charges 
•	 No physical certificates (no risk of getting them misplaced)
•	 Reduction in brokerage

14.2.	 De-mat A/c: Every member has to maintain two De-mat A/c. One De-mat account is used to hold its own 
securities, known as “Beneficiary A/c”. The other one is meant for trades executed on behalf of clients, 
known as ‘Pool A/c’. The securities to be sold are transferred to the Pool account from where these are 
transferred to clearing house on the relevant pay in day. The Securities received in pool a/c must have been 
transferred to client’s De-mat A/c within 48 hours. There should be valid reasons with authorization from 
client for holding a particular security in pool a/c for longer period. Securities lying in a pool account must 
have not been used to settle member’s own trade obligations.

15.	 Clearing and Settlement Mechanism: When a trade has been executed, the shares and money should be 
transferred to the respective parties on settlement date. When an investor enters into a transaction with a 
broker, shares or funds, as the case may be, are delivered to the broker. In turn, the broker delivers these on 
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settlement day to the settlement agent. 

15.1	 Settlement of Securities: 
•	 Settlement of Securities is done through clearing house. 
•	 Securities pay-in obligations of members are down-loaded by the clearing agency from online System. 
•	 The members make available the required securities in their pool accounts with Depository participants 

by the prescribed pay-in time for securities. 
•	 The depository runs an electronic file to transfer the securities from the member pool account maintain 

with DP to the DP account of the clearing agency. 
•	 Same way, the securities are transfer on the pay-out day by the depository from the DP account of the 

clearing agency to the DP account of members.

15.2	 Settlement of Funds: 
•	 Select banks have been empanelled by clearing agency for electronic transfer of funds. 
•	 Members are required to maintain a/c with any of these banks. 
•	 The members are informed electronically of their pay-in obligation of funds. 
•	 The members make available required funds in their a/c with clearing banks by prescribed pay-in day. 
•	 The clearing agency forward funds obligation file to clearing bank which, in turn, debit the member’s a/c 

with clearing banks and credit it own a/c.  
•	 Same ways, the funds are transfer on the pay-out day by the clearing banks from the a/c of the clearing 

agency to the a/c of members.  

16.	 Maintance of Accounts by Member of Stock Exchange: The members of the Exchange are required to 
maintain the books of accounts and records as per Rule 15 of the Securities Contracts (Regulation) Rules, 
1957 and Regulation 17 of the SEBI (Stock Brokers and Sub-Brokers) Rules, 1992. These books of accounts 
includes the following: 
•	 Clients Ledger & General Ledger, Journal
•	 Cash Book Bank Pass Book
•	 Sauda Book, Members contract books
•	 Duplicate of contract notes issued to clients
•	 Written consent of clients for contracts entered into as principals
•	 Document register, Margin deposit book
•	 Copies of agreements with sub-brokers, accounts of sub-brokers
•	 If A member holding membership of many stock exchanges or different segments of same exchange 

(derivatives/capital market segment), then he has to maintain separate records and documents with 
respect to each exchange or each segment. 

17.	 Audit of Accounts: in exercise of the powers vested in the Central Government under Rule 12 of the Securities 
Contracts (Regulation) Rules, 1957, all active member of stock exchanges are required to be audited theirs 
accounts by chartered accountants in practice. Any member who has conduced business in stock exchange 
ever for a single day in the year, will be called active member. Subsequent to the corporatisation of the 
Members of Stock Exchanges, statutory audit is now required under the Companies Act, 1956 (Now 2013). 

18.	 Considerations by Auditor  w.r.t. some important books/accounts: 

18.1	 Sauda Book/Daily Transaction List [N04]: It is the basic record maintained by all the member of Stock 
Exchange. It contains detail of all transactions entered by them on daily basis. It contains information 
on Securities traded; Rate of Securities bought and sold, Quantity of securities bought and sold, time of 
transaction, number of transaction, name of the clients etc. It contains detail of transaction entered by the 
member’s for
•	 own business on the exchange
•	 on behalf of his clients
•	 business with his clients on a principal to principal basis
•	 business with the members of other stock exchange
•	 business on behalf of his clients with the member of other stock exchanges
•	 Spot transaction

18.2	 Contract Notes (CN) [N03 N05 M07 N11]: CN is a document through which a contractual obligation is 
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established between a member and a client. It is issued by each member to their clients for transaction done 
during the day. While issuing CN, following should be ensured: 
•	 It should be pre-printed and issued within 24 hours of the execution of transactions. It should bear SEBI 

Reg. No. of member and PAN of Clients if required. 
•	 CN are serially numbered.
•	 Should be in the format prescribed by the relevant exchange.
•	 Brokerage, Service Tax and Security transaction Tax shown separately and brokerage should be within 

specified limits prescribed by the exchange.
•	 Appropriate stamps should be affixed on the contract note. Duplicate copies of CN are being maintained 

by the members.
•	 Ordering time is reflected on CN along with the time of execution of order.
•	 It should be signed by the member/authorized signatory. 
•	 All clauses specified by the Exchange have been printed on the reverse of the contract notes.
•	 Consent of the client should be taken for any trade done by the broker while acting as a principal. 

	 The auditor should: 
•	 Evaluate the internal control procedures instituted by the stock broker for proper Maintance and issuance 

of contract notes. 
•	 Verify that all the transaction done by a member are recorded in the sauda book. 
•	 Contract notes are issued for all the business conduct on behalf of the clients.  
•	 Also cross verify the trades executed with the bills raised.  

18.3	 Margin Deposit Book: It record the margin deposited by the member with the clearing house of the relevant 
stock exchange. The Auditor should:- 
•	 Check, whether margin has been in accordance with SEBI guidelines or Stock Exchange
•	 Cross Check, that it is as per the margin statement downloaded from the stock exchange 
•	 Check, whether margins have been properly calculated, collected from clients and paid to the clearing 

house
•	 Check, any exemption from deposit of margin has been correctly checked and claimed. 

19.	 Security Transaction Tax (STT) [M08]: In the union budget for 2004-05, the govt. has introduced STT to 
be levied on all transactions done on stock exchanges. As per the provision of the Finance Bill, the stock 
exchanges have entrusted with the responsibility of levy, collection and remittance of the STT on all 
transactions from the date of notification by the govt. of India. 

	 SEBI vide its circular no. MRD/DOP/Cir-28/2004 dated 23/08/04 directed that no stock exchange shall 
permit trading activities unless it implements necessary software and procedures for the levy, collection and 
remittance of STT. 

20.	 Disclosure of Proprietary Trading by Broker to Client: With a view to increase the transparency in the 
dealings between the broker and the client, SEBI has directed that every broker shall disclose to his client, 
whether he does client based business or proprietary (personal) trading as well. The broker shall disclose 
this info to his existing clients with in a period of one month from the date of this circular. Member will 
also disclose this info to new clients while into the KYC Agreement. If Member at present does not trade 
on proprietary a/c but in future, want to do so, then he shall be required to disclose this info to his clients 
before caring out any proprietary trading. 

21.	 Bought out Deals [N99]: Company may place its equity intended to be offered to the public with a sponsor 
member at a mutually agreed price through the concept of Bought out Deal. Thus after buying out the total 
equity, sponsor member would sell all the shares of the company to the public through “offer for sale”. It 
ensures faster availability of funds to the company for timely completion of its projects and also a listed 
status on a later date.

	 Sponsor member can be authorised members of Over the Counter Exchange of India (OTCEI) or merchant 
banker. They acquire shares in the “bought out arrangement” and make them free of issues responsibilities, 
thus sponsors act as an important intermediary in mobalisation of savings. 

22.	 Securities and Exchange Board of India [SEBI]: SEBI’s main function is to regulate the business in securities 
market. SEBI, for the purposes of regulation of securities market, can issue directions to stock exchange, 
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companies, stock brokers or to any other person. SEBI Act 1992 empowers SEBI to levy monetary fines and 
penalties on any person incurring a default under the Act in the following cases: 
•	 Failure to furnish information as required by SEBI
•	 Failure to maintain books of accounts/returns
•	 Failure to issue contract notes, delivery of securities, payment to clients or charging excess brokerage
•	 Failure to enter agreement with clients
•	 Failure to disclose aggregate of shareholding in body corporate before acquiring further share and to 

make public announcement to acquire share at minimum price in case of takeovers
•	 Any person dealing, communicating, counseling on the basis of some price sensitive information
•	 Failure by a person sponsoring or carrying on any collective investment scheme, including mutual funds, 

without obtaining certificate of registration (COR), failure to comply with the terms and conditions of COR, 
failure to dispatch unit certificates, failure to refund application money within the period specified, failure 
to invest collected money in the manner and within the period specified. 

•	 SEBI has also power to suspend or cancel the COR of a stock-broker, sub-broker, share transfer agent, 
banker to an issue, trustee of a trust deed, registrar to an issue, merchant banker, underwriter, portfolio 
manager, investment adviser and such other intermediary, who may be associated with securities market. 

23.	 Auditor’s Report: The auditor’s report shall report on the following:  
•	 Whether all the information and explanations which to the best of our knowledge and belief were 

necessary for the purpose of our audit have been obtained. 
•	 Whether, 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. 
•	 Whether, 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. 

•	 Whether, the balance sheet and the profit and loss account referred to in this report are in agreement 
with the books of account. 

•	 Whether, in our opinion and to the best of our information and according to the explanations 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 profit and loss account, of the profit of M/s. ABC for the year ended on that date.” 

	 The audit should be completed within 6 months of the date of closing of the books of account. In individual 
cases, an extension for a period not exceeding 3 months may be granted by the concerned Executive Director 
/ Secretary of the Stock Exchange if he is satisfied that adequate reasons exist for granting such an extension. 

	 It may be noted that in cases where the member is a company registered under the Companies Act, 1956 
the reporting consideration that apply to other companies shall also apply to the member company. For 
example the audit would have to necessarily make the assertions given in sub-section (2) and (3) of section 
227 of the Companies Act, 1956. 

24.	 Internal Audit for Stock Brokers/Trading Members/Clearing Members: SEBI vide its Circular dated 
21.10.2008, has now been decided that stock brokers/trading members/clearing members shall carry out 
complete internal audit on a half yearly basis by chartered accountants, company secretaries or cost and 
management accountants who are in practice and who do not have any conflict of interest. 

No. Question Bank Exam Marks
Refer 
Point/
Ans.

1 Write short notes on "Types of market under NEAT (National Exchange 
Automated Trading)". N06 PM 4 3

2 Write short notes on "Mark to Market Margins (MTM)". M10,M12 
PM 4 5

3 Write short notes on "Volatility Margin, its computation and its application". M13 PM 4 5
4 Write short notes on "Volatility Margin". M11 PM 4 5
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5 Write short notes on "Margin" or Deposits with Stock Exchanges". N98,M05 
PM 4 5

6 Write short notes on "Limit Orders" in screen based trading in Stock 
Exchange". M99 4

7
7 Write short notes on "Hit or take orders". M02 4

8 Write short notes on "Rolling Settlements". M00
M04 PM 4

10.2
9 In the context of Audit of members of Stock  Exchanges,  explain what is 

Rolling Settlement? M08 5

10 Write short notes on "Circuit filters/Circuit breakers".
N07, N08
N10, N12 

PM
4 11

11 Write short notes on "Maket Wide Circuit Breakers". [MWCB] N14 4 12

12 Write short notes on "Sauda book". N04 PM 4 18.1

13 Write short notes on "Contract notes in case of audit of member of Stock 
Exchange".

N03,N05,
N11 PM 4

18.2
14 State the items contained in the SEBI's check list for auditors in respect of 

contract notes issued by a Stock Broker. M07 PM 8

15 Write short notes on "Securities Transaction Tax". M08 4 19
16 Write short notes on "Bought out deal". N99 4 21

18B AUDIT OF DEPOSITORIES

1.	 Audit of Depositories: The SEBI (Depositories and Participants) Regulations, 1996 empower SEBI to conduct 
inspection and audit.  The regulation requires that depositories shall have adequate mechanisms for 
the purposes of reviewing monitoring and evaluating the depository’s controls systems, procedures and 
safeguards. 

2.	 Records and Documents to be Maintained by Depositories: Depositories are required to maintain the 
following records and documents, namely: 
•	 records of securities dematerialised and rematerialised; 
•	 the names of the transferor, transferee, and the dates of transfer of securities; 
•	 a register and an index of beneficial owners; 
•	 details of the holding of the securities of beneficial owners as at end of each year. 
•	 records of instructions received from and sent to participants, issuers, issuers’ agents 
•	 and beneficial owners; 
•	 records of approval, notice, entry and cancellation or pledge or hypothecation, as the case may be;
•	 details of participants; 
•	 details of securities declared to be eligible for dematerialisation in the depository; and 
•	 such other records as may be specified by the Board for carrying on the activities as a depository. 

	 Every depository shall intimate the Board the place where the records and documents are maintained. 
Subject to the provisions of any other law the depository shall preserve records and documents for a 
minimum period of 5 years. 

	 Where records are kept electronically by the depository, it shall ensure that the integrity of the automatic 
data processing systems is maintained at all times and take all precautions necessary to ensure that the 
records are not lost, destroyed or tampered with and in the event of loss or destruction, ensure that sufficient 
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back up of records is available at all times at a different place. 

3.	 Inspection of Depository by SEBI [N08]: The SEBI has empowered to appoint one or more persons as 
inspecting officer to undertake inspection of the books of account, records, documents and infrastructure, 
systems and procedures, or to investigate the affairs of a depository, a participant, a beneficial owner, an 
issuer or its agent for any of the following purposes, namely: 
•	 To ensure that the books of account are being maintained in the manner specified in these regulations.
•	 To ascertain whether, the provisions of the Act, the bye-laws, agreements and these regulations are being 

complied with.
•	 To look into the complaints received from the depositories, participants, issuers, issuers’ agents, beneficial 

owners or any other person.
•	 To ascertain whether, the systems, procedures and safeguards being followed are adequate. 
•	 To suo motu ensure that, the affairs are being conducted in manners which are in the interest of the 

investors or the securities market. 

No. Question Bank Exam Marks
Refer 
Point/
Ans.

1 Write short notes on "Purpose of appointing Inspecting officer of a Depository". N08 
PM 4 3

18C AUDIT OF MUTUAL FUNDS

1.	 Audit of Mutual Funds: SEBI (Mutual Funds) Regulations, 1996 provide that every mutual fund shall have 
the annual statement of accounts audited by an auditor who is not in any way associated with the auditor of 
the asset management company. The auditor shall be appointed by trustees. The auditor shall forward his 
report to the trustees and such report shall form part of the Annual Report of the mutual fund. 

2.	 Audit Report of Mutual Fund: Audit report of Mutual Fund shall comprise the following: 
•	 Whether,  he has obtained all information explanations which, to the best of his knowledge and belief, 

were necessary for the purpose of the audit; 
•	 Whether,  the balance sheet and the revenue account give a fair and true view of the scheme, state of 

affairs and surplus or deficit in the Fund for the accounting period to which the Balance Sheet or, as the 
case may be, the Revenue Account relates; 

•	 Whether,  the statement of account has been prepared in accordance with accounting policies and 
standards as specified in the Ninth Schedule.

3.	 Inspection and Audit of Mutual Fund by SEBI: The SEBI has a right to conduct inspection and audit the books 
of account as per Regulation. The SEBI may appoint one or more persons as inspecting officer to undertake 
the inspection of the books of account, records, documents and infrastructure, systems and procedures 
or to investigate the affairs of a mutual fund, the trustees and asset Management Company for any of the 
following purposes, namely: 
•	 to ensure that the books of account are being maintained by the mutual fund, the trustees and asset 

management company in the manner specified in these regulations; 
•	 to ascertain whether the provisions of the Act and these regulations are being complied with by the 

mutual fund, the trustees and asset management company; 
•	 to ascertain whether the systems, procedures and safeguards followed by the mutual fund are adequate; 
•	 to ascertain whether the provisions of the Act or any rules or regulations made there under have been 

violated; 
•	 to investigate into the complaints received from the investors or any other person on any matter having a 

bearing on the activities of the mutual funds, trustees and asset management company; 
•	 to suo motu ensure that the affairs of the mutual fund, trustees or asset management company are being 
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conducted in a manner which is in the interest of the investors or the securities market. 

	 The SEBI has also the power in addition to normal audit, to appoint an auditor to inspect or investigate, as 
the case may be, into the books of account or the affairs of the mutual fund, trustee or asset Management 
Company: 

4.	 Requirement of Ninth Schedule Accounting Policies and Standards [Ninth Schedule]:

4.1	 Investment: For the purposes of the financial statements, mutual funds shall mark all investments to market 
and carry investments in the balance sheet at market value. However, since the unrealised gain arising out of 
appreciation on investments cannot be distributed, provision has to be made for exclusion of this item when 
arriving at distributable income. 

4.2	 Dividend Income: Dividend income earned by a scheme should be recognised, not on the date the dividend 
is declared, but on the date the share is quoted on an ex-dividend basis. For investments which are not 
quoted on the stock exchange, dividend income must be recognised on the date of declaration. 

4.3	 Interest bearing Investments: In respect of all interest-bearing investments, income must be accrued on 
a day to day basis as it is earned. Therefore, when such investments are purchased, interest paid for the 
period from the last interest due date upto the date of purchase must not be treated as a cost of purchase 
but must be debited to Interest Recoverable Account. Similarly interest received at the time of sale for the 
period from the last interest due date upto the date of sale must not be treated as an addition to sale value 
but must be credited to Interest Recoverable Account. 

4.4	 Cost of Investment: In determining the holding cost of investments and the gains or loss on sale of 
investments, the “average cost” method must be followed. 

4.5	 Transactions for Purchase or Sale of Investments : Transactions for purchase or sale of investments should 
be recognised as of the trade date and not as of the settlement date, so that the effect of all investments 
traded during a financial year are recorded and reflected in the financial statements for that year. Where 
investment transactions take place outside the stock market, for example, acquisitions through private 
placement or purchases or sales through private treaty, the transaction should be recorded in the event 
of a purchase, as of the date on which the scheme obtains in enforceable obligation to pay the price or, 
in the event of a sale, when the scheme obtains an enforceable right to collect the proceeds of sale or an 
enforceable obligation to deliver the instruments sold. 

4.6	 Bonus Shares: Bonus shares to which the scheme become entitled should be recognised only when the 
original shares on which the bonus entitlement accrues are traded on the stock exchange on an ex-bonus 
basis. Similarly, rights entitlements should be recognised only when the original; shares on which the right 
entitlement accrues are traded on the stock exchange on an ex-rights basis. 

4.7	 Accrual of Income: Where income receivable on investments has accrued but has not been received for 12 
months beyond due date, provision shall be made for income as accrued & no further accrual is made for 
such investment. 

4.8	 Purchase/Sale in case of an Open-ended Scheme: When in the case of an open-ended scheme units are 
sold, the difference between the sale price and the face value of the unit, if positive, should be credited to 
reserves and if negative be debited to reserves, the face value being credited to Capital Account. Similarly, 
when in respect of such a scheme, units are repurchased, the difference between the purchase price and face 
value of the unit, if positive should be debited to reserves and, if negative, should be credited to reserves, 
the face value being debited to the capital account. 

4.9	 Equalisation Account: In the case of an open-ended scheme, when units are sold and appropriate part of the 
sale proceeds should be credited to an Equalisation Account and when units are repurchased an appropriate 
amount should be debited to Equalisation Account. The net balance on this account should be credited 
or debited to the Revenue Account. The balance on the Equalisation Account debited or credited to the 
Revenue Account should not decrease or increase the net income of the fund but is only an adjustment to 
the distributable surplus. It should, therefore, be reflected in the Revenue Account only after the net income 
of the fund is determined. 

4.10	 Close-ended Scheme: In a close-ended scheme which provides to the unit holders the option for an early 
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redemption or repurchase their own units, the par value of the unit has to be debited to Capital Account and 
the difference between the purchase price and the par value, if positive, should be credited to reserves and, 
if negative, should be debited to reserves. A proportionate part of the unamortised initial issue expenses 
should also be transferred to the reserves so that the balance carried forward on that account is proportional 
to the number of units remaining outstanding. 

4.11	 Cost of Investment: The cost of investments acquired or purchased should include brokerage, stamp 
charges and any charge customarily included in the broker’s brought note. In respect of privately placed 
debt instruments any front-end discount offered should be reduced from the cost of the investment. 

4.12	 Underwriting Commission: Underwriting commission should be recognised as revenue only when there is no 
devolvement on the scheme. Where there is devolvement on the scheme, the full underwriting  commission  
received  and  not  merely  the  portion  applicable  to  the devolvement should be reduced from the cost of 
the investment. 

4.13	 Unit Premium Reserve: W.e.f. March 15th, 2010, SEBI vide its Circular clarified that the Unit Premium 
Reserve, which is part of the sales price of units that is not attributable to realized gains, cannot be used 
to pay dividend. However, it is observed that some Mutual Funds are using Unit Premium Reserve for 
distribution of dividend. It is therefore reiterated that: 
•	 When units of an open-ended scheme are sold, and sale price is higher than face value of the unit, part 

of sale proceeds that represents unrealised gains shall be credited to a separate account (Unit Premium 
Reserve) and shall be treated at par with unit capital and the same shall not be utilized for the determination 
of distributable surplus. 

•	 When units of an open-ended scheme are sold, and sale price is less than face value of the unit, the 
difference between the sale price and face value shall be debited to distributable reserves and the dividend 
can be declared only when distributable reserves become positive after adjusting the amount debited to 
reserves as per par 2(a)(ix) of Eleventh Schedule of SEBI (Mutual Funds) Regulations.

No. Question Bank Exam Marks
Refer 
Point/
Ans.

1 Write short notes on "Contents of Audit of Mutual  Fund". M07 
PM 4 2

18D ENVIRONMENTAL AUDIT & ENERGY AUDIT

1.	 Environmental Auditing:

1.1	 Introduction [N02 N12}: Environmental reporting deals with the disclosure by an entity of environmentally 
related data such as environmental risk, environmental policies, environmental performance etc. These 
reports may be provided along with annual reports, a stand-alone corporate environmental performance 
report or in any other form. The reports of such audits can be compliance based report or impact based 
reports. Environmental audit can be performed by external or internal experts (sometimes including internal 
auditors), at the discretion of the entity’s management.  

	 The objective of the Environmental Audit are to evaluate the efficiency of the utilisation of resources of man, 
machines and materials, and to identify the areas of environmental risks and liabilities and weakness(es) of 
management system and problems in compliance of the directives of the regulatory agencies and control 
the generation of pollutants and/or waste.

1.2	 Environmental Impact Assessment (EIA) [N13]: In India, EIA is a pre-requisite to start an industry, which 
forecast the expected damage to the environment and means required to mitigate the damage.  This is done 
considering the known spheres of activities on the existing environmental conditions but the predictions 
necessarily deviate from the actual happenings when the industry starts working. To accommodate the 
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deviation in the system is also to be incorporated in the EIA report, if it is noticed that the degradation to 
the environment caused on the establishment and running of the industry is much higher than what was 
predicted, the mitigatory measures suggested must also be furthered. 

1.3	 Main area to be covered in case of Environmental Audit of an Industrial Unit [N06]: 
•	 Layout and Design: The factory layout should be designed to allow: 

◊	 adequate provisions for installing pollution control devices. 
◊	 provision for up-gradation of pollution control measures; and 
◊	 the meeting of the requirements of the regulations framed by the Government. 

	      The auditor should identify: 
◊	 the areas which require attention but not attended to by the industry to be pinpointed and 
◊	 the future requirements of the environmental measures required in commensuration with the proposed 

future course of working plan.
•	 Management of Resources: Management resources include air, water, land, energy, raw materials and 

human resources besides others. It should be used in such a manner to produce best output and minimum 
waste. 

•	 Pollution Control System:  An effective system of pollution control should be in existence. 
•	 Emergency Safety Arrangement: Emergency plans should be reviewed periodically and other required 

safety amenities should be kept ready, particularly for industries like Gas, Chemical Industry etc. 
•	 Medical & Healthcare Facilities:  Adequate medical and health care facilities should be maintained for 

meeting regular health care and first aid requirements. 
•	 Industrial Hygiene: Proper system should be established to eliminate industrial unhygienic state.
•	 Occupational Health: The requirement for safeguarding against occupational health hazards should be 

available for all the workers. As the occupational health hazards varies from industry to industry due to the 
difference in the nature of working atmosphere and the pollutants present in it, the concerned industry 
must pay proper weightage to those diseases which are prone to that particular type of industry. 

•	 Information Assimilation and Reporting System: The information system should be strengthened, 
keeping in view, the authorities, responsibilities and subsequent delegations. A report of compliance of all 
statutory environmental laws along with other preventive and precautionary measures should be put to 
Board at regular intervals. 

•	 Environmental Impact Assessment (EIA) Methodology: The (EIA) is usually are pre-requisites to start an 
industry. This is done considering the known spheres of activities on the existing environmental conditions. 

•	 Compliance to the Regulatory Mechanism:  Persons, who are directly working with the system, should 
be made aware of the latest statutory/regulatory requirements. They should be trained and instructed on 
regular basis, to avoid making the Board/owner vulnerable to prosecution and penalty. 

•	 Society Welfare: The industry very often transforms the agrarian environment into an industrial 
environment. The people so displaced by industrialisation feel alienated and develop a feeling of facing 
the gaseous, dustful, clumsy state of surroundings. The audit should look into this aspect how the industry 
is making a balance between its own development and the society’s concern. 

1.4	 Audit Format of Environment Statements [N03 M09]: The main aspects which may be covered in the 
probable format of “Environmental Statement” are given below: 
•	 Name and address of the owner/occupier of the industry, operation or process. 
•	 Date of last environmental audit report submitted. 
•	 Consumption of water and other raw materials as input during current and previous year. 
•	 Pollution generated in air and water along with the output and the types of pollutants and the deviation 

from standard. 
•	 Generation of hazardous waste in CY and PY from processes or from pollution control facility. 
•	 Quantity of solid waste generated during CY and PY year from process/es from pollution control facility 

and from recycling or reutilisation of waste, etc. 
•	 The disposal practice for different type of waste. 
•	 The practice sorted for conservation of natural resources. 
•	 The additional investment proposal for environmental protection including abatement of pollution.

2.	 Energy Audit [M04 M07 N11]: Energy auditing is defined as an activity that serves the purposes of assessing 
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energy use pattern  of  a  factory  or  energy  consuming  equipment  and  identifying  energy  saving 
opportunities. It is the first step of any energy management programmes. The energy auditor is normally 
expected to give recommendations on efficiency improvements leading to monetary benefits and also advise 
on energy management issues. Generally, energy auditor for the industry is an external party. The following 
are some of the key functions of the energy auditor: 
•	 Quantification of energy costs and quantities.
•	 Correlation  trends of production or activity to energy costs.
•	 Devise energy database formats to ensure the correct picture - by product, department, consumer, etc.
•	 Advise and check the compliance of the organisation for policy and regulation aspects. 
•	 Highlight areas that need attention for detailed investigations. 
•	 Conduct preliminary and detailed energy audit which includes: 

◊	 Data collection and analysis. 
◊	 Measurements, mass and energy balances.
◊	 Reviewing energy procurement practices.
◊	 Identification of energy efficiency projects and techno-economic evaluation. 
◊	 Establishing an action plan and making recommendations. 

	 While performing the aforesaid key functions, the energy auditor is required to carry out the following 
activities: 
•	 Analysis of historical energy consumption and cost data.
•	 Preliminary energy audit, with the objectives to identify: (a) Major energy consuming equipment and 

processes, (b) Obvious inefficiencies and energy wastes, (c) Priority areas for further detailed investigation 
•	 Detailed technical and economic analyses of energy efficiency measures, especially those involving large 

capital investment or long payback periods. 

No. Question Bank Exam Marks
Refer 
Point/
Ans.

1 Write short notes on "Environmental Audit". N02,N12 PM 4 1.1
2 Write short notes on "Environment Impact Assessment". N13 PM 4 1.2

3 Enumerate the main areas to be covered by the auditor in the case of 
environmental audit of an industrial unit. N06 PM 8 1.3

4 Write short notes on "Probable format of Environmental Statements". M09,N03 PM 4 1.4

5 State the functions of Energy Auditor. N11,M04,M07 
PM 5, 8,8 2

18E AUDIT OF ACCOUNTS OF NON CORPORATE ENTITIES (BANK BORROWERS)

1.	 Audit of Accounts of Non-Corporate Entities (Bank Borrowers): The Reserve Bank of India (RBI), keeping in 
view the need for bringing discipline in the matter of maintenance of accounts by non-corporate entities, 
have recently issued a circular dated 12th April, 1985 to all Banks recommending audit of accounts of all 
non-corporate borrowers enjoying working capital limits of  Rs 10 lacs (now raised to Rs 25 lacs) and above 
from the banking system. For the purpose of computing the above limit of Rs  25 lacs, the term borrowing 
will include borrowing of the following types: 
•	 Packing credit facilities
•	 Cash credit facilities
•	 Loans-secured and unsecured
•	 Overdraft 
•	 Deferred payment facilities 
•	 Guarantees: (a)Performance guarantees (b) Financial guarantees Bill Discounting Facilities 
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•	 Any other credit facilities (other than loans, guarantees, letter of credit etc.). 

	 It is necessary for the non-corporate entity enjoying such credit facility to submit the audited statements 
and audit report to the concerned bank as early as possible but in any case not later than 6 months from the 
close of the accounting year.

2.	 Audit Procedure: 
•	 Auditor has to use his professional skill and expertise and apply such audit tests as the circumstances of 

the case may require. This Report is special purpose report as it is to be given to lending bank. 
•	 The auditor will have to keep in mind the concept of materiality depending upon the circumstances of 

each case. 
•	 Section 227 of the Companies Act gives certain powers to the auditors to call for the books of account, 

information, documents, explanations, etc. and to have access to all books and records. In the case of 
audit of a non-corporate entity, it would be in the interest of the entity to furnish all the information and 
explanations and produce books of accounts and records required by the auditor. If, however, the entity 
refuses to produce any particular record or to give any specific information or explanation the auditor 
would be required to report the same and qualify his report. 

•	 The non-corporate entity is free to choose any practicing Chartered Accountant to conduct this audit. 
•	 The auditor should obtain the letter of engagement and list of books of account and other records 

maintained by the entity before undertaking the audit assignment. 
•	 Non-corporate entities are, in certain cases; evidenced by documents/agreements, such as, partnership 

deed, deed of association, trust deed etc. It would be necessary for the auditor to check the compliance 
with the terms of documents, agreements, so far as they relate to accounts and audits and to report all 
material violations of such terms. 

•	 The figures of the immediately preceding year should be given in a manner so as to enable meaningful 
comparison. If the accounts of such preceding year are not audited, the fact should be indicated by way of 
a note and also reported by the auditor. 

•	 The accounts should be prepared in conformity with the generally accepted accounting principles followed 
consistently. Any deviation, if material, either from the accepted principles or from the policy/treatment 
followed in the preceding year should be clearly brought out in the notes and/or the Auditors’ Report. 

•	 The overall consideration should be that the financial statements so prepared should give a true and fair 
view of the working of the entity. Moreover, these statements should also assist the lending bankers in 
their evaluation of the loan proposals and in ensuring strict financial discipline, coupled with uniformity, 
in the existing as well as prospective customers. 

3.	 Special Audit Report [M12]:

3.1	 A lending bank may, in special cases, require the non-corporate entity to obtain a special report from the 
auditor. Such a report can be called by a lending bank if it finds that it is necessary to have more information 
about the working of the entity. In such a case the report will have to be given by the auditor on a quarterly 
basis. The special audit report which is to be given on a quarterly basis in the specified form is in addition 
to the normal audit report which is to be given by the auditor on a yearly basis. In the quarterly special 
audit report, the auditor will have to give information relating to the operating data for each quarter. This 
information will have to be classified in the following manner: 
•	 Actual production;
•	 Actual production as a percentage of rated capacity;
•	 Sales;
•	 Cost of goods sold/cost of production; 
•	 Gross margin; 
•	 Interest on bank borrowing; and 
•	 Interest on others 

3.2	 The age-wise classification of raw materials and finished goods is also to be given. For this purpose age-wise 
classification is to be made in the following manner in respect of raw materials and finished goods separately: 
•	 Inventory for more than 1 year;
•	 Between 6 months and 1  year;
•	 Between 3 months and 6 months; and
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•	 Below 3 months. 

3.3	 Similar information about the work-in-progress should also be given. The basis of valuation of raw material 
and finished goods should be given. For this purpose the following information is to be given: 
•	 The manner of determination of cost (i.e. components of cost)
•	 The method of valuing stock i.e. FIFO, weighted average cost, etc.

	 It is also necessary to state if there is any discrepancy between the quantity and value of the stock as 
furnished to the bank and as appearing in the books. The reasons for such discrepancy should be given in 
the audit report. 

3.4	 Age-wise classification of bills receivable and other receivables with reference to the, bills due from domestic 
parties and bills in respect of exports should be given. The age-wise classification is to be done on the same 
basis as the classification for raw materials and finished goods as stated above. 

3.5	 Information in respect of the following items is also to be given: 
•	 Balances at the end of each month of the quarter for major categories of stock, receivables and bills 

receivables;
•	 Tax assessments and payments made during the quarter;
•	 Actual disbursement of capital expenditure during the quarter; 
•	 Outstanding contracts on capital account at the end of the quarter giving the details about the names of 

parties and amounts outstanding; 
•	 The contingent liability which may or may not materialize during the financial year succeeding the relevant 

quarter; 
•	 Investment made during the quarter and the income from such investments including profit on sale of 

investments; 
•	 Loans given during the quarter; 
•	 Loans raised during the quarter from banks and from others. Separate figures to be given; (ix)  Overdue 

statutory liability at the end of the quarter; 
•	 Amounts due but not paid at the end of the quarter in respect of (a) loans from banks, (b) public deposits, 

and (c) other loans; and 
•	 Figures of cash losses during the last 2 years to be stated on the basis of the annual accounts. If such 

accounts were not audited this fact should be stated. 

3.6	 The funds obtained from the lending banks have to be utilised for the purpose for which they are given by 
the bank. If the auditor finds that these funds have been diverted for the purposes other than those for 
which they were given by the bank the auditor will have to give the details of the diversion for such other 
purposes. In order that the lending bank may be able to ascertain the correct financial position and financial 
health of the entity it is necessary for the auditor to give information about the following ratios: 
•	 Current ratio 
•	 Acid test ratio 
•	 Raw materials-turnover ratio 
•	 Finished goods-turnover ratio 
•	 Receivables-turnover ratio 
•	 Return on investment
•	 Interest cover ratio
•	 Net margin ratio
•	 Capital turnover ratio
•	 Debt equity ratio
•	 Operating cash flow.

No. Question Bank Exam Marks
Refer 
Point/
Ans.

1 Write short notes on "Matter to be reported in respect of inventory in the 
case of a special audit of a non-corporate borrower of  a Bank.

M12 
PM 4 3.1 & 3.2 

& 3.3
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