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Indian Accounting Standard (Ind AS) 1 : Presentation of Financial Statements

Objective

Scope

Ind AS 1 prescribes the basis for 
presentation of general purpose financial 
statements to ensure comparability

With the entity’s financial 
statements of previous 

periods.

Ind AS 1 is applied in preparing and 
presenting general purpose financial 
statements in accordance with Ind AS

Ind AS 1 does not apply to the structure 
and content of condensed interim financial 
statements prepared in accordance 
with Ind AS 34 (except paras 15-35).

Ind AS 1 uses terminology 
suitable for profit-oriented 
entities including public 
sector business entities.

Presenting 
consolidated 
financial 
statements in 
accordance with 
Ind AS 110.

Presenting 
separate financial 
statements in 
accordance with 
Ind AS 27. Therefore, entities with not-

for-profit activities may apply 
this Standard, by amending 
the descriptions used for 
financial statements themselves

Entities whose share capital is 
not equity may need to adapt the 
financial statement presentation 
of members’ interests.

With the financial statements 
of other entities.

For the presentation 
of financial 
statements

For their contentFor their 
structure

Ind AS 1 sets out

Overall requirements

Applicability Non-applicability

To all entities

Guidelines Minimum requirements

In a pursuit to provide quality academic inputs to the students to help them in grasping the intricate aspects of the subject, 
the Board of Studies brings forth a crisp and concise capsule on Final new course Paper 1 : Financial Reporting.

The syllabus of this paper largely covers almost all Indian Accounting Standards. However, in this capsule we have 
focussed on ‘Ind AS covered in Module 2 of November, 2018 edition of the study material except Ind AS 20, Ind AS 113 and 
Ind AS 101’.  Significant provisions of these Ind AS have been presented through pictorial/tabular presentations for better 
understanding and quick revision.

Many of the standards contain certain exceptions. All the exceptions are not  necessarily reflected in the charts/
pictorial/table given in the capsule. Hence, students are advised to refer the study material or bare text of these Ind AS 
for comprehensive study and revision. Under no circumstances, this capsule substitute the detailed study of the material 
provided by the Board of Studies.

Further, students are advised to enhance their ability to address the issues and solve the problems based on Ind AS by 
working out the examples, illustrations and questions given in the study material, revision test papers and mock test papers.

Final new course Paper 1- Financial Reporting: A Capsule for Quick Revision
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General features

Presentation of True and Fair View and compliance with Ind ASs

A balance sheet 

Presentation of 
True and Fair View 

and compliance 
with Ind ASs

Going 
concern

Accrual basis of 
accounting

Materiality and 
aggregation

Frequency of 
reporting

Comparative 
information

Minimum comparative 
information

Additional comparative 
information

Change in accounting policy, retrospective 
restatement or reclassification

Of the financial position Of the financial performance

Presentation of a true and fair view requires an entity 

To select and apply accounting 
policies as per Ind AS 8.

To present information, in a 
manner that provides relevant, 
reliable, comparable and 
understandable information.

To provide additional disclosures, 
if required, to enable users 
to understand the impact of 
particular item.

Of the cash flows of an entity

Consistency of 
presentation

Offsetting

As at the end of 
the period For the period

Of the preceding period 
(comparative information 
for all amounts reported 
in the current period’s 
financial statements)

Of the preceding period 
(comparative information 
for all amounts reported 
in the current period’s 
financial statements)  

At the beginning of the preceding period when 
• An entity applies an accounting policy retrospectively; or 
• An entity makes a retrospective restatement of items in its financial statements; or 
• An entity reclassifies items in its financial statements.

Comparative information 
for narrative and descriptive 
information shall be given if it 
is relevant for understanding 
the current period’s financial 
statements

A statement of 
profit and loss 

A statement of 
changes in equity 

A statement of 
cash flows 

Notes, comprising significant 
accounting policies and other 

explanatory information

Note: 
1. An entity shall present a single statement of profit and loss, with profit or loss and other comprehensive income (OCI) 

presented in two sections. The sections shall be presented together, with the profit or loss section presented first followed 
directly by the other comprehensive income section.

2. Reports and statements presented outside financial statements are outside the scope of Ind AS.
3. An entity is not required to present the related notes to the opening balance sheet as at the beginning of the preceding period.

Note: The above general features have been summarised below.

includes

Complete set of financial statements

2
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When an entity departs from a requirement of an Ind AS (in extremely rare circumstances), it shall disclose 

Management’s conclusion 
that the financial 
statements present a true 
and fair view.

Management’s compliance 
with applicable Ind ASs, 
except departure from a 
particular requirement to 
present a true and fair view.

For each period presented, 
the financial effect of the 
departure on each item in 
the financial statements.

• The title of the Ind AS 
departed

• The nature of the 
departure

• The treatment that the 
Ind AS would require

• The reason why that 
treatment would be so 
misleading; and 

• The treatment adopted.

Note: 
1. An entity shall make an explicit and unreserved statement of compliance of ALL Ind AS in the notes. 
2. An entity shall not describe financial statements as complying with Ind ASs unless they comply with all the requirements of Ind ASs.
3. An entity cannot rectify inappropriate accounting policies either by disclosure of the accounting policies used or by notes or 

explanatory material.

Going 
concern

m An entity shall prepare financial statements 
on a going concern basis unless management 
 intends to liquidate the entity or 
 to cease trading, or 
 has no realistic alternative but to do so. 

m When management has significant doubt 
upon the entity’s ability to continue as a 
going concern, the entity shall disclose 
 the basis on which it prepared the 

financial statements and 
 the reason why the entity is not regarded 

as a going concern.
To assess going concern basis, management may 
need to consider a wide range of factors like 
m current and expected profitability, 
m debt repayment schedules and 
m potential sources of replacement financing. 

Accrual basis 
of accounting

m An entity shall prepare its financial 
statements, except for cash flow information, 
using the accrual basis of accounting.

m When the accrual basis of accounting is 
used, an entity recognises items as assets, 
liabilities, equity, income and expenses.

Materiality 
and 
aggregation

m Present separately each material class of 
similar items.

m Present separately items of a dissimilar 
nature or function only if it is material or 
required by law (even if it is immaterial).

m If a line item is not individually material, it is 
aggregated with other items either in those 
statements or in the notes.

m Do not reduce the understandability of its 
financial statements by 
 obscuring material information with 

immaterial information; or  
 aggregating material items that have 

different natures or functions.
Offsetting Offsetting of assets and liabilities or income and 

expenses is not allowed unless required or permitted 
by an Ind AS or except when offsetting reflects the 
substance of the transaction or other event.

Frequency of 
reporting

An entity shall present a complete set of financial 
statements (including comparative information) 
at least annually.

Comparative 
information

Refer chart 3 of Ind AS 1 for minimum and 
additional comparative information.

Change in 
accounting 
policy, 
retrospective 
restatement or 
reclassification

When an entity reclassifies comparative amounts, 
it shall disclose (including as at the beginning of 
the preceding period):
(a) the nature of the reclassification;
(b) the amount of each item or class of items that 

is reclassified; and
(c)  the reason for the reclassification.
When it is impracticable to reclassify comparative 
amounts, an entity shall disclose:
(a)  the reason for not reclassifying the amounts, 

and
(b)  the nature of the adjustments that would 

have been made if the amounts had been 
reclassified.

Consistency 
of 
presentation

An entity shall retain the presentation and 
classification of items in the financial statements 
from one period to the next unless:
(a) presentation or classification would be more 

appropriate having regard to the criteria for 
the selection and application of accounting 
policies in Ind AS 8; or

(b) an Ind AS requires a change in presentation.

STRUCTURE AND CONTENT
Identification 
of the financial 
statements

An entity shall clearly identify each financial 
statement and the notes. 
It shall display prominently:
(a)  the name of the reporting entity or other 

means of identification, and any change 
in that information from the end of the 
preceding reporting period;

(b)  whether the financial statements are of an 
individual entity or a group of entities;

(c)  the date of the end of the reporting 
period or the period covered by the set of 
financial statements or notes;

(d)  the presentation currency; and
(e)  the level of rounding used in presenting 

amounts in the financial statements.  
The rounding off is acceptable as long as 
the entity discloses it and does not omit 
material information.
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Information to 
be presented 
in the balance 
sheet

m The balance sheet shall present line items 
and additional line items (including by 
disaggregating the line items listed in 
paragraph 54), headings and subtotals. 

m Presents current and non-current assets, 
and current and non-current liabilities, as 
separate classifications in its balance sheet.

m It shall not classify deferred tax assets 
(liabilities) as current assets (liabilities).

Exception
An entity may present all assets and liabilities in 
order of liquidity but shall disclose the amount 
expected to be recovered or settled 
(a)  no more than twelve months after the 

reporting period, and
(b)  more than twelve months after the reporting 

period.
m An entity is permitted to present some of 

its assets and liabilities using a current/non-
current classification and others in order of 
liquidity when this provides information that 
is reliable and more relevant. 

Current 
assets

m Classify an asset as current when:
(a)  it expects to realise the asset, or intends to 

sell or consume it, in its normal operating 
cycle;

(b)  it holds the asset primarily for the 
purpose of trading;

(c)  it expects to realise the asset within 
twelve months after the reporting period; 
or

(d)  the asset is cash or a cash equivalent 
unless the asset is restricted from being 
exchanged or used to settle a liability for 
at least twelve months after the reporting 
period.

m Classify all other assets as non-current.
Note: The term ‘non-current’ includes tangible, 
intangible and financial assets of a long-term 
nature.

Operating 
cycle

m It is the time between the acquisition of 
assets for processing and their realisation in 
cash or cash equivalents. 

m When the entity’s normal operating cycle is 
not clearly identifiable, it is assumed to be 
twelve months. 

m The same normal operating cycle applies to 
the classification of an entity’s assets and 
liabilities.

Current 
liabilities

m An entity shall classify a liability as current 
when:
(a)  it expects to settle the liability in its 

normal operating cycle;
(b)  it holds the liability primarily for the 

purpose of trading;
(c)  the liability is due to be settled within 

twelve months after the reporting period; 
or

(d)  it does not have an unconditional right to 
defer settlement of the liability for at least 
twelve months after the reporting period. 

m An entity shall classify all other liabilities as 
non-current.

m An entity classifies some operating items 
like trade payables and some accruals for 
employee and other operating costs (part 
of the working capital) as current liabilities 
even if they are due to be settled more than 
twelve months after the reporting period.

m Where there is a breach of a material 
provision of a long-term loan arrangement 
on or before the end of the reporting period 
with the effect that the liability becomes 
payable on demand on the reporting date, 
the entity does not classify the liability 
as current, if the lender agreed, after the 
reporting period and before the approval 
of the financial statements for issue, not to 
demand payment as a consequence of the 
breach.

Information 
to be 
presented 
either in the 
balance sheet 
or in the 
notes

Disclose sub-classifications of the line items 
presented, classified in a manner appropriate to 
the entity’s operations.

Statement 
of Profit and 
Loss

m The statement of profit and loss shall 
present, in addition to the profit or loss and 
other comprehensive income sections:
(a)  profit or loss;
(b)  total other comprehensive income;
(c)  comprehensive income for the period, 

being the total of profit or loss and other 
comprehensive income.

m An entity shall not present any items of 
income or expense as extraordinary items.

m An entity shall present an analysis of 
expenses recognised in profit or loss using 
a classification based on the nature of 
expense method.

m An entity shall present additional line items, 
headings and subtotals in the statement of 
profit and loss, when such presentation is 
relevant to an understanding of the entity’s 
financial performance.

Information to 
be presented 
in the other 
comprehensive 
income (OCI) 
section

m Present line items for the amounts for the 
period of:
(a)  items of OCI classified by nature and 

grouped into those that:
(i)  will not be reclassified subsequently 

to profit or loss; and
(ii)  will be reclassified subsequently 

to profit or loss when specific 
conditions are met.

(b)  the share of OCI of associates and joint 
ventures accounted for using the equity 
method, separated into the share of 
items that:
(i)  will not be reclassified subsequently 

to profit or loss; and
(ii)  will be reclassified subsequently 

to profit or loss when specific 
conditions are met.

m Disclose the amount of income tax relating to 
each item of OCI, including reclassification 
adjustments, either in the statement of profit 
and loss or in the notes.

m Present items of OCI either
(a)  net of related tax effects, or
(b)  before related tax effects with one 

amount shown for the aggregate amount 
of income tax relating to those items.

m If an entity elects alternative (b), it shall 
allocate the tax between the items that 
might be reclassified subsequently to the 
profit or loss section and those that will not 
be reclassified subsequently to the profit or 
loss section.

4
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Reclassification 
adjustment

m When amounts previously recognised in 
other comprehensive income are reclassified 
to profit or loss they are referred as 
reclassification adjustments.

m It is included with the related component of 
other comprehensive income in the period 
that the adjustment is reclassified to profit or 
loss. 

m These amounts may have been recognised 
in OCI as unrealised gains in the current or 
previous periods. 

m Those unrealised gains must be deducted 
from OCI in the period in which the realised 
gains are reclassified to profit or loss to 
avoid including them in total comprehensive 
income twice. 

m An entity may present reclassification 
adjustments in the statement of profit and 
loss or in the notes.

m An entity presenting reclassification 
adjustments in the notes presents the items 
of OCI after any related reclassification 
adjustments.

m Reclassification adjustments do not arise 
on changes in revaluation surplus or on 
reameasurements of defined benefit plans 
since they are recognised in OCI and are not 
reclassified to profit or loss in subsequent 
periods. Changes in revaluation surplus 
may be transferred to retained earnings in 
subsequent periods as the asset is used or 
when it is derecognised.

m Reclassification adjustments do not arise 
if a cash flow hedge or the accounting 
for the time value of an option (or the 
forward element of a forward contract 
or the foreign currency basis spread of a 
financial instrument) result in amounts 
that are removed from the cash flow hedge 
reserve or a separate component of equity, 
respectively, and included directly in the 
initial cost or other carrying amount of 
an asset or a liability. These amounts are 
directly transferred to assets or liabilities.

Information 
to be 
presented in 
the statement 
of changes 
in equity 
(SOCE)

SOCE includes the following information:
(a)  total comprehensive income for the period, 

showing separately the total amounts 
attributable to owners of the parent and to 
non-controlling interests;

(b)  for each component of equity, the effects of 
retrospective application or retrospective 
restatement;

(c)  for each component of equity, a 
reconciliation between the carrying amount 
at the beginning and the end of the period, 
separately (as a minimum) disclosing 
changes resulting from:
(i)  profit or loss;
(ii)  other comprehensive income;
(iii)  transactions with owners in their 

capacity as owners, showing separately 
contributions by and distributions 
to owners and changes in ownership 
interests in subsidiaries that do not 
result in a loss of control; and

(iv)  any item recognised directly in equity 
such as amount recognised directly in 
equity as capital reserve.

Information 
to be 
presented in 
the statement 
of changes 
in equity 
(SOCE) or in 
the notes

m Present, either in SOCE or in the notes, 
the amount of dividends recognised as 
distributions to owners during the period, and 
the related amount of dividends per share.

m Changes in an entity’s equity between the 
beginning and the end of the reporting 
period reflect the increase or decrease in 
its net assets during the period except for 
changes resulting from transactions with 
owners in their capacity as owners (such 
as equity contributions, reacquisitions of 
the entity’s own equity instruments and 
dividends) and transaction costs directly 
related to such transactions.

m Retrospective adjustments and retrospective 
restatements are not changes in equity but 
they are adjustments to the opening balance 
of retained earnings, except when an Ind AS 
requires retrospective adjustment of another 
component of equity. 

m Standard requires disclosure in the statement 
of changes in equity of the total adjustment 
to each component of equity resulting 
from changes in accounting policies and, 
separately, from corrections of errors. 

m These adjustments are disclosed for each 
prior period and the beginning of the period.

Notes 
-Structure

m The notes shall:
(a)  present information about the basis of 

preparation of the financial statements 
and the specific accounting policies;

(b)  disclose the information required by Ind 
ASs that is not presented elsewhere in 
the financial statements; and

(c)  provide information that is not presented 
elsewhere in the financial statements, 
but is relevant to an understanding of 
any of them.

m Present notes in a systematic manner 
m Cross-reference each item in the balance 

sheet and in the statement of profit and loss, 
and in the statements of changes in equity 
and of cash flows to any related information 
in the notes.

Notes - 
Disclosure of 
accounting 
policies

m An entity shall disclose its significant 
accounting policies comprising:
(a)  the measurement basis (or bases) used in 

preparing the financial statements; and
(b)  the other accounting policies used that 

are relevant to an understanding of the 
financial statements.

m Additionally, it shall disclose, the judgements, 
apart from those involving estimations, 
that management has made in the process 
of applying the entity’s accounting policies 
and that have the most significant effect 
on the amounts recognised in the financial 
statements.

m Disclosure of an accounting policy may 
be significant because of the nature of the 
entity’s operations even if amounts for 
current and prior periods are not material.

Notes 
-Sources of 
estimation 
uncertainty

An entity shall disclose information about the 
assumptions it makes about the future, and other 
major sources of estimation uncertainty at the 
end of the reporting period, that have a significant 
risk of resulting in a material adjustment to the 
carrying amounts of assets and liabilities within 
the next financial year.  In respect of those assets 
and liabilities, the notes shall include details of:
(a)  their nature, and
(b) their carrying amount as at the end of the 

reporting period.
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changes in revaluation surplus

reameasurements of defined benefit plans

gains and losses arising from translating the financial statements of a foreign

gains and losses from investments in equity instruments designated at fair value through OCI

gains and losses on financial assets measured at fair value through OCI

the effective portion of gains and losses on hedging instruments in a cash flow hedge and the gains and losses 
on hedging instruments that hedge investments in equity instruments measured at fair value through OCI

for particular liabilities designated as at FVTPL, the amount of the change in fair value that is attributable to changes in the 
liability’s credit risk

changes in the value of the time value of options when separating the intrinsic value and time value of 
an option contract and designating as the hedging instrument only the changes in the intrinsic value

changes in the value of the forward elements of forward contracts when separating the forward element 
and spot element of a forward contract and designating as the hedging instrument only the changes in 
the spot element, and changes in the value of the foreign currency basis spread of a financial instrument 
when excluding it from the designation of that financial instrument as the hedging instrument

Minimum components of an interim financial report

It shall include at a minimum

a condensed 
balance sheet

a condensed statement 
of profit and loss

a condensed statement 
of changes in equity

a condensed statement 
of cash flows

selected 
explanatory notes

Indian Accounting Standard (Ind AS) : 34

Important points to remember
1. The interim financial report is intended to provide an update on the latest complete set of annual financial statements.
2. It focuses on new activities, events, and circumstances and does not duplicate information previously reported.
3. Ind AS 34 does not prohibit or discourage an entity from publishing a complete set of financial statements (as described in 

Ind AS 1) in its interim financial report.
4. Ind AS 34 does not prohibit or discourage an entity from including in condensed interim financial statements more than the 

minimum line items or selected explanatory notes.
5. Ind AS 34 requires to include all the disclosures required by this Standard as well as those required by other Ind AS.

Form and content of interim financial statements

If in its interim financial report, an entity publishes

A complete set of 
financial statements 

Its form and content shall conform to the 
requirements of Ind AS 1 for a complete 
set of financial statements.

It shall include, at a minimum, 
m Each of the headings and subtotals that 

were included in its most recent annual 
financial statements. 

m The selected explanatory notes as required 
by this Standard.

m Additional line items or notes to avoid any 
misleading of report.

A set of condensed 
financial statements 

A statement presenting 
components of profit or loss

Entity shall present basic and 
diluted earnings per share for 

that period.

6
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Significant events and transactions

Include in interim financial report

An explanation of events and transactions that are significant 
to an understanding of the changes in financial position and 
performance of the entity since the end of the last annual 
reporting period. 

Information disclosed in relation to those events and 
transactions shall update the relevant information presented 
in the most recent annual financial report.

Insignificant updates to the information that was reported in 
the notes in the most recent annual financial report because 
the user will have access to the most recent annual financial 
report carrying such information.

List of events and transactions for which disclosures would be required if they are significant:
(a)  the write-down of inventories to net realisable value and the reversal of such a write-down;
(b)  recognition of a loss from the impairment of financial assets, property, plant and equipment, intangible assets, or other assets, 

and the reversal of such an impairment loss;
(c)  the reversal of any provisions for the costs of restructuring;
(d) acquisitions and disposals of items of property, plant and equipment;
(e)  commitments for the purchase of property, plant and equipment;
(f )  litigation settlements;
(g)  corrections of prior period errors;
(h)  changes in the business or economic circumstances that affect the fair value of the entity’s financial assets and financial liabilities, 

whether those assets or liabilities are recognised at fair value or amortised cost;
(i)  any loan default or breach of a loan agreement that has not been remedied on or before the end of the reporting period;
(j)  related party transactions;
(k)  transfers between levels of the fair value hierarchy used in measuring the fair value of financial instruments;
(l)  changes in the classification of financial assets as a result of a change in the purpose or use of those assets; and
(m)  changes in contingent liabilities or contingent assets.
Note: The list is not exhaustive.

Do not include in interim financial report

Other Disclosures

Shall be given (Refer the list in para 16A of Ind AS 34)

In the interim financial statements Incorporated by cross-reference from the interim financial statements to some other 
statement (such as management commentary or risk report)

The information shall normally be reported on a financial year-to-date basis.

Statements should be available to users of the financial statements on the same terms as the interim financial statements and at 
the same time otherwise the interim financial statements shall be considered as incomplete.

Note: 
1. An interim financial report is prepared on a consolidated basis if the entity’s most recent annual financial statements were 

consolidated statements. 
2. If an entity’s annual financial report includes the parent’s separate financial statements in addition to consolidated financial 

statements, then Ind AS 34 does not restrict or mandate to include the parent’s separate statements in the entity’s interim financial 
report prepared on a consolidated basis.

Either Or

7
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Periods for which interim financial statements are required to be presented

Interim reports shall include interim financial statements (condensed or complete) i.e.

Balance sheet

m as of the end of the 
current interim 
period. 

m a comparative balance 
sheet as of the end 
of the immediately 
preceding financial 
year.

m for the current interim period.
m cumulatively for the current 

financial year to date.
m comparative statements 

of profit and loss for the 
comparable interim periods 
(current and year-to-date) of 
the immediately preceding 
financial year.

m cumulatively for the 
current financial year to 
date.

m comparative statement 
for the comparable year-
to-date period of the 
immediately preceding 
financial year.

m cumulatively for the 
current financial year to 
date.

m a comparative statement 
for the comparable year-
to-date period of the 
immediately preceding 
financial year.

Statements of 
profit and loss

Statement of 
changes in equity

Statement of cash 
flows 

Note: For an entity whose business is highly seasonal, financial information for the twelve months up to the end of the interim period and 
comparative information for the prior twelve-month period may be useful.

Points to remember

Recognition and Measurement

Disclosure of 
compliance 
with Ind AS

If an entity’s interim financial report is in compliance with this Standard, that fact shall be disclosed.

An interim financial report shall be described as complying with Ind ASs when it complies with all of the requirements of 
Ind ASs.

Materiality In deciding how to recognise, measure, classify, or disclose an item for interim financial reporting purposes, materiality 
shall be assessed in relation to the interim period financial data.

It shall be recognised that interim measurements may rely on estimates to a greater extent than measurements of annual 
financial data.

Disclosure 
in annual 
financial 
statements

If an estimate of an amount reported in an interim period is changed significantly during the final interim period of the 
financial year but a separate financial report is not published for that final interim period, the nature and amount of that 
change in estimate shall be disclosed in a note to the annual financial statements for that financial year.

An entity is not required to include additional interim period financial information in its annual financial statements.

Same accounting 
policies as annual

m Apply the same accounting policies in its interim financial statements as are applied in its annual financial 
statements, except for accounting policy changes made after the date of the most recent annual financial 
statements that are to be reflected in the next annual financial statements. 

m Measurements for interim reporting purposes shall be made on a year-to-date basis. 
m The amounts reported in prior interim periods are not retrospectively adjusted. However, that the nature and 

amount of any significant changes in estimates be disclosed.
Revenues received 
seasonally, 
cyclically, or 
occasionally

m Such revenues shall not be anticipated or deferred as of an interim date if anticipation or deferral would not be 
appropriate at the end of the entity’s financial year. 

m Some entities consistently earn more revenues in certain interim periods of a financial year than in other interim 
periods. Such revenues are recognised when they occur.

Costs incurred 
unevenly during 
the financial year

Such costs shall be anticipated or deferred for interim reporting purposes if, and only if, it is also appropriate to 
anticipate or defer that type of cost at the end of the financial year.

Use of estimates Preparation of interim financial reports generally will require a greater use of estimation methods than annual 
financial reports.

Restatement 
of previously 
reported interim 
periods

A change in accounting policy, shall be reflected:
(a) by retrospective application, with restatement of prior period financial data as far back as is practicable; or
(b) if the cumulative amount of the adjustment relating to prior financial years is impracticable to determine, 

then under Ind AS 8 the new policy is applied prospectively from the earliest date practicable.
Interim Financial 
Reporting and 
Impairment

An entity shall not reverse an impairment loss recognised in a previous interim period in respect of goodwill.
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Indian Accounting Standard (Ind AS) 7 : Statement of Cash Flows

Objectives of Ind AS 7

To assess

the ability of the entity to 
generate cash and cash 

equivalents.

the needs of the entity to 
utilise those cash flows.

the timing and certainty 
of generation of cash 

flows.

Presentation of a statement of cash flows

Operating activities

These are the 
principal revenue-
producing activities 
of the entity other 
than investing or 
financing activities

Investing activities 
are the acquisition 
and disposal 
of long-term 
assets and other 
investments not 
included in cash 
equivalents

Financing activities 
are activities that 
result in changes 
in the size and 
composition of the 
contributed equity 
and borrowings of 
the entity

An entity shall report separately 
major classes of gross cash 
receipts and gross cash payments 
arising from investing and 
financing activities

Whereby major 
classes of gross 
cash receipts 
and gross cash 
payments are 
disclosed

Whereby profit or loss is adjusted for 
• non-cash transactions
• any deferrals or accruals of past 

or future operating cash receipts 
or payments

• items of income or expense 
associated with investing or 
financing cash flows

Entities are encouraged to follow the direct method. The 
direct method provides information which may be useful 
in estimating future cash flows and which is not available 
under the indirect method.

It 
comprises 
cash on 
hand & 
demand 
deposits

Reporting

Under direct 
method

Under indirect 
method

Are short-
term, highly 
liquid 
investments

Are readily 
convertible 
to known 
amounts of 
cash 

Are subject 
to an 
insignificant 
risk of 
changes in 
value

Are not for 
investment 
purposes

has a short 
maturity of, 
say, 3 months 
or less from 
the date of 
acquisition

Exception

Equity investments are excluded 
from cash equivalents

Cash Cash equivalents

Investing activities Financing activities Cash and cash equivalents

the provision of information about 
the historical changes in cash and 

cash equivalents of an entity.

To require

Report cash flows (inflows and outflows) during the period as
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Cash flows arising from investing activitiesCash flows arising from operating activities

Cash flows arising from financing activities

Represent 
the extent 
to which 
expenditures 
have been 
made for 
resources 
intended 
to generate 
future income 
and cash 
flows.

Key indicator 
of the extent 
to which the 
operations 
of the entity 
have generated 
sufficient cash 
flows to 
• repay loans
• maintain the 

operating 
capability of 
the entity

• pay 
dividends

• make new 
investments 
without 
recourse 
to external 
sources of 
financing

Useful in 
predicting 
claims on 
future cash 
flows by 
providers of 
capital to the 
entity

ExamplesExamples

Examples

(a) Cash payments to acquire 
property, plant and equipment, 
intangibles and other long-term 
assets. These payments include 
those relating to capitalised 
development costs and self-
constructed property, plant and 
equipment;

(b) Cash receipts from sales of 
property, plant and equipment, 
intangibles and other long-term 
assets;

(c)  Cash payments to acquire equity 
or debt instruments of other 
entities and interests in joint 
ventures (other than payments 
for those instruments considered 
to be cash equivalents or those 
held for dealing or trading 
purposes);

(d) Cash receipts from sales of 
equity or debt instruments 
of other entities and interests 
in joint ventures (other than 
receipts for those instruments 
considered to be cash 
equivalents and those held for 
dealing or trading purposes);

(e) Cash advances and loans made 
to other parties (other than 
advances and loans made by a 
financial institution);

(f ) Cash receipts from the 
repayment of advances and 
loans made to other parties 
(other than advances and loans 
of a financial institution);

(g) Cash payments for futures 
contracts, forward contracts, 
option contracts and swap 
contracts except when the 
contracts are held for dealing 
or trading purposes, or the 
payments are classified as 
financing activities; and

(h) Cash receipts from futures 
contracts, forward contracts, 
option contracts and swap 
contracts except when the 
contracts are held for dealing or 
trading purposes, or the receipts 
are classified as financing 
activities.

(a) Cash receipts from the sale 
of goods and the rendering of 
services.

(b) Cash receipts from royalties, 
fees, commissions and other 
revenue.

(c) Cash payments to suppliers for 
goods and services.

(d) Cash payments to and on behalf 
of employees.

(e) Cash receipts and cash payments 
of an insurance entity for 
premiums and claims, annuities 
and other policy benefits.

(f ) Cash payments or refunds of 
income taxes unless they can 
be specifically identified with 
financing and investing activities.

(g) Cash receipts and payments 
from contracts held for dealing 
or trading purposes.

(h) Cash flows arising from the 
purchase and sale of dealing or 
trading securities.

(i) Cash advances and loans made 
by financial institutions since 
they relate to their main revenue-
producing activity. 

(a) Cash proceeds from issuing 
shares or other equity 
instruments;

(b) Cash payments to owners to 
acquire or redeem the entity’s 
shares;

(c) Cash proceeds from issuing 
debentures, loans, notes, bonds, 
mortgages and other short-term 
or long-term borrowings;

(d) Cash repayments of amounts 
borrowed; and

(e) Cash payments by a lessee for 
the reduction of the outstanding 
liability relating to a finance 
lease.

Only 
expenditures 
that result in 
a recognised 
asset in the 
balance sheet 
are eligible for 
classification 
as investing 
activities.

Primarily 
derived from 
the principal 
revenue-
producing 
activities of 
the entity.

Generally, 
result 
from the 
transactions 
and other 
events that 
enter into the 
determination 
of profit or 
loss.

Note:  When a contract is 
accounted for as a hedge of an 
identifiable position the cash 
flows of the contract are classified 
in the same manner as the cash 
flows of the position being hedged.
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Reporting cash flows on a net basis

Other than financial institutions

Cash flows arising from operating, investing or 
financing activities may be reported on a net basis Cash flows arising from each of the 

following activities of a financial 
institution may be reported on a net basis:
(a) Cash receipts and payments for 

the acceptance and repayment of 
deposits with a fixed maturity date;

(b) The placement of deposits with 
and withdrawal of deposits from 
other financial institutions; and

(c) Cash advances and loans made 
to customers and the repayment 
of those advances and loans.

Cash receipts and payments on behalf 
of customers when the cash flows 
reflect the activities of the customer 
rather than those of the entity

Examples of cash receipts and payments 
referred to in paragraph 22(a) are:
(a) The acceptance and repayment 

of demand deposits of a bank;
(b)  Funds held for customers 

by an investment entity; and
(c) Rents collected on behalf 

of, and paid over to, the 
owners of properties.

Cash receipts and payments for items in 
which the turnover is quick, the amounts 
are large, and the maturities are short

Examples of cash receipts and payments 
referred to in paragraph 22(b) are advances 
made for, and the repayment of:
(a) Principal amounts relating to credit 

card customers;
(b) The purchase and sale of investments; 

and
(c) Other short-term borrowings, for 

example, those which have a maturity 
period of three months or less.

Financial institutions

Foreign currency cash flows

Important Points

Arising from transactions in a foreign currency

Recorded in an entity’s functional currency

Foreign 
currency 
amount

Cash 
flows of 
a foreign 
subsidiary

Exchange rate between the functional 
currency and the foreign currency at 
the date of the cash flow

Note: 
1. Cash flows denominated in a foreign currency are reported in a manner consistent with Ind AS 21.
2. A weighted average exchange rate for a period may be used for recording foreign currency transactions or the translation of the cash 

flows of a foreign subsidiary.
3. Ind AS 21 does not permit use of the exchange rate at the end of the reporting period when translating the cash flows of a foreign 

subsidiary.

Exchange rates between the functional 
currency and the foreign currency at 
the dates of the cash flows

Of a foreign subsidiary

1. Unrealised gains and losses arising from 
changes in foreign currency exchange rates

are not cash flows.

2. The effect of exchange rate changes on 
cash and cash equivalents held or due in a 
foreign currency 

is reported in the statement of cash flows in order to reconcile cash and cash 
equivalents at the beginning and the end of the period.
is presented separately from cash flows from operating, investing and 
financing activities and includes the differences, if any, had those cash flows 
been reported at end of period exchange rates.

Cash 
flows 
arising 
from 
taxes on 
income

Shall be 
separately 
disclosed

When it is 
impracticable 
to identify 

When it is 
practicable 
to identify 

Tax cash 
flow is 
classified 
as an 
investing or 
financing 
activity as 
appropriate

Shall be classified 
as cash flows from 
operating activities 
when impracticable 
to identify with 
financing and 
investing activities

Investments 
in 
subsidiaries, 
associates 
and joint 
ventures

W h e n 
a c c o u n t e d 
for by use of 
the equity or 
cost method

an investor restricts its reporting 
in the statement of cash flows 
to the cash flows between itself 
and the investee, for example, to 
dividends and advances.

W h e n 
reporting its 
interest in 
an associate 
or a joint 
venture using 
the equity 
method

Includes in its statement of cash 
flows:
• the cash flows in respect of its 

investments in the associate 
or joint venture, and 

• distributions and other 
payments or receipts between 
it and the associate or joint 
venture.

Note: When tax cash flows are allocated over more than one class of 
activity, the total amount of taxes paid is disclosed.
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Important points/disclosures
Investing and financing 
transactions that do not require 
the use of cash or cash equivalents

m Shall be excluded from a statement of cash flows.
m Disclosed elsewhere in the financial statements.

Components of cash and cash 
equivalents

m Disclose the components of cash and cash equivalents.
m  Shall present a reconciliation of the amounts in its statement of cash flows with the equivalent items 

reported in the balance sheet.
m  Disclose the policy which entity adopts in determining the composition of cash and cash equivalents.

Other Disclosures Disclose, together with a commentary by management, the amount of significant cash and cash 
equivalent balances held and are not available for use by the group.

Note: The requirements shall be equally applicable to the entities in case of separate financial 
statements also.

Interest and Dividends

Cash flows from interest and dividends received and paid shall 
each be disclosed separately

In case of financial institutions

Classified as cash flows from financing activities

They are costs of obtaining financial resources

Classified as cash 
flows arising from 
operating activities

Classified as cash 
flows from investing 
activities

They are returns on 
investments

In the case of other entities

Changes in ownership interests in subsidiaries 
and other businesses

Cash flows arising from

Obtaining control of 
subsidiaries or other businesses

Shall be classified as 
investing activities

Shall be presented 
separately

The cash flow effects of losing control are not 
deducted from those of obtaining control

The total consideration 
paid or received

The portion of the 
consideration consisting of 
cash and cash equivalents

Cash flows arising from changes in ownership interests in a 
subsidiary that do not result in a loss of control. 

Shall be classified as cash flows from financing activities, 
unless the subsidiary is held by an investment entity. Need not apply to an investment in a subsidiary measured at 

fair value through profit or loss (FVTPL).

The amount of cash and cash 
equivalents in the subsidiaries 
or other businesses over which 
control is obtained or lost

The amount of the assets and 
liabilities other than cash or cash 
equivalents in the subsidiaries 
or other businesses over which 
control is obtained or lost, 
summarised by each major 
category

Losing control of subsidiaries 
or other businesses

Interest paid Interest and dividends 
received Dividends paid Dividends 

paid Interest paid Interest and dividends 
received

Shall disclose, in aggregate, during the period 
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Objective and Scope

The criteria for selecting and changing accounting policies 

Changes in accounting policies Changes in accounting estimates Corrections of errors

The accounting treatment and disclosure of

Indian Accounting Standard (Ind AS) 8 :  
Accounting Policies, Changes in Accounting Estimates and Errors

Is to prescribe

Important Definitions

1. Accounting 
policies

Specific principles, bases, conventions, rules and practices applied by an entity in preparing and presenting financial 
statements.

2. A change in 
accounting 
estimate

m It is an adjustment of the carrying amount of an asset or a liability, or the amount of the periodic 
consumption of an asset.

m Change in accounting estimates result from new information or new developments. 
m It is not corrections of errors.
m Effect of such a change is given prospectively.

3. Prior period 
errors

m They are omissions from, and misstatements in, the entity’s financial statements for one or more prior periods 
arising from a failure to use, or misuse of, reliable information 

m Such errors include the effects of 
 mathematical mistakes, 
 mistakes in applying accounting policies, 
 oversights or misinterpretations of facts, and
 fraud.

4. Retrospective 
application

It is applying a new accounting policy to transactions, other events and conditions as if that policy had always been 
applied unless it is impracticable to do so.

5. Retrospective 
restatement

It is correcting the recognition, measurement and disclosure of amounts of elements of financial statements as if a 
prior period error had never occurred.

Accounting Policies

Selection and application of accounting policies

When an Ind AS specifically 
applies to a transaction, 
other event or condition

The accounting policy(s) 
applied to the item shall 

be determined as per that 
Ind AS

When no Ind AS specifically 
applies to a transaction, 
other event or condition

Management shall use its 
judgement in developing 

and applying an accounting 
policy (Refer Note 1) When an entity changes an accounting policy voluntarily, it 

shall apply the change retrospectively, if specific transitional 
provisions does not apply to that change. (Refer Note 4)

Retrospective application of a change in accounting policy
Adjust the opening balance of each affected component of equity for the earliest prior period presented and the other comparative 
amounts disclosed for each prior period presented as if the new accounting policy had always been applied. Usually the adjustment 
is made to retained earnings.

When it is impracticable to determine the period-specific effects of changing an accounting policy on comparative information for 
one or more prior periods presented,
m apply the new accounting policy to the carrying amounts of assets and liabilities as at the beginning of the earliest period for 

which retrospective application is practicable.
If it is impracticable to determine the cumulative effect, at the beginning of the current period, of applying a new accounting 
policy to all prior periods, 
m adjust the comparative information to apply the new accounting policy prospectively from the earliest date practicable.

If the change is 
required by an 

Ind AS

If the change results providing reliable and 
more relevant information about the effects 
of transactions, other events or conditions 
on the entity’s financial position, financial 

performance or cash flows

Changes in accounting policies (Refer Note 3)

Exception
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Changes in Accounting Estimates

Errors

Reasons for revision in 
accounting estimates

1. When a change occur in the circumstances on which the estimate was based. 
2. When a change is as a result of new information or more experience. 

Nature of change in 
accounting estimates

m A change in accounting estimates neither relates to prior periods nor is a correction of an error.
m When it is difficult to distinguish a change in an accounting policy from a change in an accounting estimate, 

the change is treated as a change in an accounting estimate.
Treatment of a change 
in accounting estimates

m The effect of change in an accounting estimate, shall be recognised prospectively by including it in profit 
or loss in:
 the period of the change, if the change affects that period only; or 
 the period of the change and future periods, if the change affects both.

m To the extent that a change in an accounting estimate gives rise to changes in assets and liabilities, or relates 
to an item of equity, it shall be recognised by adjusting the carrying amount of the related asset, liability or 
equity item in the period of the change.

Stage of occurrence 
of errors

Errors can arise in respect of the recognition, measurement, presentation or disclosure of elements of 
financial statements.

Effects of errors Financial statements will not be considered as complied with Ind ASs if they contain either material errors or 
immaterial errors made intentionally to achieve a particular presentation of an entity’s financial position, financial 
performance or cash flows.

Nature of correction 
of errors

Corrections of errors are distinguished from changes in accounting estimates.

Accounting 
treatment for 
correction of such 
errors

m Prior period errors are corrected in the comparative information presented in the financial statements for that 
subsequent period. 

m An entity shall correct material prior period errors retrospectively in the first set of financial statements 
approved for issue after their discovery by:
 restating the comparative amounts for the prior period(s) presented in which the error occurred; or
 if the error occurred before the earliest prior period presented, restating the opening balances of assets, 

liabilities and equity for the earliest prior period presented.
The correction of a prior period error is excluded from profit or loss for the period in which the error is discovered.
Exception 
When it is impracticable to determine the amount of an error (eg a mistake in applying an accounting policy) for all 
prior periods, the entity restates the comparative information prospectively from the earliest date practicable.

Notes:  
1. For judgement, management may also first consider the most recent pronouncements of International Accounting Standards Board 

and in absence thereof those of the other standard-setting bodies that use a similar conceptual framework to develop accounting 
standards, other accounting literature and accepted industry practices.

2. An entity shall select and apply its accounting policies consistently for similar transactions, other events and conditions.
3. The following are not changes in accounting policies:

(a) the application of an accounting policy for transactions, other events or conditions that differ in substance from those previously 
occurring; and

(b)  the application of a new accounting policy for transactions, other events or conditions that did not occur previously or were 
immaterial.

4. Early application of an Ind AS is not a voluntary change in accounting policy. 

Objective

Ind AS 10 prescribes

When to adjust financial 
statements for events 
after the reporting period

Disclosures that an 
entity should give about

Date when the financial statements 
were approved for issue Events after the reporting period

Not to prepare financial statements on 
a going concern basis if events after the 
reporting period indicate that the going 
concern assumption is not appropriate

Indian Accounting Standard (Ind AS) 10 : Events after the Reporting Period

14



FINANCIAL REPORTING  

 20   May 2019  The Chartered Accountant Student

Events after the 
reporting period

Recognition, Measurement and Disclosure

Both favourable and unfavourable

Adjusting events Non-adjusting events

That occur between the end of the 
reporting period and the date when 
the financial statements are approved

Those that provide evidence of 
conditions that existed at the 
end of the reporting period

Adjusting events after the reporting period

Adjust the amounts recognised in 
the financial statements to reflect it

Examples of adjusting events:
(a) Adjust any previously recognised provision or recognises a new provision when the 

related court case is settled before the financial statements are approved as per Ind 
AS 37.

(b) Account for the impairment (if any) on receipt of information after the reporting 
period like: 
(i) the bankruptcy of a customer that occurs after the reporting period; and 
(ii) the sale of inventories after the reporting period may give evidence about their 

NRV at the end of the reporting period. 
(c) the determination after the reporting period of the cost of assets purchased, or the 

proceeds from assets sold, before the end of the reporting period. 
(d) the determination after the reporting period of the amount of profit-sharing or 

bonus payments, if the entity had a present legal or constructive obligation at the 
end of the reporting period to make such payments. 

(e) the discovery of fraud or errors that show that the financial statements are incorrect.

Do not adjust the amounts recognised in the 
financial statements to reflect it

Example of a non-adjusting 
event 
A decline in fair value 
of investments between 
the end of the reporting 
period and the date when 
the financial statements 
are approved for issue.

If non-adjusting events after the 
reporting period are material, 
then disclose
• the nature of the event; and
• an estimate of its financial 

effect, or a statement that 
such an estimate cannot be 
made.

Non-adjusting events after the reporting period

Those that are indicative of conditions 
that arose after the reporting period

Carve Out: Where there is a breach of a material provision of a long-term loan arrangement on or before the end of the reporting 
period with the effect that the liability becomes payable on demand on the reporting date, the agreement by lender before the 
approval of the financial statements for issue, to not demand payment as a consequence of the breach, shall be considered as an 
adjusting event.

By the Board of Directors in case of 
a company

By the corresponding approving 
authority in case of any other entity
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S. No. Item Timing Treatment Reason
1 Dividends Declared after the reporting 

period but before approval of 
financial statements

m Do not recognise it as a 
liability at the end of the 
reporting period.

m Disclosed in the notes.

No obligation exists at that time.

2. Going concern If management determines after 
the reporting period either that 
it intends to liquidate the entity 
or to cease trading

m Do not prepare the financial 
statements on a going 
concern basis; or

m Make necessary disclosure 
of not following going 
concern basis or events or 
conditions that may cast 
significant doubt upon the 
entity’s ability to continue as 
a going concern.

The deterioration in operating 
results and financial position 
after the reporting period may 
be so pervasive that it may 
require a fundamental change in 
the basis of accounting.

3. Date of approval 
of financial 
statements for 
issue

Approved after the reporting 
period

Disclose the date when the 
financial statements were 
approved for issue and who gave 
that approval.

Important for users to know 
when the financial statements 
were approved for issue because 
the financial statements do not 
reflect events after this date.

4. U p d a t i n g 
disclosure about 
conditions at 
the end of the 
reporting period

Received information after the 
reporting period

Update disclosures that relate to 
new information / conditions.

When the information does 
not affect the amounts that 
it recognises in its financial 
statements, disclosures are 
required.

Distribution of Non-cash Assets to Owners as dividend by an entity

Timing of recognition of dividend 
payable by an entity

When the dividend is 
appropriately authorised 
/ approved by the 
relevant authority, eg 
the shareholders or the 
management as per the 
jurisdiction.

m Measure a liability at the fair value 
of the assets to be distributed

m If an entity gives a choice of 
receiving either a non-cash 
asset or a cash alternative, 
 estimate both the fair 

value of each alternative 
and the associated 
probability of owners 
selecting each alternative.

m At the end of each reporting period 
and at the date of settlement
 review and adjust the 

carrying amount of the 
dividend payable, with 
any changes recognised in 
equity as adjustments to the 
amount of the distribution

m Account for any difference 
between the carrying amount 
of the assets distributed and the 
carrying amount of the dividend 
payable on its settlement
 by recognising the difference, 

if any, in profit or loss.

Presentation
The difference between the carrying 
amount of the assets distributed 
and the carrying amount of the 
dividend payable is presented as a 
separate line item in profit or loss.

Disclosure
An entity shall disclose 
(a) the carrying amount of the 

dividend payable at the beginning 
and end of the period; and

(b) the increase or decrease in the 
carrying amount recognised in the 
period as result of a change in the fair 
value of the assets to be distributed.

If dividend is declared to distribute a non-
cash asset (non-adjusting event), disclose 
with respect to the asset to be distributed:
(a) its nature;
(b) its carrying amount and fair value at the 

end of the reporting period; and
(c) if carrying amount and fair value is 

different than the information about 
the method(s) used to measure that fair 
value.

Measurement of a dividend 
payable by an entity

Presentation and disclosures  
by an entity

Important points to remember
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Indian Accounting Standard (Ind AS) 115 : 
Revenue from Contracts with Customers

Ind AS 115 is based on a core principle that requires an entity to recognise revenue:
(a) In a manner that depicts the transfer of goods or services to customers.
(b) At an amount that reflects the consideration the entity expects to be entitled to in exchange for those goods or services.

To achieve the core principle, an entity should apply the following five-step model:

An accounting contract exists only when an arrangement with a customer meets each of the following five criteria:

An entity is required to combine two or more contracts and account for them as a single contract if they are entered into at or near the same 
time and meet any one of the following criteria:

Step 1 : Identify the contract(s) with a customer

Combining contracts

Identify the 
contract(s) with a 

customer

Consider if the contract meets each of the five criteria to pass Step 1:

Have the parties approved the contract? (approval may be written, oral, or implied, as 
long as the parties intend to be bound by the terms and conditions of the contract)

Can the entity identify each party's rights regarding the goods/services to be transferred?

Can the entity identify the payment terms for the goods/services to be transferred?

Does the contract have commercial substance? 

Is it probable that the entity will collect substantially all of the consideration to which it will 
be entitled in exchange for the goods/services that will be transferred to the customer? 

Proceed to Step 2 and only reassess the Step 1 criteria if there is an 
indication of a significant change in facts and circumstances.

Are the contracts negotiated as a package with a single commercial objective?
Yes

Yes

Yes

No

No

No

Whether consideration in one contract depends on the price or performance of 
another contract?

Whether goods or services promised in the contract are a single performance 
obligation?

Treat as separate contracts

Treat as a single 
contract

Notes: 
1. If at the inception of an arrangement, an entity concludes that the criteria below are not met, it should not apply Steps 2 through 5 

of the model until it determines that the Step 1 criteria are subsequently met. 
2. When a contract meets the five criteria and ‘passes’ Step 1, the entity will not reassess the Step 1 criteria unless there is an 

indication of a significant change in facts and circumstances.
3. Two or more contracts may need to be accounted for as a single contract if they are entered into at or near the same time with the 

same customer (or with related parties), and if one of the following conditions exists:
(a) The contracts are negotiated as a package with a single commercial objective;
(b) The amount of consideration paid in one contract depends on the price or performance in the other contract; or
(c) The goods or services promised in the contract are a single performance obligation.

Continue to assess the contract to 
determine if the Step 1 criteria are met.

Identify the 
performance 
obligations

Determine the 
transaction price

Allocate the transaction 
price to the performance 

obligations

Recognise revenue when 
or as an entity satisfies 

performance obligations

Yes

Yes

Yes

Yes

Yes
No

No

No

No

No Recognise consideration received 
as a liability until each of the five 
criteria in Step 1 are met or one of 
the following occurs:
1. entity has no remaining 

performance obligations and 
substantially all consideration 
has been received and is non-
refundable.

2. contract is terminated 
and consideration is non-
refundable.
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Accounting for the modification

Distinct

Are both of the following true: 
m The scope of the contract increases because distinct promised 

goods or services are added to the contract.
m The consideration increases by the stand-alone selling price of the 

added goods or services. 

Are the remaining goods or services distinct from the goods or services 
transferred on or before the date of the contract modification? 

Are the remaining goods or services not distinct and, therefore, form 
part of a single performance obligation that is partially satisfied at the 
date of the contract modification? 

Are some of the remaining goods or services distinct and others not 
distinct? 

Account for the modification as a separate 
contract. 

Allocate the remaining transaction price 
not yet recognised to the outstanding 
performance obligations. In other words, 
treat as a termination of the old contract 
and the creation of a new contract.

Account for the contract modification as 
if it were a part of the existing contract—
that is, the adjustment to revenue is made 
on a cumulative catch-up basis.

Follow the guidance for distinct and non-
distinct remaining goods or services.  

A contract with a customer may also include promises that are implied by an entity’s customary business practices, published policies or 
specific statements if, at the time of entering into the contract, those promises create a valid expectation of the customer that the entity will 
transfer a good or service to the customer. Therefore. performance obligations under a contract with the customer are not always explicit or 
clearly mentioned in the contract, but there can be implied promises or performance obligation under the contract as well.

Performance obligations has been defined as a promise in a contract with a customer to transfer to the customer either: 
(a) good or service (or a bundle of goods or services) that is distinct; or 
(b) a series of distinct goods or services that are substantially the same and that have the same pattern of transfer to the customer.

Step 2: Identifying performance obligations

Customer can benefit either alone or 
with other readily available resources

Separately identifiable from other 
promises in the contract

Readily available resource = Sold separately 
or customer has already obtained

Significant integration 
services not provided

No significant 
customisation or 

modification
Not highly depedent or 

interrelated

Promise to 
transfer a series 
of distinct goods 
or services

This will be considered as single performance 
obligation, if the consumption of those 
services by the customers is symmetrical 
i.e. they meet both of the following criteria: 
(a) each distinct good or service would meet 

the criteria to be a performance obligation 
satisfied over time; and 

(b) In each transfer, same method is used to 
measure the entity’s progress towards 
complete satisfaction of the performance 
obligation. 

Multiple Element 
Arrangements/ 
Goods and 
services that are 
not distinct

m If the goods or services are not considered 
as distinct, those goods or services are 
combined with other goods or services 
under the contract till the time the entity 
identifies a bundle of distinct goods or 
services.

m The combination would result in 
accounting of multiple goods or services 
in the contract as a single performance 
obligation. 

m An entity may end up accounting for all the 
goods or services promised in a contract 
as a single performance obligation if the 
entire bundle of promised goods and 
services is the only distinct performance 
obligation identified.

Yes

Yes

Yes

Yes

No

No

No
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• The consideration promised in a contract with a customer may 
include fixed amounts, variable amounts, or both.  

• For the purpose of determining the transaction price, an entity 
shall assume that the goods or services will be transferred to the 
customer as promised in accordance with the existing contract 
and that the contract will not be cancelled, renewed or modified. 

• The nature, timing and amount of consideration promised by a 
customer affect the estimate of the transaction price.

• When determining the transaction price, an entity shall consider 
the effects of all of the following: 

Transaction 
price

Consideration 
payable to 
customer

Significant 
financing 

component

Variable 
consideration

 constraining 
estimates 
of variable 

consideration
Non-cash 

consideration

Step 3: Determining the transaction price

Customer 
options for 
additional goods 
or services

m When an entity grants a customer the 
option to acquire additional goods or 
services, that option is only a separate 
performance obligation if it provides 
a material right to the customer. The 
right is material if it results in a discount 
that the customer would not receive 
without entering into the contract.
 If the option provides a material right 

to the customer, the customer in 
effect pays the entity in advance for 
future goods or services and the entity 
recognises revenue when those future 
goods or services are transferred or 
when the option expires.

m If the discounted price in the option 
reflects the stand-alone selling price 
(separate from any existing relationship 
or contract), the entity is deemed to 
have made a marketing offer rather than 
having granted a material right. 
 Account for only when the customer 

exercises the option to purchase the 
additional goods or services.

 Allocate the transaction price to 
performance obligations on a relative 
stand-alone selling price basis. 

 If the stand-alone selling price 
for a customer’s option to acquire 
additional goods or services is not 
directly observable, an entity shall 
estimate it. That estimate shall reflect 
the discount that the customer would 
obtain when exercising the option, 
adjusted for both of the following: 
(a) any discount that the customer 

could receive without exercising 
the option; and 

(b) the likelihood that the option will 
be exercised.

Long term 
arrangements

m It may be appropriate to treat long term 
arrangements as separate one-year 
performance obligations, if the contract 
can be renewed or cancelled by either 
party at discrete points in time (that is, at 
the end of each service year).

m Separately account for its rights and 
obligations for each period in which the 
contract cannot be cancelled by either 
party.

m When the consideration is fixed, 
the accounting generally will not 
change regardless of whether a single 
performance obligation or multiple 
performance obligations are identified. 

Consignment 
Arrangements

m Revenue generally would not be 
recognised for consignment arrangements 
when the goods are delivered to the 
consignee because control has not yet 
transferred.  

m Revenue is recognised when the entity 
has transferred control of the goods to the 
consignor or the end consumer.

Principal vs agent 
consideration

m When the entity is the principal in the 
arrangement, the revenue recognised 
is the gross amount to which the entity 
expects to be entitled. 

m When the entity is acting as an agent, the 
revenue recognised is the net amount i.e. 
the amount, entity is entitled to retain in 
return for its services under the contract. 
The entity’s fee or commission may be 
the net amount of consideration that the 
entity retains after paying the other party 
the consideration received in exchange 
for the goods or services to be provided 
by that party.

Since the identification of the principal 
in a contract is not always clear, Ind AS 
115 provides following indicators that a 
performance obligation involves an agency 
relationship:
(a) the entity is primarily responsible for 

fulfilling the contract. This typically 
includes responsibility for the 
acceptability of the specified good or 
service;

(b) the entity has inventory risk before 
the specified good or service has been 
transferred to a customer or after transfer 
of control to the customer (for example, if 
the customer has a right of return).

(c) the entity has discretion in establishing 
prices for the goods or services.

Non-refundable 
upfront fees

It is an advance payment for future goods 
and services and, therefore, would be 
recognised as revenue when those future 
goods and services are provided, even 
though it relates to an activity undertaken 
at or near contract inception to fulfil the 
contract and the activity does not result in 
the transfer of a promised good or service 
to the customer. 
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Variable consideration
1 Penalties m Accounted for as per the substance of the 

contract. 
m Where the penalty is inherent in 

determination of transaction price, it 
shall form part of variable consideration. 

2 Estimating 
the amount 
of variable 
consideration

Estimate an amount of variable consideration 
by using either of the following methods: 
(a)  Expected value - 
 It is the sum of probability-weighted 

amounts in a range of possible 
consideration amounts. 

 It will be appropriate if an entity has a 
large number of contracts with similar 
characteristics. 

(b)  Most likely amount – 
 It is the single most likely amount in a 

range of possible consideration amounts 
(i.e. the single most likely outcome of the 
contract). 

 It will be appropriate, if the contract has 
only two possible outcomes. 

An entity shall apply one method consistently 
throughout the contract.

3 Refund 
liabilities

m Recognise a refund liability if the entity 
receives consideration from a customer 
and expects to refund some or all of that 
consideration to the customer.  

m A refund liability is measured at the 
amount of consideration received / 
receivable for which the entity does not 
expect to be entitled (i.e. amounts not 
included in the transaction price).

m The refund liability shall be updated 
at the end of each reporting period for 
changes in circumstances.

4 Constraining 
estimates 
of variable 
consideration

Include in the transaction price some or all of 
an amount of variable consideration estimated 
only to the extent that it is highly probable 
that a significant reversal in the amount 
of cumulative revenue recognised will not 
occur when the uncertainty associated with 
the variable consideration is subsequently 
resolved.

5 Reassessment 
of variable 
consideration

At the end of each reporting period, account 
for changes in the transaction price, if any.

6 Sale with 
a right of 
return

m To account for the transfer of products with 
a right of return (and for some services that 
are provided subject to a refund), an entity 
shall recognise all of the following: 
(a)  revenue for the transferred products 

in the amount of consideration 
to which the entity expects to be 
entitled (therefore, revenue would 
not be recognised for the products 
expected to be returned); 

(b)  a refund liability; and 
(c)  an asset (and corresponding 

adjustment to cost of sales) for its right 
to recover products from customers 
on settling the refund liability. 

m Promise to stand ready to accept a 
returned product during the return 
period shall not be accounted for as a 
performance obligation in addition to the 
obligation to provide a refund. 

m For any amounts received (or receivable) 
for which an entity does not expect to be 
entitled, the entity shall not recognise 
revenue when it transfers products to 
customers but shall recognise those 
amounts received (or receivable) as a 
refund liability. 

m Subsequently, at the end of each 
reporting period, the entity shall update 
its assessment of amounts for which it 
expects to be entitled in exchange for 
the transferred products and make a 
corresponding change to the transaction 
price and, therefore, in the amount of 
revenue recognised. 

m An entity shall update the measurement 
of the refund liability at the end of 
each reporting period for changes 
in expectations about the amount 
of refunds. An entity shall recognise 
corresponding adjustments as revenue 
(or reductions of revenue). 

m An asset recognised for an entity’s right 
to recover products from a customer on 
settling a refund liability shall initially 
be measured by reference to the former 
carrying amount of the product less any 
expected costs to recover those products.

m An entity shall present the asset separately 
from the refund liability. 

m Exchanges by customers of one product for 
another of the same type, quality, condition 
and price are not considered returns. 

m Return of a defective product in exchange 
for a functioning product shall be 
evaluated as warranties.

Warranties

Customer has option to purchase separately

Distinct service, as the entity promises to provide service 
in addition to the product’s described functionality

Account for the promised warranty as a performance 
obligation and allocate a portion of the transaction price 

to that performance obligation
Account for the warranty in accordance with Ind AS 37

Customer does not have option to purchase separately

Warranty provides an assurance that the product complies 
with agreed-upon specifications
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Significant 
financing 
component

Adjust the promised amount of consideration for the 
effects of the time value of money.
In assessing whether a contract contains a financing 
component and whether that financing component 
is significant to the contract, consider both
(a) the difference, if any, between the amount of 

promised consideration and the cash selling 
price of the promised goods or services; and 

(b)  the combined effect of both of the following: 
(i) the expected length of time between when 

the entity transfers the promised goods 
or services to the customer and when the 
customer pays for those goods or services; 
and 

(ii)  the prevailing interest rates in the relevant 
market. 

Use the discount rate that would be reflected in a 
separate financing transaction between the entity 
and its customer at contract inception. 
After contract inception, an entity shall not update 
the discount rate for changes in interest rates or 
other circumstances. 
If the combined effects for a portfolio of similar 
contracts were material to the entity as a whole, but 
if the effects of the financing component were not 
material to the individual contract, such financing 
component shall not be considered significant and 
shall not be separately accounted for.

Exception
A contract with a customer would not have a 
significant financing component if any of the 
following factors exist: 
(a) the customer paid for the goods or services 

in advance and the timing of the transfer of 
those goods or services is at the discretion of the 
customer.  

(b)  a substantial amount of the consideration 
promised by the customer is variable and 
the amount or timing of that consideration 
varies on the basis of the occurrence or 
non-occurrence of a future event that is not 
substantially within the control of the 
customer or the entity.

(c)  the difference between the promised 
consideration and the cash selling price of 
the good or service arises for reasons other 
than the provision of finance to either the 
customer or the entity, and the difference 
between those amounts is proportional to the 
reason for the difference.

Non-cash 
consideration

m measure the non-cash consideration (or promise 
of non-cash consideration) at fair value. 

m And, if it cannot reasonably estimate the 
fair value of the non-cash consideration, it 
shall measure the consideration indirectly 
by reference to the stand-alone selling price 
of the goods or services promised to the 
customer (or class of customer) in exchange 
for the consideration. 

Subsequent 
measurement 
of non-cash 
consideration

m If the fair value of the non-cash consideration 
varies after contract inception because of its 
form, the entity does not adjust the transaction 
price for any changes in the fair value of the 
consideration. 

m If the fair value of the non-cash consideration 
promised by a customer varies for reasons other 
than only the form of the consideration, apply 
the guidance on variable consideration and the 
constraint when determining the transaction 
price.

Consideration payable to a customer

Step 4: Allocating the transaction price to performance obligations

Is the consideration payable to a customer a payment for a distinct good 
or service from the customer?

Allocate the transaction price to each performance obligation identified in the contract on a relative stand-alone selling price basis except for 
m allocating discounts, and 
m allocating variable consideration 

Does the consideration exceed the fair value of the distinct goods or 
services that the entity receives from the customer?

Account for the purchase of the good or service in the same way that 
the entity accounts for other purchases from suppliers.

Account for the consideration as a 
reduction of the transaction price.

Account for the excess as a reduction of 
the transaction price.

Determining 
stand-alone 
selling price

The stand-alone selling price is the price at which an entity would sell a promised good or service separately to a customer.
The best evidence of a stand-alone selling price is - the observable price of a good or service when the entity sells 
that good or service separately in similar circumstances and to similar customers.
Suitable methods for estimating the stand-alone selling price of a good or service include, but are not limited to, the following:
(a) Adjusted market assessment approach
(b) Expected cost plus a margin approach
(c) Residual approach
A combination of methods may need to be used to estimate the stand-alone selling prices of the goods or services promised in the 
contract if two or more of those goods or services have highly variable or uncertain stand-alone selling prices.

Yes

Yes

No

No
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Allocation of a 
discount

Allocate a discount proportionately to all performance obligations in the contract on the basis of the relative stand-alone selling 
prices of the underlying distinct goods or services.

When to 
allocate 
discount to 
‘less than all’ 
performance 
obligations?

Allocate a discount entirely to one or more, but not all, performance obligations in the contract if all of the following 
criteria are met: 
(a) the entity regularly sells each distinct good or service (or each bundle of distinct goods or services) in the contract on a 

stand-alone basis; 
(b) the entity also regularly sells on a stand-alone basis a bundle (or bundles) of some of those distinct goods or services at a 

discount to the stand-alone selling prices of the goods or services in each bundle; and
(c) the discount attributable to each bundle of goods or services described in (b) above is substantially the same as the 

discount in the contract and an analysis of the goods or services in each bundle provides observable evidence of the 
performance obligation (or performance obligations) to which the entire discount in the contract belongs.

Note: – As a first step, always allocate the discount entirely to one or more performance obligations in the contract (if 
applicable), and then as a second step, use the residual approach to estimate the stand-alone selling price of a good or service.

Allocation 
of variable 
consideration

Variable consideration may be attributable to (1) the entire contract or (2) a specific part of the contract, such as either of 
the following: 
(a)  one or more, but not all, performance obligations in the contract. 
(b)  one or more, but not all, distinct goods or services promised in a series of distinct goods or services that forms part of a 

single performance obligation. 
How to 
allocate 
variable 
consideration?

Allocate a variable amount (and subsequent changes to that amount) entirely to a performance obligation or to a distinct 
good or service that forms part of a single performance obligation if both of the following criteria are met: 
m the terms of a variable payment relate specifically to the entity’s efforts to satisfy the performance obligation or transfer 

the distinct good or service (or to a specific outcome from satisfying the performance obligation or transferring the 
distinct good or service); and 

m allocating the variable amount of consideration entirely to the performance obligation or the distinct good or service 
when considering all of the performance obligations and payment terms in the contract. 

STEP 5: Satisfying performance obligation Transfer of control at a point in time

Transfer of control over a period of time

Transfer of 
control

Satisfaction of 
performance 
obligation

Revenue 
recognition 
achieved

Does customer 
control the asset 
as it is created or 

enhanced?

Where a company does not meet any of the criteria for recognising 
revenue over a period of time, then revenue shall be recognised at a 
point in time.

Control is transferred
over time

Does asset have an 
alternative use to 

the entity?

Control is 
transferred at a 

point in time

Does entity have 
the enforceable 
right to receive 

payment for work 
to date?

Indicators 
of control 
transfer

Physical 
possession

Legal title

Entity has 
present right 
to payment

Customer 
acceptance

Customer 
has 

significant 
risk and 
rewards

Yes

Yes

Yes

Yes

Yes

No

No

No

No

Does customer 
receive and consume 

the benefits as the 
entity performs?
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Service Concession ArrangementsRepurchase agreements

Forward:
An entity's 

obligation to 
repurchase the 

asset.

Call option:
An entity's right 

to repurchase the 
asset.

Put option:

An entity's 
obligation to 
repurchase 
the asset at 

the customer's 
request.

Contract Cost

Contract 
acquisition

Incremental 
costs to obtain 
a contract that 
would not 
be incurred 
if contract 
not obtained. 
(Eg. Sales 
commission)

Does the grantor 
control or regulate what 
services the operator 
must provide with the 
infrastructure, to whom 
it must provide them, 
and at what price?

Does the grantor control, 
through ownership, 
beneficial entitlement or 
otherwise, any significant 
residual interest in 
the infrastructure at 
the end of the service 
arrangements? Or is the 
infrastructure used in 
the arrangements for the 
entire useful life?

Is the infrastructure 
constructed or 
acquired by the 
operator from a 
third party for the 
purpose of the service 
arrangement?

Does the 
operator 
have a 
contractual 
right to 
receive cash 
or other 
financial 
asset from or 
at direction 
of the 
grantor as 
described in 
paragraph 16 
of Appendix?

Does the 
operator 
have a 
contractual 
right to 
charge users 
of the public 
services as 
described in 
paragraph 
17 of 
Appendix?

OUTSIDE 
THE 
SCOPE OF 
APPENDIX  
SEE 
PARAGRAPH 
27 OF 
APPENDIX

WITHIN THE SCOPE OF 
APPENDEIX 

Operator does not recognise 
infrastructure as property, plant and 

equipment or as a leased asset

Operator recognises a 
financial asset to the extent 

that it has a contractual 
right to receive cash or 

another financial asset as 
described in paragraph 16 

of Appendix.

Operator recognises 
an intangible asset to 
the extent that has a 
contractual right to 

receive an intangible asset 
as described in paragraph 

17 in Appendix.

Is the 
infrastructure 
existing 
infrastructure 
of the grantor to 
which the operator 
is given access?

OUTSIDE THE 
SCOPE OF 
APPENDIX  SEE 
INFORMATION 
NOTE 2

Cost to fulfil (i.e. 
perform/deliver) a 
contract. Consider 
deferral under Ind 
AS 115.95 only if not 
covered in scope of 
another standard.

Recognise as an asset 
under this standard if 
costs:

Directly relate 
to a contract (or 
anticipated contract), 
such as direct labour 
and materials, indirect 
costs of production, 
etc.

Generate or enhance 
resources that will 
be used to satisfy 
performance 
obligations in the 
future, AND

Expect to be recovered.

Recognise as 
an asset the 
incremental 
costs to obtain 
a contract that 
are expected to 
be recovered. 

Contract 
fulfilment

No

No

No

No

No No

All

Yes

Yes

Yes

Yes Yes

Yes
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Scope

Applicable

In accounting for

Government grants Other forms of 
government assistance

(a)  To special problems arising in accounting for government grants reflecting the effects of 
changing prices or supplementary information of a similar nature.

(b)  To government assistance that is provided for an entity in the form of benefits that are 
available in determining taxable profit or tax loss, or are determined or limited on the basis of 
income tax liability. 

 Examples: Income tax holidays, investment tax credits, accelerated depreciation.
(c)  To government participation in the ownership of the entity.
(d)  To government grants covered by Ind AS 41, Agriculture.

In disclosure of

Not applicable

Indian Accounting Standard (Ind AS) 20 :
Accounting for Government Grants and Disclosure of Government Assistance

Overview of Ind AS 20

Government Grants

Recognition of Government 
Grants

Reasonable assurance for 
receipt and compliance

Non-monetary  
government grants

Presentation of 
Government Grants

Related to asset

Presented in balance 
sheet by setting up 
grant as deferred 

income

Presented as part of 
profit or loss, either 
separately or under 

'other income'

Alternatively, deduct 
the grant in arriving 

at the carrying 
amount of the asset

Alternatively, 
deducted in 

reporting related 
expense

Related to income

Repayment of  
Government Grants

Government Assistance Disclosure

In a pursuit to provide quality academic inputs to the students to help them in grasping the intricate aspects of the subject, 
the Board of studies bring forth a crisp and concise capsule on Final new course Paper 1: Financial Reporting.  This capsule 
is third in the series of capsules on paper on Financial Reporting.
The syllabus of this paper covers almost all Indian Accounting Standards. Many of the Ind AS have already been covered 
in the capsules on Financial Reporting published in July, 2018 and May, 2019 issues of this Journal.  Therefore, for a 
comprehensive revision of the Ind AS, students should also refer to these capsules along with the amendments notified 
after their release, if any.  
In this capsule we have covered Ind AS 20, 105, 41, 24 and 33. Significant provisions of these Ind AS have been presented 
through pictorial/tabular presentations for better understanding and quick revision.
Students are advised to refer the study material or bare text of these Ind AS for comprehensive study and revision.  Under 
no circumstances, does this capsule substitute the detailed study of the material provided by the Board of Studies.  Further, 
students are advised to enhance their ability to address the issues and solve the problems based on Ind AS by working out 
the examples, illustrations and questions given in the study material, revision test papers and mock test papers.

Final (new course) Paper 1 - Financial Reporting: A Capsule for Quick Revision
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Recognition 
of government 

grant

Only when 
there is 

reasonable 
assurance that

Entity will comply with the conditions of the grant

Grant will be received

S. 
No. Type Treatment

1. Grant whether received 
in cash or as a reduction 
of a liability to the 
government

Same manner of accounting is followed 
for all grants

2. Forgivable loan from 
government

Treated as a government grant when 
there is reasonable assurance that the 
entity will meet the terms for forgiveness 
of the loan

3. Government loan at a 
below-market rate of 
interest

• Treat the benefit as a government 
grant 

• Recognise and measure in accordance 
with Ind AS 109. 

Benefit =
Initial carrying value of the loan 
determined as per Ind AS 109 - the 
proceeds received

4. Grants received as part 
of a package of financial 
or fiscal aids with 
conditions attached

• Identify the conditions giving rise to 
costs and expenses which determine 
the periods over which the grant will be 
earned. 

• It may be appropriate to allocate part 
of a grant on one basis and part on 
another.

5. Grant receivable as 
compensation for 
expenses or losses 
already incurred or for 
immediate financial 
support with no future 
related costs

• Recognise in profit or loss of the 
period in which it becomes receivable

• Provide disclosure to ensure that its 
effect is clearly understood.

6. Government Assistance 
– No Specific relation 
to Operating Activities

• Government assistance to entities meets 
the definition of government grants in 
Ind AS 20

• Do not credit directly to shareholders’ 
interests. Recognise in profit or loss on 
a systematic basis.

7. Government assistance- 
with no reasonable 
value

Exclude from the definition of 
government grants

8. Transactions with 
government

Exclude from the definition of 
government grants

Basic principle for recognition of government grant- Government 
grants should be recognised in profit or loss on a systematic basis 
over the periods in which the entity recognises as expenses the 
related costs for which the grants are intended to compensate.

Note:

First applied towards any unapplied deferred credit and 
then charged to profit and loss account immediately

Non-monetary government grants

Either

Assess the fair value of the  
non-monetary asset and 
account for both grant 
and asset at that fair value

Record both 
asset and grant 

at a nominal 
amount

Or

Presentation of government grant

Related to income

Alternatively, 
deduct in 
reporting 

related 
expense

Present as 
part of profit 
or loss, either 
separately or 
under 'other 

income'

Or deduct the 
grant in arriving 
at the carrying 
amount of the 

asset

Either present 
in balance sheet 

by setting up 
grant as deferred 

income

Related to assets

Repayment of 
government 

grant

*  Recognise by increasing the carrying amount of the asset
*  The cumulative additional depreciation that would have been 

recognised in profit or loss to date in the absence of the grant 
shall be recognised immediately in profit or loss

*  Check the possible impairment of the new carrying amount of 
the asset

Reduce the deferred income balance by the amount payable

Related to income

Either

Or

Related to assets

+

25



FINANCIAL REPORTING  

 08   August 2019  The Chartered Accountant Student

Objective
Accounting 
for assets 
held for sale 
Presentation 
and disclosure 
of asset held 
for sale and 
discontinued 
operations

Scope out - 
Measurement 
provisions
Deferred tax assets  
- Ind AS 12
Financial Assets  
- Ind AS 109
Agriculture  
- Ind AS 41
Contractual rights  
- Ind AS 104
Employee benefits  
- Ind AS 19

Criteria for 
classifying 
existing 
assets as held 
for sale

Measurement 
of assets 
classified as 
held for sale

Presentation 
and 
Disclosure of 
Non-current 
asset held for 
sale

Presentation 
and 
Disclosure of 
Discontinued 
Operations 

Note:

1. Assets classified as non-current (as per Ind AS 1), 
shall not be reclassified as current assets until they 
meet the criteria to be classified as held for sale as 
per Ind AS 105. 

2. Non-current assets acquired exclusively for resale shall 
not be classified as current unless they meet the criteria 
to be classified as held for sale as per Ind AS 105. 

3. Disposal group may be a group of cash-generating 
units, a single cash-generating unit, or part of a 
cash-generating unit.

4. The group may include any assets and any liabilities 
of the entity, including current assets, current 
liabilities and assets excluded from the measurement 
requirements of this Ind AS.

Measurement and Presentation

Indian Accounting Standard (Ind AS) 105 : Non-current Assets Held for Sale and  
Discontinued Operations

ClassificationObjective

Ind AS 105

Accounting for 
non-current 

assets held for 
sale or disposal 

groups

Discontinued 
operations

Measurement =  at the lower of carrying amount and fair 
value - costs to sell

Results of discontinued operations to be presented 
separately in the statement of profit and loss

Cessation of depreciation on such assets

Presented separately in the balance sheet

Measurement provisions of Ind AS 105 do not apply to

Deferred tax 
Assets Financial Assets Assets arising from 

Employee benefits 
Non-current Assets 
which are measured 
at Fair value less cost 

to sell

Contractual rights 
under Insurance 

contracts 

5. Measurement requirements of this Ind AS apply to 
the group as a whole, so that the group is measured 
at the lower of its carrying amount and fair value 
less costs to sell.

6. The classification, presentation and measurement 
requirements in this Ind AS are applicable to 
both non-current asset (or disposal group) that is 
classified as:

 • held for sale; and
 • held for distribution to owners. 
7. This Ind AS specifies the disclosures required in 

respect of non-current assets (or disposal groups) 
classified as held for sale or discontinued 
operations. Disclosures in other Ind ASs do not 
apply to such assets. 

Ind AS 12 Ind AS 19 Ind AS 109 

 Ind AS 41 Ind AS 104 

Disclosure
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* Sale transactions include exchanges of non-current assets for 
other non-current assets when the exchange has commercial 
substance

**If the entity remains committed to its plan to sell the asset 
(or disposal group), events or circumstances beyond the 
entity’s control may extend the period to complete the sale 
beyond one year 

***Not applicable for non-current assets held for distribution 
to owners

Note:

If the asset (or disposal group) is acquired as part of a business 
combination, it shall be measured at fair value less costs to sell.

Measurement of non-current assets (or disposal 
groups) classified as held for sale

Classification of non-current assets (or disposal groups) as held for sale or held for distribution to owners 

Key requirements for 
non-current assets 

held for sale or held for 
distribution to owners

Available for 
immediate Sale*/

distribution

Fair value less 
costs to sell

Carrying 
amount

Value of  
non-current 

asset (or 
disposal 
group) 

classified as 
held for sale

In its present condition 

Management is committed to a plan to sell/
distribute the asset

An active programme to locate a buyer and 
complete the plan/distribution has been initiated

Asset is actively marketed for sale at a price 
that is reasonable in relation to its current fair 

value***

Sale/distribution should be expected to qualify 
for recognition as a completed sale/distribution 
within one year from the date of classification**

It is unlikely that significant changes to the 
plan will be made for completion of plan/sale/

distribution or plan/distribution should not  
be withdrawn

Sale/distribution must 
be highly probable

An entity shall classify a non-current asset (or disposal group) as held for sale if its carrying amount will 
be recovered principally through a sale transaction rather than through continuing use

S. No. Particular Details 

1. Acquisition of non-
current asset (or 
disposal group) with 
intention to subsequent 
sale within a year

Classify the non-current 
asset (or disposal group) as 
held for sale subject to the 
conditions specified in the 
above chart

2. Non-current assets that 
are to be abandoned

It shall not be classified 
as held for sale since its 
carrying amount will be 
recovered principally 
through continuing use 
and not from sale

Lower of 
both

Fair value 
less costs to 
distribute*

Carrying 
amount

Value of non-
current asset 
(or disposal 

group) 
classified 

as held for 
distribution to 

owners 

Lower of 
both

Note:

*Costs to distribute are the incremental costs directly 
attributable to the distribution, excluding finance costs and 
income tax expense.
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Measurement in case of above changes

Presentation and Disclosure of a non-current asset (or disposal group) classified as held for sale

Recognition of impairment losses and reversals

• An entity shall recognise an impairment loss for any 
initial or subsequent write-down of the asset (or 
disposal group) to fair value less costs to sell.

• An entity shall recognise a gain for any subsequent 
increase in fair value less costs to sell of an asset to 
the extent of the cumulative impairment loss that has 
been recognised previously

• An entity shall not depreciate (or amortise) a non-
current asset while it is classified as held for sale or while 
it is part of a disposal group classified as held for sale.

• Interest and other expenses attributable to the 
liabilities of a disposal group classified as held for sale 
shall continue to be recognised.

Changes to a plan of sale or to a plan of distribution 
to owners

• If an asset (or disposal group) classified as held for sale 
or as held for distribution to owners previously, no 
longer meets the criteria for such classification, then 
it shall be ceased to classify as the asset (or disposal 
group) held for sale or held for distribution to owners  
(respectively).

• If an entity reclassifies an asset (or disposal group) 
directly from being held for sale to being held for 
distribution to owners, or directly from being held for 
distribution to owners to being held for sale, then the 
change in classification is considered a continuation 
of the original plan of disposal.

• The entity shall not change the date of classification.

Lower of 

Value of a 
non-current 

asset (or 
disposal 

group) on 
reclassification 

Any required 
adjustment to 
the carrying 
amount of a 
non-current 

asset shall be 
in profit or loss 

from continuing 
operations

Carrying amount before 
the asset was classified as 
held for sale/distribution to 
owners, adjusted for any 
depreciation, amortisation 
or revaluations that would 
have been recognised 
had the asset (or disposal 
group) not been classified 
as held for sale or as held 
for distribution to owners.

Its recoverable amount at 
the date of the subsequent 
decision not to sell or 
distribute.

• Present a non-current asset classified as held for sale separately from other 
assets in the balance sheet. 

• Present the liabilities of a disposal group classified as held for sale separately 
from other liabilities in the balance sheet. Those assets and liabilities should not 
be offset and presented as a single amount.

• Separate disclosure is required for major classes of assets and liabilities 
classified as held for sale.

• Present separately any cumulative income or expense recognised in OCI 
relating to such non-current asset classified as held for sale.

• Comparative amounts are not reclassified or re-presented to reflect the 
classification in the balance sheet for the latest period presented.

• Any gain or loss on the remeasurement does not meet the definition of a discontinued 
operation shall be included in profit or loss from continuing operations.

Presentation
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Discontinued operations

Presentation and Disclosure of Discontinued Operations

* A component of an entity will have been a cash-generating unit or a group of cash-generating units while being held for use

• Description of the non-current asset (or disposal group)
• Description of facts and circumstances of the sale, or leading to the expected 

disposal and the expected manner and timing of that disposal
• Gain or loss recognised and if not presented separately on the face of the income 

statement, the caption in the income statement that includes that gain or loss
• The reportable segment in which the non-current asset (or disposal group) is 

presented, if  any
• If there is a change of plan to sell, a description of facts and circumstances leading to 

the decision and its effect on results

Disclosure

A component of 
an entity*

represents 
a separate 

major line of 
business or 

geographical 
operations; or

or classified as 
held for sale 

that has 
either  been 
disposed of is a subsidiary 

acquired 
exclusively with 

a view to 
resale; or

Discontinued 
operationsis part of a single 

co-ordinated 
plan to dispose of 
a separate major 
line of business 
or geographical 

operations

S. No. Particulars Detail disclosure
1. Separate 

presentation 
■ Presentation and disclosure shall enable users of the financial statements to evaluate the financial 

effects of discontinued operations and disposals of non-current assets (or disposal groups)
■ This allows the user to distinguish between continuing operations and those which will not

2. In the 
statement of 
profit and 
loss

■ Disclose a single amount comprising the total of:
(a) the post-tax profit or loss of discontinued operations; and
(b) the post-tax gain or loss recognised on the measurement to fair value less costs to sell or on the 

disposal of the assets or disposal group(s) constituting the discontinued operation.
■ Disclose the analysis of this single amount into:

(a) the revenue, expenses and pre-tax profit or loss of discontinued operations;
(b) the related income tax expense as required in Ind AS 12;
(c) the gain or loss recognised on the measurement to fair value less costs to sell or on the disposal of the    

assets or disposal group(s) constituting the discontinued operation; and
(d) the related income tax expense as required in Ind AS 12

■ Present the analysis in the notes or in the statement of profit and loss
■ Disclosure of analysis is not required for disposal groups that are newly acquired subsidiaries that meet 

the criteria to be classified as held for sale on acquisition
■  Disclose the amount of income from continuing operations and from discontinued operations 

attributable to owners of the parent. These disclosures may be presented either in the notes or in  the 
statement of profit and loss

3. In the 
statement of 
cash flows

■ Disclose the net cash flows attributable to the operating, investing and financing activities of discontinued 
operations either in the notes or in the financial statements

■ These disclosures are not required for disposal groups that are newly acquired subsidiaries that meet 
the criteria to be classified as held for sale on acquisition

■ Comparative figures for prior periods are also re-presented
4. Adjustment 

to prior 
period 
disposals

Adjustments in the current period to amounts previously presented in discontinued operations that 
are directly related to the disposal of a discontinued operation in a prior period should be classified 
separately in discontinued operations. The nature and amount of such adjustments are disclosed. 
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Scope of Ind AS 41

Applicability
Non-Applicability

When they relate to 
agricultural activity

Biological assets

Living animal or plant

Produce growing on 
bearer plant

Agricultural produce 
at the point of harvest

Government grants as 
defined in Ind AS 20

Bearer plants related to agricultural 
activity (Ind AS 16)

Government grants related to bearer 
plants (Ind AS 20)

Intangible assets related to 
agricultural activity (Ind AS 38)

Right-of-use assets arising from a lease of 
land related to agricultural activity  

(Ind AS 116)

Indian Accounting Standard 41: Agriculture

Land related to agricultural activity 
(Ind AS 16 and Ind AS 40)

Note: 

1. This Standard is applied to agricultural produce, which 
is the harvested produce of the entity’s biological assets, 
at the point of harvest.  Thereafter, Ind AS 2 or another 
applicable Ind AS is applied.  Hence, Ind AS 41 does not 
deal with the processing of agricultural produce after 
harvest.

2. Ind AS 41 does not apply to Bearer plants but applies to 
the produce on those bearer plants.

The following are NOT bearer plants:
(a)  Plants cultivated to be harvested as agricultural  

 produce (for example, trees grown for use as lumber);
(b)   Plants cultivated to produce agricultural produce  

when there is more than a remote likelihood that 
the entity will also harvest and sell the plant as 
agricultural produce, other than as incidental 
scrap sales (for example, trees that are cultivated 
both for their fruit and their lumber); and

(c)  Annual crops (for example, maize and wheat).

3. Bearer plants no longer used to bear produce are still 
considered as bearer plant even when they might be cut 
down and sold as scrap.

The table below provides examples of biological assets, 
agricultural produce, and products that are the result of 
processing after harvest:

Note:
Some plants, for example, tea bushes, grape vines, oil palms 
and rubber trees, usually meet the definition of a bearer plant 
and are within the scope of Ind AS 16. However, the produce 
growing on bearer plants, for example, tea leaves, grapes, oil 
palm fruit and latex, is within the scope of Ind AS 41.

Biological assets Agricultural 
produce

Products that 
are the result of 
processing after 

harvest
Sheep Wool Yarn, carpet

Trees in a timber 
plantation

Felled Trees Logs, lumber

Dairy Cattle Milk Cheese
Pigs Carcass Sausages, cured 

hams
Cotton plants Harvested cotton Thread, clothing

Sugarcane Harvested cane Sugar
Tobacco plants Picked leaves Cured tobacco

Tea bushes Picked leaves Tea
Grape vines Picked grapes Wine
Fruit trees Picked fruit Processed fruit

Rubber trees Harvested latex Rubber products
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Agricultural 
activity

biological 
transformation

Features

Capability to change - Living animals/plants are capable of biological transformation

Management of change - Management facilitates biological transformation by enhancing, 
or at least stabilising, conditions necessary for the process to take place (for example, 
nutrient levels, moisture, temperature, fertility, and light)

Measurement of change - The change in quality (for example, genetic merit, density, 
ripeness, fat cover, protein content, and fibre strength) or quantity (for example, progeny, 
weight, cubic metres, fibre length or diameter, and number of buds) brought about 
by biological transformation or harvest is measured and monitored as a routine 
management function

Note: Harvesting from unmanaged sources (such as ocean fishing and deforestation) is not agricultural activity.

harvest of 
biological assets

is the 
management by 

an entity of for sale or for 
conversion

into agricultural 
produce

into additional 
biological assets

Biological Transformation

Growth 

An increase 
in quantity or 
improvement 
in quality of 
an animal or 

plant

A decrease in 
the quantity or 
deterioration 
in quality of 
an animal or 

plant 

Of 
agricultural 

produce such 
as latex, tea 

leaf, wool, and 
mik

Creation of 
additional 

living animals 
or plants 

Degeneration Production Procreation 

is a processes of (causing qualitative 
or quantitative changes in a biological  

asset)

Bearer plant It is a living plant that:
(a) is used in the production or supply of 

agricultural produce;
(b) is expected to bear produce for more than 

one period; and
(c) has a remote likelihood of being sold as 

agricultural produce, except for incidental 
scrap sales

Harvest It is the detachment of produce from 
a biological asset or the cessation of a 
biological asset’s life processes

Biological Assets

Recognition
(when and only when)

the 
entity 
controls 
the 
asset as 
a result 
of past 
events

initial 
recognition

at the end 
of each 
reporting 
period

it is 
probable 
that future 
economic 
benefits 
associated 
with the 
asset will 
flow to the 
entity

This presumption can be rebutted only on initial recognition for a 
biological asset when
a. quoted market prices are not available and 
b. alternative fair value measurements determined are clearly unreliable. 
In such a case, it shall be measured at its cost less any accumulated 
depreciation and any accumulated impairment losses. 
Note: Once the fair value of such a biological asset becomes reliably 
measurable, an entity shall measure it at its fair value less costs to sell.

Note:
Once a non-current biological asset meets the criteria to be 
classified as held for sale (or is included in a disposal group that is 
classified as held for sale) as per Ind AS 105, it is presumed that fair 
value can be measured reliably. 

the fair 
value or 
cost of 
the asset 
can be 
measured 
reliably

Measurement

Exception

at its fair value less 
costs to sell
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Agricultural 
produce 

harvested 
from an 
entity’s 

biological 
assets

is measured 
at its fair 
value less 

costs to sell at 
the point of 

harvest

Important points:
1. Entities often enter into contracts to sell their biological 

assets or agricultural produce at a future date. Generally, 
contract prices are not relevant in measuring the fair value.

2. The fair value of a biological asset or agricultural produce 
is not adjusted because of the existence of a contract.

3. There may be no separate market for biological assets 
that are attached to the land but an active market may 
exist for the combined assets, that is, the biological 
assets, raw land, and land improvements, as a package. 
An entity may use information regarding the combined 
assets to measure the fair value of the biological assets. 

 (For example, the fair value of raw land and land 
improvements may be deducted from the fair value of the 
combined assets to arrive at the fair value of biological 
assets.)

4. An entity once measured a biological asset at its fair 
value less costs to sell has to continue to measure the 
biological asset at its fair value less costs to sell until 
disposal.

5. Ind AS 41 assumes that the fair value of agricultural 
produce at the point of harvest can always be measured 
reliably.

Gain or Loss

From biological asset

Gain or loss 
on initial 
recognition

A loss 
may arise 
because 
costs to 
sell are 
deducted in 
determining 
fair value 
less costs 
to sell of a 
biological 
asset

A gain may 
arise on 
reproduction 
or generation 
like when a 
calf is born

Eg. A gain or 
loss may arise on 
initial recognition 
of agricultural 
produce as a result 
of harvesting

Change in fair 
value less costs 
to sell on the 
reporting date 

Taken to Profit or Loss for the 
period in which it arises

Gain or loss 
on initial 
recognition 

From agricultural produce

Government Grant for 
Biological Asset

Measured at Fair value 
less cost to sell

When the grant is 
conditional

When the grant is 
unconditional

Recognise  the government 
grant in Profit and Loss Account 
when the condition attaching 

to it are met

Recognise  the government 
grant in Profit and Loss Account 

when it becomes receivable

Recognise as per Ind 
AS 20

Measured at Cost

For disclosure, refer paragraphs 40-57 of bare text of Ind AS 41.
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Overview of 
Ind AS 24

Objective, 
Scope and 
Purpose of 

related party 
disclosures

Related Party (RP)

Related party 
transactions

Party that are not  
related

Irrespective of RP 
transactions

Only when there is 
RP transactions

Exemption from 
disclosures to 

Government related 
entitites

To ensure that the 
financial statements 
contain necessary 

disclosures with respect to

Related party relationships

Related party transactions 

Outstanding balances 
with related parties

Commitments with 
related parties

To draw attention to the 
possibility that financial 

position and profit or loss 
may have been affected by

Identification 
of 

Disclosures

Indian Accounting Standard (Ind AS) 24 - Related Party Disclosures

Disclosures are to be 
made in

Individual financial 
statements

Consolidated and 
separate financial 

statements

Entity is prohibited 
by the statute, 
regulator or 

similar competent 
authority to 

disclose certain 
information

Intra-group related 
party transactions 
and outstanding 

balances are 
eliminated in 

preparation of CFS

Exception:
If above items (occurred between investment 
entity and subsidiaries) are measured at FVTPL, 
then not eliminated

It would conflict 
with the reporting 
entity’s duties of 
confidentiality 

Disclosures not 
required when

Objective of Ind AS 24

Scope of Ind AS 24

The Standard has to be applied in:

Disclosures

Identifying related party relationships

Identifying related party transactions

Determining the disclosures to be made about 
the above items

Identifying the circumstances in which 
disclosures of above items are to be made

Identifying outstanding balances between an 
entity and its related parties

Identifying commitments between an entity and 
its related parties
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Person(s) Another Entity(ies)

who has 
control or joint 

control over 
the reporting 

entity

who has 
significant 

influence over 
the reporting 

entity

who is a 
member of the 

key management 
personnel of

It they are members of the same group

One entity is an associate or joint venture of the other 
entity or of a member of a group of which the other 
entity is a member

Both entities are joint ventures of the same third party

One entity is a joint venture of a third entity and the 
other entity is an associate of the third entity

The entity is a post-employment benefit plan for the 
benefit of employees of either the reporting entity or an 
entity related to the reporting entity

If the reporting entity is  itself  such  a  plan,  the  sponsoring  
employers  are  also  related  to  the  reporting entity

The entity is controlled or jointly controlled by a person if 
they are members of the same group

A related person  has  significant  influence  over  the  
entity  or  is  a member of the key management personnel 
of the entity (or of a parent of the entity)

The entity, or any member of a group of which it is a 
part, provides key management personnel services to the 
reporting entity or to the parent of the reporting entity

the reporting 
entity or

a parent of 
the reporting 

entity

(a)  Transactions  that  
are  entered  between  
related  parties  may  
not  be  entered  with 

unrelated parties

(b) Transactions  with  
unrelated  parties  get  
influenced  because  

of  related  party 
relationships

Example : An entity may sell goods 
to its parent at cost. It may not sell 
goods at cost to an unrelated party.

Example : S Limited, a subsidiary of H 
Limited, in steel manufacturing used 
to purchase billets from UR Limited. 
H Limited acquires 100% stake in FS 
Limited who also  manufactures  billets.  
FS  Limited  is  now  a  fellow  subsidiary  
of  S  Limited.  H Limited  instructs  S  
Limited  not  to  purchase  billets  from  
UR  Limited but from FS Limited.

Purpose of Related Party Disclosures

Determining related party of reporting entity

It is probable that related party relationship may have an effect 
on the profit or loss and financial position of an entity.  The 
effect gets manifested through:
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Control Power over the investee when it is exposed or has rights to variable returns from its involvement with the 
investee and has the ability to affect those returns

Joint Control Contractually agreed sharing of control of an arrangement which exists only when decisions about the 
relevant activities require the unanimous consent of the parties sharing control

Significant 
influence 

Power to participate in the financial and operating policy decisions of the investee, but is not control of those 
policies

Key management 
personnel (KMP) 

Persons having authority and responsibility for planning, directing and controlling the activities of the 
entity, directly or indirectly, including any director (whether executive or otherwise) of that entity

Close members 
of the family of a 
person

Close members of the family of a person are those family members who may be expected to influence, or 
be influenced by, that person in their dealings with the entity including:
(a) that person’s children, spouse or domestic partner, brother, sister, father and mother;
(b) children of that person’s spouse or domestic partner; and 
(c) dependants of that person or that person’s spouse or domestic partner.

Important definitions:

Unrelated Parties

Disclosure

By virtue of their normal dealing with entity, although they may:

Affect the freedom of action of an entity Participate in its decision-making process

Mandatory disclosure of relationship, where 
control exists between a parent and its subsidiaries

Disclosures are must even when there are 
no related party transactions

Disclosure requirements here are in addition 
to Ind AS 27 and Ind AS 112

Disclosures:
- Name of its parent and, if different, the  
   ultimate controlling party
- Nature of related party relationship

Disclosure required only when there are related 
party transactions

Compensation to key 
management personnel
- In total 
- And for each category of:

Short-term 
employee 
benefits

(a) The nature of 
the related party 
relationship

(b) Information 
about: 
- Related party 

transactions
- outstanding 

balances 
including 
commitments

Provision of key 
management 
personnel services 
that are provided 
by separate 
management

At minimum, disclosures include:
(a) Amount of transactions
(b) Amount of outstanding 

balances, including 
commitments, and:

- Their terms and conditions 
(including secured/unsecured 
and nature of consideration 
paid in settlement)

- Guarantees given or received
(c) Provisions for doubtful debts
(d) Expense recognized during 

the period in respect of bad or 
doubtful debts

Disclosures shall be made 
separately for each of the 
following categories:
(a) The parent
(b) Entities with joint control 

of, or significant influence 
over, the entity

(c) Subsidiaries
(d) Associates
(e) Joint ventures in which the 

entity is a joint venturer
(f ) Key management personnel 

of the entity or its parent 
(g) Other related parties

Other 
long-term 
benefits

Post-
employment 
benefits

Termination 
benefits

Share-
based 
payment

Related party 
transactions during 
the year

Two entities 
- If a director or other 

member of KMP is 
common between them

Two Joint venturers 
- If they simply share 

joint control of JV

- Providers of finance,
- Trade unions,
- Public utilities,
- Departments and  
 agencies of government 

- Customer, 
- Supplier,
- Franchisor,
- Distributor or
- General agent doing significant
   business
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Following are examples of transactions that are disclosed if they are with a related party

Disclosure requirements for Government-related entities

Reporting entity is exempt from the disclosure 
requirements in relation to
(i) Related party transactions
(ii) Outstanding balances and
(iii) Commitments with

A government 
that has control, 
joint control 
or significant 
influence over the 
reporting entity

Another entity (that is a 
related party) because same 
government has control, joint 
control or significant influence 
over both the reporting entity 
and the other entity

The name of Government

Nature of the government’s relationship 
with the entity (Whether it has control, joint 
control or significant influence over the entity)

For each individually significant transaction:
-Its Nature -Its Amount

(a) Significant 
in terms of 
size

(b) Carried 
out on non-
market terms

(c) Outside 
normal 
day-to-day 
business 
operations

(d) Disclosed 
to regulatory 
or supervisory 
authorities

(e) Reported 
to senior 
management

(f ) Subject to 
shareholder 
approval

For other transactions that are collectively significant 
-A qualitative or quantitative indication of their extent

Reporting entity shall consider the closeness of the related party relationship and other factors relevant in establishing the 
level of significance of the transaction such as whether it is:

Sufficient detail of related party transactions:

If a reporting entity applies the exemption, it 
shall disclose the following about
(i) The transactions and 
(ii)  Related outstanding balances

Purchases or sales of goods (finished or unfinished)

Provision of guarantees or collateral

Settlement of liabilities on behalf of the entity or by the entity 
on behalf of that related party

Management contracts including for deputation of employees

Note:
• A related party transaction is a transfer of resources, services or obligations between a reporting entity and a related party, regardless of 

whether a price is charged.
• If an entity obtains key management personnel services from another entity (the ‘management entity’), the entity is not required to apply the 

requirements to the compensation paid or payable by the management entity to the management entity’s employees or directors.
• Related party transactions of a similar nature may be disclosed in aggregate by type of related party except when separate disclosure is 

necessary.
• Disclosures that related party transactions were made on terms equivalent to those that prevail in arm’s length transactions are made only if 

such terms can be substantiated.
• Participation by a parent or subsidiary in a defined benefit plan that shares risks between group entities is a transaction between related 

parties.

Note:
• Government refers to government, government agencies and similar bodies whether local, national or international.
• A government-related entity is an entity that is controlled, jointly controlled or significantly influenced by a government.

Commitments to do something if a particular event occurs or 
does not occur in the future, including executory contracts 
(as per Ind AS 37) (recognised and unrecognised)

Purchases or sales of property and other assets

Rendering or receiving of services

Leases

Transfers of research and development

Transfers under licence agreements

Transfers under finance arrangements (including loans and 
equity contributions in cash or in kind);a

h

j

k

i

b

c

d

e

f

g
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INDIAN ACCOUNTING STANDARD (IND AS) 33 - EARNINGS PER SHARE

Overview of Ind AS 33 

Measurement

Basic EPS

Earnings

Effect of 
preference 
dividend

Weighted Average Number 
of Shares

Contingently issuable potential ordinary 
shares

Base for calculation

Effect of 
Cumulative and 
non-cumulative 
preference 
dividend

Deciding the date for issue 
of shares

Contracts that may be settled in ordinary 
shares or cash

Calculation of weighted average to be 
done  independently for every period

Shares of subsidiary, joint venture or 
associate

Dilutive potential ordinary shares

Antidilutive potential ordinary shares

Options, warrants and their equivalents

Employee stock options

Convertible instruments

Contingently issuable shares

Early conversion 
of Preference 
shares at 
premium

Change in the number of 
shares without change in 

value of capital

Purchased options

Written put options

Effect of 
discounts, 
premiums related 
to preference 
shares

Early 
conversion 
of Preference 
shares at 
premium

EarningsShares Shares

Diluted EPS

Presentation Disclosure
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To prescribe principles 
for

Nature of 
preference 

shares

Non-cumulative

Deduct  
after-tax 

amount of 
preference 
dividend of 
the period 
from Profit 
and Loss 

only when 
declared

Any original issue 
discount or premium 

on increasing rate 
preference shares is 

amortised to retained 
earnings using the 
effective interest 

method and treated as a 
preference dividend

Return to the 
preference 
shareholders 
(charge to retained 
earnings) deducted 
in calculating profit 
or loss attributable 
to ordinary equity 
holders of the parent 
entity

Return to the 
different shareholders 

is deducted in 
calculating profit 
or loss attributable 
to ordinary equity 

holders of the parent 
entity

Note:

The amount of preference dividends for the period does not 
include the amount of any preference dividends for cumulative 
preference shares paid or declared during the current period in 
respect of previous periods.

Fair value 
of the 
consideration 
paid to the 
preference 
shareholders

Fair value of 
the ordinary 
shares or other 
consideration 
paid at the time 
of conversion

Carrying 
amount 
of the 
preference 
shares

Fair value of 
the ordinary 
shares 
issuable under 
the original 
conversion 
terms

Deduct  
after-tax 

amount of 
preference 
dividend 

from Profit 
and Loss, 

whether or 
not dividend 
is declared

When 
preference 
shares are 
issued at 

discount or 
premium 
to provide 
for a low or 
high initial 
dividend 

respectively 
to 

compensate 
an entity for 
selling the 
preference 
shares at a 
discount or 
premium 

(referred as 
increasing 

rate 
preference 

shares)

When 
preference 
shares are 

repurchased 
under an 
entity’s 
tender 

offer to the 
holders

In case of 
an early 

conversion 
of 

convertible 
preference 

shares

Cumulative

Other adjustments to 
Profit or loss attributable 

to the parent 

To improve performance comparisons 
between

Apply to companies that have issued ordinary shares 
(equity shares in Indian context)

Measurement of Earnings for Basic EPS 

Entity that discloses EPS shall calculate and disclose 
EPS in accordance with this Ind AS 33

Profit or loss from continuing operations attributable to the 
parent entity is adjusted for:

After-tax amounts of preference dividends*

Differences arising on the settlement of 
preference shares

Other similar effects of preference shares 
which are classified as equity

Any item of income or expense which is otherwise 
required to be recognized in profit or loss in 

accordance with Ind AS is debited or credited to 
securities premium account/other reserves

When an entity is required to present both 
consolidated financial statements and separate 

financial statements then

Different entities in the 
same reporting period

Disclosure required by this 
Standard shall be presented 
in both consolidated financial 
statements (CFS) and 
separate financial statements 
(SFS) separately

Important Points:
• Ordinary shares participate in profit for the period only after other 

types of shares such as preference shares have participated.
• An entity may have more than one class of ordinary shares.
• Ordinary shares of the same class have the same rights to 

receive dividends.

Basic Earnings 
Per Share =  

Measurement of basic earnings per share (Basic EPS)

An entity shall present EPS in 
CFS based on the information 
given in CFS only. 
Similarly, EPS in SFS should 
be based on the information 
given in SFS only.

Scope of Ind AS 33

Different reporting periods 
for the same entity

Objective of Ind AS 33 *Treatment of after-tax amount of preference 
dividend in calculation of Basic EPS

Determination of 
earnings per share 

Presentation of 
earnings per share

Profit/Loss attributable to Equity share holders
Weighted average number of Equity shares  

outstanding during the period
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Weighted average number of shares (For calculation of Basic EPS)

For the purpose of calculating basic earnings per share, the number of 
ordinary shares shall be the weighted average number of ordinary shares 
outstanding during the period.

Important points:

1.  Contingently issuable shares are treated as outstanding and are 
included in the calculation of basic earnings per share only from the 
date when all necessary conditions are satisfied (i.e. the events have 
occurred).

2. Shares that are issuable solely after the passage of time are not 
contingently issuable shares, because the passage of time is a 
certainty.

3. Outstanding ordinary shares that are contingently returnable (i.e. 
subject to recall) are not treated as outstanding and are excluded 
from the calculation of basic earnings per share until the date the 
shares are no longer subject to recall.

Where,

Contingently issuable ordinary shares are ordinary shares issuable for 
little or no cash or other consideration upon the satisfaction of specified 
conditions in a contingent share agreement.

Rights issues
The rights shares can either be offered at the current market price or at a 
price that is below the current market price. The notional capitalization 
issue reflects the bonus element inherent in the rights issue and is 
measured by the following fraction:

Fair value per share immediately before the exercise of rights
Theoretical ex-rights fair value per share

where,

Theoretical ex-rights fair value per share:

Fair value of all outstanding shares before exercise of right + Total 
amount received from exercise of rights

No. of shares outstanding after the exercise of the rights 

*The time-weighting factor is the number of days that the shares are 
outstanding as a proportion of the total number of days in the period.

Weighted average number of equity shares:
Ordinary shares outstanding at the beginning xxxx
Less: Ordinary shares bought back multiplied by time-
weighting factor*

 
xxxx

Add: Ordinary shares issued multiplied by time-
weighting factor *

 
xxxx

Ordinary shares outstanding during the period xxxx

When cash is 
receivable

Ordinary shares 
are included in the 
weighted average 

number of shares from 
the date 

Capitalization 
or bonus issue 

The number of ordinary shares 
outstanding is increased 

without an increase in resources 
i.e. without any additional 

consideration.
It reduces the 

number of ordinary 
shares outstanding 

without a 
corresponding 

reduction in 
resources

However, when the overall effect 
is a share repurchase at fair value, 
the reduction in the number of 
ordinary shares outstanding is 
the result of a corresponding 

reduction in resources

The date in that case will be 
considered from the beginning 

of the earliest period presented

A share split
A bonus 

element in any 
other issue, 
for example, 

a bonus 
element in a 
rights issue 
to existing 

shareholders

A reverse 
share split 

(consolidation 
of shares)

On settlement date

When dividends are 
reinvested

When the acquired 
asset is recognised

When Interest 
ceases to accrue

When issued on voluntary 
reinvestment of dividends (on 
ordinary or preference shares)

When issued as a result 
of conversion of a debt 

instrument to ordinary shares

Issued in place of interest or 
principal on other financial 

instruments

Issued as consideration for the 
acquisition of an asset other 

than cash

Issued as a part of the 
consideration transferred in a 

business combination

Issued upon the conversion 
of a mandatorily convertible 

instrument

Issued for rendering of services 
to the entity

Issued in exchange for the 
settlement of a liability

When issued in exchange 
for cash

Shares are usually included in the weighted average number 
of shares from the date consideration is receivable (which is 

generally the date of their issue), for example:

Change in the weighted average number of shares (increase or 
reduction) without a corresponding change in value of capital

Situation of issuance of 
ordinary shares

Deciding the date for 
issue of shares 

When the services 
are rendered

From the date of 
entering into the 

contract 

When Interest 
ceases to accrue

From the date of 
acquisition 

Refer 
Rights 
Issues
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Dilution It is a reduction in earnings per share or 
an increase in loss per share resulting from 
the assumption that convertible instruments 
are converted, that options or warrants are 
exercised, or that ordinary shares are issued upon 
the satisfaction of specified conditions. 

Antidilution It is an increase in earnings per share or a 
reduction in loss per share resulting from 
the assumption that convertible instruments 
are converted, that options or warrants are 
exercised, or that ordinary shares are issued upon 
the satisfaction of specified conditions.

Potential 
ordinary share

It is a financial instrument or other contract 
that may entitle its holder to ordinary shares.

Examples of potential ordinary shares are:
(a) financial liabilities or equity instruments, 
including preference shares, that are convertible 
into ordinary shares
(b) options and warrants
(c) shares that would be issued upon the 
satisfaction of conditions resulting from 
contractual arrangements, such as the purchase 
of a business or other assets.

The formula can be mathematically expressed as follows:

Measurement of Earnings for Diluted EPS:
Basic earnings are adjusted for after-tax effect of changes 
in Profit and Loss that result from conversion of all dilutive 
potential ordinary shares.

Calculation of Shares for the purpose of calculating Diluted 
EPS
Existing weighted average number of ordinary shares + Weighted 
average number of ordinary shares that would be issued on the 

Measurement of Earnings for Diluted EPS 

Test for determining whether potential ordinary shares are 
Dilutive or Antidilutive

Will EPS decrease or loss per share increase due to 
conversion of potential ordinary shares

Measurement of Earnings for Basic EPS, adjusted for, by the 
after-tax effect of:

Add back any dividends or other items related 
to dilutive potential ordinary shares

Add back any interest recognized in the period 
related to dilutive potential ordinary shares

Add/Less any other changes in income or 
expense that would result from the conversion 

of the dilutive potential ordinary shares.

Note:

The expenses associated with potential ordinary shares include 
transaction costs and discounts accounted for in accordance with 
the effective interest method

conversion of all the dilutive potential ordinary shares into 
ordinary shares.

Important points to be considered:
• Potential ordinary shares are weighted for the period they 

are outstanding
• All potential ordinary shares are assumed to be converted 

into ordinary shares at the beginning of the period
• If not in existence at the beginning of the period, potential 

ordinary shares are assumed to be converted into ordinary 
shares at the date of its issuance.

• Potential ordinary shares shall be treated as dilutive 
when, and only when, their conversion to ordinary shares 
would decrease earnings per share or increase loss per 
share from continuing operations.

• Potential ordinary shares that are converted into ordinary 
shares during the period are included in the calculation 
of diluted earnings per share from the beginning of 
the period to the date of conversion; from the date of 
conversion, the resulting ordinary shares are included 
in both basic and diluted earnings per share.

Note:

• If potential ordinary shares of the subsidiary, joint venture 
or associate have a dilutive effect on the basic earnings 
per share of the reporting entity, they are included in the 
calculation of diluted earnings per share

• Dilutive potential ordinary shares shall be determined 
independently for each period presented

• In determining whether potential ordinary shares are 
dilutive or antidilutive, each issue or series of potential 
ordinary shares is considered separately rather than in 
aggregate

• To maximise the dilution of basic earnings per share, 
each issue or series of potential ordinary shares is 
considered in sequence from the most dilutive to the 
least dilutive, i.e. dilutive potential ordinary shares with 
the lowest ‘earnings per incremental share’ are included 
in the diluted earnings per share calculation before those 
with a higher earnings per incremental share

• Options and warrants are generally included first because 
they do not affect the numerator of the calculation

Options, warrants and their equivalents
Options, warrants and their equivalents are financial instruments 
that give the holder the right to purchase ordinary shares.

Yes

Dilutive

Consider in Diluted EPS

No

Antidilutive

Ignore

Profit/Loss attributable to Equity share holders 
when dilutive potential shares are converted into 

ordinary shares
Weighted average number of existing Equity shares 

+ Weighted average number of dilutive potential 
ordinary shares 

Diluted 
EPS =
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Treatment of options, warrants and their equivalents

Settlement of a contract at the entity’s option 

Settlement of a contract at the holder’s option 

In both cases, presume that the contract will be settled in 
ordinary shares

Check whether the effect is dilutive

Contracts that may be settled in ordinary shares or cash

If it is a contract to issue a 
certain number of ordinary 

shares at their average market 
price during the period

Through ordinary shares

Through ordinary shares

Cash settlement

Yes

Consider in the 
calculation of diluted 

EPS
Ignore

Ignore in the calculation of 
diluted earnings per share

Shares are assumed to be fairly 
priced

These shares are neither 
dilutive nor antidilutive

If it is a contract to issue 
remaining ordinary shares for 

no consideration

Through cash

Through cash

Share settlement

No

Either

Either

Or

Or

Add to the number of ordinary 
shares outstanding in the 
calculation of Diluted EPS

They generate no proceeds and 
have no effect on profit or loss

Such shares are dilutive

Note: 
• Options and warrants have a dilutive effect only when 

the average market price of ordinary shares during 
the period exceeds the exercise price of the options or 
warrants (i.e. they are ‘in the money’). 

• Previously reported earnings per share are not retroactively 
adjusted to reflect changes in prices of ordinary shares.

• Employee share options with fixed or determinable terms 
and non-vested ordinary shares are treated as options in 
the calculation of diluted earnings per share, even though 
they may be contingent on vesting. They are treated as 
outstanding on the grant date.

• Performance-based employee share options are treated 
as contingently issuable shares because their issue is 
contingent upon satisfying specified conditions in addition 
to the passage of time.

Contingently issuable shares
» Contingently issuable ordinary shares are ordinary shares 

issuable for little or no cash or other consideration upon 
the satisfaction of specified conditions in a contingent 
share agreement.

» A contingent share agreement is an agreement to issue 
shares that is dependent on the satisfaction of specified 
conditions.

» In the calculation of basic earnings per share, 
contingently issuable ordinary shares are treated as 
outstanding and included in the calculation of diluted 
earnings per share if the conditions are satisfied (i.e. the 
events have occurred).

» Contingently issuable shares are included from the 
beginning of the period (or from the date of the 
contingent share agreement, if later).

» If the conditions are not satisfied, the number of 
contingently issuable shares included in the diluted 
earnings per share calculation is based on the number of 
shares that would be issuable if the end of the period is 
the end of the contingency period

Note:

When an issued contract that may be settled in ordinary 
shares or cash at the entity’s option may give rise to an asset 
or a liability, or a hybrid instrument with both an equity and a 
liability component under Ind AS 32, the entity should adjust 
the numerator (profit or loss attributable to ordinary equity 
holders) for any changes in the profit or loss that would have 
resulted during the period if the contract had been classified 
wholly as an equity instrument.

The more dilutive of following shall be considered in calculating 
Diluted EPS
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Contracts (i.e. options held by the entity on its own ordinary 
shares)

Present in the statement of profit and loss basic and 
diluted earnings per share for profit or loss from 
continuing operations for each class of ordinary 
shares

Numerators - amounts used in calculating basic and 
diluted earnings per share and reconciliation of the 
amount used to profit or loss

An entity that reports a discontinued operation 
shall disclose the basic and diluted amounts per 
share for the discontinued operation either in the 
statement of profit and loss or in the notes 

Denominators - weighted average number of 
ordinary shares used in calculating basic and diluted 
earnings per share and a reconciliation of these 
denominators to each other

Instruments (including contingently issuable 
shares) that could potentially dilute basic earnings 
per share in the future, but were not included since 
they are antidilutive for the period

Description of ordinary share transactions or 
potential ordinary share transactions that occur 
after the reporting period and that would have 
changed significantly the number of ordinary shares 
or potential ordinary shares outstanding at the end 
of the period if those transactions had occurred 
before the end of the reporting period

Earnings per share is presented for every period for 
which a statement of profit and loss is presented

If diluted earnings per share is reported for at 
least one period, it shall be reported for all periods 
presented

An entity shall present basic and diluted earnings per 
share, even if the amounts are negative (i.e. a loss per 
share)

If basic and diluted earnings per share are equal, 
dual presentation can be accomplished in one line 
in the statement of profit and loss.

Not included in the calculation of Diluted EPS (because 
including them would be antidilutive)

If the number of ordinary or potential ordinary 
shares are outstanding

Purchased options

Purchased put options

Increases as a result of 
a capitalisation, bonus 

issue or share split

Decreases as a result of a 
reverse share split

Presentation as per Ind AS 33

Disclosure as per Ind AS 33

Purchased call options

Note:

1. Basic and diluted earnings per share of all periods presented 
shall be adjusted for the effects of errors and adjustments 
resulting from changes in accounting policies accounted for 
retrospectively.

2. An entity does not restate diluted earnings per share of any 
prior period presented for changes in the assumptions used 
in earnings per share calculations or for the conversion of 
potential ordinary shares into ordinary shares.

Written put options

Contracts that require the entity to repurchase its own shares, 
such as written put options and forward purchase contracts, are 
reflected in the calculation of diluted earnings per share if the 
effect is dilutive.

Retrospective adjustments

Incremental ordinary 
shares shall be 
included in the 

calculation of diluted 
earnings per share

Number of 
ordinary 

shares 
assumed to 
be issued

Number of 
ordinary shares 
received from 
satisfying the 

contract

Calculation of basic and diluted earnings per share for all 
periods presented shall be adjusted retrospectively.
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CHAPTER 5 - SECURITY VALUATION

Introduction 
Knowing what an asset is worth and what determines its value 
is a pre-requisite for making intelligent decisions while choosing 
investments for a portfolio or in deciding an appropriate price to 
pay or receive in a business takeover and in making investment, 
financing and dividend choices when running a business. While 
some assets are easier to value than others, for different assets, 
the details of valuation and the uncertainty associated with value 
estimates may vary. However, the core principles of valuation 
always remain the same. 

Basic Return Concepts
A sound investment decision depends on the correct use and 
evaluation of the Rate of Return. Some of the different concepts 
of return are given as below: 

Required Rate of Return
The minimum rate of return that the investor is expected to 
receive while making an investment in an asset over a specified 
period of time.

Discount Rate
The rate at which present value of future cash flows is determined.

Internal Rate of Return
The discount rate which equates the present value of future cash 
inflows to its cost i.e. cash outlay.

Equity Risk Premium
Equity risk premium is the excess return that investment in 
equity shares provides over a risk-free rate of return, such as 
return from tax free government bonds. This excess return 
compensates investors for taking on the relatively higher risk of 
investing in equity shares of a company.

Calculating the Equity Risk Premium
The Equity Risk Premium can be derived from Capital Asset 
Pricing Model (CAPM), which is as follows:
Rx = Rf + βX (Rm - Rf)
Where:
RX = Expected return on equity share of company X
Rf = Risk-Free Rate of Return
βx = Beta of Company X i.e. Systematic Market Risk of the Company
Rm = Expected Return of Market or Market Portfolio or Return 
from Market Index
The equity risk premium is basically excess of a Security’s Return 
over Risk-Free Rate Return and accordingly the CAPM can be 
remodeled as follows:
Equity Risk Premium = Rx - Rf = βx (Rm - Rf)
The (Rm - Rf) portion is called Market Risk Premium.

The subject “Strategic Financial Management” basically involves in applying the knowledge and techniques of financial 
management to the planning, operating and monitoring of the finance function in particular as well as the organization 
in general. So, strategic financial management basically involves planning the utilization of company’s resources in such a 
manner that it brings maximum value to the shareholders in the long run. 
In this regard, an attempt has been made to convey the concepts of Strategic Financial Management to the students in a lucid 
and simple manner in the form of capsules. It will help the students in undergoing a quick revision of a particular chapter. 
Further, even though the capsule has been prepared keeping in view the new course, the students of old course may also be 
benefitted from it.  
Although every effort has been made to portray the concepts to the students in the capsule form in the simplest possible 
manner, it cannot be taken as a substitute for the Study Material. Students are therefore advised to refer the ICAI Study 
Material including Practice Manual and other Publications such as Suggested Answers, Revisionary Test Papers etc. 

Discount Rate Selection in relation to 
Cash Flows

•Nominal cash flow is the amount of future revenues 
the company expects to receive and expenses it expects 
to pay out, without any adjustments for inflation. 
•Real cash flow shows a company’s cash flow with 
adjustments for inflation. 

•For nominal cash flow, Nominal Rate of Discount is 
used. 
•For real cash flow, real rate of discount is used. 

Nominal 
Cash Flow 
and Real 

Cash Flow

Discount 
rate for 
Equity 

Valuation

Valuation of Equity Shares

Dividend Based Models

Dividend 
Based Models

Earnings 
Based Models

Cash Flows 
Based Model

Valuation Based holding 
period of One Year: If an 
investor holds the share for 
one year then the value of 
equity share is computed as 
follows:

Valuation Based on Multi Holding 
Period:  In this type of holding 
following three types of dividend 
pattern can be analyzed.
(i) Zero Growth: Also, called as 
No Growth Model, as dividend 
amount remains same over the years 
infinitely. The value of equity can be 
found as follows:

P0=  

ii) Constant Growth: Although 
assumption is quite unrealistic 
assumption but the value of equity 
shared can be found by using 
following formula:

P0=  

(iii) Variable Growth in Dividend: Just 
like the constant growth assumption 
this assumption also appears to be 
unrealistic but valuation can also be 
done on the same. Valuation on the 
basis of this assumption can further 
be classified in Two-Stage Dividend 
Discount Model and Three Stage 
Dividend Discount Model.

D1 P1

(1 + Ke)1 (1 + Ke)1
+

D1 Do(1+g)

  Ke - g (Ke - g)
or

D
( Ke)

P0= 

STRATEGIC FINANCIAL MANAGEMENT: A CAPSULE FOR QUICK REVISION
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Earning Based Models

Cash Flow Models  

Calculation of Free Cash Flow to Firm 
(FCFF)

Gordon’s Model: 
Valuation as per 
this model shall be   

       
Where,  r = Return 
on Retained 
Earnings
b = Retention Ratio

Free Cash Flow to Firm Model 
(FCFF) – In FCFF model, the 
value of equity is determined 
by first computing the value of 
firm, using FCFF and Cost of 
Capital i.e. WACC (Ko) and then 
deducting Debt from the same.

(a) Based on its Net Income:
FCFF= Net Income + Interest expense *(1-tax) + 
Depreciation -/+ Capital Expenditure –/+
Change in Non-Cash Working Capital

(b) Based on Operating Income or Earnings Before 
Interest and Tax (EBIT):
FCFF= EBIT *(1 - tax rate) + Depreciation -/+ Capital 
Expenditure –/+ Change in Non-Cash Working Capital

(c) Based on Earnings before Interest, Tax , 
Depreciation and Amortisation (EBITDA):
FCFF = EBITDA* (1-Tax) +Depreciation* (Tax Rate) 
-/+ Capital Expenditure – /+Change in Non-Cash 
Working Capital

(d) Based on Free Cash Flow to Equity (FCFE):
FCFF = FCFE + Interest* (1-t) + Principal Prepaid 
- New Debt Issued + Preferred Dividend

(e) Based on Cash Flows:
FCFF = Cash Flow from Operations (CFO) + 
Interest (1-t) -/+ Capital Expenditure

Walter’s 
Approach: As per 
this model, the 
value of equity 
share shall be:    

Price Earning 
Ratio or Multiplier 
Approach: As per this 
approach the share 
price or value can 
simply be determined 
as follows:
Value = EPS X PE 
Ratio
This ratio can be 
estimated for a similar 
type of company or of 
industry after making 
suitable adjustment 
in light of specific 
features pertaining to 
the company under 
consideration.

Free Cash Flow to Firm 
Model (FCFE) – In FCFE 
model, the value of equity is 
determined by using FCFE 
and Cost of Equity (Ke).

EPS1 (1-b)

 Ke - br

D+(E-D) 

 Ke 

r
Ke

Calculation of Free Cash Flow to Equity (FCFE): Free Cash 
flow to equity is used for measuring the intrinsic value of the 
stock for equity shareholders. The cash that is available for equity 
shareholders after meeting all operating expenses, interest, 
net debt obligations and re-investment requirements such as 
working capital and capital expenditure. It is computed as:
Free Cash Flow to Equity (FCFE) = Net Income - Capital 
Expenditures +Depreciation - Change in Non-cash Working 
Capital + New Debt Issued - Debt Repayments 
or
FCFE = Net Profit + depreciation - ∆NWC - CAPEX + New Debt 
- Debt Repayment.
∆NWC = changes in Net Working Capital.
CAPEX = Addition in fixed assets to sustain the basis.  
FCFE can also be used to value share as per multistage growth 
model approach.

Immediately after the right issue, the price of share is called 
Ex Right Price or Theoretical Ex-Right Price (TERP) which is 
computed as follows:

  
 
 n = No. of existing equity shares
 P0 = Price of Share Pre-Right Issue
 S = Subscription amount raised from Right Issue
However, theoretical value of right can be calculated as follows:

   
N1 = No. of new shares offered

Valuation of Preference Shares
Preference shares, like debentures, are usually subject to fixed 
rate of dividend. In case of non-redeemable preference shares, 
their valuation is similar to perpetual bonds. 

Valuation of Rights

1
onP S

n
+
+

1

oP S
n n
−
+

Valuation of Preference Shares

Valuation of Redeemable 
Preference Shares

Simply the present value of all 
the future expected dividend 
payments and the maturity value, 
discounted at Cost of Preference 
Shares.  

Simply the present value of all 
the future expected dividend 
payments infinite period 
discounted at Cost of Preference 
Shares.

Valuation of Irredeemable 
Preference Shares

Formula for Valuation of Redeemable 
Preference Share

Formula for Valuation of Irredeemable 
Preference Share
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Basics of a Bond

Bond Valuation Model

Price Yield Relationship
Convexity Adjustment  

Convertible Debentures(a) Macaulay Duration  

(b) Modified Duration

Term Structure Theories

Bond Duration

Bond Values with Semi-Annual Interest

•As per this theory the long-term interest rates can be used 
to forecast short-term interest rates in the future on the 
basis of rolling the sum invested for more than one period.

•As per this theory forward rates reflect investors’ 
expectations of future spot rates plus a liquidity premium to 
compensate them for exposure to interest Rate Risk.  

•As per this theory the Premiums are related to supply and 
demand for funds for various maturities – not the term to 
maturity and hence this theory can be used to explain almost 
any yield curve shape.

Par Value: 
Value stated 
on the face of 
the bond of 
maturity.

Coupon Rate 
and Frequency 
of Payment: A 
bond carries a 
specific interest 
rate known as 
the coupon rate.

Maturity 
Period: Total 
time till 
maturity. 

Redemption: 
Repayment 
of principal 
at par or 
premium.

The value of a bond is:

The basic bond valuation equation thus becomes: 
V = 2n∑t=1 [(I/2) / {(1+kd/2)t}] + [F / (1+kd/2)2n] 
= I/2(PVIFAkd/2,2n) + F(PVIFkd/2,2n) 
Where, 
V      = Value of the bond 
I/2    = Semi-annual interest payment  
Kd/2 = Discount rate applicable to a half-year period 
F       = Par value of the bond repayable at maturity  
2n     = Maturity period expressed in terms of half-yearly periods.

Where,
V = value of the bond
I = annual interest payable on the bond
F = principal amount (par value) of the bond repayable at the 
time of maturity 
N = maturity period of the bond.

Popularly known as Yield Curve, shows how yield to maturity 
is related to term to maturity for bonds that are similar in all 
respects, except maturity. 

A basic property of a bond is that its price varies inversely with 
yield. The reason is simple. As the required yield increases, 
the present value of the cash flow decreases; hence the price 
decreases and vice versa. 

Although, the duration is a good approximation of the percentage 
of price change for a small change in interest rate but the change 
cannot be estimated so accurately due to convexity effect. 
This estimation can be improved by adjustment on account of 
‘convexity’. The formula for convexity is as follows:
 C* x (∆y)2 x100
 ∆y = Change in Yield

 C* =

  V0 = Initial Price
 V+ = price of Bond if yield increases by ∆y
 V-  = price of Bond if yield decreases by ∆y

Convertible Debentures are those debentures which are converted 
in equity shares after certain period of time. The equity shares for 
each convertible debenture are called Conversion Ratio and price 
paid for the equity share is called ‘Conversion Price’. 

Further, conversion value of debenture is equal to Price per 
Equity Share x Converted No. of Shares per Debenture.

Duration is nothing but the average time taken by an investor 
to collect his/her investment. If an investor receives a part of 
his/her investment over the time on specific intervals before 
maturity, the investment will offer him the duration which would 
be lesser than the maturity of the instrument. Higher the coupon 
rate, lesser would be the duration.

Where
 n = Number of cash flows 
 t = Time to maturity 
 C = Cash flows 
 i = Required yield (YTM) 
 M = Maturity (par) value 
 P = Bond price

This is a modified version of Macaulay duration which takes into 
account the interest rate changes because the changes in interest 
rates affect duration as the yield gets affected each time the 
interest rate varies.

The formula for modified duration is as follows:

Modified Duration =

Where
n = Number of compounding periods per year
YTM= Yield to Maturity∑
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+
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Valuation of Warrants Zero Coupon Bond
A warrant is a right that entitles a holder to subscribe equity 
shares during a specific period at a stated price. These are 
generally issued to sweeten the debenture issue.  Theoretical 
value of warrant can be found as follows:

(Mp – E) x n 
MP = Current Market Price of Share
E = Exercise Price of Warrant 
n = No. of equity shares convertible with one warrant

As name indicates these bonds do not pay interest during the 
life of the bonds. Instead, zero coupon bonds are issued at 
discounted price to their face value, which is the amount a 
bond will be worth when it matures or comes due. When a zero 
coupon bond matures, the investor will receive one lump sum 
(face value) equal to the initial investment plus interest that has 
been accrued on the investment made. 

Chapter Overview
Phases of Portfolio Management

Portfolio Evaluation

Portfolio Theories

CHAPTER 6 : PORTFOLIO MANAGEMENT

Introduction 

Sharpe Index 
Model

Asset Allocation 
Strategies

Selection of securities.

Construction of all Feasible Portfolios with the help of the 
selected securities.

Deciding the weights/proportions of the different constituent 
securities in the portfolio so that it is an Optimal Portfolio for 

the concerned investor.

Security/Safety of Principal

Objectives 
of Portfolio 

Management

Stability of Income

The traditional approach to portfolio management 
concerns itself with the investor, definition of portfolio 
objectives, investment strategy, diversification and 
selection of individual investment.

Traditional 
Approach

The essence of his theory is that risk of an individual 
asset hardly matters to an investor. What really 
matters is the contribution it makes to the investor’s 
overall risk.

Capital Growth

Marketability

Liquidity

Diversification

Favourable Tax Status

Risk 
Analysis

Markowitz model 
of Risk-Return 
Optimisation

Capital 
Asset Pricing 

Model

Arbitrage 
Pricing 
Theory

Phases of Portfolio 
Management

Formulation of 
Portfolio Strategy

Fixed Income 
Portfolio

Portfolio Theories

Portfolio 
Rebalancing

Alternative 
Investment 

Strategies in the 
context of Portfolio 

Management 

Introduction
Investment in the securities such as bonds, debentures and shares 
etc. is lucrative as well as exciting for the investors. Investment 
in a portfolio can reduce risk without diluting the returns. Every 
investment is characterized by return and risk. In general, risk 
refers to the possibility of the rate of return from a security 
or a portfolio of securities deviating from the corresponding 
expected/average rate and can be measured by the standard 
deviation/variance of the rate of return.

Activities in Portfolio Management

Objectives of Portfolio Management

Sharpe Ratio 
- Measures the 
Risk Premium 
per unit of Total 
Risk for a security 
or a portfolio of 
securities. 

Formula
 

Where
RI = Expected 
return on stock i
Rf = Return on a 
risk less asset
σi = Standard 
Deviation of the 
rates of return for 
the i Security or 
Portfolio

Treynor Ratio - 
Measures the Risk 
Premium per unit of 
Systematic Risk (β) 
for a security or a 
portfolio of securities.

Formula

 
Where
RI = Expected return 
on stock i
Rf = Return on a risk 
less asset
ϐi= Expected change 
in the rate of return on 
stock i associated with 
one unit change in the 
market return (Beta)

Jensen Alpha 
- This is the 
difference between 
a portfolio’s actual 
return and those 
that could be 
expected in line 
with systematic 
risk of a security 
or portfolio using 
CAPM. Hence, 
purely a reward for 
bearing market risk.

Security analysis constitutes the initial phase 
of the portfolio formation process and consists 
in examining the risk-return characteristics of 
individual securities and also the correlation 
among them.

Portfolio Analysis is  the process of reviewing the 
entire portfolio of securities in a business. The 
review is done by careful analysis of risk and return.

This process is concerned with assessing the 
performance of the portfolio over a selected 
period of time in terms of return and risk and 
it involves quantitative measurement of actual 
return realized and the risk borne by the portfolio 
over the period of investment.

Once an optimal portfolio has been constructed, 
it becomes necessary for the investor to constantly 
monitor the portfolio to ensure that it does not 
lose its optimality.

Security Analysis

Portfolio 
Analysis

Portfolio 
Selection

Portfolio 
Revision

i

fi R-R
σ

i fR  R
â

Modern Approach 
(Markowitz Model 

or Risk-Return 
Optimization)
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Elements of Risk

Systematic Risk 
The first group i.e. systematic risk comprises factors that 
are external to a company (macro in nature) and affect a 
large number of securities simultaneously. These are mostly 
uncontrollable in nature.

(i) Interest Rate Risk: This arises due to variability in the 
interest rates from time to time. A change in the interest rates 
establishes an inverse relationship in the price of security i.e. 
price of securities tends to move inversely with change in rate 
of interest.

(ii) Purchasing Power Risk: It is also known as inflation risk, 
as it also emanates from the very fact that inflation affects the 
purchasing power adversely. Purchasing power risk is more in 
inflationary conditions especially in respect of bonds and fixed 
income securities. It is not desirable to invest in such securities 
during inflationary periods. 

(iii) Market risk: This is a type of systematic risk that affects 
prices of any particular share move up or down consistently for 
some time periods in line with other shares in the market.

Unsystematic Risk
The second group i.e. unsystematic risk includes those factors 
which are internal to companies (micro in nature) and affect 
only those particular companies. These are controllable to a 
great extent.

(i) Business Risk: Business risk emanates from sale and 
purchase of securities affected by business cycles, technological 
changes etc.

(ii) Financial Risk: It arises due to changes in the capital 
structure of the company. It is also known as leveraged risk and 
expressed in terms of debt-equity ratio. 

Calculation of Expected Return
The expected return of the investment is the probability weighted 
average of all the possible returns. If the possible returns are 
denoted by Xi and the related probabilities are p(Xi) the expected 
return may be represented as X and can be calculated as:

Measurement of Risk
Risk aspect should also be considered along with the expected 
return. The most popular measure of risk is the variance or 
standard deviation of the probability distribution of possible 
returns.

Variance of each security is generally denoted by σ2 and is 
calculated by using the following formula:

Measurement of Systematic Risk
The systematic risk of a security is measured by a statistical 
measure which is called Beta (β). There are two statistical 
methods i.e. correlation method and the regression method, 
which can be used for the calculation of Beta. 

Correlation Method: Using this method beta (β) can be 
calculated from the historical data of returns by the following 
formula:

Where
rim  =  Correlation coefficient between the returns of the stock i 

and the returns of the market index.

σi = Standard deviation of returns of stock i 

σm= Standard deviation of returns of the market index.

σ2
m= Variance of the market returns 

Regression Method: The regression model is based on the 
postulation that there exists a linear relationship between a 
dependent variable and an independent variable. The model 
helps to calculate the values of two constants, namely Alfa (α) 
and Beta (β). The formula of the regression equation is as follows:
Y = α + βX

where
 Y = Dependent variable
 X = Independent variable
 α and β are constants.

α = Y – βX
The formula used for the calculation of α and β are given below.

where
 n = Number of items.
 Y = Dependent variable scores.
          X = Independent variable scores.

It is the sum of the products of possible returns with their 
respective probabilities.

Elements of Risk

Systematic 
Risk 

Interest Rate 
Risk

Business Risk

Market Risk Financial Risk

Purchasing 
Power Risk

Unsystematic 
Risk

])p(X )X - [(X 
n
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Portfolio Analysis
Portfolio Return
The formula for the calculation of expected portfolio return may 
be expressed as shown below:

     = Expected return of the portfolio.

Xi = Proportion of funds invested in security 
     = Expected return of security i.
n = Number of securities in the portfolio.

Portfolio Risk
Two important terms associated with the computation of Risk of 
Portfolio are as follows:
(i) Covariance: A statistical measure between two securities or 

two portfolios or a security and a portfolio indicates how the 
rates of return for the two concerned entities behave relative 
to each other. 

The covariance between two securities A and B can be calculated 
using the following formula:

At the beginning please add the summation sign in the numerator
where
 
COVAB = Covariance between x and y.
RA = Return of security x.
RB = Return of security y.
  = Expected or mean return of security x.
   = Expected or mean return of security y.
N = Number of observations.

(ii) Coefficient of Correlation: A statistical measure between 
two securities or two portfolios or a security and a portfolio 
indicate degree of relationship with each other. 

 The coefficient of correlation between two securities A and B 
can be calculated using the following formula:

rAB =

where
rAB = Coefficient of correlation between x and y.
CovAB = Covariance between A and B.
σA= Standard deviation of A.
σB = Standard deviation of B.

From above formula the covariance can be expressed as the 
product of correlation between the securities and the standard 
deviation of each of the securities as shown below:
CovAB = σA σB rAB

i

n

1=i
ip rx=r ∑

 
pr

ir

A A B B
AB 

[R - R ][R - R ]
COV = 

N
∑
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BR

AB

A B

Cov
σ σ

The variance of a portfolio with only two securities in it can be 
calculated with the following formula.

where
      = Portfolio variance.
x1   = Proportion of funds invested in the first security.
x2   = Proportion of funds invested in the second security (x1+x2 = 1).
      = Variance of first security.
      = Variance of second security.
      = Standard deviation of first security.
      = Standard deviation of second security.
r12 = Correlation coefficient between the returns of the first and 
second securities.

Calculation of Return and Risk of Portfolio with more than 
two securities 
The expected return of a portfolio is the weighted average of 
the returns of individual securities in the portfolio, the weights 
being the proportion of investment in each security. The formula 
for calculation of expected portfolio return is the same for a 
portfolio with two securities and for portfolios with more than 
two securities. The formula is:

Markowitz’s Model of Risk Return Optimisation 
The essence of the theory is that risk of an individual asset hardly 
matters to an investor. The investor is more concerned to the 
contribution it makes to his total risk. Markowitz has formalized 
the risk return relationship and developed the concept of efficient 
frontier. For selection of a portfolio, comparison between 
combinations of portfolios is essential. The investor has to select 
a portfolio from amongst all those represented by the efficient 
frontier. This will depend upon his risk-return preference. As 
different investors have different preferences with respect to 
expected return and risk, the optimal portfolio of securities will 
vary considerably among investors.

As a rule, a portfolio is not efficient if there is another portfolio 
with:
 A higher expected value of return and a lower standard 

deviation (risk).
 A higher expected value of return and the same standard 

deviation (risk).
 The same expected value but a lower standard deviation 

(risk).

Where

     = Expected return of portfolio.

xi = Proportion of funds invested in each security.

    = Expected return of each security.

n = Number of securities in the portfolio. 
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Fig. Markowitz Efficient Frontier

Capital Asset Pricing Model (CAPM) 
CAPM model describes the linear relationship risk-return trade-
off for securities/portfolios. The CAPM method also is solely 
concerned with non-diversifiable risk. 

The non-diversifiable risks are assessed in terms of beta 
coefficient, β, through fitting regression equation between return 
of a security/portfolio and the return on a market portfolio. 

Rj = Rf + β (Rm – Rf)
Where,
Rf = Risk free rate
Rm= Market Rate 
β= Beta of Portfolio

Arbitrage Pricing Theory Model (APT)
Unlike the CAPM which is a single factor model, the APT is a 
multi-factor model having a whole set of Beta Values – one for 
each factor. Arbitrage Pricing Theory states that the expected 
return on an investment is dependent upon how that investment 
reacts to a set of individual macro-economic factors (degree of 
reaction measured by the Betas) and the risk premium associated 
with each of those macro – economic factors.

According to CAPM, E (Ri) = Rf + λβi 

Where,  λ is the average risk premium [E (Rm) – Rf] 

In APT, E (Ri) = Rf +  

Where,  λ λ λ λ1 2 3 4, , , are average risk premium for each of 

the four factors in the model and  β β β βi i i i1 2 3 4
, , , are measures 

of sensitivity of the particular security i to each of the four 

factors.

Sharpe Index Model
William Sharpe has developed a simplified variant of Markowitz 
model that reduces substantially its data and computational 
requirements.

Passive Portfolio Strategy
Passive strategy, on the other hand, rests on the tenet that the 
capital market is fairly efficient with respect to the available 
information. Hence they search for superior return. Basically, 
passive strategy involves adhering to two guidelines. They are:

Portfolio Rebalancing 
It means the value of portfolio as well as its composition. The 
relative proportion of bond and stocks may change as stock and 
bonds fluctuate in response to such changes. Therefore, Portfolio 
rebalancing is necessary. 

Formulation of Portfolio Strategy 

λ β λ β λ β λ β1 i 2 i 3 i 4 i1 2 3 4+ + +

Types of Sharpe Index Model

Active Portfolio Strategy (APS)

Market Timing

Sector Rotation

Security Selection

Use of specialised  
Investment Concept

Single Index Model - This model 
assumes that co-movement between 
stocks is due to change or movement 
in the market index.

Sharpe’s Optimal Portfolio - 
This model is based on desirability 
of an investor for excess return of 
risk free rate of return to beta.

Guidelines 
-  passive 
portfolio 
strategy

Buy and Hold Policy - Sometime this policy is also called ‘do 
nothing policy’ as under this strategy no balancing is required and 
therefore investor maintains an exposure to stocks and therefore 
linearly related to the value of stock in general. 

Constant Mix Policy - This strategy involves periodic rebalancing 
to required (desired) proportion by purchasing and selling stocks as 
and when their prices goes down and up respectively. 

Constant Proportion Insurance Policy - Under this strategy 
investor sets a floor below which he does not wish his asset to fall 
called floor, which is invested in some non-fluctuating assets such as 
Treasury Bills, Bonds etc.

Guidelines 
-  passive 
portfolio 
strategy

Create a well diversified portfolio at 
a predetermined level of risk.

Hold the portfolio relatively 
unchanged over time unless it 
became adequately diversified or 
inconsistent with the investor risk 
return preference.
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Asset Allocation Strategies
Many portfolios containing equities also contain other asset 
categories, so the management factors are not limited to equities. 
There are four asset allocation strategies:

Integrated Asset 
Allocation 

Under this strategy, capital market 
conditions and investor objectives 
and constraints are examined and the 
allocation that best serves the investor’s 
needs while incorporating the capital 
market forecast is determined. 

Strategic Asset 
Allocation

Under this strategy, optimal portfolio 
mixes based on returns, risk, and co-
variances is generated using historical 
information and adjusted periodically 
to restore target allocation within the 
context of the investor’s objectives and 
constraints. 

Tactical Asset 
Allocation

Under this strategy, investor’s risk 
tolerance is assumed constant and 
the asset allocation is changed based 
on expectations about capital market 
conditions.

Insured Asset 
Allocation

Under this strategy, risk exposure for 
changing portfolio values (wealth) is 
adjusted; more value means more ability 
to take risk. 

Fixed Income Portfolio

Fixed Income Portfolio is same as equity portfolio with difference 
that it consists of fixed income securities such as bonds, 
debentures, money market instruments etc. Since it mainly 
consists of bonds, it is also called Bond Portfolio.

Fixed Income Portfolio Process
Just like other portfolios, following five steps are involved in fixed 
income portfolio.

Alternative Investment Strategies in  
context of Portfolio Management

Plainly speaking, Alternative Investments (AIs) are Investments 
other than traditional investments (stock, bond and cash). Some 
of the alternative investment strategies are briefly discussed as 
follows:
Real Estates
As opposed to financial claims in the form of paper or a 
dematerialized mode, real estate is a tangible form of assets which 
can be seen or touched. Real Assets consists of land, buildings, 
offices, warehouses, shops etc. 

Valuation of Real Estates
Generally, following four approaches are used in valuation of 
Real estates:

Setting up objective

Drafting guideline 
for investment 

policy

Mezzanine Finance - It is a blend or hybrid of long term 
debt and equity share.

In start up companies with growth potential, wealthy 
investors like to invest their capital with a long-term growth 

perspective. This capital is known as venture capital.

Distressed securities  - It is a kind of purchasing the 
securities of companies that are in or near bankruptcy. 

Profit can be earned from distressed securities  by taking 
long position in debt and short position in equity. This is 

how investors can earn arbitrage profit.

Selection of 
portfolio strategy- 
active and passive

Selection of 
securities and other 

assets

Evaluation of 
performance with 

benchmark

Sales Comparison Approach – It is like Price 
Earning Multiplier as in case of equity shares. 
Benchmark value of similar type of property can be 
used to value Real Estate.

Private Equity
Following 3 types of private equity investment has been discussed 
here:

Income Approach – This approach like value of 
Perpetual Debenture or unredeemable Preference 
Shares. In this approach the perpetual cash flow of 
potential net income (after deducting expense) is 
discounted at market required rate of return.

Cost Approach – In this approach, the cost is 
estimated to replace the building in its present form 
plus estimated value of land. However, adjustment of 
other factors such as good location, neighbourhood 
is also made in it.

Discounted After Tax Cash Flow Approach – In 
comparison to NPV technique, PV of expected 
inflows at required rate of return is reduced by 
amount of investment.
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Chapter Overview

CHAPTER 9 : DERIVATIVES

Introduction 
of Derivative

Forward 
Contract

Future 
Contract

Option 
Valuation 

Techniques

Types of Future 
Contracts

Embedded 
Derivatives

Commodity 
Derivatives

What is a Derivative ?
It is a product whose value is to be derived from the value of 
one or more basic variables called bases (underlying assets, 
index or reference). The underlying assets can be equity, forex 
and commodity. 

Forward Contract
A forward contract is an agreement between a buyer and a 
seller obligating the seller to deliver a specified asset of specified 
quality and quantity to the buyer on a specified date at a specified 
place and the buyer, in turn, is obligated to pay to the seller a pre-
negotiated price in exchange of the delivery. 

In a forward contract, the contracting parties negotiate on, not 
only the price at which the commodity is to be delivered on a 
future date but also on what quality and quantity to be delivered 
and at what place. No part of the contract is standardized and the 
two parties sit across and work out each and every detail of the 
contract before signing it. 

Futures Contract
A Future Contract is like Forward Contract with following 
distinguishing features:
 In contrast to tailor-made Forward Contract, Future Contracts 

are standardized in nature.
 While Forward Contracts are OTC contracts, Future Contracts 

are traded on organized exchanges.
 Generally, settlement in Forward Contract takes place through 

actual delivery and almost 99% Future Contracts are settled 
through Cash Settlement.

Types of Financial Derivatives 

Forwards

Single 
Stock

Plain Vanilla 
Swap     

Basis Rate 
Swap      

It is an agreement between two parties that 
commit one party to buy an underlying 
financial instrument (bond, stock or currency) 
or commodity (gold, soybean or natural gas) 
and one party to sell a financial instrument or 
commodity at a specific price at a future date.

A privilege sold by one party to another, that 
gives the buyer a right not an obligation, to buy 
(call) or sell (put) a stock at an agreed upon 
price within a certain period on or a specific 
date regardless of changes in its market price 
during that period.

Stock index futures may be used to either 
speculate on the equity market’s general 
performance or to hedge a stock portfolio 
against a decline in value.

It is a call or put option on a financial index. 
Investors trading index options are essentially 
betting on the overall movement of the stock 
market as represented by a basket of stocks.

Asset 
Swap

Amortising 
Swap

Stock 
Options     

Index 
Futures

Stock Index 
Options

Futures Options Swap

Options 

 Future contracts are subject to Marking to Market i.e. 
adjustment of profit or loss on the position taken on daily 
basis. Forward contracts are not subject to such settlement on  
a daily basis.

 While there is a Margin requirement in Future Contract, no 
such margin is required in Forward Contract.

 Forward Contracts are subject to counter party risk. Since the 
parties in Future Contract are connected through Exchange 
Mechanism there is no counter party risk. 

Options Contract
An Option may be understood as a privilege, sold by one party to 
another, that gives the buyer the right, but not the obligation, to 
buy (call) or sell (put) any underlying say stock, foreign exchange, 
commodity, index, interest rate etc. at an agreed-upon price 
within a certain period or on a specific date regardless of changes 
in underlying’s market price during that period on the maturity 
date. 

The various kinds of stock options include Put and Call 
options, which may be purchased in anticipation of changes in 
stock prices, as a means of speculation or hedging. 

A Call Option gives its holder a right or choice (not an 
obligation) to buy an underlying from another party at a pre-
determined price (Strike Price) irrespective of the market price 
in exchange of some consideration (Premium) after expiry or 
before expiry of a period (maturity date).

A Put Option gives its holder a right or choice (not an 
obligation) to sell an underlying to another party at a pre-
determined price (Strike Price) irrespective of the market price 
in exchange of some consideration (Premium) after expiry or 
before expiry of a period (maturity date).

Futures and Options Contracts
The various types of Futures and Options contracts are discussed 
in the following paragraphs:

Stock, 
Commodity or 

Currency Futures

Stock, 
Commodity 
or Currency 

Options

Stock Index 
Future

Stock Index 
Option
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Speculation
Speculation means trading 
in an asset or entering 
into a transaction with the 
possibility of a substantial 
gain and also the risk of 
losing most or the entire 
amount incurred.

Hedging 
Hedging in simple language means 
to reduce any substantial losses/
gains suffered by an individual or an 
organization. To hedge, the investor 
takes a stock future position exactly 
opposite to the stock position. That way, 
any losses on the stock position will be 
offset by gains on the future position.

Binomial 
Model

Delta
It is the 
degree 
to which 
an option 
price will 
move given 
a small 
change 
in the 
underlying 
stock price. 

Gamma
It measures 
how fast the 
delta changes 
for small 
changes 
in the 
underlying 
stock price. 
It is the delta 
of the delta.

Theta
The change 
in option 
price given 
a one day 
decrease 
in time to 
expiration. 
It is a 
measure of 
time decay.

Rho
The change 
in option 
price given 
a one 
percentage 
point 
change in 
the risk-free 
interest 
rate.

Vega
Sensitivity 
of option 
value to 
change in 
volatility.

Risk Neutral 
Method

Black Scholes 
Model

Greeks

Pricing/Valuation of Forward/Future  
Contracts

The difference between the prevailing spot price of an asset and 
the futures price is known as the basis, i.e.

Basis = Spot price – Futures price
In a normal market, the spot price is less than the futures price 

(which includes the full cost-of-carry) and accordingly the basis 
would be negative.  Such a market, in which the basis is decided 
solely by the cost-of-carry is known as a Contango market.

Basis can become positive, i.e., the spot price can exceed the 
futures price only if there are factors other than the cost-of-carry 
to influence the futures price. In case this happens, then basis 
becomes positive and the market under such circumstances is 
termed as a Backwardation Market or Inverted Market.

Basis will approach zero towards the expiry of the contract, 
i.e., the spot and futures prices converge as the date of expiry of 
the contract approaches.  The process of the basis approaching 
zero is called Convergence.

Future price = Spot price + Carrying cost – Returns (dividends, 
etc). 

Purpose of Trading in Futures

Option Valuation Techniques

Binomial Model
This model is based on the concept of ‘Replicating Portfolio’ and 
the assumption that end of a given period there are two possible 
outcomes for a common stock, one is higher and other is lower.  This 
Replicating Portfolio involves using a combination of borrowing at 
risk free rate and buying the underlying stock in such manner there 
will be same cash flow in either of price change after a period. To 
create this Replicating Portfolio, Delta Hedge Ratio (∆) is computed. 
The value of option is computed on the assumption that a part stock 
buying in Delta Hedge Ratio shall be financed by borrowing at Risk-
Free Rate and receipt of Option Premium which shall be equal to 
position of portfolio after the period specified.

Risk Neutral Method
Using the Binomial Model this is an alternative approach to value 
an option which is based on the assumption that investors are 
risk-neutral. As per this approach first the probability of price 

rise and fall is calculated and then option value is computed by 
computing the Present Value of expected future value. 

Black Scholes Model
The Black-Scholes model is used to calculate a theoretical price 
of an Option. While Binomial Model is based on the assumption 
that there are possible values at the end of a period, this model is 
based on assumption that if this period is further shortened we 
shall get more frequent changes in the share price and there shall 
be wider range of price changes eventually on continuous basis.
This model is based on following assumptions:
1. European Options are considered,
2. No transaction costs,
3. Short term interest rates are known and are constant,
4. Stocks do not pay dividend,
5. Stock price movement is similar to a random walk, 
6. Stock returns are normally distributed over a period of time, 

and
7. The variance of the return is constant over the life of an 

Option.
This model is based on the concept of Replicating Portfolio 

as per which the amount an option writer would require as 
compensation for writing a call and completely hedging the 
risk of buying stock. Accordingly, as per this model the value of 
option is function of five variables:
1. Current Stock Price (S)
2. Future Exercise or Strike Price (X)
3. Continuously compounded risk-free rate of interest (r) 
4. Time to Expiry i.e. time remaining until expiration, expressed 

as a percentage of a year (t)
5. Price volatility of the related stock i.e. Standard Deviation of 

the Short-Term return over one year (v)
The formula for calculating the theoretical option price (OP) 

is as follows:
= SN(d1) – Xe-rt N(d2)

Greeks and its Types

The Greeks are a collection of statistical values (expressed as 
percentages) that give the investor a better overall view of how 
a stock has been performing. In other words it measures the 
sensitivity of option value or price consequent upon change in 
the factor on which its value depends.
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Commodity Derivatives
Trading in commodity derivatives first started to protect farmers from the risk of the value of their crop going below the cost price of their 
produce. Derivative contracts were offered on various agricultural products like cotton, rice, coffee, wheat, pepper etc.

The first organized exchange, the Chicago Board of Trade (CBOT) -- with standardized contracts on various commodities -- was 
established in 1848. In 1874, the Chicago Produce Exchange - which is now known as Chicago Mercantile Exchange (CME) was formed.

CBOT and CME are two of the largest commodity derivatives exchanges in the world.

Durability 
and 

storability

Homogeneous

Fluctuating 
Price

Breaking in 
an existing 
pattern of 
forward 
trading

The commodity derivatives market is an integral part 
of this storage scenario because it provides a hedge 
against price risk for the carrier of stocks.

The commodity derivatives contract corresponds 
with the commodity traded in the cash market. This 
allows for actual delivery in the commodity derivatives 
market.

The third attribute, a fluctuating price, is of great 
importance since firms will feel little incentive to insure 
themselves against price risk if price changes are small. 

The last crucial attribute, breakdowns in an existing 
pattern of forward trading, indicates that cash market 
risk will have to be present for a commodity derivatives 
market to come into existence. 

Conditions (Attributes) to Introduce  
Commodity Derivatives

The following attributes are considered crucial for qualifying for 
the derivatives trade.

Embedded derivative is a derivative instrument that is embedded 
in another contract - the host contract. The host contract might 
be a debt or equity instrument, a lease, an insurance contract or 
a sale or purchase contract.

Derivatives require being marked-to-market through the income 
statement, other than qualifying hedging instruments.

This requirement on embedded derivatives are designed to 
ensure that mark-to-market through the income statement 
cannot be avoided by including - embedding - a derivative in 
another contract or financial instrument that is not marked-to 
market through the income statement.

Embedded derivative

Chapter Overview Exchange Rate Quotation

Types of Account maintained by Banks

CHAPTER 10: FOREIGN EXCHANGE EXPOSURE AND RISK MANAGEMENT

Types of 
Current 
Account

American Term Quotes 
in American terms are the 
rates quoted in amounts 
of U.S. dollar per unit of 
foreign currency.

Direct Quote A direct 
quote is the home 
currency price of one 
unit foreign currency. For 
example, the quote $1 
=`48.00 is a direct-quote 
for an Indian.

Bid is the price 
at which the 
dealer is willing 
to buy another 
currency.

Offer is 
the rate at 
which he is 
willing to 
sell another 
currency.

Spread The 
d i f f e r e n c e 
between the 
bid and the 
offer is called 
the spread.

European term While rates 
quoted in amounts of foreign 
currency per U.S. dollar are 
known as quotes in European 
terms.

Indirect quote is the 
foreign currency price 
of one unit of the home 
currency. The quote Re.1 
=$0.0208 is an indirect 
quote for an Indian. 
($1/` 48.00 =$0.0208 
approximately)

Nostro Account is the bank’s foreign currency 
account maintained by the bank in a foreign 
country and in the home currency of that country 
or “our account with you”.

Vostro Account is the local currency account 
maintained by a foreign bank/branch or “your 
account with us”.

Loro Accounts is an account wherein a bank 
remits funds in foreign currency to another bank 
for credit to an account of a third bank.

Foreign 
Exchange 
Exposure

Hedging 
Currency 

Risk

Strategies 
for Exposure 
Management

Exchange 
Rate 

Quotation

Exchange 
Rate 

Forecasting

Exchange 
Rate 

Theories
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Corporates need to do the exchange rate forecasting for taking 
decisions regarding hedging, short-term financing, short-term 
investment, capital budgeting, earnings assessments and long-
term financing.

This theory which states that “the size of the forward premium (or 
discount) should be equal to the interest rate differential between 
the two countries of concern”. When interest rate parity exists, 
covered interest arbitrage (means foreign exchange risk is covered) 
is not feasible, because any interest rate advantage in the foreign 
country will be offset by the discount on the forward rate. 
As per Interest Rate Parity the forward rate can be found as follows:

Where,
F = Expected forward rate
S = Spot Rate
rD= Interest Rate of Domestic Country
rF= Interest Rate of Foreign Country 

This theory focuses on the ‘inflation-exchange rate’ relationship.
There are two forms of PPP theory:
• Absolute Form- Also called the ‘Law of One Price’ suggests 

that “prices of similar products of two different countries 
should be equal when measured in a common currency”. If 
a discrepancy in prices as measured by a common currency 
exists, the demand should shift so that these prices should 
converge.

• Relative Form – An alternative version that accounts for the 
possibility of market imperfections such as transportation 
costs, tariffs, and quotas. It suggests that ‘because of these 
market imperfections, prices of similar products of different 
countries will not necessarily be the same when measured in a 
common currency.’

As per Purchasing Power Parity the forward rate can be found as 
follows:There are three theories of exchange rate determination- Interest 

rate parity, Purchasing power parity and International Fisher 
effect. 

Techniques of 
Exchange rate 
forecasting

Technical Forecasting
It involves the use of historical 
data to predict future values. For 
example time series models.

Mixed Forecasting
It refers to the use of a combination 
of forecasting techniques. The 
actual forecast is a weighted 
average of the various forecasts 
developed.

Market Based Forecasting
It uses market indicators to develop 
forecasts. The current spot/forward 
rates are often used, since speculators 
will ensure that the current rates 
reflect the market expectation of the 
future exchange rate.

Fundamental Forecasting
It is based on the fundamental 
relationships between economic 
variables and exchange rates. For 
example subjective assessments, 
quantitative measurements 
based on regression models and 
sensitivity analyses .

Exchange Rate Forecasting Interest Rate Parity (IRP)

Purchasing Power Parity (PPP) 

Exchange Rate Theories 

Interest Rate Parity

Interest rate parity is 
a theory which states 
that ‘the size of the 
forward premium (or 
discount) should be 
equal to the interest 
rate differential 
between the two 
countries of concern.

Purchasing Power 
Parity (PPP) - There 
are two forms of PPP:

•  The ABSOLUTE 
FORM, also called 
the ‘Law of One 
Price’ suggests that 
“prices of similar 
products of two 
different countries 
should be equal 
when measured in a 
common currency”. 

•  The RELATIVE 
FORM of the 
Purchasing Power 
Parity tries to 
overcome the 
problems of market 
i m p e r f e c t i o n s 
and consumption 
patterns between 
different countries.

International  
Fischer Effect
(IFE)
 
According to IFE, 
if investors of all 
countries require 
the same real 
return, interest 
rate differentials 
between countries 
may be the result 
of differential in 
expected inflation.

+
=

+
D

F

S(1 r )
F
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+
=
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Where,
F = Expected forward rate
S = Spot Rate
iD= Anticipated Inflation Rate of Domestic Country
rF= Anticipated Inflation Rate of Foreign Country

International Fisher Effect (IFE) 

According to this theory, ‘nominal risk-free interest rates contain 
a real rate of return and anticipated inflation’. This means if 
investors of all countries require the same real return, interest rate 
differentials between countries may be the result of differential in 
expected inflation.
Accordingly, the Nominal Risk- Free Rate of Interest can be 
computed as follows:
 (1 + Nominal Rate) = (1 + Real Rate) (1 + Anticipated Inflation 
Rate)
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Comparison of PPP, IRP and IFE Theories

Theory Key Variables Summary

Interest Rate 
Parity (IRP)

Forward 
rate
premium 
(or
discount)

Interest rate
differential

The forward rate of one 
currency will contain a 
premium (or discount) 
that is determined 
by the differential in 
interest rates between 
the two countries.

Purchasing 
Power
Parity (PPP)

Percentage
change in 
spot
exchange 
rate

Inflation rate
differential

The spot rate of one 
currency with respect 
to another will change 
in reaction to the 
differential in inflation 
rates between two 
countries.

International 
Fisher
Effect (IFE)

Percentage
change in 
spot
exchange 
rate

Interest rate
differential

The spot rate of one 
currency with respect 
to another will change 
in accordance with the 
differential in interest 
rates between the two 
countries.

Foreign Exchange Exposure
The foreign exchange exposure may be classified under three 
broad categories:

Transaction Exposure
It measures the effect of an exchange rate change on outstanding 
obligations that existed before exchange rates changed but 
were settled after the exchange rate changes. Thus, it deals with 
cash flows that result from existing contractual obligations.

Money Market 
Hedging 

Derivative 
Instruments

A Money Market Hedge is an 
agreement to exchange a certain 
amount of one currency for a fixed 
amount of another currency, at a 
particular date.

A Derivatives transaction is a bilateral 
contract or payment exchange 
agreement whose value depends 
on - derives from - the value of an 
underlying asset, reference rate or 
index. 

Translation Exposure
Translation exposure occurs because of the need to “translate” 
foreign currency financial statements of foreign subsidiaries into 
a single reporting currency to prepare worldwide consolidated 
financial statements.

Economic Exposure
It refers to the extent to which the economic value of a company 
can decline due to changes in exchange rate. It is the overall impact 
of exchange rate changes on the value of the firm.

Hedging Currency Risk
There are a range of hedging instruments that can be used to 
reduce risk. Broadly these techniques can be divided into 
Internal Techniques and External Techniques:

Internal Techniques

External Techniques

Sellers usually wish to sell in their own 
currency or the currency in which they incur 
cost. This avoids foreign exchange exposure. 
For the buyer, the ideal currency is usually 
its own or one that is stable relative to it, or 
it may be a currency of which the purchaser 
has reserves.

Matching is a mechanism whereby a company 
matches its foreign currency inflows with 
its foreign currency outflows in respect of 
amount and approximate timing.

Price variation involves increasing selling 
prices to counter the adverse effects of 
exchange rate change.

Leading means paying an obligation in 
advance of the due date. Lagging means 
delaying payment of an obligation beyond its 
due date.

Netting involves associated companies, which 
trade with each other. The technique is simple. 
Group companies merely settle inter affiliate 
indebtedness for the net amount owing. Gross 
intra-group trade, receivables and payables 
are netted out. 

Asset and liability management can involve 
aggressive or defensive postures. In the 
aggressive attitude, the firm simply increases 
exposed cash inflows denominated in 
currencies expected to be strong or increases 
exposed cash outflows denominated in 
weak currencies. By contrast, the defensive 
approach involves matching cash inflows 
and outflows according to their currency of 
denomination, irrespective of whether they 
are in strong or weak currencies.

Invoicing in 
Domestic 
Currency 

Matching

Price 
Variation 

Leading and 
Lagging

Netting

Asset & 
Liability 

Management
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Derivatives in the Context of Foreign Exchange

Forward Contract

Forward Contract: The simplest form of derivatives is the 
forward contract. It obliges one party to buy, and the other to 
sell, a specified quantity of foreign exchange at a specific price, 
on a specified date in the future. 

Options: A currency option is a contract that gives the buyer the 
right, but not the obligation, to buy or sell a certain currency at a 
specified exchange rate on or before a specified date. 

Swaps: A currency swap involves the exchange of interest and 
sometimes of principal in one currency for equivalent amount 
in another currency.  

Futures: It is like Forward Contract with difference on account of 
Quotation, Contract Size, Period and Cash Settlement etc. 

Fate of Forward Contract

Delivery Cancellation 

Delivery 

Extension 

Cancellation 

Extension

Delivery on 
Due Date This 
situation does not 
pose any problem 
as rate applied for 
the transaction 
would be rate 
originally agreed 
upon. Exchange 
shall take place 
at this rate 
irrespective of 
the spot rate 
prevailing on due 
date.

Extension on 
Due Date
In case extension 
of due date, first 
original contract 
shall be cancelled 
at spot rate like 
c a n c e l l a t i o n 
on due date 
( d i s c u s s e d 
earlier) and new 
contract shall 
be rebooked 
at the forward 
rate for the new 
delivery period.

Automatic Cancellation in case of Forward Contract
As per FEDAI Rule 8, a forward contract which remains overdue 
without any instructions from the customers on or before due date 
shall stand automatically cancelled on 15th day from the date of 
maturity. Though, customer is liable to pay the exchange difference 
arising therefrom but not entitled for the profit resulting from this 
cancellation.

Swaps
 
STAGES OF CURRENCY SWAPS

Cancellation on 
Due Date In case 
of cancellation 
on due date in 
addition of flat 
charges (if any) 
the difference 
b e t w e e n 
c o n t r a c t e d 
rate and the 
cancellation rate 
(reverse action of 
original contract) 
is charged from/ 
paid to the 
customer.

Early Delivery
The bank may 
accept the request 
of customer of 
delivery before 
the due date of 
forward contract 
provided the 
customer is ready 
to bear the loss, 
if any, that may 
accrue to the 
bank as a result 
of this.

E x t e n s i o n 
before Due Date
In this case first 
the original 
contract would be 
cancelled at the 
relevant forward 
rate as in case 
of cancellation 
of contract 
before due date 
and shall be 
rebooked at the 
current forward 
rate of the 
forward period.

Early 
Cancellation
If a forward is 
required to be 
cancelled earlier 
than the due 
date of forward 
contract same 
shall be cancelled 
at opposite rate of 
original contract 
of the date that 
s y n c h r o n i z e s 
with the date of 
original forward 
contract.

Late Delivery
Before this 
d e l i v e r y 
( e x e c u t i o n ) 
takes place the 
provisions of 
FEDAI Rule 8 
for Automatic 
C a n c e l l a t i o n 
(discussed later 
on) shall be 
applied.

A spot exchange 
of principal

Treasurers can 
hedge currency 
risk.

Continuing 
exchange of  
interest payments 
during the term 
of the swap

It can provide 
considerable cost 
savings.

R e - e x c h a n g e 
of principal on 
maturity.

The swap market 
permits funds to 
be accessed in 
currencies, which 
may otherwise 
command a 
high premium. 
Further, it offers 
diversification of 
borrowings. 

Late Extension
Before this 
E x t e n s i o n 
takes place the 
provisions of 
FEDAI Rule 8 
for Automatic 
C a n c e l l a t i o n 
(discussed later 
on) shall be 
applied.

Late 
Cancellation
Before this 
c a n c e l l a t i o n 
takes place the 
provisions of 
FEDAI Rule 8 
for Automatic 
C a n c e l l a t i o n 
(discussed later 
on) shall be 
applied.

Benefits of Currency Swaps
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Strategies for Exposure Management
A company’s attitude towards risk, financial strength, nature of business, vulnerability to adverse movements, etc. shapes its exposure 
management strategies. There can be no single strategy which is appropriate to all businesses. Four separate strategy options are feasible for 
exposure management. 

Low Risk : Low Reward  
This option involves automatic 
hedging of exposures in the 
forward market as soon as 
they arise, irrespective of the 
attractiveness or otherwise of the 
forward rate.

Low Risk : Reasonable  Reward 
This strategy requires selective 
hedging of exposures whenever 
forward rates are attractive but 
keeping exposures open whenever 
they are not.

High  Risk : High Reward 
This strategy involves active trading 
in the currency market through 
continuous cancellations and  
re-bookings of forward contracts. 
This strategy should be done in full 
consciousness of the risks.

High  Risk : Low Reward 
Perhaps the worst strategy is to 
leave all exposures unhedged. 
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How interest rate is determined
The factors affecting interest rates are largely macro-economic in nature: 
(a) Supply and Demand: Demand/supply of money- When economic growth is high, demand for money increases, pushing the 

interest rates up and vice versa. 
(b) Inflation - The higher the inflation rate, the more interest rates are likely to rise.
(c) Government- Government is the biggest borrower. The level of borrowing also determines the interest rates. Central bank i.e. RBI 

by either printing more notes or through its Open Market Operations (OMO) changes the key rates (CRR, SLR and bank rates) 
depending on the state of the economy or to combat inflation.

Interest Rate Risk
Interest risk is the change in prices of bonds that could occur because of change in interest rates. It also considers change in impact on 
interest income due to changes in the rate of interest. In other words, price as well as reinvestment risks require focus.  

Detailed Explanation

Hedging Interest Rate Risk

Gap Exposure 
A gap or mismatch risk arises from 
holding assets and liabilities and off-
balance sheet items with different 
principal amounts, maturity dates 
or re-pricing dates, thereby creating 
exposure to unexpected changes in 
the level of market interest rates. This 
exposure is more important in relation 
to banking business.

Price Risk 
Price risk occurs when assets are 
sold before their stated maturities. 
In the financial market, bond prices 
and yields are inversely related. The 
price risk is closely associated with 
the trading book, which is created 
for making profit out of short-term 
movements in interest rates. 

Reinvestment Risk 
Uncertainty with regard to interest rate 
at which the future cash flows could be 
reinvested is called reinvestment risk.

Asset and Liability 
Management

Forward Rate 
Agreement 

Interest Rate 
Futures

Interest Rate 
Options

Interest Rate 
Swaps

Laddering 

Net Interest Position Risk 
This risk depends on the net interest 
position. Thus, banks with positive 
net interest positions i.e. bank has 
more assets than liabilities then it will 
experience a reduction in Net Interest 
Income if market interest rate declines 
and increases when interest rate rises.

Basis Risk 
The risk that the 
interest rate of 
different assets, 
liabilities and off-
balance sheet items 
may change in 
different magnitude.

Embedded Option Risk 
This risk arises on 
account of exercise of 
option for prepayment 
or premature withdrawal 
of instruments before 
their stated maturities on 
account of change in the 
interest rate.

Yield Curve Risk  
Since there is an inverse 
relationship between 
yield and price of fixed 
income securities, price 
of these securities fall 
when yield i.e. Interest 
Rate rises and vice versa. 

Types of Interest Rate Risk

Gap Exposure

Traditional Methods Modern Methods

Basis Risk Embedded 
Option Risk

Yield Curve 
Risk Price Risk Reinvestment 

Risk
Net Interest 
Position Risk

CHAPTER 12 – INTEREST RATE RISK MANAGEMENT
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Traditional Methods
Asset and Liability Management (ALM)
Asset-Liability Management (ALM) is one of the important 
tools of risk management in commercial banks of India. It is the 
management of structure of balance sheet (liabilities and assets) 
in such a way that the net earnings from interest are maximized 
within the overall risk preference (present and future) of the 
institutions. It involves the proper use of discretionary element 
i.e. increase or decrease interest sensitive funds.

Forward Rate Agreements (FRAs)
A Forward Rate Agreement (FRA) is an agreement between two 
parties through which a borrower/ lender protects itself from the 
unfavourable changes to the interest rate in future. On settlement 
date the actual money (amount of loan) is not exchanged rather 
settlement is made on the basis of notional principal.  Unlike futures 
FRAs are not traded on an exchange thus are called OTC product. 

Laddering
This strategy is mainly used to avoid Re-investment risk. It 
involves the purchasing/ scheduling of multiple securities in a 
portfolio of different maturity periods. Accordingly, in case if due 
to rise in interest rate if the value of long term securities decreases 
then same shall be compensated by re-investing the sum out of 
redeemed short term investment at higher interest rate.   

Modern Methods
Interest Rate Futures
An interest rate future is a contract between the buyer and seller 
agreeing to the future delivery of any interest-bearing asset. The 
interest rate future allows the buyer and seller to lock in the price 
of the interest-bearing asset for a future date. Interest rate futures 
are used to hedge against the risk that interest rates will move in 
an adverse direction, causing a cost to the company.
In IRF following are two important terms:
(a) Conversion factor: All the deliverable bonds have different 

maturities and coupon rates. To make them comparable to 
each other, Conversion factor for each deliverable bond and 
for each expiry at the time is used. 

 (Conversion Factor) x (Futures price) = Actual delivery price 
for a given deliverable bond. 

(b) Cheapest to Deliver (CTD): The CTD is the bond that 
minimizes difference between the quoted Spot Price of bond 
and the Futures Settlement Price (adjusted by the conversion 
factor).

Interest Rate Options
Also known as Interest Rate Guarantee (IRG) as option is a right 
not an obligation and acts as insurance by allowing businesses to 
protect themselves against adverse interest rate movements while 
allowing them to benefit from favourable movements. Some of 
the important types of Interest Rate Options are as follows: 
 Cap Option
 The buyer of an interest rate cap pays the seller a premium in 

return for the right to receive the difference in the interest cost 
on some notional principal amount any time a specified index 
of market interest rates rises above a stipulated “cap rate.” 

 Floor Option
 It is an OTC instrument that protects the buyer of the floor 

from losses arising from a decrease in interest rates.  The 
seller of the floor compensates the buyer with a pay off when 
the interest rate falls below the strike rate of the floor. 

 Interest Rate Collars
 It is a combination of a Cap and Floor. The purchaser of a 

Collar buys a Cap and simultaneously sells a Floor. A Collar 
has the effect of locking its purchases into a floating rate of 
interest that is bounded on both high side and the low side. 

Interest Rate Swap
In an interest rate swap, the parties to the agreement, termed the 
swap counterparties, agree to exchange payments indexed to two 
different interest rates. Total payments are determined by the 
specified notional principal amount of the swap, which is never 
actually exchanged. 

Types of Swap

Plain Vanilla 
Swap

Basis Rate 
Swap

Asset Swap

Amortising 
Swap

Also called Generic Swap and it involves 
the exchange of a fixed rate loan to a 
floating rate loan. Floating rate basis can be 
LIBOR, MIBOR, Prime Lending Rate etc.

Also, called Non-Generic Swap. Similar 
to plain vanilla swap with the difference 
payments  based on the difference 
between two different variable rates. 
In other words two legs of swap are 
floating but measured against different 
benchmarks.

Like plain vanilla swaps with the 
difference that it is the exchange fixed 
rate investments such as bonds which pay 
a guaranteed coupon rate with floating 
rate investments such as an index.

An interest rate swap in which the 
notional principal for the interest 
payments declines during the life of the 
swap. They are particularly useful for 
borrowers who have issued redeemable 
bonds or debentures. It enables them to 
interest rate hedging with redemption 
profile of bonds or debentures.

Swaptions
An interest rate swaption is simply an option on an interest rate 
swap. It gives the holder the right but not the obligation to enter 
into an interest rate swap at a specific date in the future, at a 
particular fixed rate and for a specified term.

A fixed rate payer swaption gives the owner of the swaption 
the right but not the obligation to enter into a swap where 
they pay the fixed leg and receive the floating leg.

A fixed rate receiver swaption gives the owner of the 
swaption the right but not the obligation to enter into a 
swap in which they will receive the fixed leg, and pay the 
floating leg.
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Corporate valuation tells us about the worth of a company. There 
are various ratios, tools and methods which are employed by 
financial analysts to calculate a corporations’ worth. And, it helps 
in knowing whether the stock is undervalued or overvalued. 
Knowing this is very important because it is useful in making 
mergers and acquisition decision. It also helps in gauging out 
whether the company is in financial stress or the market is 
unstable. 

Need of a proper assessment of an Enterprise’s Value
The need of a proper assessment of an enterprise’s value can be 
typically for:

Conceptual 
Framework

Contemporary 
Approaches to 

Valuation

Arriving at Fair 
Value

Economic Value 
Added & Market 

Value Added
Shareholder Value 

Analysis

Methods of 
Valuation

Measuring  
Cost of 
Equity

Relative 
Valuation

Chapter Overview

Conceptual Framework of Corporate Valuation

CHAPTER 13: CORPORATE VALUATION 

Information for its internal stakeholders,

Assets Based  
Valuation Model

Earning Based 
Models

Cash Flow Based 
Models

Comparison with similar enterprises for 
understanding management efficiency

Ball park price (i.e. an approximate price) for 
acquisition, etc.

Strategic planning, for e.g. finding out the 
value driver of the enterprise, or for a correct 
deployment of surplus cash

Future public listing of the enterprise

Approaches/Methods of Valuation

Asset Based Approach
This approach is based on the estimation of Net Worth of 
a Business which is equivalent to Fixed Assets (including 
intangible assets) plus Net Working Capital. Book Value of 
Net Worth is equal to Share Capital plus Reserves and can 
also be depicted as follows: 

Capital Assets Pricing Model (CAPM)

The CAPM is represented by the below formula:

R = Rf + β (rm- rf)

Where R = expected rate of return or Cost of Equity

Rf = risk free rate of return

β = Beta value of the stock

Rm = market rate of return

Book Value = Total Assets minus Long Term Debt 
However, the book value approach will not essentially 
represent the true price of the assets because:
a) Tangible assets may be undervalued or even overvalued
b) Intangible assets may no longer be of actual saleable 

worth in the market
c) Long term debt may have a terminal payout that needs 

to be catered to.
So, in reality, the book value is always adjusted to such 

factors to assess the ‘net realizable value’ of the assets and 
hence is called as the ‘Adjusted Book Value’ approach.

Earning Based Approach
This approach looks to overcome the drawbacks of using 
the asset-backed valuation approach by referring to the 
earning potential and using a multiplier - ‘Capitalization 
Rate’.  Earnings can best be depicted by EBITDA (Earnings 
before interest, taxes, depreciation and amortization), and 
capitalization rate will be computed either using the CAPM 
or as multiples approach. 

Cash Flow Based Approach
As opposed to the asset based and income based approaches, 
the cash flow approach takes into account the quantum of 
free cash that is available in future periods, and discounting 
the same appropriately to match to the flow’s risk.

There are essentially five steps in performing DCF based 
valuation:
a) Arriving at the ‘Free Cash Flow’
b) Forecasting of future cash flows (also called projected 

future cash flows)
c) Determining the discount rate based on the cost of 

capital
d) Finding out the Terminal Value (TV) of the enterprise
e) Finding out the present values of both the free cash 

flows and the TV, and interpretation of the results.

Measuring Cost of Equity
One of the key requirements for Valuation is Cost of Equity. 
Although Cost of Equity can be computed on the basis of Dividend 
but some of the other approaches taking into consideration the 
risk involved are as follows:
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Arbitrage Pricing Theory Model (APT)
While CAPM takes into consideration premium for single 
risk, the APT is a multi-factor model having a whole set 
of Beta Values – one for each factor. Further, it states that 
the expected return on an investment is dependent upon 
how that investment reacts to a set of individual macro-
economic factors (degree of reaction measured by the 
Betas) and the risk premium associated with each of the 
macro – economic factors and represented by following 
formula:
R =  Rf+ β1(RP1) + β2(RP2) + ….βj(RPn)  
Where R = expected rate of return or Cost of Equity.
Rf = risk free rate of return.
βj = Measures of sensitivity of the security to each of the 
various factors.
RPn = Average risk premium for each of the various factors.
Rm = market rate of return.

Step I: Take the Proxy 
Beta and convert it into 
Unlevered Beta to remove 
the impact of debt by using 
the formula:
Unlevered beta = beta / 1 + 
(1 - tax rate) x (debt / equity)

Contemporary 
Approaches to 

Valuation

Economic Value 
Added & Market 

Value Added

Shareholder 
Value Analysis

Step II: Determine the 
correct earnings by making 
adjustment for gaps in 
accounting policies and 
accounting estimates.

Step III: Find out the Cost of 
equity using the CAPM.

Step IV: Calculate the  
Weighted Average Cost 
of Capital taking into 
consideration the Debts of 
the company. 

Step V: Since this is a private 
company, the owners will 
demand a return towards 
‘goodwill’. However, in some 
cases, the acquisition price 
may include sweeteners for 
the erstwhile, which will then 
exclude the need to perform 
this step.

Step VI: The future cash 
flows of will be discounted 
using the WACC. In case 
there are two stages of 
Growth expected in the 
expected Cash Flows 
then Terminal Value (TV) 
of the firm shall also be 
calculated.

Step VII: The sum of the PV 
of the above values will be the 
value of the firm.

Estimating Beta and Valuation of Unlisted  
Companies

While the Betas of listed companies are easily available the 
biggest challenge is faced in calculation of ‘beta’ for the private 
and unlisted firms and hence problems are faced in valuation of 
these firms. Through the use of Industry Beta or Beta of similar 
type listed companies (called Proxy Beta), the Beta of privately 
held enterprise can be arrived at and then Cost of Equity. So, 
the various steps involved in estimating beta and valuation of 
unlisted companies are as follows:

Brief description of the above mentioned approach-
es to Value Measurement

Relative Valuation
Above mentioned three approaches that we saw to arriving at the 
value of an enterprise viz. the asset based, the earnings based, 
and the cash flow based are for arriving at the ‘Intrinsic Value’ of 
the firm or an enterprise. 

Relative Valuation is the method to arrive at a ‘relative’ value 
using a ‘comparative’ analysis to its peers or similar enterprises. 
Also known as ‘Valuation by Multiples’ since it uses financial 
ratios to derive at the desired metric (referred to as the ‘Multiple’) 
and then compares the same to that of comparable firms i.e. 
ones having similar asset and risk dispositions and assumed to 
continue to do so over the comparison period. 

In the process, there may be extrapolations set to the desired 
range to achieve the target set. Hence overall following steps are 
involved – 
1. Find out the ‘drivers’ that will be the best representative for 

deriving at the multiple
2. Determine the results based on the chosen driver(s) through 

financial ratios
3. Find out the comparable firms, and perform the comparative 

analysis, and, 
4. Iterate the value of the firm obtained to smoothen out the 

deviations.

Other approaches to Value Measurement

Contemporary Approaches to Valuation: It is worth 
noting here that some of the traditional methods used 
in valuation have been borne out of the peculiarities 
of certain industries. For example an internet or app 
company would have virtually zero fixed assets – but a 
robust online presence and a huge brand recall value. This 
would give rise to a new method of valuation – price per 
page visited. Or an online play store can be valued now 
using ‘price per subscriber’. Accordingly for this type of 
companies contemporary approach to valuation are used.

Economic Value Added: The core concept behind EVA is 
that a company generates ‘value’ only if there is a creation 
of wealth in terms of returns in excess of its cost of capital 
invested. So if a company’s EVA is negative, it means the 
company is not generating value from the funds invested 
into the business. Conversely, a positive EVA shows a 
company is producing value from the funds invested in it.

Market Value Added: The ‘MVA’ (Market Value Added) 
would simply be the current market value of the firm 
minus invested capital. The MVA is also an alternative 
way to gauge performance efficiencies of an enterprise, 
albeit from a market capitalization point of view, the logic 
being that the market will discount the efforts taken by the 
management fairly. 

61



  STRATEGIC FINANCIAL MANAGEMENT

 The Chartered Accountant Student   August 2018    17

Arriving at Fair ValueShareholder Value Analysis (SVA)
SVA take into its foray certain ‘drivers’ that can expand 
the horizon of value creation. The key drivers considered 
are of ‘earnings potential in terms of sales, investment 
opportunities, and cost of incremental capital. The 
following are the steps involved in SVA computation:
a) Arrive at the Future Cash Flows (FCFs) by using a 

judicious mix of the ‘value drivers’
b) Discount these FCFs using the WACC
c) Add the terminal value to the present values computed 

in step (b)
d) Add the market value of non-core assets
e) Reduce the value of debt from the result in step (d) to 

arrive at value of equity.

Different stakeholders have distinct perspective to the 
concept of ‘Fair Value’.  While an accountant’s perspective 
envisages a transaction to be measured at the arm’s length, 
for a financial analyst it would be akin to the present value 
of an entity in cash terms, and for a speculative investor, 
the term would represent the arbitrage opportunities that 
open up among similar entities having dissimilar value 
numbers put to it.

Hence arriving at Fair Value of a firm or share to some 
extent is subject and depends upon the perspective of the 
user of Valuation Report.

Chapter Overview

Conceptual Framework

CHAPTER 14: MERGERS, ACQUISITIONS AND CORPORATE RESTRUCTURING

Conceptual Framework

Forms  
of Mergers Divestiture Financial  

Restructuring
Ownership 

Restructuring

Cross Border M & A

Rationale for mergers & 
acquisitions

Mergers & Acquisitions 
Failures

Acquisition through 
Shares

Takeover Defensive 
Tactics

The terms ‘mergers, ‘acquisitions’ and ‘takeovers’ are often used interchangeably in common parlance. However, there are differences. While 
merger means unification of two entities into one, acquisition involves one entity buying out another and absorbing the same. In India, in legal 
sense merger is known as ‘Amalgamation’.
Restructuring usually involves major organizational changes such as shift in corporate strategies. Restructuring can be internally in the form of 
new investments in plant and machinery, Research and Development of products and processes, hiving off of non-core businesses, divestment, 
sell-offs, de-merger etc. Restructuring can also take place externally through mergers and acquisition (M&A) and by forming joint-ventures 
and having strategic alliances with other firms.

Rationale for Mergers and  
Acquistions

Forms (Types of Mergers)

Synergy & Economies 
of Scale

Taxation 

Horizontal Merger: The two companies which have merged 
are in the same industry. 

Conglomerate Merger: Such mergers involve firms engaged 
in unrelated type of business operations.

Congeneric Merger: In these mergers, the acquirer and the 
target companies are related through basic technologies, 
production processes or markets.

Reverse Merger: Such mergers involve acquisition of a 
public (Shell Company) by a private company, as it helps 
private company to by-pass lengthy and complex process 
required to be followed in case it is interested in going public.

Acquisition: This refers to the purchase of controlling 
interest by one company in the share capital of an existing 
company.

Vertical Merger: This merger happens when two companies 
that have ‘buyer-seller’ relationship (or potential buyer-seller 
relationship) come together.

Diversification

Types of 
Mergers

Growth

Consolidation of Production 
Capacities and increasing 

market power 

The most common reasons for Mergers and 
Acquisition (M&A) are:
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Takeover Defensive Tactics
Divestiture In a divestiture, the target company divests or spins off 

some of its businesses in the form of an independent, 
subsidiary company. Thus, reducing the attractiveness 
of the existing business to the acquirer.

Crown  
jewels

It means company’s most valuable assets. The 
target company may sell its crown jewels to make it 
unattractive for the acquirer to takeover the company.

Poison pill The tactics used by the acquiring company to make it 
unattractive to a potential bidder is called poison pills. 

Poison Put In this case the target company issue bonds that 
encourage holder to cash in at higher prices. The resultant 
cash drainage would make the target unattractive. 

Greenmail Greenmail refers to an incentive offered by 
management of the target company to the potential 
bidder for not pursuing the takeover. 

White 
knight

In this, a target company offers to be acquired by a 
friendly company to escape from a hostile takeover. 

White 
squire 

This strategy is essentially the same as white knight 
and involves sell out of shares to a company that is not 
interested in the takeover. 

Pac-man This strategy aims at the target company making a 
counter bid for the acquirer company. 

Different Forms of Divestment or Demerger or 
Divestitures

Sell off / 
Partial Sell 
off

A sell off is the sale of an asset, factory, division, 
product line or subsidiary by one entity to another 
for a purchase consideration payable either in 
cash or in the form of securities. Partial Sell off, 
is a form of divestiture, wherein the firm sells its 
business unit or a subsidiary to another because 
it deemed to be unfit with the company’s core 
business strategy.

Spin-off In this case, a part of the business is separated and 
created as a separate firm. 

Split-up This involves breaking up of the entire firm into a 
series of spin off. 

Equity 
Carve outs

This is like spin off, however, some shares of the 
new company are sold in the market by making a 
public offer, so this brings cash. 

Financial Restructuring
Financial restructuring refers to a kind of internal changes made 
by the management in Assets and Liabilities of a company with 
the consent of its various stakeholders. This is a suitable mode 
of restructuring for corporate entities who have suffered from 
sizeable losses over a period of time.

It may be said that financial restructuring (also known as internal  
re-construction) is aimed at reducing the debt/payment burden 
of the corporate firm. This results into: 

(i) Reduction/Waiver in the claims from various stakeholders;

(ii) Real worth of various properties/assets by revaluing them timely;

(iii) Utilizing profit accruing on account of appreciation of assets 
to write off accumulated losses and fictitious assets (such as 
preliminary expenses and cost of issue of shares and debentures) 
and creating provision for bad and doubtful debts.

Ownership Restructuring

This refers to the situation wherein a listed 
company is converted into a private company by 
buying back all the outstanding shares from the 
markets.

Buyouts initiated by the management team of a 
company are known as a management buyout. In this 
type of acquisition, the company is bought by its own 
management team.

An acquisition of a company or a division of another 
company which is financed entirely or partially (50% or 
more) using borrowed funds is termed as a leveraged 
buyout.

This refers to the situation wherein a company 
buys back its own shares back from the market. 
This results in reduction in the equity capital of the 
company. This strengthens the promoter’s position 
by increasing his stake in the equity of the company. 

Going  
Private

Management  
Buy  
Outs

Leveraged 
Buyout

Equity 
buyback

Steps in a Successful Merger and Acquisitions 

Reasons for Merger Failures

Manage the pre-acquisition phase

Acquirers generally overpay.

Poor post-merger integration.

The value of synergy is over-estimated.

Psychological barriers

Post-merger integration

Eliminate those who do not meet the criteria and 
value the rest

Negotiate

Screen candidates
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Strategies to Make a Merger Successful

Decide what tasks need to be accomplished in the  
post-merger period.

Choose managers from both the companies  
(and from outside).

Establish performance yardstick and evaluate the 
managers on that yardstick.

Motivate them.

Acquisition through Shares
The acquirer can pay the target company in cash or exchange 
shares in consideration. The analysis of acquisition for shares is 
slightly different. The steps involved in the analysis are: 

Estimate the value of acquirer’s equity.

Estimate the value of target company’s equity.

Calculate the maximum number of shares that can 
be exchanged with the target company’s shares.

Conduct the analysis for pessimistic and 
optimistic scenarios.

Cross-Border Merger and Acquisitions are deals between foreign companies and domestic companies which usually take place in the 
country where the target company has to be acquired. Major factors that motivate multinational companies to engage in cross-border 
merger and acquisitions in Asia include the following:

CROSSWORD SOLUTION JULY 2018

Cross–Border Merger and Acquisitions

Globalisation of 
production and 
distribution of 
products and 
services.

Integration of 
global economies.

Expansion of trade 
and investment 
relationships on 
international level.

Many countries 
are reforming their 
economic and 
legal systems, and 
providing generous 
investment and tax 
incentives to attract 
foreign investment. 

P r i v a t i s a t i o n 
of state-owned 
enterprises and 
consolidation of the 
banking industry. 
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It has always been the endeavour of Board of Studies to provide quality academic inputs to the students of Chartered 
Accountancy Course.
 
Keeping in mind this objective, BoS has decided to come out with a Crisp & Concise Capsule of each subject to facilitate 
students in quick revision before examination.
 
This series of capsules is on Paper 3: Advanced Auditing & Professional Ethics of Final Course. It may be mentioned that this 
capsule is a tool for quick revision of some significant areas of Auditing subject, this should not be taken as a substitute for 
the detailed study of the subject. Students are advised to refer to the relevant Study Material and RTP for comprehensive 
study & revision.

CHAPTER 17 INTERNAL AUDIT, MANAGEMENT AUDIT AND OPERATIONAL AUDIT

FINAL NEW COURSE PAPER 3- ADVANCED AUDITING AND PROFESSIONAL ETHICS:  
 A CAPSULE FOR QUICK REVISION

As defined in scope of the Standards on Internal Audit, 
Internal Audit means “an independent management 
function, which involves a continuous and critical appraisal 
of the functioning of an entity with a view to suggest 
improvements thereto and add value to and strengthen 
the overall governance mechanism of the entity, including 
the entity’s strategic risk management and internal control 
system”.

In addition, the Audit Committee of the company or the Board shall, in consultation with the Internal Auditor, formulate the scope, 
functioning, periodicity and methodology for conducting the internal audit. 
It may also be noted that the Central Government may, by rules, prescribe the manner and the intervals in which the internal audit 
shall be conducted and reported to the Board.

Applicability of Provisions of Internal Audit: As per section 138 of the Companies Act, 2013, following class of companies 
(prescribed in Rule 13 of Companies(Accounts) Rules, 2014) shall be required to appoint an internal auditor which may be either 
an individual or a partnership firm or a body corporate, namely-  

His main responsibility, however, must be

(a)  every listed company;

Assurance

Insight

Objectivity

Internal Audit

(b)  every unlisted public company having- 
(i)  paid up share capital of fifty crore rupees or 

more during the preceding financial year; or 
(ii)  turnover of two hundred crore rupees or 

more during the preceding financial year; or 

(iii) outstanding loans or borrowings from banks or public financial institutions 
exceeding one hundred crore rupees or more at any point of time during 
the preceding financial year; or 

(iv)  outstanding deposits of twenty five crore rupees or more at any point of 
time during the preceding financial year; and 

(c)  every private company having- 
(i)  turnover of two hundred crore rupees or 

more during the preceding financial year; or 

(ii)  outstanding loans or borrowings from banks or public financial institutions 
exceeding one hundred crore rupees or more at any point of time during 
the preceding financial year. 

Who can be Appointed as Internal Auditor: The internal auditor shall either be a chartered accountant or a cost accountant (whether 
engaged in practice or not), or such other professional as may be decided by the Board to conduct internal audit of the functions and 
activities of the companies. The internal auditor may or may not be an employee of the company.

to maintain 
adequate system 

of internal control 
by a continuous 

examination 
of accounting 

procedures, receipts 
and disbursements 

and to provide 
adequate safe-
guards against 

misappropriation of 
assets.

to observe 
independently 

accounting staff and 
must not in any way 
divest himself of any 
of the responsibilities 

placed upon him. 

Not to involve 
himself in the 

performance of 
executive functions 

in order that his 
objective outlook 

does not get 
obscured by the 

creation of vested 
interest.

to observe facts 
and situations and 

bring them to notice 
of authorities who 
would otherwise 

never know them; 
also, they critically 

appraise various 
policies of the 

manage ment and 
draw its attention 

to any deficiencies, 
wherever these 

require to be 
corrected.

to associate closely 
with management 
and his knowledge 
must be kept up to 
date by his being 

kept informed 
about all important 

occurrences and 
events affecting the 
business, as well as 
the changes that are 

made in business 
policies. He must 

enjoy an independent 
status.

65



ADVANCED AUDITING AND PROFESSIONAL ETHICS  

 08   September 2018  The Chartered Accountant Student

The internal auditor should

Qualifications of Internal Auditor (IA)

Basic Elements of the Internal Audit Report: As per Standard 
on Internal Audit (SIA) 4 the internal auditor’s report includes 
the following basic elements, ordinarily, in the following layout: 

Determining Whether, in Which Areas, and to What Extent 
the Work of the Internal Audit Function Can Be Used - 
Evaluating the Internal Audit Function:

  

 

 
 

 

 
 

 
  

Scope of Internal Auditor’s Work 
include review of - 

1.  Be straightforward, honest and sincere in his 
approach to his professional work; 

2.  Be fair and must not allow prejudice or bias to 
override his objectivity; 

3.  Should maintain an impartial attitude. He should 
not only be independent in fact but also appear to 
be independent. 

4.  The internal auditor should not, therefore, to 
the extent possible, undertake activities, which 
are or might appear to be incompatible with his 
independence and objectivity. 

(i) 
Internal 
Control 

System and 
Procedures

(ii)
Custodianship 

and 
Safeguarding 

of Assets

(iii) 
Compliance 

with Policies, 
Plans, 

Procedures and 
Regulations 

(iv) 
Relevance and 
Reliability of 
Information

(v)
Organisational 

Structure

(vi)
Utilisation of 

Resources

(vii)
Accomplishment 

of Goals and 
Objectives 

1.  The internal auditor (IA) should have the special expertise 
necessary for evaluating management control systems, 
especially financial and accounting controls.

2.  Accounting and finance functions provide basic data for 
management control of an enterprise. Therefore the IA 
must have accounting and financial expertise to be able to 
discharge his duties.

3.  The IA is also expected to evaluate operational 
performance and non-monetary, operational controls. 
This requires a basic knowledge of the technology and 
commercial practices of the enterprise.

4.  He should also have a basic knowledge of commerce, 
laws, taxation, cost accounting, economics, quantitative 
methods and EDP systems. 

5.  An understanding of management principles and 
techniques is another essential qualification of an IA as 
also the ability to deal with people. 

(a)  Title;
(b)  Addressee;
(c)  Report Distribution List;
(d)  Period of coverage of the Report;

6.  By his conduct the IA should provide an assurance to 
the management that confidentiality of such information 
would be maintained.

(e)  Opening or introductory paragraph;
 (i)   identification of the processes/functions and items 

of financial statements audited; and
 (ii)  a statement of the responsibility of the entity’s 

management and the responsibility of the internal 
auditor;

(f )  Objectives paragraph - statement of the objectives and 
scope of the internal audit engagement;

(g)  Scope paragraph (describing the nature of an internal 
audit):

 (i)  a reference to the generally accepted audit 
procedures in India, as applicable;

 (ii)   a description of the engagement background and 
the methodology of the internal audit together with 
procedures performed by the internal auditor; and

 (iii)   a description of the population and the sampling 
technique used.

(h)  Executive Summary, highlighting the key material issues, 
observations, control weaknesses and exceptions;

(i)  Observations, findings and recommendations made by 
the internal auditor;

(j)  Comments from the local management;
(k)  Action Taken Report – Action taken/ not taken pursuant 

to the observations made in the previous internal audit 
reports;

(l)  Date of the report;
(m) Place of signature; and
(n)  Internal auditor’s signature with Membership Number.

Evaluation of 
IA Function 
includes:
• Appraisal 

activity.
• Examining / 

Evaluating/ 
Monitoring 
adequacy / 
effectiveness 
of internal 
controls.

Scope of IA 
Function
• Monitoring 

Internal 
controls.

• Examination 
of financial  
& Operating  
functions.

• Review of 
regulatory  
Laws & 
Compliances.

Objective of 
Evaluation of IA 
Function
• Assurance to 

management.
• Evaluate & 

improve the 
effectiveness 
of Risk 
management.
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Organising the Management Audit

Determining Whether, in Which Areas, and to What Extent 
Internal Auditors Can Be Used to Provide Direct Assistance 

Management Audit: “In a management audit, the auditor 
will look to see whether management is getting information 
relevant to the decisions and actions which it must take. This 
will require a much more intensive analysis of information 
needs and the efficiency of the existing system in meeting them. 
The auditor will not have to decide whether management is 
making the right strategic and operative decisions but rather 
whether management has available to it and is using the relevant 
information and techniques necessary to evaluate rationally the 
various alternatives that exist”. 

Devising the statement of policy 

Location of audit function within the organisation 

Allocation of personnel 

Staff training programme 

Time and other aspects 

Frequency 

If the external auditor uses internal auditors to provide 
direct assistance on the audit, the external auditor shall 
include in the audit documentation:

(a) The evaluation of the existence and significance of threats 
to the objectivity of the internal auditors, and the level 
of competence of the internal auditors used to provide 
direct assistance;

(b) The basis for the decision regarding the nature and extent 
of the work performed by the internal auditors;

(c) Who reviewed the work performed and the date and 
extent of that review in accordance with SA 230 Audit 
Documentation;

(d) The written agreements obtained from an authorised 
representative of the entity and the internal auditors; and

(e) The working papers prepared by the internal auditors 
who provided direct assistance on the audit engagement.

Finally, a review of the internal audit function in specified 
companies has become a statutory responsibility for the 
statutory auditor.

Determining the Nature & Extent of work of 
Internal Audit function that can be used

1.  Objectivity of the internal audit functions.
2.  Level  of competence of internal audit function.
3.   Whether a systematic & disciplined approach is 

applied including quality control.

The external auditor 
shall consider Nature & 
scope of work done & 
its relevance to overall 
Strategy & Audit Plan

Nature & Extent of work that can be 
assigned to Internal auditors providing 

Direct Assistance

The E.A. shall not use 
internal auditors to 

provide direct assistance to 
perform procedures that :

Involved in making 
significant judgements 

in the audit

Amount of 
judgement wrt:
a)   Planning & 

performing 
relevant audit 
procedures

b)   Evaluation of the 
audit evidence 
gathered.

Assessed risk 
of material 
misstatement

Evaluation of 
existence & 
significance of threats 

Relate to higher 
assessed risks of 

material misstatement 
where the judgement 
required is more than 

limited.

Relate to work 
which is reported to 

management or TCWG 
by Internal audit 

function

Relate to decisions 
the E.A. makes in 

accordance with SA.

The E.A.  shall consider :

Determine  adequacy of 
Internal Audit work for 

external auditors purpose

* EA = External Auditor
  IA = Internal Auditor
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Appraisal of Controls (i) Is the organisational structure in 
conformity with management objectives?

(ii) Whether the organisational structure 
is drawn up on the basis of matching of 

responsibility and authority?

(iii) Whether the line of responsibility 
from the top to the bottom is clearly 

discernible from the structure?

(iv) Whether the delegation of 
responsibility and authority at each stage 

is clear and overlapping are avoided? 

Evaluation of 
Performance

Appraisal of 
Objectives and Plans

Appraisal of 
Organisational Structure

Functions are a means of 
categorising the activities 
of a business, such as the 
billing function or production 
function. There are many ways 
to categorise and subdivide 
functions. A functional audit 
has the advantage of permitting 
specialisation by auditors. 

Management Audit Questionnaire: A management audit questionnaire is 
an important tool for conducting the management audit. It is through these 
questionnaires that the auditors make an inquiry into important facts by measuring 
current performance. Such questionnaires aim at a comprehensive and constructive 
examination of an organisation’s management and its assigned tasks.

Thus, management audit questionnaire for this part of the audit not only serves as a management tool to analyse the current situation; more 
importantly, it enables the management auditors to synthesis those elements that are causing organisational difficulties and deficiencies.

An operational audit of an 
organisation deals with an 
entire organisational unit, such 
as a department, branch, or 
subsidiary. 
In operational auditing, special 
assignments arise at the request 
of management. There are a 
wide variety of such audits. 

Operational Audit : Operational auditing is a systematic process involving logical, structured and organised series of procedures.

Functional 
Audits 

Organisational 
Audits

Special 
Assignments

O
bj

ec
ti

ve
s o

f O
pe

ra
ti

on
al

 A
ud

it
 

Qualities of Operational Auditor

Type of Operational Audits

Brief Steps w.r.t Audit Report

Planning the 
Audit Report 

Supporting 
information

Preparing draft 
report 

Writing and 
issuing the final 

report 

Follow-up of the 
audit report 

Action / Response 
of Management on 

Audit Report

1. In areas beyond accounting and finance, his knowledge ordinarily would be rather scanty and this is a reason which should make 
him even more inquisitive.

2.  He should ask the who, why, how of everything. 
3.  He should try to see everything as to whether that properly fits in the business frame and organisational policy. He should be 

persistent and should possess an attitude of skepticism.
4.  He should not give up or feel satisfied easily. He should imbibe a constructive approach rather than a fault-finding approach. 
5. If the auditor succeeds in giving a feeling of help and assistance through constructive criticism, he will be able to obtain co-

operation of the persons who are involved in the operations. 

 Before starting 
the report, the 
auditor should 

ask himself, 
“What do I want 
to tell the reader 
about this audit? 
The answer will 
enable him to 
communicate 

effectively.”

The management 
auditor should 

supplement his report 
by such documents 

and data which 
adequately and 

convincingly support 
the conclusions.  

Supporting information 
may include the 

relevant standards or 
regulations.

Before writing 
the final report, 

the auditor 
should prepare 
a draft report. 

The final report 
should be 

written only 
when the auditor 

is completely 
satisfied with the 

draft report. 

 The management 
auditor should 
review whether 
follow-up action 

is taken by 
management on 
the basis of his 

report. If no action 
is taken within a 
reasonable time, 
he should draw 
management’s 
attention to it.

 Where 
management has 

not acted upon his 
suggestions or not 
implemented his 

recommendations, 
the auditor should 

ascertain the 
reasons therefor. 

Management Audit Questionnaire

Yes No Not Applicable

Its primary objective is to highlight weaknesses and deficiencies of the organisation. It includes a review of how well or badly the 
management functions of planning, organising, directing and controlling are being performed. The questionnaire provides a means 
for evaluating an organisation’s ongoing operations by examining its major functional areas. There are three possible answers to the 
management audit questions

It indicates that the specific area, function or aspect 
under study is functioning in an acceptable manner. No 
written application is needed in that case.

It indicates unacceptable performance 
& should be explained in writing.

It indicates that the 
question doesnot apply.
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CHAPTER 18 DUE DILIGENCE INVESTIGATION AND FORENSIC AUDIT

UNIT 1 -DUE DILIGENCE

Due diligence refers to an examination of a potential investment to confirms all material 
facts of the prospective business opportunity. It involves review of financial and non-
financial records as deemed relevant and material. 

There are many reasons for carrying out due 
diligence including:

• To confirm that the business is what it appears to be;
• To identify potential ‘deal killer’ defects in the target and 

avoid a bad business transaction;
• To gain information that will be useful for valuing assets, 

defining representations and warranties, and/or negotiating 
price concessions; and

• To verify that the transaction complies with investment or 
acquisition criteria.

Classification of Due-Diligence

Commercial 
or Operational 
Due Diligence 

Tax Due 
Diligence

Legal Due 
Diligence

Environmental 
Due Diligence

Personnel Due 
Diligence

Financial Due 
Diligence

Performed by the concerned acquire 
enterprise involving an evaluation 
from commercial, strategic and 
operational perspectives.

Pertains to all taxation and related 
matters of the entity.

This may be required where legal 
aspects of functioning of the entity 
are reviewed.

To study the entity’s environment, 
its flexibility and adaptiveness to 
the acquirer entity.

To ascertain that the entity’s 
personnel policies are in line 
or can be changed to suit the 
requirements of the restructuring.

• Perform after completion of 
commercial due diligence. 

• Analyse the books of accounts 
and other information pertaining 
to financial matters of the entity. 

Financial Due Diligence

Hidden Liabilities

The objective of the Due Diligence exercise will be to look 
specifically for any hidden liabilities or over-valued assets. 

In order to achieve its objective, the due diligence process can 
include any or all of the following objectives for individual 
areas of the verification:
• Brief description of the history of business
• The background of promoters
• Accounting policies and practices
• Management information systems
• Details of management structure
• Trading results, both past and the recent past
• Assets and liabilities as per latest balance sheet
• Current status of Income tax assessments including appeals 

pending against tax liabilities assessed by tax authority
• Cash flow patterns
• The projection of future profitability

♣ The company may not show any show cause notices which 
have not matured into demands, as contingent liabilities. 
These may be material and important.

♣ The company may have given “Letters of Comfort” to 
banks and financial institutions. Since these are not 
“guarantees”, these may not be disclosed in the Balance 
sheet of the target company.

♣ The Company may have sold some subsidiaries/businesses 
and may have agreed to take over and indemnify all 
liabilities and contingent liabilities of the same, prior to 
the date of transfer. These may not be reflected in the 
books of accounts of the company.

♣ Product and other liability claims; warranty liabilities; 
product returns/discounts; liquidated damages for late 
deliveries etc., and all litigation.

♣ Tax liabilities under direct and indirect taxes.
♣ Long pending sales tax assessments.
♣ Pending final assessments of customs duty where 

provisional assessment only has been completed.
♣ Agreement to buy back shares sold at a stated price.
♣ Future lease liabilities.
♣ Environmental problems/claims/third party claims.
♣ Unfunded gratuity/superannuation/leave salary liabilities; 

incorrect gratuity valuations.
♣ Huge labour claims under negotiation when the labour 

wage agreement has already expired.
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Over-Valued Assets 
♣ Uncollected/uncollectable receivables. 
♣ Obsolete, slow non-moving inventories or inventories 

valued above NRV; huge inventories of packing materials 
etc., with name of company.

♣ Underused or obsolete Plant and Machinery and their 
spares; asset values which have been impaired due to 
sudden fall in market value etc.

♣ Assets carried at much more than current market value 
due to capitalisation of expenditure/foreign exchange 
fluctuation, or capitalisation of expenditure mainly in the 
nature of revenue.

♣ Litigated assets and property.
♣ Investments carried at cost though realisable value is 

much lower.
♣ Investments carrying a very low rate of income / return.
♣ Infructuous project expenditure/deferred revenue 

expenditure etc.
♣ Group Company balances under reconciliation etc.
♣ Intangibles of no value.

Work Approach to Due diligence : The purchase of business in 
many instances is the largest and most expensive assets purchase 
in life time and therefore some caution should be exercised 
through the due diligence process. Therefore, assessing the 
businesses fair value passes through.

Reviewing and reporting 
on the financials 

submitted by the target 
company.

Working through the 
due diligence process 

with the acquisitioning 
company or investor by 
defining the key areas.

Assessing the business 
first hand by a site visit 

(if applicable).

Helping prepare an offer 
based on completion of 

due diligence. 

How to Conduct Due Diligence

Start with an open mind. Do not assume that 
anything wrong will be found and look for it.  
What needs to be done is to identify trouble 
spots and ask for explanations.

Get help in all areas like finance, tax accounting, 
legal, marketing, technology, and any others 
relevant to the assignment so that you get a 
360-degree view of the acquisition candidate.

Take a risk management approach.  So, while 
you want to do your research, you also want to 
make sure that you do not antagonise the team 
of people of the target company by bogging 
them down with loads of questions.

Get the best team of people. If you do not have a 
group of people inside your firm that can do the 
task (e.g. lack of staff, lack of people who know 
the new business because you are acquiring 
a business in an unrelated areas, etc.), there 
are due diligence experts that you can hire. 
When hiring such professionals, look for their 
experience record in the industry.

Talk to customers, suppliers, business partners, 
and employees are great resources.

Prepare a comprehensive report detailing the 
compliances and substantive risks/issues.

Contents of a Due Diligence Report: The contents of a due 
diligence report will always vary with individual circumstances. 
Following headings are illustrative:

Example of Headings of a Due Diligence Report

Executive Summary Comments on properties, terms of 
leases, lien and encumbrances

Introduction Assessment of operating results

Background of Target Assessment of taxation and statutory 
liabilities

Objective of due 
diligence

Assessment of possible liabilities 
on account of litigation and legal 
proceedings against the company

Terms of reference and 
scope of verification

Assessment of net worth

Brief history of the 
company

Interlocking investments and 
financial obligations with group 
/ associates companies, amounts 
receivables subject to litigation, any 
other likely liability which is not 
provided for in the books of account

Share holding pattern SWOT Analysis

Observations on the 
review

Comments on future projections

Assessment of 
management structure

Status of charges, liens, mortgages, 
assets and properties of the company

Assessment of financial 
liabilities

Suggestion on ways and means 
including affidavits, indemnities, to 
be executed to cover unforeseen and 
undetected contingent liabilities

Assessment of 
valuation of assets

Suggestions on various aspects to 
be taken care of before and after the 
proposed merger/acquisition.
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UNIT 2 : INVESTIGATION 
Basis of 

Difference
Investigation Audit

(i) Objective An investigation aims 
at establishing a fact 
or a happening or at 
assessing a particular 
situation.

The main objective of an 
audit is to verify whether 
the financial statements 
display a true and fair 
view of the state of affairs 
and the working results of 
an entity.

(ii) Scope The scope of 
investigation may be 
governed by statute 
or it may be non- 
statutory.

The scope of audit is 
wide and in case of 
statutory audit the scope 
of work is determined 
by the provisions of 
relevant law.

(iii) Periodicity The work is not limited 
by rigid time frame. It 
may cover several years, 
as the outcome of the 
same is not certain.

The audit is carried 
either quarterly, half-
yearly or yearly.

(iv) Nature Requires a detailed 
study and examination 
of facts and figures.

Involves tests checking 
or sample technique 
to draw evidences for 
forming a judgement and 
expression of opinion.

(v) Inherent 
Limitations

No inherent limitation 
owing to its nature of 
engagement.

Audit suffers from 
inherent limitation.

(vi) Evidence It seeks conclusive 
evidence.

Audit is mainly 
concerned with prima- 
facie evidence.

(vii) 
Observance 
of Accounting 
Principles

It is analytical in nature 
and requires a thorough 
mind, capable of 
observing, collecting 
and evaluating facts.

Is governed by 
compliance with 
generally accepted 
accounting principles, 
audit procedures and 
disclosure requirements.

(viii) 
Reporting

The outcome is 
reported to the 
person(s) on whose 
behalf investigation is 
carried out.

The outcome is reported 
to the owners of the 
business entity.

Steps in Investigation: As investigation involves a variety 
of situations, it is not possible to lay down any standardised 
procedure. However, usually, an investigation requires the 
following steps in order of sequence:

Diagram showing Sequence of Steps for Investigation

1. Determination of objectives and establishment of scope 
of investigation.

2. Formulation of the investigation programme.

3. Examination and study of various records by reference 
to appropriate evidence.

5. Preparation of report and drawing up of conclusions.

4. Analysis, processing and interpretation of findings.

The important issues to be kept in mind by the investigator 
while preparing his report are as follows:

(i) The report should not contain anything which is not 
relevant either to highlight the nature of the investigation 
or the final outcome thereof.

(ii) Every word or expression used should be properly 
considered so that the possibility of arriving at a different 
meaning or interpretation other than the one intended by 
the investigator can be minimised.

(iii) Relevant facts and conclusions should be properly linked.

(iv) Bases and assumptions made should be explicitly stated.

(v) The report should clearly spell out the nature and objective 
of the assignment accepted its scope and limitations, if 
any.

(vi) The report should be made in paragraph form with 
headings for the paragraphs. Any detailed data and figures 
supporting any finding may be given in Annexures.

(viii) The opinion of the investigator should appear in the final 
paragraph of the report.

Types of Investigation: The different types of investigation that a chartered accountant is usually called upon to carry out are given 
hereunder:

Types of Investigation

Investigation into the 
affairs of a company

By inspector through an order of the Central Government (Section 
210) on the receipt of report of registrar or on intimation of a 
special resolution passed by a company that the affairs of the 
company ought to be investigated; or  in public interest. 

By Serious Fraud Investigation Office (Section 212) on receipt 
of a report of the Registrar or inspector; or on intimation of a 
special resolution passed by a company; or in public interest; or 
on request from the Department of the Central Government, or a 
State Government.

Other cases (Section 213)

Investigation of ownership of a 
company (Section 216)

Investigation on behalf of an 
incoming partner

Investigation for valuation of 
shares in private companies

Investigation on behalf of a bank 
proposing to advance loan to a company

Investigation on behalf of an individual 
or a firm proposing to buy a business

Investigation in connection with review 
of profit / financial forecast

Investigation of frauds

Statutory Non-statutory
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PROCEDURE, POWERS ETC., OF INSPECTORS – Section 
217 of the Companies Act, 2013 states the procedures, powers of 
the Inspectors as follows:

It may be noted that the letter of request shall be transmitted 
in such manner as the Central Government may specify in this 
behalf.

INSPECTOR’S REPORT - Under section 223 of the Companies 
Act, 2013, an inspector shall, if so directed by the Central 
Government, submit interim reports to that Government, 
and on the conclusion of the investigation, shall submit a final 
report to the Central Government. Every report made, shall be 
in writing or printed as directed by the Central Government. A 
copy of the report may be obtained by making an application to 
the Central Government.

Investigation under sections 210 and 213 do not call for 
any special approach. Approach/Steps for pursuing the 
investigation are:

Who can be appointed as an Inspector - A firm, body 
corporate or other association cannot be appointed as an 
inspector. Thus, a firm of professional accountant cannot be 
appointed as inspector but an individual accountant can be 
so appointed.

(i)  Clarity of Terms of Reference: The inspector 
should ensure that the terms of reference are clear, 
unambiguous and in writing. 

(ii)  Scope of Investigation: Next step is to determine the scope 
of the investigation on the basis of the terms of reference.

(iii)  Period for investigation: He should also have regard to 
the period over which the investigation should stretch. 

(iv)  Framing of Programme: The next step is the 
investigator/inspector should frame his programme for 
investigation in a systematic manner. 

(v)  Using the work of Experts: He should also consider 
whether assistance of other experts like engineers, 
lawyers, etc., is necessary.

Duty of officers and employees of the company towards 
inspector to preserve and to produce all books and papers 
relating to the company or the person; and to provide 
assistance in connection with the investigation which they 
are reasonably able to give.

Inspector may ask information from any body corporate

Examine on oath

Not to keep Books and Papers in custody for more than 
180 days

Inspector to possess all the Powers of Civil Court under 
the Code of Civil Procedure, while trying a suit in respect of 
specified matters.

Assistance of Officers of Government to Inspector to 
provide necessary assistance to the inspector for the purpose 
of inspection, investigation etc.

Evidence from place outside India: If in the course of an 
investigation into the affairs of the company, an application is 
made to the competent court in India by the inspector stating 
that evidence may be available in a country or place outside 
India, such court may issue a letter of request to a court or an 
authority in such country or place for seeking such evidence.

(vi) Legal requirements and investigation Report: Only 
after he has completed the steps in the investigation 
programme and has marshaled all the information that 
he needed should he prepare his report. He, however, 
can also make interim report as provided under 
section 223 of the Companies Act. Before he makes his 
final report he should obtain and keep on record the 
evidence relied upon by him. He should make his report 
in accordance with the provisions of the section 223 of 
the Companies Act, 2013. 

Investigation of Frauds: In the Companies Act, 2013 meaning 
of fraud has been considered in two specific sections viz. Section 
143(10), where the SAs specified by the ICAI are deemed to be 
the auditing standards for purposes of the Act, which, inter alia, 
define fraud, and in section 447, where punishment for fraud has 
been prescribed.

Fraud has been defined in paragraph 11(a) of SA 240, “The 
Auditor’s responsibilities Relating to Fraud in an Audit 
of Financial Statements” as ‘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.’ 

In the context of stating the provisions for punishment for 
fraud, section 447 of the Act has explained the term ‘fraud’ as 
“fraud in relation to affairs of a company or any body corporate, 
includes any act, omission, concealment of fact or abuse of 
position committed by any person or any other person with the 
connivance in any manner, with intent to deceive, to gain undue 
advantage from, or to injure the interests of, the company or its 
shareholders or its creditors or any other person, whether or not 
there is any wrongful gain or wrongful loss.” 

Types of Frauds: Frauds may broadly be categorised as –

Fraudulent Financial 
Reporting  

Mis-appropriation of Assets 

♣ Alteration or falsification 
of records & documents.

♣ Misrepresentation in or 
intentional omission of 
events, transactions or 
information.

♣ Intentional misapplication 
of accounting principles.

♣ Fictitious Journal Entries.
♣ Adjusting assumptions 

and changing Judgments.
♣ Omitting, advancing or 

delaying the recognition 
of events or transactions.

♣ Embezzlement of receipts 
in respect of written-off 
accounts.

♣ Stealing physical assets or 
intellectual properties.

♣ Introduction of fictitious 
vendors.

♣ Payment of factitious 
employees.

♣ Using entities assets for 
personal use.
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Fraudulent Entries Sales Frauds Collection Frauds Expenses Frauds 

♦ Late entry
♦ No entry
♦ Part entry
♦ Inserting wrong 

entries to divert 
attention

♦ Price enhancement
♦ Omission to make receipt of sale of scrap.
♦ Billing and sales reversals in amusement parks.
♦ Food production yield ratio in hotels and 

suppression of Revenue.
♦ Using or hiring assets of the company in lean 

period. 
♦ Omission in preparation of dispatch note for sale.
♦ Sale of Assets recorded as Income.

♦ Defalcation of 
contributions to 
charity funds

♦ Crediting donation to 
loan accounts

♦ Entering ineligible 
discount

♦ Overcharging 
expenses

♦ Falsification of 
documents

♦ Untimely payment
♦ Introduction of 

fictitious vendor

Technology related Frauds Banking related  Frauds Others 

♣ Employing hostile software 
programs or malware 
attacks

♣ Phishing mails
♣ Vishing – Voice Mail
♣ SMSishing  - Text 

messages
♣ Whaling – Targeted 

phishing on high net worth 
individuals

♣ Card duplications
♣ Stealing confidential data

♣ Forged Signatures
♣ Cheque Frauds - Alteration in amounts, alteration 

in accounts titles, Kite flying
♣ Cash lending during working hours
♣ Missing notes in bundles
♣ Use of same notes bundles by two branches
♣ Wrong posting in other accounts
♣ Misuse of sensitive stationery
♣ ATM transaction misuse
♣ Using PINs of debit card/credit card holder
♣ Advances - Car, Xerox Machine, inflated stock 

statements, inflated projections, forged/duplicate 
land documents, L/Cs

♣ Teaming and Lading
♣ Process houses mixing inferior quality 

material to sale good quality material
♣ Pilferage and theft in super markets
♣ Selling classified information, 
♣ Withholding information from 

customer about free product schemes, 
discount and concession

♣ Enhancement of performance
♣ Taking advantage of disaster or natural 

calamity
♣ Trust FDs
♣ Fictitious journal entries to inflate 

expenses or income

Payroll Frauds Data Frauds 

♦ Extra number of employees
♦ Extra hours
♦ Calculation of net pay by transferring rounding off amount 

to personal account
♦ Not deactivating the retired employees’ IDs

♦ Change in computer data 
♦ Destroy, suppress or insert records
♦ Using open fields in computerised accounting system

i. Discrepancies in Accounting Records including non-
recording or partial recording or incorrect recording or 
delayed recording of amounts, misclassifications, etc.

ii. Conflicting or missing evidence including missing 
documents, altered documents, significant unexplained 
items in reconciliations, discrepancies between entity’s 
records and confirmations received etc.

iii. Unacceptable management responses such as – denial of 
access to records/facilities/employees, undue time pressure 
to resolve complex issues, unusual delays in providing 
requested information, denial for use of Computer Assisted 
Audit Techniques, unwillingness to address identified 
deficiencies in internal control etc. 

iv. Other indications such as – Accounting Policies in variance 
with Industry Norms, Frequent changes in accounting 
estimates etc.

Auditor’s ability to detect fraud depends on factors such as –
- the skillfulness of the perpetrator
- the frequency & extent of manipulation
- the degree of collusion involved
- the relative size of individual amounts manipulated; and 
- the seniority of those individuals involved

Responses to Fraud : SA 330 states the auditor’s responses to 
assessed risks. Response to the risks related to management 
override of controls includes testing the appropriateness of 
journal entries and other adjustments made in preparation 
of the Financial Statements, review of accounting estimates 
for biases and also review the significant transactions that are 
outside the normal course of business for the entity or that 
otherwise appear to be unusual.

Detection of Fraud depends upon effectiveness of Audit 
Procedure.  Detection risk, however, can only be reduced, not 
eliminated.

Indicators of Fraud 

Several indications of possible frauds can be listed as follows :-

Auditor needs to assess fraud risk factors for material 
misstatement or misappropriation of assets due to fraud, 
such as incentive / pressures, opportunities and attitudes /
rationalisations. 

The responses to fraud will include communications 
to management and those charged with governance, 
communication to regulatory and enforcement authorities 
and appropriate documentation on his assessment of the 
risks of material misstatement.
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Forensic: The word forensic comes from the Latin word 
forensis, meaning “of or before the forum.”  It is -
♣ Relating to, used in, or appropriate for courts of law or for 

public discussion or argumentation.
♣ Relating to the use of science or technology in the 

investigation and establishment of facts or evidence in a 
court of law.

Important Definitions

Forensic Accounting: The integration of accounting, 
auditing and investigative skills yields the speciality known 
as Forensic Accounting. It is the study and interpretation 
of accounting evidence. It is the application of accounting 
methods to the tracking and collection of forensic evidence, 
usually for investigation and prosecution of criminal acts 
such as embezzlement or fraud.

Forensic Accounting can sometimes be referred to as Forensic 
Auditing. 

Forensic Investigation: Also known as forensic audit is the 
examination of documents and the interviewing of people to 
extract evidence. Forensic Accounting examines individual or 
company financial records as an investigative measure that 
attempts to derive evidence suitable for use in litigation. 

Red Flag: Red flags are sign or warning of any impending 
danger or inappropriate behavior. Red flags do not necessarily 
indicate the existence of fraud however are indicators 
that, caution needs to be exercised while investigating 
the situations. Red flags are classified in categories such as 
financial performance red flag, accounting system red flags, 
operational red flags and behavioural red flags. 

Fraud Auditing: It is a meticulous review of financial 
documents conducted when fraud is suspected. Some entities 
do them as a precaution to prevent fraud from happening 
and to catch it before the loss magnifies. A Fraud Audit 
however is not an Investigation. Fraud auditing is used to 
identify fraudulent transactions, not to figure out how they 
were created. Fraud auditors often go outside the books of 
accounts to find fraudulent transactions. 

“Forensic” means “suitable for use in the court of law”. 
Bologna said that it is the application of financial skills and 
investigative mentality to unresolved issues, conducted 
within the context of the rules of evidence. As an emerging 
discipline, it encompasses financial expertise, fraud 
knowledge and a sound knowledge and understanding of 
business reality and the working of legal system.

Forensic audit can be conducted in order to prosecute a party for 
fraud, embezzlement or other financial claims. In addition, an 
audit may be conducted to determine negligence in addition, an 
audit may be conducted to determine negligence 

Audit vs. Forensic Accounting/ Forensic Audit 

A forensic accountant will often look for indications of fraud that 
are not subject to the scope of a financial statement audit.

Forensic 
Accounting

Audit

♦ In response to an event 
♦ Financial investigation 
♦ Finding used as evidence in court or to 

resolve disputes
♦ Mandatory 
♦ Measures compliance with reporting 

standards 
♦ Obtain reasonable assurance that financial 

statements are free of material misstatement. 
In practice, there are differences in mind set 
between forensic accounting and audit. 

♦ “Investigative mentality” vs. “professional 
scepticism”. A forensic accountant will often 
require more extensive corroboration. 

♦ A forensic accountant may focus more on 
seemingly immaterial transactions. 

UNIT 3 : FORENSIC AUDIT 

Sr. No. Particulars Other Audits Forensic Audit

1 Objectives Express an opinion as to ‘True & Fair’ 
presentation

Whether fraud has taken place in books

2 Techniques Substantive & Compliance. Sample based Investigative, substantive or in depth 
checking 

3 Period Normally for a particular accounting period No such limitations

4 Verification of stock, 
Estimation realisable value 
of assets, provisions, liability 
etc.

Relies on the management certificate/
Management Representation.

Independent/verification of suspected/
selected items where misappropriation is 
suspected

5 Off balance sheet items (like 
contracts etc.)

Used to vouch the arithmetic accuracy & 
compliance with procedures.

Regulatory & propriety of these transactions/
contracts are examined.

6 Adverse findings if any Negative opinion or qualified opinion 
expressed with/without quantification.

Legal determination of fraud impact and 
identification of perpetrators depending on 
scope.

FORENSIC AUDITOR : A Forensic Auditor is often retained to analyse, interpret, summarise and present complex financial and 
business related issues in a manner which is both understandable and properly supported. Forensic Accountants are trained to look 
beyond the numbers and deal with the business reality of the situation. 
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In order to properly perform these services, a Forensic Auditor must be familiar with legal concepts and procedures and have expertise 
in the use of IT tools and techniques that facilitate data recovery and analysis. In addition, a Forensic Auditor must be able to identify 
substance over form when dealing with an issue. 

♣ Crafting questions to be posed 
♣ Responding to questions posed 
♣ Identifying documents to be requested and/or subpoenaed 
♣ Identifying individuals to be most knowledgeable of facts 
♣ Conducting research relevant to facts of the case 
♣ Identifying and preserving key evidence 
♣ Evaluating produced documentation and information for completeness 
♣ Analysing produced records and other information for facts 
♣ Identifying alternative means to obtain key facts and information 
♣ Providing questions for deposition and cross examination of fact and expert witnesses

Forensic Auditors are retained by: 

Services rendered by Forensic Auditors:

Investigating and analysing 
financial evidence, detecting 
financial frauds and tracing 
misappropriated funds. 

Fraud Detection

Lawyers Police 
Forces 

Insurance 
Companies Banks Courts 

and 
Business 

Community

Government 
Regulatory Bodies and 

Agencies 

Computer Forensics Fraud Prevention Providing Expert Testimony

Developing computerised 
applications to assist in 
the recovery, analysis and 
presentation of financial 
evidence.

Either reviewing 
internal controls to 
verify their adequacy or 
providing consultation 
in the development and 
implementation of an 
internal control framework 
aligned to an organisation’s 
risk profile.

Assisting in legal 
proceedings, including 
testifying in court as 
an expert witness and 
preparing visual aids to 
support trial evidence. 

A Forensic Auditor is often involved in: 

The services rendered by the forensic accountants are in great demand in the following areas:

Criminal 
Investigation 

Matters relating to financial implications 
the services of the forensic accountants are 
availed of. The report of the accountants is 
considered in preparing and presentation as 
evidence.

Forensic accountants render arbitration 
and mediation services for the business 
community. Their expertise in data collection 
and evidence presentation makes them sought 
after in this specialised practice area. 

Forensic accountants render such services 
both when called upon to investigate 
specific cases as well for a review of or for 
implementation of Internal Controls. Another 
area of significance is Risk Assessment and 
Risk Mitigation. 

Insurance companies engage forensic 
accountants to have an accurate assessment 
of claims to be settled. 

In case of policyholders seek the help of 
a forensic accountant when they need to 
challenge the claim settlement as worked 
out by the insurance companies. A forensic 
accountant handles the claims relating to 
consequential loss policy, property loss due 
to various risks, fidelity insurance and other 
types of insurance claims. 

Business firms engage forensic accountants 
to handle contract disputes, construction 
claims, product liability claims, infringement 
of patent and trade marks cases, liability 
arising from breach of contracts and so on.

Professional negligence cases are taken up by 
the forensic accountants. Non-conformation 
to Generally Accepted Accounting Standards 
(GAAS) or non-compliance to auditing 
practices or ethical codes of any profession.
They are needed to measure the loss due to 
such professional negligence or shortage in 
services. 

Professional 
Negligence 

Cases 

Arbitration 
service 

Fraud 
Investigation 

and Risk/
Control Reviews 

Settlement of 
insurance claims 

Dispute 
settlement 
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Process of Forensic Accounting : Each Forensic Accounting assignment is unique. Accordingly, the actual approach adopted and 
the procedures performed will be specific to it. However, in general, many Forensic Accounting assignments will include the steps 
detailed below. 

Initialisation
Step 1

Develop the 
Plan
Step 2

Obtain 
Relevant 
Evidence
Step 3

Perform 
Analysis
Step 4

Reporting 
Step 5

Court Proceedings
Step 6

Characteristics- Forensic Auditor Skills - Forensic Auditor should possess

♣ Out of the Box Thinking 
♣ Strong Visualisation and Imagination 
♣ Curiosity 
♣ Persistence 
♣ Detail-oriented 
♣ Inquisitiveness 
♣ Creativity 
♣ Discretion 
♣ Skepticism 
♣ Confidence 
♣ Sound professional judgement 

♣ Auditing standards, procedures and related methodologies 
♣ Accounting & Business reporting systems 
♣ Information Technology 
♣ Data Analytics 
♣ Criminology 
♣ Legal Framework 
♣ Litigation processes & procedures
♣ Investigative Techniques
♣ Evidence gathering
♣ Network of professional contacts in related fields viz. 

enforcement, regulatory bodies, law, industry, peers etc.

 

Forensic Audit Techniques 

Analytical Steps:

Step 1
Understand The Business

Step 4
Use Technology To Gather 

Data About Symptoms

Step 6
Investigate Symtoms

Step 5
Analyse Results

Step 7 (optional)
Follow Up

Step 8 (optional)
Automate Detection 

Procedures

Step 2
Identify Possible Frauds 

That Could Exist

Step 3
Catalog Possible Fraud 

Symptoms

Technology Steps:

Invetigative Steps:

Forensic Audit Report : Points to keep in mind while reporting

Clear thinking ♣ To whom the report is directed 
♣ Purpose and aim 
♣ Cool and calm thinking to have logical and coherent presentation 
♣ Pattern of presentation 

Keep the reader uppermost in mind ♣ Translate technical matters to layman’s language 
♣ To visualise the reader’s viewpoint 

Unbiased approach ♣ To mention the view point of the auditee

Impact of the report ♣ The probable reaction to reporting. Whether action or decision will follow 
in quickest possible time or to be treated as of academic interest only.

♣ To remember the universal saying - “don’t jump to conclusions” 

Facts and figures to be in proper sequences
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The main factors to be considered for the various ways of presentations of written reports are

Sample Table of Contents of a Forensic Audit Report may 
include the following: 
1.  EXECUTIVE SUMMARY 
 1.0  Background 
 1.1  Origin of the Audit 
 1.2  Audit Objective 
 1.3  Proposed Audit Outputs 
 1.4  Audit Implementation Approach 
2.  RISK ANALYSIS

2.1  Internal 
Environment Risk

2.2  External Environment 
Forces

2.1.1 Financial 
Management 

2.1.2 Customers, Products 
and Competitors 

2.1.3  Information 
technology 

2.1.4 Business Process 
2.1.5 Human Resource 

Management 

2.2.1 Influence of Economics 
and relevant Market 

2.2.2 Political and Legal 
Scenario 

2.2.3 Technology in the 
Sector 

3. AUDIT PROCESS 
 3.1.   Preliminary understanding of scope and incident 

coverage 
 (i)   Identification of all related data elements 
 (ii)    Preparation of a List of “persons of interest” for 

interview 

Nature of 
business 

of the 
organisation 

Nature of 
subject 

or aspect 
appraised 

For whom 
the report is 

intended 

Purpose for 
which the 
report is 
prepared 

Management 
attitude, 

directives 
and needs 

Forensic 
auditor’s 
approach  

and calibre 

Extent of 
details 

required by 
auditee and 

management. 

 (iii)  Obtain management approval for scope 
 3.2.  Collect Evidence 
 3.3.  Conduct Interviews 
 3.4.  Analyse findings 
 3.5.  Validate Inferences and conclusions 
4. EVIDENCE OF RISK EVENTS 
 4.1  Conflicts of interest 
 4.2  Bribery 
 4.3  Extortion 
 4.4  Theft 
 4.5  Fraudulent transactions 
 4.6  Inventory frauds 
 4.7  Misuse of assets 
 4.8  Financial Statement frauds 
5. AUDIT RECOMMENDATIONS 
 5.1  Logical Framework Approach 
 5.2  Preconditions and Risks 
6. GOVERNANCE ON RECOMMENDATION 

IMPLEMENTATION 
 6.1  Stakeholders 
 6.2  Budget Considerations 

LIST OF ANNEXURES 

CHAPTER 20 PROFESSIONAL ETHICS
Our Institute’s Motto – ‘Ya Esha Supteshu Jagrati’ is adopted from Kathopanishad and it denotes ‘eternal vigilance’ – awakening 
when the world is asleep.

Chartered Accountants as professionals are engaged in building trust to vast 
variety of users, whether shareholders, government, banks, investors, employees 
or others, which imposes a public interest responsibility on their profession. 
Like other professionals, Chartered Accountants also have some set of code 
of ethics. This Code of Ethics establishes ethical requirements for Professional 
Accountants.

A Chartered Accountant, either in practice or in service, has to abide by these ethical behaviours. They are expected to follow the fundamental 
principles of professional ethics while performing their jobs. Any deviation from the ethical responsibilities brings the disciplinary mechanism 
into action against the Chartered Accountants.

Fundamental Principles: The fundamental principles as discussed in Code of Ethics of ICAI, to be complied, are given below:

Integrity Objectivity
Professional 
Competence  

and Due Care 

Professional 
Behaviour

Confidentiality
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Member in Practice Prohibited from using a Designation 
Other Than Chartered Accountant

(i) The member of the Institute are now permitted to use the 
word ‘CA’ as prefix before their name irrespective of the 
fact that they are in practice or not.

(ii) Under section 7 of the Chartered Accountants Act, 
1949 a member in practice cannot use any designation 
other than that of a Chartered Accountant, nor can he 
use any other description, whether in addition thereto 
or in substitution therefor, but a member who is not in 
practice and does not use the designation of a Chartered 
Accountant may use any other description. Nevertheless 
a member in practice may use any other letters or 
description indicating membership of Accountancy 
Bodies which have been approved by the Council or of 
bodies other than Accountancy Institutes so long as such 
use does not imply adoption of a designation and/or does 
not amount to advertisement or publicity.

Maintenance of Branch Offices : In terms of section 27 of 
the Act, if a Chartered Accountant in practice or a Firm of 
Chartered Accountants has more than one office in India, 
each one of such offices should be in the separate charge of a 
member of the Institute. However, exemption has been given to 
members practicing in hill areas subject to certain conditions. 
The conditions are: 

For example, though a member cannot 
designate himself as a Cost Accountant, he can 
use the letters A.I.C.W.A. after his name, when 
he is a member of that Institute.

(1) Temporary offices in a city in the plains for a limited 
period not exceeding 3 months in a year.

(2) The regular office need not be closed during this period 
and all correspondence can continue to be made at the 
regular office.

(3) The name board of the firm in the temporary office 
should not be displayed at times other than the period 
such office is permitted to function as above. 

(4) The temporary office should not be mentioned in the 
letterheads, visiting cards or any other documents as a 
place of business of the member/firm. 

(5) Before commencement of every winter it shall be 
obligatory on the member/firm to inform the Institute that 
he/it is opening the temporary office from a particular date 
and after the office is closed at the expiry of the period of 
permission, an intimation to that effect should also be sent 
to the office of the Institute by registered post.

It is necessary to mention that the Chartered Accountant in-
charge of the branch of another firm should be associated with 
him or with the firm either as a partner or as a paid assistant. 
If he is a paid assistant, he must be in whole time employment 
with him. However, a member can be in-charge of two offices if 
they are located in one and the same Accommodation. In this 
context some of the Council’s decisions are as follows:

(1) With regard to the use of the name-board, there will be 
no bar on putting up of a name-board in the place of 
residence of a member with the designation of Chartered 
Accountant, provided it is a name-plate or a name-board 
of an individual member and not of the firm.

(2) The exemption may be granted to a member or a firm 
of Chartered Accountants in practice to have a second 
office without such second office being under the 
separate charge of a member of the Institute, provided-

(a) the second office is located in the same premises, in 
which the first office is located or,

(b) the second office is located in the same city, in which the 
first office is located or,  

(c) the second office is located within a distance of 50 km. from 
the municipal limits of a city, in which the first office is 
located. 

A member having two offices of the type referred to above 
shall have to declare, which of the two offices is his main 
office, which would constitute his professional address.

KYC Norms for CA in Practice: The financial services 
industry globally is required to obtain information of their 
clients and comply with Know Your Client Norms (KYC 
Norms). In light of this background, the Council of ICAI 
approved the following KYC Norms which are mandatory in 
nature and shall apply in all assignments pertaining to attest 
functions.

1.     Where Client is an Individual/ Proprietor 
A.  General Information 
  • Name of the Individual 
  • PAN No. or Aadhar Card No. of the Individual 
  • Business Description 
  • Copy of last Audited Financial Statement
B.  Engagement Information 
  • Type of Engagement

2.     Where Client is a Corporate Entity
A.  General Information 
  • Name and Address of the Entity 
  • Business Description 
  • Name of the Parent Company in case of Subsidiary
  • Copy of last Audited Financial Statement
B.  Engagement Information
  • Type of Engagement
C. Regulatory Information
  • Company PAN No.
  • Company Identification No. 
  • Directors’ Names & Addresses 
  • Directors’ Identification No.

3.      Where Client is a Non-Corporate Entity
A.  General Information 
  • Name and Address of the Entity
  • Copy of PAN No. 
  • Business Description
  • Partner’s Names & Addresses (with their PAN/Aadhar  

       Card/DIN No.) 
  • Copy of last Audited Financial Statement
B.  Engagement Information
  • Type of Engagement
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  Disciplinary Directorate

Prima Facie Opinion

Guilty

Receipt of (i) Complaint along with prescribed fee, or (ii) Information,
against member of ICAI of alleged misconduct

Falling in
First Schedule

Accepted

Conduct enquiry

It can,
(i) reprimand the member
(ii) remove name of the member 

upto period of 3 months
(iii) impose fine upto ` 1,00,000

Advice the Director 
(Discipline) to further 

investigate

May proceed with the 
matter, if it is allied to the 

First Schedule

Refer the matter to the 
Disciplinary Committee, 
if it is allied to the 
Second Schedule or BothIt can,

(i) reprimand the member
(ii) remove name of the member 

permanently or for any 
duration, it thinks fit

(iii) impose fine upto ` 5,00,000

Found guilty

Yes

Yes

No

No

Accepted

Conduct enquiry

Found guilty

Any member or Director (Discipline) aggrieved by order of Board or 
Disciplinary Committee can prefer an appeal within 90 days 

Accepted

Rejected

Close the matter
Rejected

Close the matter

Rejected

Place the matter
before Board of Discipline

Falling in Second 
Schedule or Both

Place the matter
before

Disciplinary Committee

Submit all information & 
complaints to 

Board of Discipline 

Not Guilty 

Appellate Authority

It can,
(i) Confirm, modify or set aside the order. 
(ii) Impose, Set aside, Reduce or enhance penalty.
(iii) Remit the case to the Board of Discipline or Disciplinary 

Committee for reconsideration.
(iv) Pass such order as the Authority thinks fit.

Flow Chart of Discipline Procedure Mechanism
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 SCHEDULES TO THE ACT 

THE FIRST SCHEDULE 
Where the Director (Discipline) is of the opinion that member 
is guilty of any professional or other misconduct mentioned in 
the First Schedule; he shall place the matter before the Board of 
Discipline. 

PART I - Professional misconduct in relation to Chartered 
Accountants in practice 
A Chartered Accountant in practice is deemed to be guilty 
of professional misconduct if he: 

The implications of the different clauses in the schedules are 
discussed below: 

Who can be allowed to 
practice in a CA’s name?

Share of Profit /  
Sale of Goodwill

Partnership 
Firm

There are 
two or more 
partners and 
one of them 

dies

Death of 
proprietor 
concerned 

occurred on or 
after 30.8.1998

Death of 
proprietor 
concerned 
occurred 

on or after 
30.8.1998 and 
there existed 
a dispute as 
to the legal 
heir of the 
deceased 

proprietor

Provided the 
information as 
to the existence 
of the dispute 
is received by 
the Institute 
within a year 

of the death of 
the proprietor 

concerned. 
The name of 

concerned  firm 
shall be kept 
in abeyance 

till 1 year from 
the date of 

settlement of 
dispute

Provided such 
sale/transfer 

is completed/
effected and 
the Institute’s 
permission 

to practice in 
the deceased’s 

proprietary 
firm name is 
sought for by 
28th August, 
1999 and the 

firm name 
concerned is 
still available 

with the 
Institute

Provided such sale 
is completed in all 
aspects within a 
year of the death 

of such proprietor 
concerned.

The name of the 
concerned  firm 
would be kept 

in abeyance (i.e. 
not removed 
on receipt of 
information 

about the death 
of the proprietor 
as is being done 
at present) only 
upto a period of 
1 year from the 

death of proprietor 
concerned as 

aforesaid

Death of 
proprietor 

concerned had 
occurred on 
or before 29th 
August, 1998 

No sharing of fees between 
Legal Representative of 
single member firm and 
purchaser of Goodwill 

of the firm on the death 
of the Sole Proprietor of 

the firm 
 Payments may be made 
in instalments, provided 
the agreement of the sale 
of goodwill contains such 

provision

Goodwill of a proprietary 
firm of chartered 

accountant can be sold/
transferred to another 

eligible member of 
the Institute, after the 
death of the proprietor 

concerned.
* The Council permitted 

the sale/transfer of 
goodwill for such cases in 

the following manner:

Legal 
Representative 
(say, widow) of 
the deceased 
partner can 
continue to 

receive a share 
of the firm,

only if 
partnership 
agreement 

contains such 
provision

Proprietorship 
Firm

Ty
pe

s o
f S

ch
ed

ul
es

Non- Chartered 
Accountant 

Not allowed Partner

Allowed

Employee

Allowed

Others

Not Allowed

Chartered Accountant 
in practice

First Schedule

Part I: Professional misconduct 
in relation to Chartered 
Accountants in practice

(No. of Clauses: 12)

Part II: Professional misconduct 
in relation to Members of the 

Institute in service
(No. of Clauses: 2)

Part I: Professional misconduct 
in relation to Chartered 
Accountants in practice

(No. of Clauses: 10)

Part III: Professional misconduct 
in relation to Members of the 

Institute generally
(No. of Clauses: 3)

Part II: Professional misconduct 
in relation to Members of the 

Institute generally
(No. of Clauses: 4)

Part IV: Other misconduct in 
relation to Members of the 

Institute generally
(No. of Clauses: 2)

Part III: Other misconduct in 
relation to Members of the 

Institute generally
(No. of Clause: 1)

Second 
Schedule

Clause (1) allows any person to practice in his name as a chartered 
accountant unless such person is also a chartered accountant in 
practice and is in partnership with or employed by him.

Clause (2) pays or allows or agrees to pay or allow, directly or 
indirectly, any share, commission or brokerage in the fees or profits 
of his professional business, to any person other than a member of the 
Institute or a partner or a retired partner or the legal representative 
of a deceased partner, or a member of any other professional body 
or with such other persons having such qualification as may be 
prescribed, for the purpose of rendering such professional services 
from time to time in or outside India.
Treatment of Goodwill – 

* In case of a partnership firm when all the partners die at 
the same time, the above Council decision would also be 
applicable.
Clause (3) accepts or agrees to accept any part of the profits 
of the professional work of a person who is not a member of 
the Institute.
Clause (4) enters into partnership, in or outside India, with 
any person other then Chartered Accountant in practice or 
such other person who is a member of any other professional 
body having such qualifications as may be prescribed, 
including a resident who but for his residence abroad would 
be entitled to be registered as a member under close (V) 
of sub-section (1) of section 4 or whose qualifications are 
recognised by the Central Government or the Council for the 
purpose of permitting such partnerships. 
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PART II - Professional misconduct in relation 
to members of the Institute in service

A member of the Institute (other than a member in practice) 
shall be deemed to be guilty of professional misconduct, if he 
being an employee of any company, firm or person: 

Clause (1) pays or 
allows or agrees to pay 
directly or indirectly to 
any person any share in 
the emoluments of the 
employment undertaken 
by him.

[Note: A member in the foregoing circumstances would be guilty 
of misconduct regardless of the fact that he was in whole-time 
or part-time employment or that he was holding Certificate of 
Practice along with his employment.]

Clause (2) accepts or agrees 
to accept any part of fees, 
profits or gains from a lawyer, a 
chartered accountant or broker 
engaged by such company, firm 
or person or agent or customer 
of such company, firm or 
person by way of commission 
or gratification

Regulation 192. Restriction on fees - No Chartered 
Accountant in practice shall charge or offer to charge, 
accept or offer to accept, in respect of any professional work, 
fees which are based on a percentage of profits, or which 
are contingent upon the findings or results of such work, 
provided that:
(a) In the case of a receiver or a liquidator, the fees may be 

based on a percentage of the realisation or disbursement 
of the assets;

(b)  In the case of an auditor of a co-operative society, the fees 
may be based on a percentage of the paid up capital or the 
working capital or the gross or net income or profits;

(c)  In the case of a valuer for the purposes of direct taxes and 
duties, the fees may be based on a percentage of the value 
of property valued;

(d)  In the case of certain management consultancy services 
as may be decided by the resolution of the Council from 
time to time, the fees may be based on percentage basis 
which may be contingent upon the findings, or results of 
such work; 

(e)  In the case of certain fund raising services, the fees may 
be based on a percentage of the fund raised;

(f ) In the case of debt recovery services, the fees may be 
based on a percentage of the debt recovered; 

(g) In the case of services related to cost optimisation, the 
fees may be based on a percentage of the benefit derived; 
and 

(h) Any other service or audit as may be decided by the 
Council.

Clause (11) Engages in any business or occupation other than 
the profession of chartered accountant unless permitted by 
the Council so to engage. 
Provided that nothing contained herein shall disentitle a 
chartered accountant from being a director of a company 
(Not being managing director or a whole time director) 
unless he or any of his partners is interested in such company 
as an auditor. 
Clause (12) Allows a person not being a member of the 
institute in practice or a member not being his partner to sign 
on his behalf or on behalf of his firm, any balance sheet, profit 
and loss account, report or financial statements. 

Clause (5) Secures either through the services of a person 
who is not an employee of such Chartered Accountant or 
who is not his partner or by means which are not open to a 
Chartered Accountant, any professional business. 
Provided that nothing herein contained shall be construed as 
prohibiting any agreement permitted in terms of item (2), (3) 
and (4) of this part.
Clause (6) Solicits clients or professional work either 
directly or indirectly by circular, advertisement, personal 
communication or interview or by any other means.
Provided that nothing herein contained shall be construed as 
preventing or prohibiting -
(i)Any Chartered Accountant from applying or requesting 
for or inviting or securing professional work from another 
chartered accountant in practice; or
(ii)A member from responding to tenders or enquiries issued 
by various users of professional services or organisations from 
time to time and securing professional work as a consequence.
However, as per the guideline issued by the Council of the 
Institute of Chartered Accountants of India, a member of the 
Institute in practice shall not respond to any tender issued 
by an organisation or user of professional services in areas 
of services which are exclusively reserved for chartered 
accountants, such as audit and attestation services. However, 
such restriction shall not be applicable where minimum fee of 
the assignment is prescribed in the tender document itself or 
where the areas are open to other professionals along with the 
Chartered Accountants.
Clause (7) Advertises his professional attainments or services, 
or uses any designation or expressions other than the 
Chartered Accountant on professional documents, visiting 
cards, letter heads or sign boards unless it be a degree of a 
University established by law in India or recognised by the 
Central Government or a title indicating membership of the 
Institute of Chartered Accountants or of any other institution 
that has been recognised by the Central Government or may 
be recognised by the Council.
Provided that a member in practice may advertise through a 
write up, setting out the service provided by him or his firm 
and particulars of his firm subject to such guidelines as may 
be issued by the Council.
Clause (8) Accepts a position as auditor previously held by 
another chartered accountant or a certified auditor who has 
been issued certificate under the Restricted Certificate Rules, 
1932 without first communicating with him in writing.
Clause (9) Accepts an appointment as auditor of a company 
without first ascertaining from it whether the requirements 
of section 225 of the Companies Act, 1956, in respect of such 
appointment have been duly complied with. 
(Now  section 139 and 140  read  with  section 141 of the Companies 
Act, 2013. Students may note that till the time Code of Ethics  
etc. bare documents get updated from Ethical Standard Board 
of ICAI in pursuance of the Companies Act, 2013, students are 
required  to understand the basic nature of the provision and 
quote the same along with the new corresponding provisions.)
Clause (10) Charges or offers to charge, accepts or offers to 
accept in respect of any professional employment fees which 
are based on a percentage of profits or which are contingent 
upon the findings, or results of such employment, except as 
permitted under any regulations made under this Act.
The Council of the Institute has however framed Regulation 
192 which exempts members from the operation of this clause 
in certain professional services. The said Regulation 192 is 
reproduced - 
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Part I - Professional misconduct in relation 
to chartered accountant in practice

Clause (1) not being a fellow of the Institute, acts as a fellow 
of the Institute.

Clause (2) does not supply the information called for, or does 
not comply with the requirements asked for, by the Institute, 
Council or any of its Committees, Director (Discipline), 
Board of Discipline, Disciplinary Committee, Quality 
Review Board or the Appellate Authority.

Clause (3) while inviting professional work from another 
chartered accountant or while responding to tenders 
or enquiries or while advertising through a write up, or 
anything as provided for in items (6) and (7) of Part I of this 
Schedule, gives information knowing it to be false.

THE SECOND SCHEDULE 

PART III - Professional misconduct in relation 
to members of the Institute generally 

A member of the Institute, whether in practice or not, shall be 
deemed to be guilty of professional misconduct, if he:

PART IV- Other misconduct in relation to 
members of the Institute generally 

A member of the Institute, whether in practice or not, shall be 
deemed to be guilty of other misconduct, if he: 

(1)  is held guilty by any 
civil or criminal court 
for an offence which 
is punishable with 
imprisonment for a term 
not exceeding six months.

(2) in the opinion of the 
Council, brings disrepute 
to the profession or the 
Institute as a result of his 
action whether or not 
related to his professional 
work.

A Chartered Accountant in practice shall be deemed to 
be guilty of professional misconduct, if he:
Clause (1) Discloses information acquired in the course 
of his professional engagement to any person other than 
his client so engaging him without the consent of his 
client or otherwise than as required by any law for the 
time being in force.
Clause (2) If he certifies or submits in his name or in the 
name of his firm, a report of an examination of financial 
statements unless the examination of such statements 
and the related records has been made by him or by 
a partner or an employee In his firm or by another 
chartered accountant in practice.
Clause (3) Permits his name or the name of his firm 
to be used in connection with an estimate of earnings 
contingent upon future transactions in manner which 
may lead to the belief that he vouches for the accuracy 
of the forecast.

Clause (4) Expresses his opinion on financial statements 
of any business or enterprise in which he, his firm, or a 
partner in his firm has a substantial interest.
Clause (5) Fails to disclose a material fact known to 
him which is not disclosed in a financial statement, but 
disclosure of which is necessary in making such financial 
statement not misleading where he is concerned with that 
financial statement in a professional capacity.
Clause (6) Fails to report a material misstatement known 
to him to appear in a financial statement with which he is 
concerned in a professional capacity.
Clause (7) Does not exercise due diligence, or is grossly 
negligent in the conduct of his professional duties.
Clause (8) Fails to obtain sufficient information which is 
necessary for expression of an opinion or its exceptions 
are sufficiently material to negate the expression of an 
opinion. 
Clause (9) Fails to invite attention to any material 
departure from the generally accepted procedure of audit 
applicable to the circumstances.
Clause (10) Fails to keep moneys of his client other than 
fees or remuneration or money meant to be expended 
in a separate banking account or to use such moneys for 
purposes for which they are intended within a reasonable 
time.

PART II - Professional misconduct in relation 
to members of the Institute generally 

A member of the Institute, whether in practice or not, 
shall be deemed to be guilty of professional misconduct, 
if he: 
Clause (1) Contravenes any of the provisions of this Act or 
the regulations made there under or any guidelines issued 
by the Council.

Clause (2) Being an employee of any company, firm or 
person, discloses confidential information acquired in the 
course of his employment except as and when required by 
any law for the time being in force or except as permitted 
by the employer. 

Clause (3) Includes in any information, statement, return 
or form to be submitted to the Institute, Council or any of 
its Committees, Director (Discipline), Board of Discipline. 
Disciplinary Committee, Quality Review Board or the 
Appellate Authority any particulars knowing them to be 
false. 

Clause (4) Defalcates or embezzles money received in his 
professional capacity.
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The SA 700 series is purely dedicated to the auditor report to be 
issued by the auditor. Here, we are discussing SA 700, SA 701, SA 705 
and SA 706.

THE AUDITOR’S REPORT ON FINANCIAL STATEMENTS

SA-700 Forming an Opinion and Reporting on Financial Statements
Objective • Forming opinion on the financial statements.

• Form and content of the audit report.
Basic Elements of the Auditor’s Report: The auditor’s report includes the following basic elements, which ordinarily includes in 
case of Auditors’ Report for Audits Conducted in Accordance with Standards on Auditing:
1. Title
2.  Addressee shall be addressed as required by the circumstances of the engagement
3.  Auditor’s Opinion: The first section of the auditor’s report shall include the auditor’s opinion, and shall have the heading 

“Opinion.” 

The Opinion section of the auditor’s report shall also:
(a) Identify the entity whose financial statements have been audited;
(b) State that the financial statements have been audited;
(c) Identify the title of each statement comprising the financial statements;
(d) Refer to the notes, including the summary of significant accounting policies; and
(e) Specify the date of, or period covered by, each financial statement comprising the financial 

statements.

If the reference to the applicable financial reporting framework in the auditor’s opinion is not to 
Accounting Standards, the auditor’s opinion shall identify the origin of such other framework. 

4. Basis for Opinion: The auditor’s report shall include a section, directly following the Opinion section, with the heading 
“Basis for Opinion”, that:

(a) States that the audit was conducted in accordance with Standards on Auditing;
(b) Refers to the section of the auditor’s report that describes the auditor’s responsibilities 

under the SAs;
(c) Includes a statement that the auditor is independent of the entity in accordance with the 

relevant ethical requirements relating to the audit, and has fulfilled the auditor’s other 
ethical responsibilities in accordance with these requirements. The statement shall refer to 
the Code of Ethics issued by ICAI

(d) States whether the auditor believes that the audit evidence the auditor has obtained is 
sufficient and appropriate to provide a basis for the auditor’s opinion.

5. Going Concern: Where applicable, the auditor shall report in accordance with SA 570.
6. Key Audit Matters For audits of complete sets of general purpose financial statements of listed entities, the auditor shall 

communicate key audit matters in the auditor’s report in accordance with SA 701.
7. Responsibilities for the Financial Statements:

This section of the auditor’s report shall describe management’s responsibility for: 

(a) Preparing the financial statements in accordance 
with the applicable financial reporting framework, and 
for such internal control as management determines 
is necessary to enable the preparation of financial 
statements that are free from material misstatement, 
whether due to fraud or error; and 

(b)  Assessing the entity’s ability to continue as a going 
concern and whether the use of the going concern 
basis of accounting is appropriate as well as disclosing, 
if applicable, matters relating to going concern. The 
explanation of management’s responsibility for this 
assessment shall include a description of when the use 
of the going concern basis of accounting is appropriate. 
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8.  Auditor’s Responsibilities for the Audit of the Financial Statements: The auditors report shall include a section with the 
heading “Auditor’s Responsibilities for the Audit of the Financial Statements.”

 (I) This section of the auditor’s report shall:

(a) State that the objectives of the auditor are to: 
(i) Obtain reasonable assurance about whether the financial statements as a whole are free from material 

misstatement, whether due to fraud or error; and 
(ii) Issue an auditor’s report that includes the auditor’s opinion. 

(b) State that reasonable assurance is a high level of assurance, but is not a guarantee that an audit conducted in 
accordance with SAs will always detect a material misstatement when it exists; and

(c)  State that misstatements can arise from fraud or error, and either: 
(i) Describe that they are considered material if, individually or in the aggregate, they could reasonably be expected 

to influence the economic decisions of users taken on the basis of these financial statements; or
(ii) Provide a definition or description of materiality in accordance with the applicable financial reporting framework. 

 (II)  The Auditor’s Responsibilities for the Audit of the Financial Statements section of the auditor’s report shall further:
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To exercise professional judgment and maintain professional skepticism throughout the audit as per SAs; 

To describe an audit by 
stating that the auditor’s 

responsibilities are:

To identify and assess the risks of 
material misstatement of the FS

To obtain an understanding of internal control 
relevant for audit to design audit procedures

 accounting policies used

 reasonableness of 
accounting estimates

 related disclosures 
made by management. 

To evaluate the appropriateness of:

To conclude on the appropriateness of 
management’s use of the going concern basis

to evaluate the overall presentation, structure and 
content of the financial statements

To describe the auditor’s 
responsibilities in a group 
audit engagement as per 

SA 600.

 (III) The Auditor’s Responsibilities for the Audit of the Financial Statements section of the auditor’s report also shall:

(a) State that the auditor communicates with those charged with governance regarding, among other matters: 
♣ the planned scope and timing of the audit and 
♣ significant audit findings, 
♣ including any significant deficiencies in internal control that the auditor identifies during the audit; 

(b)  State that the auditor provides those charged with governance with a statement that the auditor has: 
 ♣ complied with relevant ethical requirements regarding independence and 
♣ communicate with them all relationships and 
♣ other matters that may reasonably be thought to bear on the auditor’s independence, and where applicable, 

related safeguards; and 

(c) For audits of financial statements of all such entities for which key audit matters are communicated in accordance 
with SA 701, state that, from the matters communicated with those charged with governance, the auditor determines 
those matters that were of most significance in the audit of the financial statements of the current period and are 
therefore the key audit matters. 

 In accordance with the requirements of SA 701, the auditor describes these matters in the auditor’s report unless 
law or regulation precludes public disclosure about the matter or when, in extremely rare circumstances, the auditor 
determines that a matter should not be communicated in the auditor’s report because the adverse consequences of 
doing so would reasonably be expected to outweigh the public interest benefits of such communication.

9.  Location of the description of the auditor’s responsibilities for the audit of the financial statements: The 
description of the auditor’s responsibilities for the audit of the financial statements required by this SA shall be included:  

(a) Within the 
body of the 
auditor’s report; 

(b) Within an appendix 
to the auditor’s report, 
in which case the 
auditor’s report shall 
include a reference 
to the location of the 
appendix; or 

(c) By a specific reference within the auditor’s 
report to the location of such a description on 
a website of an appropriate authority, where 
law, regulation or the auditing standards 
expressly permit the auditor to do so. 

When the auditor refers to a description of the auditor’s responsibilities on a website of an appropriate authority, the auditor shall 
determine that such description addresses, and is not inconsistent with, the requirements of this SA.
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(9)  A description of management’s responsibilities for 
the preparation of the financial statements and an 
identification of those responsible for the oversight of 
the financial reporting process that addresses, and is not 
inconsistent with, the requirements.

(10) A reference to Standards on Auditing and the law or 
regulation, and a description of the auditor’s responsibilities 
for an audit of the financial statements that addresses, and 
is not inconsistent with, the requirements.

(11)  The auditor’s signature.

(12)  The Place of signature

(13)  The date of the auditor’s report.

Auditor’s Report for Audits Conducted in Accordance with 
Both Standards on Auditing Issued by ICAI and International 
Standards on Auditing or Auditing Standards of Any Other 
Jurisdiction. In this case, the auditor’s report may refer to 
Standards on Auditing in addition to the International Standards 
on Auditing or auditing standards of such other jurisdiction, but 
the auditor shall do so only if:

(a)  There is no conflict between the requirements in the ISAs 
or such auditing standards of other jurisdiction and those 
in SAs that would lead the auditor: 

(i)  to form a different opinion, or
(ii)  not to include an Emphasis of Matter paragraph or Other 

Matter paragraph that, 
in the particular circumstances, is required by SAs; and 

(b)  The auditor’s report includes, at a minimum, each of the 
elements set out in Auditor’s Report Prescribed by Law 
or Regulation discussed above when the auditor uses the 
layout or wording specified by the Standards on Auditing. 
However, reference to “law or regulation” in above 
paragraph shall be read as reference to the Standards on 
Auditing. The auditor’s report shall thereby identify such 
Standards on Auditing.

When the auditor’s report refers to both the ISAs or the 
auditing standards of a specific jurisdiction and the Standards 
on Auditing issued by ICAI, the auditor’s report shall clearly 
identify the same including the jurisdiction of origin of the 
other auditing standards.

presented with the 
audited financial 
statements, the auditor 
shall evaluate whether, in 
the auditor’s professional 
judgment, supplementary 
information is nevertheless 
an integral part of the 
financial statements due 
to its nature or how it 
is presented. When it is 
an integral part of the 
financial statements, 
the supplementary 
information shall be 
covered by the auditor’s 
opinion.

not considered an integral part of 
the audited financial statements, 
the auditor shall evaluate whether 
such supplementary information is 
presented in a way that sufficiently 
and clearly differentiates it from 
the audited financial statements. 
If this is not the case, then the 
auditor shall ask management 
to change how the unaudited 
supplementary information is 
presented. If management refuses 
to do so, the auditor shall identify 
the unaudited supplementary 
information and explain in 
the auditor’s report that such 
supplementary information has 
not been audited.

Supplementary Information Presented with the Financial 
Statements

If supplementary information that is not required by the 
applicable financial reporting framework is

(a) All the statements that comprise 
the financial statements, including the 
related notes, have been prepared; and 

(a ) Those with the recognised 
authority have asserted that they have 
taken responsibility for those financial 

statements. 

10.  Other Reporting Responsibilities
11.  Signature of the Auditor: The auditor’s report shall be 

signed. 
♣ The report is signed by the auditor (i.e. the engagement 

partner) in his personal name.
♣ Where the firm is appointed as the auditor, the report is 

signed in the personal name of the auditor and in the name 
of the audit firm. 

♣ The partner/proprietor signing the audit report also needs to 
mention the membership number assigned by the Institute 
of Chartered Accountants of India. They also include the 
registration number of the firm, wherever applicable, as 
allotted by ICAI, in the audit reports signed by them.

12.  Place of Signature: The auditor’s report shall name specific 
location where the audit report is signed.

13.  Date of the Auditor’s Report: The auditor’s report shall 
be dated no earlier than the date on which the auditor has 
obtained sufficient appropriate audit evidence on which 
to base the auditor’s opinion on the financial statements, 
including evidence that:

Auditor’s Report Prescribed by Law or Regulation: If the 
auditor is required by law or regulation applicable to the entity 
to use a specific layout, or wording of the auditor’s report, the 
auditor’s report shall refer to Standards on Auditing only if the 
auditor’s report includes, at a minimum, each of the following 
elements:

(1)  A title.

(2) An addressee, as required by the circumstances of the 
engagement.

(3)  An Opinion section containing an expression of opinion 
on the financial statements and a reference to the 
applicable financial reporting framework used to prepare 
the financial statements.

(4)  An identification of the entity’s financial statements that 
have been audited.

(5)  A statement that the auditor is independent of the entity in 
accordance with the relevant ethical requirements relating 
to the audit, and has fulfilled the auditor’s other ethical 
responsibilities in accordance with these requirements. The 
statement shall refer to the Code of Ethics issued by ICAI.

(6) Where applicable, a section that addresses, and is not 
inconsistent with, the reporting requirements of SA 570.

(7)  Where applicable, a Basis for Qualified (or Adverse) 
Opinion section that addresses, and is not inconsistent 
with, the reporting requirements of SA 570 (Revised).

(8)  Where applicable, a section that includes the information 
required by SA 701, or additional information about the 
audit that is prescribed by law or regulation and that 
addresses, and is not inconsistent with, the reporting 
requirements in that SA 701.
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SA-701 Communicating Key Audit Matters in 
the Independent Auditor’s Report

Objective • To enhance the communicative value 
of the auditor’s report by providing 
greater transparency about the audit 
that was performed.

• To assist the user in understanding 
those matters that, in the auditor’s 
professional judgment, were of most 
significance in the audit of the financial 
statements of the current period.

Definition 
of Key Audit 
Matters

Key Audit matter are those matters that, 
in the auditor’s professional judgment, 
were of most significance in the audit of 
the financial statements of the current 
period. Key audit matters are selected from 
matters communicated with those charged 
with governance.

Scope: 
Communicating 
key audit 
matters in the 
auditor’s report 
is not:

Applicability of 
SA 701

♣ It is intended to address both the 
auditor’s judgment as to what to 
communicate in the auditor’s report 
and the form and content of such 
communication 

♣ This SA applies to audits of complete 
sets of general purpose financial 
statements of :
♦ listed entities and 
♦ circumstances when the auditor 

otherwise decides to communicate 
key audit matters in the auditor’s 
report and

♦ required by law or regulation to 
communicate key audit matters in 
the auditor’s report

However, SA 705 (Revised) prohibits the 
auditor from communicating key audit 
matters when the auditor disclaims an 
opinion on the financial statements, 
unless such reporting is required by law or 
regulation.

a substitute for 
disclosures in 
the financial 
statements; 

a substitute 
for reporting 
in accordance 

with SA 570  or

a separate 
opinion on 
individual 
matters.

a substitute for the 
auditor expressing 
a modified opinion 
when required by 
the circumstances 
of a specific audit 

engagement in 
accordance with SA 

705;

Determining Key Audit Matters: The auditor shall determine, 
from the matters communicated with those charged with 
governance, those matters that required significant auditor 
attention in performing the audit. In making this determination, 
the auditor shall take into account the following:

Communicating 
Key Audit 
Matters:

The introductory language in this section 
of the auditor’s report shall state that:

(a) Areas of 
higher assessed 
risk of material 
misstatement, or 
significant risks 
identified in 
accordance with 
SA 315

(b) Significant 
auditor judgments 
relating to areas 
in the financial 
statements that 
involved significant 
management 
judgment, 
including 
accounting 
estimates that have 
been identified 
as having high 
estimation 
uncertainty. 

(c) The effect 
on the audit of 
significant events 
or transactions that 
occurred during 
the period.

(a) Key audit matters are those matters 
that, in the auditor’s professional 
judgment, were of most significance in 
the audit of the financial statements [of 
the current period]; and.

(b) These matters were addressed in 
the context of the audit of the financial 
statements as a whole, and in forming 
the auditor’s opinion thereon, and the 
auditor does not provide a separate 
opinion on these matters.

SA-705 Modifications to the Opinion in the 
Independent Auditor’s Report

Scope ♣ This SA deals with the auditor’s 
responsibility to issue an appropriate 
report in circumstances when, in forming 
an opinion in accordance with SA 700 
(Revised), the auditor concludes that a 
modification to the auditor’s opinion on 
the financial statements is necessary. 

 ♣ This SA also deals with how the form and 
content of the auditor’s report is affected 
when the auditor expresses a modified 
opinion.

Objective The objective of the auditor is to express clearly 
an appropriately modified opinion on the 
financial statement that is necessary when: 
(a)  The auditor concludes, based on the audit 

evidence obtained, that the financial 
statements as a whole are not free from 
material misstatement; or 

(b)  The auditor is unable to obtain sufficient 
appropriate audit evidence to conclude 
that the financial statements as a whole are 
free from material misstatement.
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Types of 
Modified 
Opinion

The decision regarding which type of 
modified opinion is appropriate depends 
upon: 
(a) The nature of the matter giving rise to the 

modification, that is, whether the financial 
statements are materially misstated or, in 
the case of an inability to obtain sufficient 
appropriate audit evidence, may be 
materially misstated; and 

(b) The auditor’s judgment about the 
pervasiveness of the effects or possible 
effects of the matter on the financial 
statements.

Circumstances When a Modification to the Auditor’s 
Opinion is Required:
The auditor shall modify the opinion in the auditor’s report 
when:

The auditor concludes that, 
based on the audit evidence 
obtained, the financial 
statements as a whole are 
not free from material 
misstatement; or

The auditor is unable to 
obtain sufficient appropriate 
audit evidence to conclude 
that the financial statements 
as a whole are free from 
material misstatement.

Determining the Type of Modification to the Auditor’s 
Opinion:
Qualified Opinion: The auditor shall express a qualified 
opinion when:
(a)  The auditor, having obtained sufficient appropriate audit 

evidence, concludes that misstatements, individually or 
in the aggregate, are material, but not pervasive, to the 
financial statements; or

(b)  The auditor is unable to obtain sufficient appropriate 
audit evidence on which to base the opinion, but the 
auditor concludes that the possible effects on the financial 
statements of undetected misstatements, if any, could be 
material but not pervasive.

Adverse Opinion: The auditor shall express an adverse opinion 
when the auditor, having obtained sufficient appropriate audit 
evidence, concludes that misstatements, individually or in the 
aggregate, are both material and pervasive to the financial 
statements.
Disclaimer of Opinion: The auditor shall disclaim an opinion 
when the auditor is unable to obtain sufficient appropriate 
audit evidence on which to base the opinion, and the auditor 
concludes that the possible effects on the financial statements 
of undetected misstatements, if any, could be both material 
and pervasive.

Consequence of an Inability to Obtain Sufficient 
Appropriate Audit Evidence Due to a Management-
Imposed Limitation after the Auditor Has Accepted the 
Engagement
The auditor need to express a qualified opinion or to disclaim 
an opinion on the financial statements and auditor shall 
request that management remove the limitation.

If the auditor decides to withdraw: When the auditor 
decides to withdraw then before withdrawing, the auditor shall 
communicate to those charged with governance any matters 
regarding misstatements identified during the audit that would 
have given rise to a modification of the opinion. 

Other Considerations Relating to an Adverse Opinion 
or Disclaimer of Opinion: When the auditor considers it 
necessary to express an adverse opinion or disclaim an opinion 
on the financial statements as a whole, the auditor’s report 
shall not also include an unmodified opinion with respect to 
the same financial reporting framework on a single financial 
statement or one or more specific elements, accounts or items 
of a financial statement. To include such an unmodified opinion 
in the same report in these circumstances would contradict 
the auditor’s adverse opinion or disclaimer of opinion on the 
financial statements as a whole. 

Unless required by law or regulation, when the auditor 
disclaims an opinion on the financial statements, the auditor’s 
report shall not include a Key Audit Matters section in 
accordance with SA 701.

Communication with Those Charged with Governance: 
When the auditor expects to modify the opinion in the 
auditor’s report, the auditor shall communicate with those 
charged with governance the circumstances that led to the 
expected modification and the wording of the modification.

(i)  Qualified Opinion

(ii)  Adverse Opinion

(iii)  Disclaimer of Opinion

Types of 
Modified 
Opinions as 
per SA 705:

If management refuses to remove the limitation, the auditor 
shall communicate the matter to those charged with 
governance, unless all of those charged with governance are 
involved in managing the entity, and determine whether it is 
possible to perform alternative procedures to obtain sufficient 
appropriate audit evidence.

If the auditor is unable to obtain sufficient appropriate 
audit evidence, the auditor shall determine the 
implications as follows:

(a) If the auditor concludes that the possible effects on 
the financial statements of undetected misstatements, 
if any, could be material but not pervasive, the auditor 
shall qualify the opinion; or

(b) If the auditor concludes that the possible effects on 
the financial statements of undetected misstatements, 
if any, could be both material and pervasive so that a 
qualification of the opinion would be inadequate to 
communicate the gravity of the situation, the auditor 
shall:
(i) Withdraw from the audit, where practicable and 

possible under applicable law or regulation; or 
(ii) If withdrawal from the audit before issuing the 

auditor’s report is not practicable or possible, 
disclaim an opinion on the financial statements. 
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Nature of Matter Giving Rise to the 
Modification:

Auditor’s judgment about the Pervasiveness of the Effects or Possible Effects on the 
Financial Statements

Material but not pervasive Material and pervasive

Financial Statements are materially 
misstated

Qualified Opinion Adverse Opinion

Inability to obtain Sufficient appropriate 
audit evidence

Qualified Opinion Disclaimer of Opinion

SA-706
Emphasis of Matter Paragraphs and Other Matter Paragraphs in 

the Independent Auditor’s Report

Scope
♣ This SA deals with additional communication in the auditor’s report when the auditor considers it necessary to draw users’ 

attention to a matter or matters
 (a)  presented or disclosed in the financial statements that are of such importance that they are fundamental to users’ 

understanding of the financial statements; or 
 (b)  other than those presented or disclosed in the financial statements that are relevant to users’ understanding of the 

audit, the auditor’s responsibilities or the auditor’s report.

Objectives
♣ The objective of the auditor, having formed an opinion on the financial statements, is to draw users’ attention, when in the 

auditor’s judgment it is necessary to do so, by way of clear additional communication in the auditor’s report, to: 
♣ A matter, although appropriately presented or disclosed in the financial statements, that is of such importance that it is 

fundamental to users’ understanding of the financial statements; or 
♣ As appropriate, any other matter that is relevant to users’ understanding of the audit, the auditor’s responsibilities or the 

auditor’s report. 

Definitions
♣ Emphasis of Matter paragraph : A paragraph included in the auditor’s report that refers to a matter appropriately 

presented or disclosed in the financial statements that, in the auditor’s judgment, is of such importance that it is 
fundamental to users understanding of the financial statements. 

♣ Other Matter paragraph : A paragraph included in the auditor’s report that refers to a matter other than those presented 
or disclosed in the financial statements that, in the auditor’s judgment, is relevant to users’ understanding of the audit, the 
auditor’s responsibilities or the auditor’s report.

Emphasis of Matter Paragraphs in the Auditor’s Report
When the auditor includes an Emphasis of Matter paragraph in the auditor’s report, the auditor shall: 
(a)  Include the paragraph within a separate section of the auditor’s report with an appropriate heading that includes the term 

“Emphasis of Matter”; 
(b)  Include in the paragraph a clear reference to the matter being emphasised and to where relevant disclosures that fully 

describe the matter can be found in the financial statements. The paragraph shall refer only to information presented or 
disclosed in the financial statements; and 

(c) Indicate that the auditor’s opinion is not modified in respect of the matter emphasised.
Other Matter Paragraphs in the Auditor’s Report
If the auditor considers it necessary to communicate a matter other than those that are presented or disclosed in the financial 
statements that, in the auditor’s judgment, is relevant to users’ understanding of the audit, the auditor’s responsibilities or the 
auditor’s report, the auditor shall include an Other Matter paragraph in the auditor’s report, provided: 
(a) This is not prohibited by law or regulation; and 
(b) When SA 701 applies, the matter has not been determined to be a key audit matter to be communicated in the auditor’s 

report.
 The auditor shall include the paragraph within a separate section with the heading “Other Matter,” or other appropriate 
heading.
Communication with Those Charged with Governance
If the auditor expects to include an Emphasis of Matter or an Other Matter paragraph in the auditor’s report, the auditor 
shall communicate with those charged with governance regarding this expectation and the wording of this paragraph.
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Departmentally 
managed 

undertakings which 
form part and parcel 

of government 
activities

As defined under section 2(45) of the Companies Act, 2013,  
a “Government Company” is:  

Government 
companies and 

deemed government 
companies set up 

under the Companies 
Act, 2013

Corporations set up 
under the specific 

Acts  
of the legislature

Government 
Company

[section 2(45)]

≥ 51% of the paid-
up share capital 

held by

In India, audit of the above government companies is performed by 
an independent constitutional authority, i.e. Comptroller and Audit 
General of India (C&AG), through the Indian Audit and Accounts 
Department. The Constitution of India gives a special status to the 
C&AG and contains provisions to safeguard his independence. 

Elements of PSU Audits
Public sector auditing augments the confidence of the intended users 
by providing relevant information and independent and objective 
assessments concerning deviations from accepted standards or 
principles of good governance. 

(a) Audit of all public-sector undertakings has the following basic 
elements:

C&AG's Role – The Comptroller & Auditor General of India plays a 
key role in the functioning of the financial committees of Parliament 
and the State Legislatures. He has come to be recognised as a 'friend, 
philosopher and guide' of the Committees. 

Article 148 to 151 of the Constitution prescribes the role of C&AG 
as follows:

• Appointment of C&AG by the President.
• Special procedure for removal of C&AG, only on the ground 

of proven misbehaviours or incapacity.
• Salary and other conditions of service to be determined by 

the Parliament.

• Perform such duties and exercise such powers in relation 
to the accounts of the Union and States and of any other 
authority or body as may be pre scribed by or under any law 
made by the Parliament. 

• The C&AG’s (Duties, Powers and Conditions of Service) 
Act, 1971 defines these functions and powers in detail.

• On the advice of the C&AG, President to prescribe such 
form in which accounts of the Union and States shall be 
kept.

• Audit reports of the C&AG relating to the accounts of the 
Central/ State Government should be submitted to the 
President/Governor of the State who shall cause them to be 
laid before Parliament/State Legislative Assemblies.

Includes subsidiary 
company of a 
Government 

company

Article 
148

Article 
149

Article 
150

Article 
151
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For example, Indian 
Railways, Postal 

Services, Security 
Printing Press, Canteen 
Stores Department, etc.

For example, Life 
Insurance Corporation, 
Unit Trust of India, etc.

Central Government

Any State Government 
or Governments

Partly by the Central 
Government and 

partly by one or more 
State Governments

(i) His Reports generally form the basis of the Committees' 
working, although they are not precluded from examining 
issues not brought out in his Reports;

(ii) He scrutinises the notes which the Ministries submit to 
the Committees and helps the Committees to check the 
correctness of submissions to the Committees and facts and 
figures in their draft reports;

(iii) The Financial Committees present their Report to the 
Parliament/ State Legislature with their observations and 
recommendations.

(iv) The various Ministries / Department of the Government are 
required to inform the Committees of the action taken by 
them on the recommendations of the Committees (which are 
generally accepted) and the Committees present Action Taken 
Reports to Parliament / Legislature;

(v) In respect of those Audit Reports, which could not be 
discussed in detail by the Committees, written answers are 
obtained from the Department / Ministry concerned and 
are sometimes incorporated in the Reports presented to the 
Parliament / State Legislature.

This ensures that the Audit Reports are not taken lightly by the 
Government, even if the entire report is not deliberated upon by 
the Committee.

Audit Conducted 
by C&AG

Financial Compliance Performance

Three 
parties

Subject matter, criteria and 
subject matter information

Types of 
engagement

Basic Elements of 
PSU Audits

Auditor
Responsible 

party
Intended 

users
Attestation 

Engagements
Direct 

Reporting 
Engagement

The September 2018 issue of the Students' Journal had carried a Capsule on Paper 3 Advanced Auditing and 
Professional Ethics. Some chapters were not considered at that time. Now we are providing herewith a crisp and 
concise capsule on  Chapter 15:  Audit of Public Sector Undertakings and Chapter 19 : Peer Review and Quality 
Review. 
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This refers to the information, condition or activity 
that is measured or evaluated against certain criteria. Audit of Government Companies

Section 143(5)

Appointment of auditor by 
C&AG as per section 139(5) 

or 139(7) 
+

Directions by C&AG, the 
manner in which accounts shall 

be audited
+

Submission of Auditor's Report 
to C&AG including-
* Directions issued, if any
* Action taken thereon
* Impact on Accounts

Section 143(6)

C&AG's right to-
* Conduct 

supplementary
    audit
* Comment 

upon or
    supplement 

such audit
    report

Section 143(7)

C&AG may, by 
an order, cause 
test audit

Subject 
matter

Criteria

Subject 
matter 

information

These are the benchmarks used to evaluate the 
subject matter. 

This refers to the outcome of evaluating or 
measuring the subject matter against the criteria. 

Financial audit is primarily conducted to: 
 express an audit opinion on the financial statements; and
 enhance the degree of confidence of intended users in the 

financial statements. 
The C&AG shall express an opinion as to whether the financial 
statements are prepared, in all material respects, in accordance 
with the applicable financial reporting framework. 

Compliance audit is the independent assessment of whether 
a given subject matter is in compliance with the applicable 
authorities identified as criteria. Compliance audit is concerned 
with: 

Perspective of Compliance Audit: 

Regularity- adherence 
of the subject matter 
to the formal criteria 
emanating from relevant 
laws, regulations and 
agreements applicable to 
the entity.

Propriety- observance of the 
general principles governing 
sound financial management 
and the ethical conduct of public 
officials. 

In attestation engagements, the responsible party 
measures the subject matter against the criteria and 
presents the subject matter information, on which 
the auditor then gathers sufficient and appropriate 
audit evidence to provide a reasonable basis for 
expressing a conclusion. 

In direct reporting engagements, it is the auditor 
who measures or evaluates the subject matter 
against the criteria. 

Principles of PSU Audits
The principles of PSU Audits constitute the general standards that apply 
to SAI India’s personnel as auditors and are fundamental to the conduct 
of all types of PSU Audits. 
The principles are categorised into two distinct groups as below:
I. General Principles
II. Principles related to the Audit Process

Performance Audit
A performance audit is an objective and systematic examination of evidence for 
the purpose of providing an independent assessment of the performance of a 
government organisation, programme, activity, or function in order to provide 
information to improve public accountability and facilitate decision-making by 
parties with responsibility to oversee or initiate corrective action.

Attestation 
Engagements:

Direct Reporting 
Engagement:

General Principles 

Principles related to the Audit Process

Ethics & 
Indepen-
dence

Planning the 
Audit

• Establish the 
terms of the 
audit.

• Obtain 
understanding of 
the entity.

• Conduct Risk 
assessment of 
problem analysis.

• Identify risks of 
fraud.

• Develop an audit 
plan.

• Perfom the 
planned audit 
procedures to 
obtain audit 
evidence.

• Evaluate audit 
evidence and 
draw conclusions.

• Prepare a report 
based on the 
conclusions 
reached.

• Follow-up on 
reported matters 
as relevant.

Conducting the 
Audit

Reporting & 
Follow-up

Professional 
Judgement, 
due care 
and 
skepticism

Quality 
Control 

Audit 
Team 
Manage-
ment &  
Skill

Audit 
Risk

Materiality Documen-
tation 

Commun-
ication

Compliance Auditing is generally 
conducted either:

(i) audit of financial 
statements, or 

(ii) separately as 
individual compliance 

audits, or 
(iii) in combination with 
performance auditing.

(b) Subject matter, criteria and subject matter information. 

(c) Types of engagement - Attestation Engagements and Direct 
Reporting Engagement.

Diagram showing provisions of the Compa-
nies Act, 2013 related to Government Audit 

{
{
{
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Planning for 
Performance 
Audit

Understanding the entity/programme

Defining the objectives and the scope of 
audit

Determining audit criteria

Deciding audit approach

Developing audit questions

Preparing Audit Design Matrix

Establishing time table and resources

Intimation of Audit programme to audit entities

Assessing audit team skills and whether 
outside expertise required

Planning for Performance Audit

Some of the issues examined in comprehensive audit are:
(a) How does the overall capital cost of the project compare with the approved planned costs? Were there any substantial increases and, if so, 
what are these and whether there is evidence of extravagance or unnecessary expenditure?
(b) Have the accepted production or operational outputs been achieved? Has there been under-utilisation of installed capacity or shortfall in 
performance and, if so, what has caused it?
(c) Has the planned rate of return been achieved?
(d) Are the systems of project formulation and execution sound? Are there inadequacies? What has been the effect on the gestation period and capital 
cost?
(e) Are cost control measures adequate and are there inefficiencies, wastages in raw materials consumption, etc.?
(f ) Are the purchase policies adequate? Or have they led to piling up of inventory resulting in redundancy in stores and spares?
(g) Does the enterprise have research and development programmes? What has been the performance in adopting new processes, 
technologies, improving profits and in reducing costs through technological progress?
(h) If the enterprise has an adequate system of repairs and maintenance?
(i) Are procedures effective and economical?
(j)  Is there any poor or insufficient or inefficient project planning?

Performance Audit Cycle

Strategic goals and 
objectives of SAI

Strategic planning

Planning the  
individual  

performance audits

Preliminary study

Implementation of  
performance audit for  

individual subjects

Report approval 
process

Performance audit report

Follow-up process ad 
impact assessment

Draft performance 
audit report to the 

Entity-in-Chief
Draft performance 

audit report

Field audit report to the field 
entity and their response

Discussion papers, audit  
observations, working papers

Individual performance 
audit plan

Strategic plan document and 
annual operational plan

Understanding the entity- collection of documents, information and data,  
understanding the expected objectives, inputs, processes, outputs and outcomes Performance audit guide-

lines containing:

 Information/ data on the subject;
 Scope of audit
 Expert services/ consultant / 

survey requirements;
 Audit objectives and  audit  

criteria;
 Evidence- types, sources and 

method of collection;
 Sampling of units and data;
 Assignment of duties;  
 Units assignment for audit test;
 Time schedule for  different  

stages;
 Mid-term  reviews/ workshop;
 Supervision and control system;
 Field audit programme; and
 Reporting schedule

Preliminary 
survey

Assessment of skill/ 
knowledge and external 

sources of skill and expertise 
required

Presentation by/ 
discussion with entity

Setting audit objectives and scope of audit

Determine audit criteria  
consistent with  audit  

objectives

Evidence- types of evidences consonant 
with audit objectives, sources and 

methods of collection and  sampling 
techniques to be used for evidence

Audit test programme- Entity units to be audited, sampling technique used for 
selection of units, organisational relationship of the units selected for test, etc., 
along with  the objective of audit of each selected unit and time schedule, etc. 

Financial audits are always attestation engagements, as they are based on financial information presented by the responsible party. Performance 
audits and compliance audits are generally direct reporting engagements. 
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Propriety Audit
E. L. Kohler has defined the term propriety as “that which meets the 
tests of public interest, commonly accepted customs, and standards 
of conduct, and particularly as applied to professional performance, 
requirements of law, Government regulations and professional 
codes”. 

Propriety requires the transactions, and more particularly expenditure, 
to conform to certain general principles. These principles are:

(i) that the expenditure is not prima facie more than the occasion 
demands and that every official exercises the same degree of 
vigilance in respect of expenditure as a person of ordinary 
prudence would exercise in respect of his own money;

(ii) that the authority exercises its power of sanctioning expenditure 
to pass an order which will not directly or indirectly accrue to 
its own advantage;

(iii) that funds are not utilised for the benefit of a particular person 
or group of persons and

(iv) that, apart from the agreed remuneration or reward, no other 
avenue is kept open to indirectly benefit the management 
personnel, employees and others.

It may be stated that it is the responsibility of the executive departments 
to enforce economy in public expenditure. The function of audit is to 
bring to the notice of the proper authorities of wastefulness in public 
administration and cases of improper, avoidable and infructuous 
expenditure.
Audit Report of the Comptroller and Auditor General
To facilitate a proper consideration, the reports of the C&AG on 
the audit of PSUs are presented to the Parliament in several parts 
consisting of the following:

(a) Introduction 
containing a general 

review of the working 
results of Government 

companies, deemed 
Government companies 

and corporations;

(b) Results of comprehensive 
appraisals of selected 

undertakings conducted by 
the Audit Board;

As per the Statement of Peer Review, “Peer Review” means an examination and review of the systems 
and procedures to determine whether they have been put in place by the practice unit for ensuring the 
quality of assurance services as envisaged and implied/mandated by the Technical Standards, Ethical 
Standards and Professional Standards and whether these were effective or not during the period 
under review".

Objectives of 
Peer Review

The main objective of Peer Review is to ensure that in carrying out the assurance service assignments, the members of the 
Institute-

♣ The examination and review of a practice unit would be carried out by a "reviewer", i.e., a member, selected from a panel of reviewers 
maintained by the Board. 

♣ The term "practice unit" means members in practice, whether practising individually or as a firm of Chartered Accountants. 
♣ The word Board means Peer Review Board.

(c) Resume of the company 
auditors’ reports submitted 

by them under the directions 
issued by the C&AG and that of 

comments on the accounts of the 
Government companies; and

(d) Significant 
results of audit of 

the undertakings not 
taken up for appraisal 
by the Audit Board.

Audit Report of 
C&AG

Chapter 19 : Peer Review and Quality Review  
Unit 1 :  Peer Review

(a) comply with Technical, Professional and Ethical Standards as applicable 
including other regulatory requirements thereto and

(b) have in place proper systems including documentation thereof, to amply 
demonstrate the quality of the assurance services.

Thus, the primary objective of peer 
review is not to find out deficiencies 
but to improve the quality of 
services rendered by members of the 
profession. 

Compliance 
with 
Technical, 
Professional 
and Ethical 
Standards.

Training 
programmes for 
staff (including 
articled and 
audit assistants) 
concerned 
with assurance 
functions, including 
availability of 
appropriate 
infrastructure.

Systems and 
procedures 
for carrying 
out assurance 
services.

Compliance with 
directions and / or 
guidelines issued 
by the Council in 
relating to article 
assistants and / or 
audit assistants, 
including 
attendance register, 
work diaries, 
stipend payments, 
and such other 
related records. 

Quality of 
reporting.

Compliance with 
directions and / or 
guidelines issued by 
the Council to the 
Members, including 
Fees to be charged, 
Number of audits 
undertaken, register 
for Assurance 
Engagements 
conducted during the 
year and such other 
related records.

Scope of Peer Review
The Peer Review process shall apply to all the assurance services provided by a Practice Unit.
1. Once a Practice Unit is selected for Review, its assurance engagement records pertaining to the Peer Review Period shall be subjected to 

Review.
2. The Review shall cover:
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The Peer Review 
process will include-.

PU MAKES SPECIAL REQUEST TO BOARD SPECIFYING 
REASON FOR THE SAME. BOARD MAY PROVIDE FRESH PANEL 
IF SATISFIED

PU SELECTS & INFORMS THE NAME OF REVIEWER TO BOARD WITHIN 7 DAYS

PU TO PROVIDE ANY OTHER INFORMATION WHICH THE REVIEWER MAY SEEK

AN INITIAL SAMPLE IS SELECTED BY THE REVIEWER, REPRESENTATIVE OF PU’s CLIENT PORTFOLIO

A COMPLETED QUESTIONNAIRE ENCLOSING A COMPLETE LIST OF ASSURANCE SERVICES CLIENTS SENT TO SELECTED 
REVIEWER WITHIN 15 DAYS

PU WILL BE NOTIFIED OF THE SELECTION OF INITIAL SAMPLE TWO WEEKS IN ADVANCE OF COMMENCEMENT OF REVIEW

STAGE – II EXECUTION BEGINS

DOES PU REQUIRE 
A FRESH PANEL OR 
REVIEWER FROM 
ANOTHER CITY / 

REGION

Selection of 
Practice Unit and 
Appointment of 

Reviewer,

Planning, Execution, Reporting.

Eligibility to be a Reviewer
1. A Peer Reviewer shall: -

(a) Be a member with at least 10 years of experience in practice.
(b) Is in Practice as per the Chartered Accountants Act, 1949.
(c) Should have undergone the requisite training as prescribed 

by the Board.
(d) Should furnish a declaration as prescribed by the Board, at 

the time of acceptance of Peer Review appointment.

Stage– I: Planning

Students may note that assurance services shall not include:

(i) Management Consultancy Engagements;

(ii) Representation before various Authorities;

(iii) Engagements to prepare tax returns or advising clients in 
taxation matters;

(iv) Engagements for the compilation of financial statements;

(v) Engagements solely to assist the client in preparing, compiling 
or collating information other than financial statements;

(vi) Testifying as an expert witness;

(vii)   Providing expert opinion on points of principle, such as 
Accounting Standards or the applicability of certain laws, on 
the basis of facts provided by the client; and

(viii)  Engagement for Due diligence.

(e) Should have signed the Declaration of Confidentiality as 
prescribed by the Board.

(f ) Should have conducted audit of Level I Entities for at least 
7 years to be eligible for conducting Peer Review of Level I 
Entities as referred to in Para II of this Statement.

2.  For being a Reviewer a member should not have: -

(i) Disciplinary action / proceedings pending against him.
(ii) been found guilty by the Council or the Disciplinary Board or 

Committee at any time.
(iii) been convicted by a Competent Court whether within or 

outside India, of an offence involving moral turpitude and 
punishable with transportation or imprisonment. 

(iv) any Obligation or conflict of interest in the Practice Unit or its 
Partners / Personnel.

3.  A Reviewer shall not accept any professional assignment 
from the Practice Unit for a period two years from the date 
of appointment.

START

PEER REVIEW BOARD (BOARD) SELECTS THE PRACTICE UNIT (PU) FOR PEER REVIEW OR PU VOLUNTARY APPLIES FOR  
UNDERGOING PEER REVIEW

PU WILL BE NOTIFIED BY THE BOARD AND WILL BE SEND A QUESTIONNAIRE FOR COMPLETION ALONGWITH THE PANEL OF 
ATLEAST THREE REVIEWERS
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Stage– II: Execution

Stage– III: Reporting

REVIEW OF RECORDS

WHICH APPROACH TO ADOPT

IS REVIEWER SATISFIED WITH 
SYSTEMS AND PROCEDURES OF PU

IS REVIEWER SATISFIED WITH 
REPRESENTATION

NO

NO

YES

YES

YES

YES

NO

NO

PROPER CONTROL 
PROCEDURES EXIST?

INTEND TO RELY ON 
CONTROL PROCEDURES

START

START

STAGE III- REPORTING

INITIAL MEETING BETWEEN PU AND REVIEWER

FIXATION OF DATE OF INITIAL MEETING

FINAL SELECTION OF ASSURANCE SERVICES ENGAGEMENTS & CLIENT FILES TO BE REVIEWED ON RANDOM SELECTION BASIS

SUBSTANTIVE APPROACH

DETERMINE NATURE TIMING AND EXTENT OF 
SUBSTANTIVE PROCEDURES - MORE EXTENSIVE

PERFORM SUBSTANTIVE PROCEDURES MORE 
EXTENSIVE

SUBMIT FINAL REPORT 
TO BOARD

SUBMIT FINAL 
REPORT TO BOARD 
ALONGWITH 
PRELIMINARY REPORT 
AND PU’S SUBMISSIONS

CONSIDER EFFECTIVENESS AND EFFICACY OF 
CONTROL PROCEDURES

PERFORM SUBSTANTIVE PROCEDURES LESS 
EXTENSIVE

SUBMIT FINAL REPORT TO BOARD INCORPORATING REASONS FOR DISSATISFACTION ALONGWITH PRELIMINARY REPORT AND 
PU’S SUBMISSIONS

COMPLIANCE APPROACH

COMPLIANCE REVIEW OF GENERAL CONTROLS (FIVE KEY CONTROLS INDEPENDENCE MAINTENANCE OF PROFESSIONAL SKILLS & 
STANDARDS OUTSIDE CONSULTATION STAFF SUPERVISION & DEVELOPMENT AND OFFICE ADMINISTRATION

A

A

A

REVIEWER SENDS A PRELIMINARY REPORT TO PU. THE PU SUBMIT ITS REPRESENTATION ON DEFICIENCIES/ NON – COMPLIANCE, 
IF ANY, TO REVIEWER WITHIN 15 DAYS OF RECEIPT OF PRELIMINARY REPORT
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Reporting 

Functions of Quality Review Board 

Objective of Technical Review  

The scope of the quality review includes 
examining whether the 

The Peer Review Report shall address his report of compliance or otherwise on the following areas of controls:

Unit 2 : Quality Review

Independence Maintenance of 
Professional skills 

and standards

Outside Consultation Staff recruitment, 
Supervision and 

Development

Office 
Administration

Quality means doing it right when no one is looking. Every audit 
firm is required to establish a system of quality control designed to 
provide it with reasonable assurance that the firm and its personnel 
comply with professional standards and regulatory and legal 
requirements and that reports issued by the firm or engagement 
partner(s) are appropriate in the circumstances.

Various Stages involved in the Conduct of the Quality Review 
Assignments: The following table describes the various stages 
involved in the conduct of the quality review assignments:

engagement partner 
has ensured compliance 
with the applicable 
technical standards 
in India and other 
applicable professional 
and ethical standards 
and requirements.

engagement 
partner has 
ensured 
compliance with 
the relevant laws 
and regulations.

Audit firm has 
implemented a system 
of quality control as 
envisaged in line with 
the Standard on Quality 
Control (SQC) 1.

Review  
quality of 

services provided by
 the members

Guide the members to improve the quality of 
services and adherence to the various statutory 

and other regulatory requirements

(a) compliance with the applicable technical 
standards in India, other applicable professional 
and ethical standards and relevant laws and 
regulations; 

(c) consideration of SA 240, “The Auditors’ 
Responsibilities relating to Fraud in an Audit of 
Financial Statements” issued by The Institute of 
Chartered Accountants of India (ICAI); and 

(b) implementation of a system of quality 
control with reference to the applicable 
quality control standards;

(d) whether there is no material 
misstatement of assets and liabilities as 
at the reporting date in respect of the 
Company/entity audited by the AFUR. 

Make recommendations to the 
Council for quality of services 

provided by the members 

Selection of Audit Firm and Technical Reviewer to conduct Quality 
Review and sending Offer Letter of Engagement to the Technical 
Reviewer.
Technical Reviewer to convey his acceptance of Letter of 
Engagement by sending necessary declarations for meeting 
eligibility conditions and furnishing statement of confidentiality by 
the Technical Reviewer and his assistant/s, if any.
Intimation to the Audit Firm about the proposed Quality Review 
and acceptance of the assignment by the Technical Reviewer. Also 
marking a copy of the intimation to the Technical Reviewer.
Technical Reviewer to send the specified Quality Review 
Programme General Questionnaire to the Audit firm for filling-up 
and call for additional information from the Audit Firm, if required.
Technical Reviewer to carry out the Quality Review by visiting the 
office of the Audit Firm by fixing the date as per mutual consent.

Technical Reviewer to send the preliminary report to Audit firm.

Audit firm to submit representation on the preliminary report to 
the Technical Reviewer. 
Technical Reviewer to submit final report alongwith a copy of 
Annual report of the company/entity for the year, to the Board in the 
specified format, on their (individual) letterhead, duly signed and 
dated within 45 days from the date of acceptance of the assignment. 
Technical Reviewer should also send a copy of their final report to 
the Statutory Auditor/Audit firm, requesting the firm to send their 
submissions thereon to the Board within 7 days of receipt of the 
final report with a copy to Technical Reviewer. Upon receipt of 
their final submission, Technical Reviewer shall submit within next 
7 days a summary of their findings, reply of the audit firm thereon 
alongwith their final comments in the specified format.
Quality Review Group to consider the report of the Technical 
Reviewer and responses of the Audit firm and make 
recommendations to Quality Review Board.
Quality Review Board to consider the report of the Quality Review 
Group and decide the final course of action.
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Independence and Qualifications of Technical Reviewers: For 
being a technical reviewer: 

A member should not have disciplinary proceeding under the 
Chartered Accountants Act, 1949 pending against him/her or 
any disciplinary action under the Chartered Accountants Act, 
1949 / penal action under any other law taken/pending against 
you during last three financial years and/or thereafter. 

A member or his/her firm or any of the network firms or any 
of the partners of the firm or that of the network firms should 
not have been the statutory auditor of the company, as specified, 
or have rendered any other services to the said company/entity 
during last three financial years and /or thereafter. 

A member or his/her firm or any of the network firms or any of 
the partners of the firm or that of the network firms should not 
have had any association with the specified statutory audit firm, 
during the last three financial years and /or thereafter. 

A member to comply with all the eligibility conditions laid down 
for appointment as an auditor of a company u/s 141(3) of the 
Companies Act, 2013 which apply mutatis mutandis in respect 
of the review of the quality of statutory audit of the company/
entity, as specified, so far as applicable. 

Referring the case to the Director (Discipline) of the Institute for necessary action under the Chartered Accountants Act, 1949; 

Informing the details of the non-compliance to the regulatory bod(y)/ies relevant to the enterprise; 

Intimating the concerned auditor as to the findings of the Report as well as action initiated under (a) and/or (b) above;

Consider the matter complete and inform the audit firm/auditor accordingly.

The actions that may be recommended by the Board include one or more of the following:

The report of the Review Group shall expressly state the following:

Particulars of the Enterprise;

A detailed description of the non-
compliance with the matters stated in the 
Terms of Reference, if any;

Review Group’s recommendations about 
the actions that are required to be taken 
in a particular case.

A detailed description of the evidences 
that support the non-compliance; and

Basic Elements of the Reviewer's Report

The report should contain:

(a)  Elements relating to audit quality of companies: 

i.  A reference to the description of the scope of the 
review and the period of review of audit firm conducted 
alongwith existence of limitation(s), if any, on the review 
conducted with reference to the scope as envisaged. 

ii.  A statement indicating the instances of lack of compliance 
with technical standards and other professional and 
ethical standards.

iii.  A statement indicating the instances of lack of compliance 
with relevant laws and regulations. 

(b)  Elements relating to quality control framework adopted 
by the audit firm in conducting audit:

i.  An indication of whether the  firm has  implemented a   
    system of quality control with reference to the quality 

control standards. 

ii.  A statement indicating that the system of quality control 
is the responsibility of the reviewed firm. 

iii.  An opinion on whether the reviewed firm's system 
of quality control has been designed to meet the 
requirements of the quality control standards for 
attestation services and whether it was complied with 
during the period reviewed to provide the reviewer 
with reasonable assurance of complying with technical 
standards in all material respects. 

iv.  Where the reviewer concludes that a modification in 
the report is necessary, a description of the reasons for 
modification. The report of the reviewer should also 
contain the suggestions. 

v.  A reference to the preliminary report. 

vi.  An attachment which describes the quality review 
conducted including an overview and information on 
planning and performing the review.

Actions that may be recommended by the Quality Review Board
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AS 21 and Ind AS 110 ‘Consolidated Financial Statements’(hereinafter referred as CFS) lay down principles and procedures 
for preparation and presentation of consolidated financial statements under AS and Ind AS respectively.

• CFS are presented, to the extent possible, in the same format as adopted by the parent for its separate financial statements.
• The formats for preparation of balance sheet, statement of profit and loss and a statement of change in equity (if applicable) are 

prescribed under the Schedule III of the Companies Act, 2013. 

The requirement related to preparation of consolidated financial statements shall not apply to a company if it meets the 
following conditions:

As per sub-section 6 of the section 129 of the Companies Act, 2013, the Central Government may exempt any class or classes of 
companies from complying with any of the requirements of section 129 or the rules made thereunder,

Chapter 9 : Audit of Consolidated Financial Statements

Consolidated Financial 
Statements includes 

consolidated 
balance sheet

consolidated statement 
of profit and loss 

consolidated cash flow 
statement 

CFS- Mandatory under Companies Act, 2013
• Section 129(3) provides where a company has one or more subsidiaries, including associate company 

and joint venture, it shall, in addition to its own financial statements prepare a CFS of the company 
and of all the subsidiaries in the same form and manner as that of its own. 

• section 129(4)  provides that the provisions applicable to the preparation, adoption and audit of the 
financial statements of a holding company shall, mutatis mutandis, also apply to the CFS.

• The CFS shall also be approved by the board of directors before they are signed on behalf of the board, 
along with its own financial statements and shall also be laid before the annual general meeting of the 
company along with the laying of its own financial statement.

• The company shall also attach along with its financial statement, a separate statement containing the 
salient features of the financial statement of its subsidiary or subsidiaries in Form AOC-1. 

• CFS shall be made in accordance with the provisions of Schedule III to the Act and the applicable 
accounting standards

i) it is a wholly-owned subsidiary, or is a partially-owned subsidiary of another company and all its other members, including 
those not otherwise entitled to vote, having been intimated in writing and for which the proof of delivery of such intimation is 
available with the company, do not object to the company not presenting consolidated financial statements;

ii) it is a company whose securities are not listed or are not in the process of listing on any stock exchange, whether in India or 
outside India; and

iii) its ultimate or any intermediate holding company files consolidated financial statements with the Registrar which are in 
compliance with the applicable Accounting Standards.

 consolidated 
statement of change in 
equity (if applicable) 

and

any explanatory notes 
annexed to, or forming 

part thereof

It has always been the endeavour of Board of Studies to provide quality academic inputs to the students of Chartered 
Accountancy Course. Keeping in mind this objective, BoS has decided to come out with a Crisp & Concise Capsule of 
each subject to facilitate students in quick revision before examination. In continuation to September and November, 
2018 this capsules is on Paper 3: Advanced Auditing & Professional Ethics of Final Course. It may be mentioned that this 
capsule is a tool for quick revision of some significant areas of Auditing subject, this should not be taken as a substitute for 
the detailed study of the subject. Students are advised to refer to the relevant Study Material and RTP for comprehensive 
study & revision.

Final Course Paper 3  
Advanced Auditing and Professional Ethics: A Capsule for Quick Recap
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An investment entity need not present CFS if it is required, in accordance with Ind AS 110, to measure all of its subsidiaries at fair 
value through profit or loss. A parent shall determine whether it is an investment entity.
An investment entity is an entity that:

RESPONSIBILITY OF PARENT
The responsibility for the preparation and presentation of consolidated financial statements, among other things, is that of the 
management of the parent. This includes:

(a) identifying components, and including the financial information of the components to be included in the consolidated financial 
statements;

(b) where appropriate, identifying reportable segments for segmental reporting;

(c) identifying related parties and related party transactions for reporting;

(d) obtaining accurate and complete financial information from components;

(e) making appropriate consolidation adjustments;

(f ) harmonisation of accounting policies and accounting framework; and

(g) GAAP conversion, where applicable.

Further, the parent ordinarily issues instructions to the management of the component specifying the parent’s requirements relating 
to financial information of the components to be included in the consolidated financial statements. The instructions ordinarily 
cover the accounting policies to be applied, statutory and other disclosure requirements applicable to the parent, including the 
identification of and reporting on reportable segments, and related parties and related party transactions, and a reporting timetable.

The auditor's objectives in an audit of CFS are:

(a) to satisfy himself 
that the consolidated 
financial statements 
have been prepared 
in accordance with 
the requirements of 
applicable financial 

reporting framework; 

(b) to enable 
himself to express 

an opinion on 
the true and fair 

view presented by 
the consolidated 

financial 
statements; 

(c) to enquire 
into the matters 
as specified in 

section 143(1) of 
the Companies 
Act, 2013; and.

(d) to report on the matters given in the 
clauses (a) to (i) of section 143(3) of the 
Companies Act, 2013 for other matters 

under section 143(3)(j) read with rule 11 
of the Companies (Audit and Auditors) 
Rules, 2014, to comment on the matters 

specified in sub-rule (a),(b) and (c) to 
the extent applicable;

(e) to validate the 
requirement of 

preparation of CFS 
for the company 
as per applicable 

financial reporting 
framework.

While conducting the audit of CFS the auditors, are, inter alia, expected to:

(a) obtains funds from one 
or more investors for the 

purpose of providing those 
investor(s) with investment 

management services; 

(a) plan their work to enable 
them to conduct an effective 

audit in an efficient and 
timely manner;

(b) obtain an understanding 
of the accounting and internal 

control systems including 
IT system like consolidation 

tool, sufficient to plan the 
audit and determine the 

nature, timing and extent of 
his audit procedures. Such an 
understanding would help the 

auditors to develop an effective 
audit approach; 

(c) use professional 
judgement to assess audit 
risk and to design audit 

procedures to ensure that 
the risk is reduced to an 

acceptable level, etc.

(b) commits to its investor(s) 
that its business purpose is to 
invest funds solely for returns 

from capital appreciation, 
investment income, or both; 

and 

(c) measures and evaluates 
the performance of 

substantially all of its 
investments on a fair value 

basis.
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Audit Considerations: The following features of consolidated financial statements have an impact on the related audit 
procedures:

m  When an auditor accepts the audit of consolidated financial statements, the auditor should assess whether based on his work 
alone he would be able to express an opinion on the true and fair view presented by the consolidated financial statements. If the 
auditor is of the view that his own participation may not be enough or sufficient, he should consider using the work of ‘other 
auditors’. 

m  Such ‘other auditors’ might be the statutory auditors of the separate financial statements of one or more of the components or 
the auditors appointed specifically for assisting the auditor of the consolidated financial statements (the principal auditor). 

m  Where the statutory auditors of one or more of the components of the parent are also requested to assist the principal auditor, 
the work to be performed by such statutory auditors for use by the principal auditor would constitute an assignment separate 
from the assignment to conduct the statutory audit of the respective component. 

Standard on Auditing (SA) 600, ‘Using the Work of Another Auditor’ In carrying out the audit of the standalone financial 
statements, the computation of materiality for the purpose of issuing an opinion on the standalone financial statements of each 
component would be done component-wise on a standalone basis. However, with regard to determination of materiality during the 
audit of CFS, the auditor should consider the following:

However, while considering the observations (for instance modification and /or emphasis of matter in accordance with SA 705/706) 
of the component auditor in his report on the standalone financial statements, the concept of materiality would not be considered. 
Thus, the component auditor's observations, if any, on the component’s financial statements, irrespective of whether the auditors 
of the component are also the auditors of the CFS or not, are required to be included in the parent auditor's report on the CFS, 
regardless of materiality. 

Before commencing an audit of consolidated financial statements, the auditor should plan his work to enable him to conduct an 
effective audit in an efficient and timely manner.

CFS are prepared on the basis of separate 
financial statements of the parent and 

its components, using the consolidation 
procedures prescribed by Accounting 

Standards under applicable financial reporting 
framework; and 

The auditor of the CFS may use the work of 
other auditors as per requirement of Standards 
on Auditing unless the auditor of consolidated 
financial statements is also the auditor of the 

other components of the group.

(a) Understanding of 
the group structure and 

group-wide controls 
including assessment of 
Information Technology 
(IT) system and related 
general and applications 

IT related controls 
(manual and automated) 
for consolidation process;

The auditor is required to 
compute the materiality for 
the group as a whole. This 
materiality should be used to 
assess the appropriateness 
of the consolidation 
adjustments (i.e. 
permanent consolidation 
adjustments and current 
period consolidation 
adjustments) that are made 
by the management in the 
preparation of CFS.

The parent auditor can 
also use the materiality 
computed on the group 
level to determine whether 
the component's financial 
statements are material 
to the group to determine 
whether they should scope 
in additional components, 
and consider using the 
work of other auditors as 
applicable.

The principal auditor 
also computes materiality 
for each component and 
communicates to the 
component auditor, if he 
believes is required for true 
and fair view on CFS.

The principal auditor 
also obtains certain 
confirmations from 
component auditor 
like independence, 
code of ethics, certain 
information required 
for consolidation and 
disclosure requirements 
etc.

(b)understanding of 
accounting policies 
of the parent and its 

components as well as 
of the consolidation 

process including the 
process of translation of 
financial statements of 
foreign components;

(c) determining and 
programming the 

nature, timing, and 
extent of the audit 
procedures to be 

performed based on the 
assessment of the risk of 
material misstatement 

in consolidation process;

(d) determining the 
extent of use of other 
auditor’s work in the 

audit; and

(e)coordinating the 
work to be performed.

99



ADVANCED AUDITING AND PROFESSIONAL ETHICS  

 10   March 2019  The Chartered Accountant Student

In respect of completeness of this information, the auditor should perform the following procedures:

Permanent Consolidation Adjustments : Audit Procedures

Current period adjustments relates to elimination of intra- group transactions including:
m Intra- group interest paid and received, intra- group indebtedness;
m Unrealised intra- group profits on assets acquired/ transferred;
m Record deferred taxes on unrealised intercompany profits elimination in accordance with Ind AS 12;
m Adjustments relating to harmonising the accounting policies of group companies;
m Adjustments to the financial statements for recognised subsequent events or transactions that occur between balance sheet 

date and date of the auditor’s report;

Special Consideration

Permanent Consolidation Adjustments

Adjustments that are 
made only on the first 

occasion or subsequent 
occasions in which 
there is a change in 

the shareholding of a 
particular entity which is 

consolidated.

These are: Determination 
of Goodwill or capital 

reserve as per applicable 
accounting standard. 

Determination of 
amount of equity 

attributable to minority/ 
non- controlling 

interests.

Adjustments that are 
made in the accounting 

period for which the 
consolidation of financial 

statements is done.

These relate to 
elimination of intra- 

group transactions and 
account balances.

Current Period Consolidation Adjustments

Verify that the 
calculations 

are made 
appropriately.

Verify the pre- 
acquisition reserves 

and its allocation 
between the parent 

and the minority 
interest of the 

subsidiary.

Verify the 
changes in such 

adjustments 
on account of 
subsequent 

acquisition or 
disposal in the 

subsequent years.

In case the parent company has net off 
the capital reserve and goodwill arising 

in case of different subsidiaries, the 
auditor should verify the gross amount 
of goodwill and capital reserve arising 
on acquisition of various subsidiaries 
has been disclosed in the notes to the 

consolidated financial statements. 

(a) review his 
working papers 

for the prior years 
for the known 
components;

(e) review the 
joint ventures 

and joint 
arrangements as 

applicable;

(b) review 
the parent’s 

procedures for 
identification 

of various 
components;

(f ) review the  
other arrangements 
entered into by the 

parent that have 
not been included 
in the consolidated 
financial statements 

of the group;

(c) make inquiries 
of management to 
identify any new 
components or 
any component 

which goes out of 
consolidated financial 

statements;

(g) review the 
statutory records 
maintained by the 

parent, for example 
registers under 

section 186, 190 of 
the Companies Act, 

2013;

(d) review the 
investments of 

parent as well as 
its components 

to determine the 
shareholding in other 

entities;

(h) identify the 
changes in the 

shareholding that 
might have taken 
place during the 
reporting period.
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m Adjustments for the effects of significant transactions or other events that occur between the date of the components balance 
sheet and the date of auditor’s report when the financial statements of the component are not drawn upto the same balance 
sheet date as that of the parent;

m In case of a foreign component, adjustments to convert component’s audited financial statements from local GAAP to the 
GAAP under which the consolidated financial statements are prepared;

m Determination of movement in equity attributable to the minorities interest since the date of acquisition.

Subsequent events are of 
two types:

Events or transactions that did not exist 
at the date of the financial statements 

but arose subsequent to that date (Non- 
adjusting Event)

Events or transactions that provide 
additional evidence about conditions 

that existed at the date of the financial 
statements (Adjusting Event)

Verify that the intra group 
transactions and account 

balances have been eliminated.

Verify that the 
consolidated financial 

statements have been prepared 
using uniform accounting 

policies. In case of application 
of different accounting 

policies, verify that adequate 
disclosure has been made.

Verify the adjustments 
made to harmonise the 

different accounting policies.

Verify the calculation of 
minorities/ non- controlling 

interest.

Verify the adjustments 
relating to deferred tax on 

account of temporary differences 
arising out of elimination of 

profit and losses resulting from 
intergroup transactions.

Verify that income and 
expenses of subsidiary are 

included from the date it gains 
control until the date when entity 
ceases to control the subsidiary.

Verify the procedures followed 
by the management to make such 

adjustments.

In case any impairment loss has been 
determined, verify the fairness of such amount and 
the procedures followed to arrive at such amount. 

In case such loss is determined in foreign currency, 
verify if any loss in local currency is to be adjusted 

from currency translation reserve.

In case where the minority interests’ share of 
losses exceeds its share of equity, verify if it has 

been accounted for in accordance with the relevant 
accounting standards.

If there is a difference in the date to which 
component’s financial statements and parent’s financial 
statements are prepared, such difference should not be 
more than 6 months in case of AS and 3 months in case 

of Ind AS. The auditor should verify that all material 
events or transactions occurring between such dates 
should be properly treated in consolidated financial 

statements and appropriate disclosures have been given.

Disclosure Requirements: 
m Appropriate notes required by the applicable standards for presenting 

a true and fair view have been included in the consolidated financial 
statements.

m The additional statutory information having a bearing on the true 
and fair view of the consolidated financial statements have also been 
disclosed.

m In case of consolidation adjustments, these are either disclosed as a 
single line item separately or adjusted in the information disclosed 
for the parent and its each component.

m Following information is also required to be disclosed in the 
consolidated financial statements separately for the parent and each 
of its components:

m Amount of net assets and net assets as a percentage of consolidated 
net assets;

m Amount of share in profit or loss and the percentage share in profit 
or loss as a percentage of consolidated profit or loss;

m Amount in other comprehensive income and the percentage of OCI 
as a percentage of consolidated OCI.

Current Period Consolidation Adjustments: Audit Procedures
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Consolidated Financial Statement- Disclosures not required

Management Representations : SA 580, “Written Representations” requires the auditor to obtain written representations from 
management and if required, those charged with governance.

Examples of such representations:  

m  Completeness of the components included in consolidated financial statements

m  Identification of reportable segments for segmental reporting.

m    Identification of related parties and related party transactions for reporting.

m  Appropriateness and completeness of permanent and current period consolidation adjustments, including the elimination of 
intra- group transactions.

Source from which bonus 
shares are issued

Value of imports calculated 
on C.I.F for raw materials, 
components and capital 

goods

Foreign Currency remitted 
for dividend with the no. of 

non- resident shareholders and 
shares, and the year of dividend

Earnings in foreign exchange- 
export, royalty, know-how, 
professional fees, interest, 
dividend and other income

All unutilised monies out of the issue 
indicating the investment of such funds

Expenditure in foreign currency for 
royalty, know- how, professional fees, 

interest

Disclosures required under 
MSME Act, 2006

Statement of investments classifying trade and other investments, showing the names of body corporate in whose 
shares and debentures investments have been made and the nature and extent of such investment.

Value of imported raw materials, 
spare parts and components and 

the percentage of each to total 
consumption

The auditor has to obtain evidence that the management acknowledges its responsibility for a true and fair 
presentation of the consolidated financial statements in accordance with the financial reporting framework applicable 
to the parent.

Verify that parent management has approved the consolidated financial statements.

Obtain the written representations from parent management on matters material to CFS.

There could be two 
situations in an audit of 
consolidated financial 

statements:

When the parent’s auditor is also the 
auditor of all the components to be included 

in the consolidated financial statements. 

When the parent’s auditor is not the 
auditor of one or more components and is 

using the work of other auditors.
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SA 700 “Forming 
an Opinion and 

Reporting on Financial 
Statements”.

SA 705 “Modifications 
to the Opinion in the 

Independent Auditor’s 
Report”.

SA 706 “Emphasis of 
Matter Paragraphs and Other 

Matter Paragraphs in the 
Independent Auditor’s Report”.

Reporting

Where the 
parent auditor 

is also the 
auditor of all its 

Components

When the 
Parent’s Auditor 

is not the 
Auditor of its 
Components

Components 
not Audited

When the 
component(s) 

Auditor Reports on 
Financial Statements 
under an Accounting 
Framework different 

than that of the 
Parent

When the 
Component(s) 

Auditor Reports 
under an Auditing 

Framework different 
than that of the 

Parent

SA 600 “Using the 
Work of Another Auditor”.

Reporting : The auditor while preparing the report should consider the requirements of following Standards of Auditing:

Audit Procedures

Whether the Parent’s Auditor is also the Auditor of all its Components:

Whether principles and procedures for 
preparation and presentation of Consolidated 
Financial Statements as laid down in the relevant 
accounting standards have been followed. 
In case of any deviation, give appropriate 
disclosures.

Auditor should issue an audit report 
expressing opinion whether the 
Consolidated Financial Statements 
give a true and fair view of the state 
of affairs of the Group.

Where Cash flow statement also 
forms a part of Consolidated Financial 
Statements, auditor should also give his 
opinion on the true and fair view of the 
cash flows.

Whether the Parent’s Auditor is not the Auditor of all its Components

The Auditor’s report should disclose clearly the magnitude 
of the portion of the financial statements audited by the other 
auditor(s). This may be done by stating aggregate rupee amounts 
or percentages of total assets, revenues and cash flows. 

Such reference should not be construed as a qualification of the 
opinion but rather as indication of the divided responsibility 
between the auditors of the parent and its subsidiaries.

When the Component(s) Auditor Reports on Financial Statements under an Accounting Framework Different than that of 
the Parent:

Components not Audited : When financial statements of one or more components continue to remain unaudited,

the auditor should consider the 
unaudited components in evaluating 
a possible modification to his report.

In such cases, the auditor should evaluate both 
qualitative and quantitative factors on the possible 
effect of such amounts remaining unaudited when 
reporting on the consolidated financial statements.

This evaluation is necessary since 
the auditor has not been able to 
obtain sufficient appropriate audit 
evidence.

The parent management 
perform a conversion 
of the components’ 

audited financial 
statements to a 

framework under 
which the consolidated 
financial statements are 

prepared.

The Conversion 
adjustments are audited 
by the principal auditor 
to ensure the financial 
information is suitable 

and appropriate for 
consolidation.

In case the component 
has prepared financial 

statements on the basis of 
group accounting policy, 

the local component 
auditor can then audit 

and issue an audit report 
on the components 

financial statements.

The parent company 
auditor can then 

decide whether or not 
to rely on such audit 
report issued by the 

components’ auditor.

When the Component(s) Auditor Reports under an Auditing Framework Different than that of the Parent: In such a case, 
the components’ financial statements should also be audited under a framework that corresponds to Indian GAAS.

103



ADVANCED AUDITING AND PROFESSIONAL ETHICS  

 14   March 2019  The Chartered Accountant Student

SA 600 - USING THE WORK OF ANOTHER AUDITOR

"Principal Auditor" (P.A.) 

"Other auditor"

responsible for 
reporting on the 
financial information 
of an entity 

which is included in the 
financial information 
audited by the principal 
auditor.

when that financial information 
includes the financial 
information of one or more 
components audited by another 
auditor.

responsible for 
reporting on the 
financial information of 
a component

I. Consideration by an auditor before acceptance as 
Principal Auditor:

II. Procedures to be followed by P.A.

When the 
principal 
auditor 

(a) the materiality of the portion of the financial 
information

(b) degree of knowledge regarding the business of the 
components;

(c) the risk of material misstatements in the financial 
information of the components audited by the other auditor; 
and

(d) the performance of additional procedures as set out 
in this SA regarding the components audited by other 
auditor resulting in the principal auditor having significant 
participation in such audit.

uses the work 
of another 

auditor, 

principal auditor 
to determine how 

the work of the 
other auditor will 
affect the audit.

 Principal auditor to review – written summary of other 
auditor’s procedures

 The principal auditor should consider the significant 
findings of the other auditor.

Where the other auditor’s report is other than unmodified, the 
principal auditor should also document how he has dealt with 
the qualifications or adverse remarks contained in the other 
auditor’s report in framing his own report.

III.  Co-ordination Between Auditors

Procedures to be performed by PA while using the work 
of other auditor

(a) advise the other auditor 
regarding use of his (other 

auditor) work and report and 
make sufficient arrangements 

for co-ordination at the planning 
stage of the audit.

The principal 
auditor would 

inform the 
other auditor 

of matters such 
as :

areas requiring 
special 

consideration, 

procedures for the 
identification of 

inter-component 
transactions 

that may require 
disclosure and 

the time-table for 
completion of audit; 

(b) advise the other 
auditor of the significant 
accounting, auditing and 

reporting requirements and 
obtain representation as to 

compliance with them.

The 
principal 
auditor 

may also 
wish to 
visit the 

other 
auditor. 

Nature, timing 
and extent of 
procedures 
depend on 

circumstances 
of engagement 
& Materiality 

aspect 

Nature, 
timing and 
extent of 

procedures 
depend on 
principal 
auditor's 

knowledge 
of the 

professional 
competence 
of the other 

auditor.

This 
knowledge 
may have 

been 
enhanced 
from the 
review of 

the previous 
audit work 
of the other 

auditor.

The principal auditor 
may consider it 

appropriate to discuss 
with the other auditor 
and the management 
of the component, the 
audit findings or other 
matters affecting the 
financial information 
of the components.

Sufficient liaison 
between the principal 
auditor and the other 

auditor. 

The principal auditor 
may require the other 

auditor to answer a 
detailed questionnaire

The other auditor 
should respond to 

such questionnaire on 
a timely basis.

The other auditor 
should co-ordinate 
with the principal 

auditor. 

the principal auditor 
should advise the other 
auditor of any matters 
having an important 
bearing on the other 

auditor’s work.

He may also decide 
as to application of 
supplementary that 
supplemental tests 

of the records or the 
financial statements of 
the component are if 
necessary. Such tests 
may, depending upon 

the circumstances, 
be performed by the 
principal auditor or 
the other auditor.
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SA 540-Auditing Accounting Estimates, Including Fair Value 
Accounting Estimates and Related Disclosures

Scope : Auditor's Responsibility regarding use 
of accounting estimates by management

Management's 
Responsibility-

Follow an unbiased 
approach in preparing for 

accounting estimates 
Responsibility-

Perform risk assessment 
procedure and related 

activites
Adequate disclosure of 
material matter, such as 

If significant 
risk exist even 
after adequate 
disclosure the 
auditor may 

conclude that 
the disclosure 
of estimation 
uncertainty 

is inadequate 
in light of the 

circumstances and 
facts involved. 

Identify and assess the risk 
of material misstatements

basis of selection of 
estimates

the assumptions and 
method of estimates used

Response to the 
assessed risk of material 

misstatements

any change in the method 
of estimates as compared 

to prior periodEvaluate the 
reasonableness of 

accounting estimates

the source and implication 
of estimation uncertainty

To make appropriate 
disclosure in FS about the 

assertion and estimates 
made.

Auditor's Responsibility/
Audit Procedure Audit Reporting

V. Division of Responsibility

When the principal auditor has to base his opinion on the financial information of the entity as a whole relying upon the statements 
and reports of the other auditors, his report should state clearly the division of responsibility for the financial information of the 
entity by indicating the extent to which the financial information of components audited by the other auditors have been included 
in the financial information of the entity, e.g., the number of divisions/branches/subsidiaries or other components audited by other 
auditors. However, if the Principal Auditor notices any material discrepancies the same has to be brought to the knowledge of other 
Auditor. This should be incorporated in the Audit Report.

IV Reporting Considerations

1. Principal auditor to express a qualified opinion or 
disclaimer of opinion in case of a limitation on the scope 
of audit.  

2. If the other auditor issues a Modified Report

When the principal auditor concludes, based on his procedures, 
that the work of the other auditor cannot be used and the 
principal auditor has not been able to perform sufficient 
additional procedures regarding the financial information 
of the component audited by the other auditor, the principal 
auditor should express a qualified opinion or disclaimer of 
opinion because there is a limitation on the scope of audit. 

In all circumstances, if the other auditor issues, or intends to 
issue, a modified auditor's report, the principal auditor should 
consider whether the subject of the modification is of such 
nature and significance, in relation to the financial information 
of the entity on which the principal auditor is reporting that it 
requires a modification of the principal auditor's report.
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GST

CHAPTER 13 - AUDIT UNDER FISCAL LAWS

Threshold for Audit: Section 35(5) begins with the expression “every registered person whose turnover during a financial 
year exceeds the prescribed limit” whereas the relevant Rule 80(3) uses the expression “every registered person whose 
aggregate turnover during a financial year exceeds two crore rupees”. It must be noted that the word turnover has not been 
defined whereas the expression aggregate turnover has been defined. One may note that the expression turnover in State or 
turnover in the Union territory is defined. In this backdrop the following understanding is relevant:

(a) Audit is 
examination of 
records, returns 
and other 
documents;

(b) Those 
records, returns 
and documents 
might have been 
maintained or 
furnished under 
GST Law or any 
other law;

(d) to assess 
auditee’s 
compliance with 
the provisions 
of GST Act and 
Rules.

Turnover 
declared; Taxes paid;

Refund 
claimed; 
and

Input tax 
credit 
availed;

(c) to verify the correctness of

Audit under 
Fiscal Laws

Audit Under  
Direct Tax Laws

Section 12 Audit 
of Public Trusts

Audit u/s 35D  
& 35E

Tax Audit u/s 
44AB

Income Tax Act, 
1961

Audit under 
Indirect Tax Laws

AUDIT PROVISIONS UNDER INDIRECT TAX LAW

Audit under  
GST Laws

What is audit under GST Law?

Types of Audit under GST Law

GST AUDIT

Audit of Accounts [sub-section 5 of Section 35(5) read alongwith section 44(2) and rule 80 of the CGST Rules, 2017]

(i) Every registered person must get his accounts 
audited by a Chartered Accountant or a Cost 
Accountant if his aggregate turnover during a 
FY exceeds r 2 crores. 

(ii) Such registered person is required to furnish electronically through the 
common portal alongwith Annual Return a copy of:

• Audited annual accounts
• A Reconciliation Statement, duly certified, in prescribed FORM GSTR-9C.

Aggregate turnover 
is PAN based while 
turnover in a State/
UT, though similarly 
worded, is limited to 
turnover in a State / 
UT, which is limited 
to a State;

It is therefore, reasonable 
to interpret that the 
word turnover used in 
Section 35(5) ought to be 
understood as aggregate 
turnover.

For the financial year 2017-18, the GST period consists of 9 months whereas 
the relevant Section 35(5) uses the expression financial year; Therefore, in the 
absence of clarification from the government, and to avoid any cases of default, 
it is reasonable to understand that to reckon the turnover limits prescribed 
for audit i.e., r 2 crores one has to reckon the turnovers for the whole of the 
financial year which would also include the first quarter of the financial year 
2017-18.

Audit by GST Tax Authorities

General Audit 
[Section 65]

Special Audit [Section 66 and 
Rule 102]

To File Returns+Audited 
Accounts+Reconcilation Statements

Audit by Professionals 

Reconciliation Statement will reconcile the value of supplies declared in the return furnished for the financial year with the 
audited annual financial statement and such other particulars, as may be prescribed.

Value of supplies declared in Annual return Value of supplies declared in audited Annual 
Financial Statement

RECONCILIATION
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Analysis of Form GSTR 9C

Preparation / Steps for the GST Audit:

Inform the 
concerned 

assessee 
about the 

applicability 
of the GST 

audit;

Confirm 
the 

eligibility 
to be 

the GST 
auditor 

under the 
related 

legislation;

Understand the 
nature of business, 

the products 
or services, 

requirements 
of records to be 
maintained, and 

advise the auditee 
to maintain 

accounts and 
records so required, 

beforehand;

to be filed by the regular taxpayers filing GSTR 1, GSTR 2, GSTR 3{
{

{

{

to be filed by the persons registered under composition scheme under GST.

To be filed by e-commerce operators

Should be by the taxpayers whose annual turnover exceeds r 2 crores during the financial year 
alongwith audited annual accounts and reconciliation statement of tax already paid and tax 
payable as per audited accounts alongwith GSTR 9C.

GSTR 9

GSTR 9A

GSTR 9B 

GSTR 9C 

Prepare a 
questionnaire 
to understand 
the operations 
/ activities of 
the auditee, 

and specifically 
develop questions 

on those issues 
on which the 

GST law would 
have a bearing

Preparation 
of the detailed 
audit program 

and list of 
records to be 

verified;

Host of relevant 
reconciliations.

Various Forms/ Returns to be filed under GST Act:

Comparative view of Form GSTR-9 and GSTR 9C
Return in GSTR 9 Return in GSTR 9C

It is the report of a formal or official character giving information Means the formal statement to be made under the provisions of the 
Act the veracity of which needs an enquiry as to its correctness

Prescribed under a Statute Prescribed under a Statute
To be filed by all registered persons To be filed only if the aggregate turnover in a financial year exceeds 

R 2 crores.
Not required to be filed by a Casual Taxable Person, Non-Resident 
Taxable Person, Input Service Distributor, Unique Identification 
Number Holders, Online Information and Database Access 
Retrieval Service, Composition Dealers, persons required to deduct 
taxes under Section 51 and persons required to collect taxes under 
Section 52.

Not required to be filed by a Casual Taxable Person, Non-Resident 
Taxable Person, Input Service Distributor, Unique Identification 
Number Holders, Online Information and Database Access Retrieval 
Service, Composition Dealers, persons required to deduct taxes 
under Section 51 and persons required to collect taxes under Section 
52.

No need to annex financials Financials to be annexed
A plain reading of the relevant provisions indicates that the said Annual Return in GSTR 9 and the Reconciliation Statement in GSTR 9C 
must be filed together. However, if one were to peruse GSTR 9C there are certain tables which state that “turnover as declared in annual 
return” indicating thereby that GSTR 9C is dependent on GSTR 9. This anomaly can be addressed only on the basis of the finalised annual 
return initialled and presented to the GST auditor by the registered person.

Form GSTR 9C

Part-A: Reconciliation 
Statement

Part 1: Basic 
Details.

 (SI No. 1 - 4)

Part 2: Reconciliation of 
turnover declared in the 
audited Annual Financial 
Statement with turnover 

declared in Annual Return

Part 3: 
Reconciliation of 

tax paid

(SI No. 5 to 8)  (SI No. 9 to 11)  (SI No. 12 to 16)

Part 4: 
Reconciliation of 

ITC

Part 5: Auditor’s 
recommendation 

on additional 
Liability due to 

non-reconciliation

Part-B: 
Certification

107



ADVANCED AUDITING AND PROFESSIONAL ETHICS  

 18   March 2019  The Chartered Accountant Student

PART 1: BASIC DETAILS HAS THE FOLLOWING FOUR SECTIONS

PART 2: RECONCILIATION OF TURNOVER DECLARED IN THE AUDITED ANNUAL FINANCIAL STATEMENT 
WITH TURNOVER DECLARED IN ANNUAL RETURN
Sl. No. 5A: turnover (including exports) as per audited financial statements for the State / UT (For multi-GSTIN units under same 
PAN the turnover shall be derived from the audited Annual Financial Statement) : intended to report the turnover as per the audited 
Annual Financial Statement for a GSTIN. There may be cases where multiple GSTINs (State-wise) registrations exist for the same PAN. 
This is common for persons / entities with presence over multiple States or in respect of multiple registration in a single State/UT. The 
Government vide it is instructions has indicated that such persons / entities would have to internally derive their GSTIN wise turnover and 
provide to the Auditor to verify and declare in this Sl. No.
Sl. No. 5B. Unbilled revenue at the beginning of Financial Year : In simple terms, unbilled revenue is the revenue recognised in the books 
of accounts before the issue of an invoice at the end of a particular period. Accounting Standard- 9 / IND AS 115 provides for recognition of 
revenue on full completion / partial completion of the services though the due date for issuing invoice as per the contract would be on a later 
date. It is advisable to refer to AS-9 / IND AS 115 for a better understanding of the concept.
Sl. No. 5C Add: Unadjusted advances at the end of the Financial Year: The scope of Part II Sl No. 5C and 5I is to make adjustment of 
Unadjusted Advances to Audited Financials for arriving towards the GSTR 9 turnover. It is a business practice to collect advances from 
customers before effecting supplies. When an advance is received, since the goods and / or services would not have been delivered / rendered, 
the revenue is not yet earned, whereby this advance would be recorded as a liability (either as current liability or long-term liability) in the 
balance sheet as at the end of the financial year.
Sl. No. 5D. Deemed Supply under Schedule I : Clause 5D seeks to cover aggregate value of four classes of deemed supplies transactions 
specified under Schedule I of the CGST Act. Any deemed supply which is already reported as part of the turnover in the audited Annual 
Financial Statements is not required to be included in this Sl. No.

Sl. No. - 5J. Credit notes accounted for in the audited Annual Financial Statement but are not permissible under GST: This Sl. No. 
has to be filled up with the information available in the audited Financial Statements whereas such amounts have not been adjusted against 
the supplies in the GST returns. All the adjustments made to the turnover where there is an effect of reduction due to a Credit Note issued 
have to be quantified for the purpose of reconciliation between the books of accounts and the GST returns to be filed. There could be an 
adjustment made to the receivable and payable in the books of accounts. Care should be exercised to extract the information of credit note 
that only calls for reduction of the turnover.
Auditor has to disclose the practice adopted for collating relevant information from the books of accounts and the basis for 
determining the adjustments eligible for reconciliation purposes.

Sl. No. 1 : Financial 
Year :  requires 

disclosure of the 
“financial year” 

to which the 
Reconciliation 

Statement in Part A 
relates to.

Sl. No. 2 : GSTIN: 
means “Goods 

and Services tax 
Identification 

Number” of the 
tax payer or the 

Registered Person

Sl. No. 3A and 3B: Legal Name 
and Trade Name: The word “trade” 
is not only limited to occupation or 
business. It could be a connotation. 

The word “trade” ought to be 
understood in its ordinary sense, 

without any reference to “business”.  
Example : “Indigo” could be a 

trade name while the legal name is 
“InterGlobe Aviation Limited”.

Sl. No.5E. Credit notes issued 
after the end of the financial 
year but reflected in the annual 
return.: This Sl. No. mandates 
reporting of the aggregate value 
of credit notes which were issued 
after Mar 31, 2018 in respect 
of any supply accounted in the 
current financial year (2018-19) 
but for credit notes were reflected 
in the annual return (GSTR –9 for 
the financial year 2017-18). But, 
it is uncommon, although not 
impossible, for credit notes dated 
beyond Apr 1, 2018 to be given 
effect in the financial accounts. 
This Sl. No. applies only in such 
rare cases. For the most part, this 
Sl. No. may well be ‘nil’.

Sl. No. 4 : Are you liable to audit 
under any Act?: It is possible 

that an entity could be subjected 
to audit under several statutes. 

Example : a Proprietary Concern 
could be subject to audit under the 
Income tax Act, 1961 and a Private 
Limited Company could be subject 

to the statutory audit under the 
Companies Act, 2013 as well as 

under the Income tax Act.

Sl. No. 5F. Trade 
discounts accounted 
for in the audited 
Annual Financial 
Statement but are not 
permissible under 
GST: Clause 5F requires 
disclosure of trade 
discounts which have 
been given effect to, in 
the audited financial 
statements but which 
are not permissible 
as part of deductions 
from the value of supply 
under the GST Laws.

Sl. No. 5G: 
turnover from 
April 2017 to 
June 2017: In 
terms of this Sl. 
No. the turnovers 
included in the 
audited financial 
statement for the 
period April 2017 
to June 2017 shall 
be declared and 
deducted from the 
annual turnover 
to arrive at the 
turnover as per the 
GST Laws.

Sl. No. 5H. 
Unbilled revenue 
at the end of 
Financial Year: 
Unbilled revenue 
which was 
recorded in the 
books of accounts 
on the basis of 
accrual system of 
accounting during 
the current 
financial year, 
but GST was not 
payable on such 
revenue in the 
same financial 
year shall be 
declared here.

Sl. No. 5I Less: 
Unadjusted Advances 
at the beginning of 
the Financial Year: 
Value of all advances 
for which GST has not 
been paid but the same 
has been recognised as 
revenue in the audited 
Annual Financial 
Statement shall be 
declared here.
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Sl. No. 5R: non-reconciled turnover (Q-P): The un-reconciled turnover at Sl. No. 5R is the difference between the ‘Annual turnover 
after adjustments as above’ at Sl. No. 5P and ‘turnover as declared in the Annual Returns (GSTR 9)’ as declared at Sl. No. 5Q. The 
difference would be auto generated.
Sl. No. 6- Reasons for Un - Reconciled difference in Annual Gross turnover : This portion of GSTR 9C identifies the turnover 
differences to be placed on record for explaining the differences between the GST Returns and the Audited Financials. 
Sl. No. 7B. Value of Exempted, Nil rated, Non-GST supplies, No-Supply turnover

7 RECONCILIATION OF TAXABLE TURNOVER

7A Annual Turnover after Adjustments (From 5P Above) <Auto>

7B Value of Exempted, Nil Rated, Non-GST supplies, No-Supply Turnover
Clause 7B requires reduction of value of Exempted, Nil rated, Non-GST supplies, No-Supply turnover from the Annual turnover 
after adjustments to arrive at taxable turnover.

Sl. No. 7C. Zero rated supplies without payment of tax: Clause 7C of GSTR 9C requires disclosure of value of zero-rated supplies 
without the payment of tax which forms part of the ‘Annual turnover after adjustments (from 5P above)’ at Sl. No. 5P.

The source of information for zero-rated supplies shall be obtained from the outward supply statement in GSTR – 1 and revenue 
register forming part of books of accounts. The outward supply statement filed in GSTR -1 shall be correlated with the zero-rated 
supplies declared in the monthly returns in GSTR – 3B.

Sl No. 7D - Supplies on which tax is to be paid by recipient on reverse charge:  Section 2(98) defines reverse charge to mean a 
case where liability to pay tax is on recipient of supply of goods or service instead of supplier u/s 9(3) and 9(4) of CGST/ SGST Act 
or S.5(3) or 5(4) of IGST Act.
The Auditor has to verify if the supplier has more than one vertical. One of them vertical must be on forward charge and one on 
reverse charge. The vertical on reverse charge should be taken under ‘supplies on which tax is to be paid by recipient on reverse 
charge basis’.

Sl. No. 7E - taxable turnover as per adjustment above (A-B-C-D)

Sl. No. 7F - taxable turnover as per liability declared in Annual Return:  Clause 7F of GSTR 9C requires that the taxable 
turnover as per the liability should be declared in the Annual Return (GSTR 9).
Instruction as per GSTR 9C - taxable turnover as declared in Table 4N of the Annual Return (GSTR 9) shall be declared here. The 
information must flow from GSTR 9 which contains supplies and advances on which tax is paid. The turnover arrived at Part II Sl. 
No. 8F of Form GSTR 9C should match the turnover as declared in the Annual Return.

Sl. No. 5L. Turnover for the period under composition scheme: There may be cases where Registered Persons might have opted 
out of the composition scheme during the year. Their turnover as per the audited Annual Financial Statement would include turnover 
both as composition taxpayer as well as normal taxpayer. Therefore, the turnover for which GST was paid under the composition 
scheme shall be declared under this Sl. No. 5L.
Sl. No. 5M. Adjustments in turnover under section 15 and rules thereunder: There may be cases where the taxable value and 
the invoice value differ due to valuation principles under section 15 of the CGST Act, 2017 and rules thereunder. Therefore, any 
difference between the turnover reported in the Annual Return (GSTR 9) and turnover reported in the audited Annual Financial 
Statement due to difference in valuation of supplies shall be declared here.

Zero rated 
supply under 

the provisions of 
GST law means:

Exports of goods or services or both.

Supply of goods or services or both 
to SEZ developer /SEZ unit

Sl. No. 5N. Adjustments 
in turnover due to foreign 
exchange fluctuations (+/-): 
Any difference between the 
turnover reported in the 
Annual Return (GSTR9) and 
turnover reported in the 
audited Annual Financial 
Statement due to foreign 
exchange fluctuations shall be 
declared here.

Sl. No. 5O. Adjustments in 
turnover due to reasons not 
listed above (+/-): Clause 
5O is a residuary Sl.No. 
which requires disclosure 
of reconciliation details 
relating to adjustments for 
which specific column is not 
provided under any other Sl. 
No. under Item No. 5. 

Sl. No. 5P: Annual 
turnover after 
adjustments as above: 
The reconciliation 
statement in Sl.No.5P 
is auto-populated and 
based on the values 
declared against Sl. Nos. 
5B to 5O.

Sl. No.5Q: turnover as 
declared in Annual Return 
(GSTR 9): Clause 5Q 
requires a taxable person 
to disclose his turnover as 
per the Annual Return i.e., 
GSTR 9 filed for the relevant 
financial year. 

Sl. No. 5K. Adjustments on account of supply of goods by SEZ units to DTA Units: Such outward supplies are not required to be reported 
by SEZ units in their GST Returns and hence the data cannot be retrieved from the returns filed by such SEZ units.
SEZ units are required to maintain records of the assets / goods admitted into the SEZ unit and also the details of disposal of such goods. 
Such records can assist an Auditor in identifying the outward supply made by the SEZ unit. Additionally, disposal of capital goods would be 
disclosed as deletion in the Fixed Asset Registers
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PART III: RECONCILIATION OF TAX PAID : After reconciling the turnover declared and reported in the Audited Financial 
Statement with turnover declared in Annual Return along with reasons for reconciliation if any, the relevant Part III of Form 9C 
requires an Auditor to reconcile the rate-wise liability of tax, total amount payable thereon with tax actually paid as declared in the 
Annual Return and recommendation of additional tax payable due to non-reconciliation of the taxable value.

From the scheme of Table 9 it is clear that the Auditor is required to report the GST payable rate wise dissected total 
taxable turnover calculated in Table 7E under Part II of GSTR 9C. Once the taxable value is reported under various rates as 
specified in sub-parts A, C, E, G, I, J, and K, the relevant amount of tax shall be calculated by the system.

The values that are to be reported in Table 9 should be taxable value as reported under Table 7E of GSTR 9C, i.e. Adjusted 
Total turnover for the FY 2017-18 under the GST and the amount of tax (rate wise) should be derived mathematically.

7E Taxable turnover as per adjustments above (A-B-C-D) <Auto>

The details of adjusted Total turnover needs to be broken down in accordance with the GST rates based on the reports 
generated from the books of accounts and necessary adjustments made in Part II of GSTR 9C which have not impacted the 
books of accounts of the Registered Person should also be considered rate-wise for the purpose of finding the taxable value.

Once all the details are entered, and the difference in tax payable as per the books with actual tax payable is identified, the 
amounts of non-reconciliation shall be raised as per CGST, SGSTM IGST and Cess wise. On these amounts the Auditor shall 
be required to disclose the reasons in Table 10.

Pt. III Reconciliation of Tax Paid

SI. 
No. 9

Reconciliation of rate wise liability and amount payable thereon

Tax Payable
Description Taxable 

Value
Central 

Tax
State Tax/ 

UT Tax
Integrated 

Tax
Cess, if 

applicable
1 2 3 4 5 6

A 5%
B 5% (RC)
C 12%
D 12% (RC)
E 18%
F 18% (RC)
G 28%
H 28% (RC)
II 3%
J 0.25%
K 0.10%
L Interest
M Late Fee
N Penalty
O Others
P Total amount to be paid as per tables above <Auto> <Auto> <Auto> <Auto>
Q Total amount paid as declared in Annual 

Return (GSTR 9)
R Un-reconciled payment of amount PT 1

Pt. III Reconciliation of Tax Paid

Sl. No.10: Reasons for un-reconciled payment of amount

10 Reasons for un-reconciled payment of amount

A Reason 1 <<Text>>

B Reason 2 <<Text>>

The given table mandates the Auditor to identify and disclose the reasons for un- reconciled payment of amount of tax, 
Interest, Penalty, Cess and Others. Reasons, amounts along with description of reason needs to be disclosed.

The relevant Table 9 requires the Auditor 
to provide details of taxable value along 
with the Gross tax Liability booked by 
the Registered Person whose Form 9C is 
being filed by him. The said tax liability 
needs to be reported rate wise in Table 9. 
Further, the taxable value and liability of 
tax on which the given Registered Person 
is required to pay tax under Reverse 
Charge Mechanism are also required to 
be reported rate-wise separately. After 
reporting of the same, the details of 
Total tax payable for the Financial Year 
2017-18 as declared in GSTR 9 i.e. under 
the Annual Return is also required to be 
disclosed. The given table also requires 
the disclosure of Interest, Late Fees and 
Penalty Payable.

Sl. No.8 Reasons for Un - Reconciled difference in Taxable Turnover: This part of GSTR 9C identifies the taxable turnover 
differences to be placed on record for explaining the differences between the GST Returns and the Audited Financials

8 Reasons for Un - Reconciled difference in Taxable Turnover

A Reason 1 <<Text>>
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In the Table 11 under Part III of the GSTR 
9C, the amount of tax, interest, penalty, 
late fees and  their dues which are payable 
in accordance with the non-reconciliation 
reported under Table 6, 8 and 10 but not 
actually paid as declared in Annual Return 
in GSTR 9 are to be reported with rate-wise 
bifurcation.

11 Additional amount payable but not paid (due to reasons specified 
under Tables 6,8 and 10 above)

To be paid through Cash
Description Taxable 

Value
Central 

Tax
State Tax/

UT Tax
Integrated 

Tax
Cess, if 

applicable

1 2 3 4 5 6
5%

12%
18%
28%
3%

0.25%
0.10%

Interest
Late Fee
Penalty
Others 
(please 
specify)

PART IV:  RECONCILIATION OF INPUT TAX CREDIT

Sl. No. 12 – Reconciliation of Net ITC

12A.ITC availed as per audited Annual Financial Statement for the State/ UT (For multi-GSTIN units under same PAN this 
should be derived from books of accounts): It is the detail of ITC availed in the audited financial statements. The row aims to 
collect information on the ITC availed in the books of accounts by the Registered person. This shall be the total ITC including the 
one availed in the books of accounts on Inputs, Input Services and Capital Goods.

12 D: ITC availed as per Audited Financial Statements or Books of Accounts

12E. ITC Claimed in Annual Return (GSTR 9): Clause 12E of GSTR 9C Net ITC available for utilisation as declared in Table 7J of 
Annual Return (GSTR 9) shall be declared here.

12F & 13 Unreconciled ITC Clause 12F of GSTR 9C provides for the difference between the ITC as computed from the books of 
account in Clause 12D and ITC as claimed for the financial year in Clause 7J of Annual return. Reasons for such difference shall be 
explained in point 13 of GSTR 9C.

13 Reasons for un-reconciled payment of amount

A Reason 1 <<Text>>

B Reason 2 <<Text>>

C Reason 3 <<Text>>

While 12F is the differential value and has no source.

Sl. No. 11: Additional amount payable but not paid (due to reasons specified under Tables 6, 8 and 10 above)

12B. ITC booked in earlier Financial Years claimed in current 
Financial Year: Any ITC which was booked in the audited Annual 
Financial Statement of the earlier financial year(s) but availed in 
the ITC ledger in the financial year for which the reconciliation 
statement is being filed shall be declared here. Since this is the first 
year of the GST, this column should ideally be zero. However, as per 
the instruction related to the form, transitional credit which was 
booked in earlier years but availed during Financial Year 2017-18, 
the same would not be required to be reported here. This would 
leave the Registered person with ITC which are carry forward 
balances of the earlier taxes.

12C. ITC booked in current Financial Year to be 
claimed in subsequent Financial Years:  Input tax 
Credit which is booked in the current financial year but 
claimed in the returns of GSTR 3B filed during FY 2018-
19. This includes all credits which were for any reason 
(inadvertent or conditions not being fulfilled) were not 
taken in returns as filed from July 2017- March 2018.
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SI. No. 13 seeks reasons from the books of accounts and claims in GSTR 9 for the difference.

SI. No. 14. Reconciliation of ITC declared in Annual Return (GSTR 9) with ITC availed on expenses as per audited Annual 
Financial Statement or books of account

Claims in GSTR 9 for the difference

Reasons of negative difference 
(more than available ITC claimed)

ITC of 
subsequent 
year where 

goods / 
services were 
received later 

but their 
invoice was 

received prior 
was availed.

IGST on 
imported 

goods used 
as FOC 

replacement 
warranty 

(customs duty 
+ IGST paid 
by Exporter 
of original 

equipment.

ITC of another 
GSTIN 

claimed in 
returns of 

GSTIN under 
audit

Duplicate ITC 
availed

ITC which has 
lapsed as not 

availed

Ineligible ITC 
not availed in 

the return

14 Reconciliation of ITC declared in Annual Return (GSTR9) with ITC availed 
on expenses as per audited Annual Financial Statement or books of account

Description Value Amount of 
Total ITC

Amount of 
eligible ITC 

availed
1 2 3 4

A Purchases
B Freight / Carriage
C Power and Fuel
D Imported goods (Including received from 

SEZs)
E Rent and Insurance
F Goods lost, stolen, destroyed, written 

off or disposed of by way of gift or free 
samples

G Royalties
H Employees' Cost (Salaries, wages, Bonus 

etc.)
I Conveyance charges
J Bank Charges
K Entertainment charges
L Stationery Expenses (including postage 

etc.)
M Repair and Maintenance
N Other Miscellaneous expenses
O Capital goods
P Any other expense 1
Q Any other expense 2
R Total amount of eligible ITC availed <<Auto>>
S ITC claimed in Annual Return (GSTR9)
T Un-reconciled ITC ITC 2

the amount of 
ITC available 

but not availed 
which can 

be divided in 
two further 
categories:

the amount of ITC for the 
financial year claimed in 
point 13 of the Annual 

return form which is the 
amount of ITC claimed in 
returns of the subsequent 
year for the financial year.

Reasons of positive difference 

SI. No. 15. Reasons for un-reconciled difference in ITC: Reasons for non-reconciliation between ITC availed on the various 
expenses declared in Table 14R and ITC declared in Table 14S shall be specified here

15 Reasons for un - reconciled difference in ITC

A B C Reason 1 <<Text>>

Reason 2 <<Text>>

This table is for reconciliation of ITC 
declared in the Annual Return (GSTR 9) 
against the expenses booked in the audited 
Annual Financial Statement or books of 
account. This point calls for examination 
of ITC detailed by the Auditor to 
determine the available ITC as booked 
in ledgers of various expenses and in the 
books of accounts viz a viz the ITC availed 
by the Registered person. In case the 
Auditor finds any ineligible or unavailable 
ITC as per the books of accounts, suitable 
disclosures are to be made in this regard.
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SI. No. 16. Tax payable on un-reconciled difference in ITC (due to reasons specified in 13 and 15 above): Any amount which is 
payable due to reasons specified above shall be declared here.

Part V to GSTR 9C: Auditor’s Recommendation on additional liability due to non-
reconciliation
Pt. V Auditor's recommendation on additional Liability due to non-reconciliation

To be paid through Cash
Description Value Central 

Tax
State Tax/ 

UT Tax
Integrated 

Tax
Cess, if 

applicable
1 2 3 4 5 6

5%
12%
18%
28%
3%

0.25%
0.10%

Input Tax Credit
Interest
Late Fee
Penalty

Any other amount 
paid for supplies not 

included
in Annual Return

The auditor shall also recommend if there 
is any other amount to be paid for supplies 
not included in the Annual Return. 

Any refund which has been erroneously taken 
and shall be paid back to the Government shall 
also be declared in this table. 

Any other outstanding demands which is 
recommended to be settled by the auditor 
shall be declared in this Table.

Part B - GSTR 9C – Certification

Module I – Certification in cases where the reconciliation statement (FORM GSTR 9C) is drawn up by the person who had 
conducted the audit and GST audit certification. Hierarchy of Clauses for Certification

Module II – Certification in cases where the reconciliation statement in (GSTR 9C) is drawn up by a person other than the 
person who had conducted the audit of the accounts: Hierarchy of Clauses for Certification

Step 1: 
‘Examine’ the 

‘financials’

Step 1: Audit conducted by 
another Auditor and a copy 

of the Audit Report and 
Financials to be annexed

Step 2: Even without conducting audit, 
report whether books of account, etc. under 

the Act have / have not been maintained; 
It means the Auditor has to analyse, 

understand and check the nature of books 
and records that are to be maintained or 

have / have not been maintained;

Step 3: Report the following 
observations / comments / 

discrepancies / inconsistencies

Step 4: State whether 
GSTR 9C is annexed

Step 5: Now ‘examine’ books of accounts 
and other relevant documents  then, 
particulars in GSTR 9C are true and 

correct subject to:  [step 5(c) to (e)……..
refer list of matter’s for the Auditor’s 

attention listed below……]

Step 6: Signature and 
Stamp and Seal of the 

Auditor duly disclosing the 
date, place and full address

Step 2: Based 
on such 

‘audit’, report 
that books 
of account, 
etc., under 

the GST Acts 
have or have 

not been 
maintained

Step 3: Report the following 
observations / comments / 
discrepancies / inconsistencies, 
if any:
Step 3(b): Report further 
whether:
Step 3(b) (A): Information and 
explanations has / has not been 
obtained which were necessary
Step 3(b)(B): Proper books of 
accounts have / have not been 
kept Step
3(b)(C): Financials are/are not in 
agreement with the books

Step 4: State 
whether 
GSTR 9C and 
other relevant 
documents are 
annexed

Step 5: 
Particulars 
in GSTR 9C 
are ‘true and 
correct’ subject 
to observations 
or qualifications:  
[5(a) to 
5(c)]……. refer 
list of matter’s 
for Auditor’s 
attention listed 
below……… 

Step 6: Signature 
and Stamp 
and Seal of the 
Auditor duly 
disclosing the 
date, place and 
full address

Part V consists of the auditor’s 
recommendation on the additional liability 
to be discharged by the taxpayer due to 
non-reconciliation of turnover or non- 
reconciliation of input tax credit.
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CHAPTER 16 LIABILITIES OF AUDITOR

Auditors' Liability 

Liability under Income tax Act

Lord Justice Topes once famously remarked that “The Auditor is a watchdog and not bloodhound.” 

Criminal Liability 

Existence of Duty or Responsibility Loss or DetrimentOccurrence of Breach 

Civil Liability 

Negligence, which is culpable and consists of three elements generally:

(a) existence of duty or responsibility owed by one party to another to perform some act with certain degree of care and 
competence;

(b) occurrence of a breach of such duty; and 
(c) loss or detriment, being suffered by the party to whom the duty was owed as a result of negligence.

Damages for negligence: Misstatement in prospectus under section 35 of the Companies Act, 2013, are where a person has 
subscribed for securities of a company acting on any statement included, or the inclusion or omission of any matter, in the 
prospectus which is misleading and has sustained any loss or damage as a consequence thereof, the company and every person 
who—

shall, without prejudice to any punishment to which any person may be liable under section 36, be liable to pay compensation to 
every person who has sustained such loss or damage.

is a director of the 
company at the time 
of the issue of the 
prospectus;

has authorised himself to be named and 
is named in the prospectus as a director 
of the company or has agreed to become 
such director either immediately or after 
an interval of time;

is a promoter 
of the 
company;

has authorised 
the issue of the 
prospectus and

is an expert 
referred to in 
sub-section (5) 
of section 26, 

Professional negligence would constitute failure to perform duties according to “accepted professional standards”, resulting in 
some loss or damage to a party to whom the duty is owed.

Professional Negligence

No person shall be liable under sub-section (1), if he proves—

that, having 
consented to 
become a director 
of the company, he 
withdrew his consent 
before the issue of 
the prospectus, and 
that it was issued 
without his authority 
or consent; or

that the prospectus 
was issued without 
his knowledge or 
consent, and that on 
becoming aware of its 
issue, he forthwith gave 
a reasonable public 
notice that it was issued 
without his knowledge or 
consent.

that, as regards every misleading statement purported to be made by an expert 
or contained in what purports to be a copy of or an extract from a report or 
valuation of an expert, it was a correct and fair representation of the statement, 
or a correct copy of, or a correct and fair extract from, the report or valuation; 
and he had reasonable ground to believe and did up to the time of the issue of 
the prospectus believe, that the person making the statement was competent to 
make it and that the said person had given the consent required by sub-section 
(5) of section 26 to the issue of the prospectus and had not withdrawn that 
consent before delivery of a copy of the prospectus for registration or, to the 
defendant's knowledge, before allotment thereunder.

Civil Liabilities under the Companies Act: A civil action against the auditor may either take the form of claim for damages on 
account of negligence or that of misfeasance proceeding for breach of trust or duty:

Notwithstanding anything contained in this section, where it is proved that a prospectus has been issued with intent to defraud 
the applicants for the securities of a company or any other person or for any fraudulent purpose, every person referred to in 
sub-section (1) shall be personally responsible, without any limitation of liability, for all or any of the losses or damages that 
may have been incurred by any person who subscribed to the securities on the basis of such prospectus.
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Liability for misfeasance: The term “misfeasance” implies a breach of trust or duty, where the auditor of a company would be guilty 
of misfeasance if he has been guilty of any breach of trust or negligence in the performance of his duties which has resulted in some 
loss or damage to the company or its property.

• Apart from the liability for professional negligence, in the discharge of duties, an auditor also may be penalised under section 
147 of the Companies Act, 2013 for failure to comply with any of the provisions contained in sections 143 and 145 of the Act.  

• Further, as per Sec. 143 of Companies Act, 2013 if auditor does not report any matter of fraud involving such amounts as may 
be prescribed he will be liable for punishment.

Criminal Liability under the Companies Act  2013

For Misstatement in Prospectus - 
(Section 34) where a prospectus issued, circulated or distributed 
includes any statement which is untrue or misleading in form or 
context in which it is included or where any inclusion or omission 
of any matter is likely to mislead, every person who authorises 
the issue of such prospectus shall be liable under section 447.  
This section shall not apply to a person if he proves that such 
statement or omission was immaterial or that he had reasonable 
grounds to believe, and did up to the time of issue of the prospectus 
believe, that the statement was true or the inclusion or omission 
was necessary.

Punishment for False Statement - 
(Section 448) if in any return, report, certificate, 
financial statement, prospectus, etc., any person makes 
a statement
(a) which is false in any material particulars, knowing 
it to be false; 
OR 
(b) which omits any material fact, knowing it to be 
material, 
He shall be liable under section 447. 

Direction by Tribunal in case auditor acted in a fraudulent manner: 

m  As per sub-section (5) of the section 140, the Tribunal either suo motu or on an application made to it by the Central 
Government or by any person concerned, if it is satisfied that the auditor of a company has, whether directly or indirectly, 
acted in a fraudulent manner or abetted or colluded in any fraud by, or in relation to, the company or its directors or officers, 
it may, by order, direct the company to change its auditors.

m  In case, if the application is made by the Central Government and the Tribunal is satisfied that any change of the auditor is 
required, it shall within fifteen days of receipt of such application, make an order that he shall not function as an auditor and 
the Central Government may appoint another auditor in his place.

m  An auditor, whether individual or firm, against whom final order has been passed by the Tribunal under this section shall not 
be eligible to be appointed as an auditor of any company for a period of five years from the date of passing of the order and the 
auditor shall also be liable for action under section 447.

m  In case of a firm, the liability shall be of the firm and that of every partner or partners who acted in a fraudulent manner or 
abetted or colluded in any fraud by, or in relation to, the company or its director or officers.

Punishment for Fraud

As per section 447 of the Companies Act, 2013, without prejudice to any liability including repayment of any debt 
under this Act or any other law for the time being in force, any person who is found to be guilty of fraud [involving 
an amount of at least ten lakh rupees or one per cent of the turnover of the company, whichever is lower] shall be 
punishable with imprisonment for a term which shall not be less than six months but which may extend to ten years 
and shall also be liable to fine which shall not be less than the amount involved in the fraud, but which may extend 
to three times the amount involved in the fraud:

where the fraud in question 
involves public interest, the 
term of imprisonment shall 
not be less than three years.

where the fraud involves an amount less than ten lakh rupees or one per cent 
of the turnover of the company, whichever is lower, and does not involve public 
interest, any person guilty of such fraud shall be punishable with imprisonment 
for a term which may extend to five years or with fine which may extend to fifty 
lakh rupees or with both.
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AUDITOR'S LIABILITIES UNDER THE INCOME TAX ACT, 1961

U/S 288** U/S 278

Under Rule 12A of the 
Income Tax Rules

“If a person abets or induces in 
any manner another person to 
make and deliver an account 
or a statement or declaration 
relating to any income [or any 

fringe benefits] chargeable to tax 
which is false and which he either 

knows to be false or does not 
believe to be true or to commit 

an offence under sub-section (1) 
of section 276C

(i) in case where the amount of 
tax, penalty or interest which 

would have been evaded, if 
the declaration, account or 

statement had been accepted 
as true, or which is willfully 

attempted to be evaded, 
exceeds [twenty five] hundred 

thousand rupees, with rigorous 
imprisonment for a term 

which shall not be less than six 
months but which may extend 
to seven years and with fine;

(ii) in any other case, with 
rigorous imprisonment 

for a term which shall not 
be less than three months 
but which may extend to 
[two] years and with fine

CA as an authorised representative has prepared the return 
filed by the assessee, has to furnish to the AO, the particulars 
of accounts, statements and other documents supplied to him 

by the assessee for the preparation of the return.

 CA has conducted an examination of such records, he has 
also to submit a report on the scope and results of such 

examination. The report to be submitted will be a statement 
within the meaning of section 277 of the Income Tax Act. Thus 
if this report contains any information which is false and which 
the Chartered Accountant either knows or believes to be false 

or untrue, 

If an accountant or a merchant banker or a registered 
valuer, furnishes incorrect information in a report or 

certificate under any provisions of the Act or the rules 
made thereunder.

The AO or the Commissioner (Appeals) may direct 
him to pay a sum of ten thousand rupees for each such 

report or certificate by way of penalty.

U/S 271 J

The Chief 
Commissioner/

Commissioner of Income 
Tax has been given 

powers to determine 
the period of such 

disqualification of a 
person.

CA found guilty of 
professional misconduct 

in his professional 
capacity by the Council 

of the ICAI cannot 
act as an authorised 

representativefor such 
time that the order of 

the Council disqualifies 
him from practising.

A person who has been 
convicted of any offence 

connected with any Income 
Tax proceeding or on 

whom a penalty has been 
imposed under the said Act 
(except under clause (ii) of 
sub section (1) of section 
271) is disqualified from 
representing an assesses. 

LIABILITIES UNDER INCOME TAX ACT 1961: a Chartered Accountant often acts as the authorised representative of his 
clients and attends before an Income Tax Authority or the appellate tribunal. His liabilities under the Income Tax Act of 1961 
are as below:
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Chapter 1: Appointment and Qualifications of Directors

At the Final level, for the Company Law portion of the subject “Corporate and Economic Laws” largely involves analysis and 
application of provisions of the Companies Act, 2013 to solve application-oriented issues. This subject is very dynamic on 
account of the large number of amendments/ circulars/ notification as issued by the Ministry of Corporate Affairs.

In this capsule for students, an attempt has been made to capture the significant provisions of Companies Act, 2013 
(Sections 149 onwards).  You are advised to read the August, 2017 edition of the Study Material with relevant RTP of 
November 2019 for a thorough understanding of the relevant provisions and the related amendments of Companies Act, 
2013 and solve the illustrations and exercise questions given therein to hone your application skills.  This capsule on Final 
Paper 4: Corporate and Economic Laws is intended to assist you in the process of revision of concepts discussed in the 
Study Material.

Capsule for Corporate and Economic Laws, final new course

Maximum

Board of Directors

the collective body 
of the directors 
of the company 
[Section 2(10)]

directors appointed 
to the Board of a 

company [Section 
2(34)]

Board

Every Co

shall have 
BoD

Minimum

Public Co.

3

Private Co.

2

OPC

1

15

comprising 
of indiviuals 
as directors

Directors

INDEPENDENT DIRECTORS

Listed Public 
Companies

At least 2 ID

At least one 
third of total 
Number of 
directors

Turnover:  ≥ 
R100 crore

Paid Up 
share Capital: 
≥R10 crore

aggregate, 
outstanding 

loans, debentures 
and deposits>  

R 50 crore

Prescribed Classes of 
Companies

(1) Board of Directors

(i)  Number of directors [Section 149(1)]

(2) Provisions related to appointment of directors in the 
companies

(ii)   Provision related to Women director (WD) [Proviso to 
section 149(1) + relevant Rule]

*In case of a newly incorporated company the requirement under this 
sub-section shall apply proportionately at the end of the financial year 
in which it is incorporated.

(iv)  Provisions related to Independent Directors (Section 149 
read with the relevant rules]

(a) Companies require to appoint Independent Directors (ID)

(iii) Provision related to Resident director (RD) [Section 149(3)]

* A co. may appoint more than 15 directors after passing special 
resolution (SR) 
* Limit of maximum of 15 directors and their increase in limit 
by special resolution shall not apply to Government & section 8 
companies.

No. of Women 
Director

v Atleast one

Companies 
which 
requires  to 
have Women 
directors

v every listed co.;

v every other public co. having -

» paid–up share capital of one hundred crore 
rupees or more; or

»  turnover of three hundred crore rupees or more.

Filling of 
Intermittent 
Vacancy

v Immediate next Board meeting or three months 
    from the date of such vacancy, whichever is later.

Resident 
Director

Meaning of Resident 
Director

Who has stayed in india for a 
total period of not less than 
182 days during financial year

Number Atleast One

Companies which 
appoints residential 
director

Every Company
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Occurence of casual vacancy takes place

Filing of such vacancy

Term of office

where an office of any director(appointed by the co. in GM) is 
vacated before his term of office expires in the normal course

the resulting casual vacancy may be filled by the BoD at a 
meeting (approved by members in immediate next GM)

person appointed shall hold office only up to the date up to 
which the director in whose place he is appointed would have 

held office if it had not been vacated.

(b)   Remuneration of Independent Directors

(v) Provisions related to small shareholder director (SSD) 
[Section 151]

(vi)  Provisions related to Additional director [Section 161(1)]

(vii)  Provision related to Alternate director [Section 161(2)]

(viii)  Nominee Director [Section 161(3)]

(ix) Appointment of director through casual vacancy [Section 
161(4)]

Small 
Shareholders 
Director

Is it compulsory to 
appoint SSD?

No (not manadatory) 

Which co. may 
appoint?

Listed co. 

Number One

Who is Small 
Shareholders 
Director?

A shareholder holding shares 
of nominal value of not more 
than R 20,000 or such other 
sum as may be prescribed

How SSD is 
appointed? 

by notice -

of not less than 1000 small 
shareholders; or

one-tenth of the total number 
of such shareholders

whichever is lower

Alternate 
Director 
(ALT. DIR)

Appointed by- BoD, if so authorised by AOA, or

resolution passed by company in GM

Time of 
appointment

during the absence of original 
director for a period of not less 
than 3 months from India. 

Exception: No 
person shall be 
appointed as 
ALT. DIR-

who is holding any alternate 
directorship for any other director in 
the co. / holding directorship in the 
same co.

for an independent director who  is 
not qualified to be appointed as an ID

Term of 
holding office:

Till the period permissible to the 
original director

Vacation: if & when the original director 
returns to India

Automatic  
re-appointment:

apply to the original, and not to the 
alternate director.

Higher number of ID appointed: Due to composition of audit 
committee in the prescribed companies, higher number of ID 
shall be appointed

Non-Applicability: If company ceases to fulfil any of the 3 
conditions for 3 consecutive years

Exemption from appointment of IDs in the joint venture, 
wholly owned subsidiary, and a dormant company.

Entitled to: Not Entitled to:

Fee provided under section 197(5) Any stock option

Reimbursement of expenses for participation 
in:

(i)   Board Meetings

(ii)  Other Meetings

Profit related commission as may be 
approved by the members

Additional Director 

Appointment

•     AOA of a co. 
may confer on 
its BoD the 
power to-

• appoint 
any person 
as an 
additional 
director

  
•    at any time

Disqualified

•     A person, who 
fails to get 
appointed as 
a director in a 
GM, cannot be 
appointed

Term

•     Hold office up 
to the date of 
the next AGM 
or the last date 
on which the 
AGM should 
have been held, 
whichever is 
earlier.

• Subject to the articles of a company, the Board 
may appoint-

• any person as a director 
• nominated by any institution, or 
• of any agreement or
• by the Central Government or the State 

Government by virtue of its shareholding in a 
Government company

Nominee Director

color chnage
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(3) Modes of appointment [Section 162 & 163]

(4) Disqualifications for appointment of director  
[Section 164 (1)]

(i) Appointment through single resolution

(ii) Appointment through proportional representation

*Non –applicability of section 162 to the following companies: 
(1) A Government company in which the entire paid up share capital 

is held by the Central Government / by any State Government /
Governments / by the Central Government and one or more State 
Governments;

(2) A subsidiary of a Government company, referred above, in which 
the entire paid up share capital is held by the Government 
company.

(3) A Private company Other disqualifications [Section 164(2)]

Appointment 
of Directors 
to be voted 

Individually

• Each director shall be appointed 
by a separate resolution. 

• Unless the meeting first agreed 
that the appointment shall be 
made by a single resolution and 
no vote has been cast against 
such agreement.

• Contravention of  above shall be 
void.

• A motion for approving a person 
or for nominating a person, for 
appointment as a director, shall 
be treated as a motion for his 
appointment.

AOA of co. may provide for 
appointment of not less than 
2/3rd of total number of 
directors, in accordance with 
principle of proportional 
representation, 

Such appointments may be 
made once in every three 
years 

Casual vacancies of such 
directors shall be filled as per 
section 161(4).

* Non applicability of section 163 shall not apply to:
(1) A Government company in which the entire paid up share capital 

is held by the Central Government, or by any State Government 
or Governments or by the Central Government and one or more 
State Governments;

(2) A subsidiary of a Government company, referred to above, in 
which the entire paid up share capital is held by the Government 
company.

*A private company may by its articles provide for any disqualifications 
for appointment as a director in addition to those specified in sub-
sections (1) and (2).

**Section 164(2) is not applicable to Government company.

by single transferable vote 
/ by system of cumulative 
voting /otherwise

Option to adopt 
principle of proportional 
representation for 
appointment of directors 

General 
disqualifications 
of director in 
the following 
situations:

of unsound mind and so declared by a 
competent court;

an undischarged insolvent;

applied to be adjudicated as an insolvent and 
his application is pending

General 
disqualifications 
of directors in 
the following 
situations:

convicted by a court of any offence, and 
sentenced in respect thereof to imprisonment 
for minimum 6 months and a period of 5 years 
has not elapsed from the date of expiry of the 
sentence.
However, if a person has been convicted of 
any offence and sentenced in respect thereof 
to imprisonment for a period of 7 years / 
more, he shall not be eligible to be appointed 
as a director in any company

an order disqualifying him for appointment 
as a director has been passed by a court or 
Tribunal and the order is in force;

not paid any calls in respect of any shares 
of the company held by him, and 6 months 
have elapsed from the last day fixed for the 
payment of the call; 

convicted of the offence of dealing with 
related party transactions under section 188 
at any time during the last preceding 5 years;  

he has not complied with section 152(3) 
which requires a director to have a DIN under 
section 154. 

he has not complied with the provisions of 
section 165(1).

person who is /has been a director of a company which

shall not be eligible to be-

Provided that where a person is appointed as a director of a 
company which is in default as above

or

has not filed financial statements or annual returns for any 
continuous period of three financial years; 

 re-appointed as 
a director of that 

company or

appointed in other company 
for a period of five years 

from the date on which the 
said company fails to do so

has failed to repay the deposits accepted by it or pay interest 
thereon or to redeem any debentures on the due date or pay 
interest due thereon or pay any dividend declared and such 

failure to pay or redeem continues for one year or more

he shall not incur the disqualification for a period of six months 
from the date of his appointment.
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(5) Holding of maximum number of directorship [Section 165]

(6)  Duties of Directors [Section 166]

(7) Vacation of Office of Director (Section 167)

(8) Resignation of Director [Sec. 168]

(9) Removal of Directors (Section 169)]
(i) Procedure of removal

act in accordance with AOA, subject to the provisions  
of the Act.

Director may by giving a notice in writing to co. 

Co. shall within 30 days from receipt , intimate the 
Registrar &  post the information on its website, if any.

Director may also forward a copy of his resignation 
with reasons to Registrar within 30 days of resignation

Board shall on receipt take note of the same

Co. shall also place the fact of such resignation in 
BoD's Report laid in immediately following GM.

Resignation will be effective from the date on which 
the notice is received by co. / the date, specified by 

the director in the notice, whichever is later.

act in good faith to promote the objects of co. for benefit 
of its members & in the best interests of co., its employees, 
shareholders, community & for protection of environment.

exercise his duties with due & reasonable care, skill & diligence 
& with independent judgment.

not involve in a situation in which he may have a direct /
indirect interest that conflicts, or possibly may conflict, with 

interest of co.

not achieve / attempt to achieve any undue gain or advantage 
either to himself or to his relatives, partners, or associates & if 

such director is found guilty of making any undue gain, he shall 
be liable to pay an amount equal to that gain to the company

not assign his office & if any assignment so made, it shall be 
void.

Director incurs any of the disqualifications specified  
in sec. 164;

By Ordinary Resolution, company may remove a director 
before  expiry of period of office

Special notice shall be required

director shall be given opportuinity to be heard

On receipt of the notice of a resolution for removal, 
the company shall forthwith send a copy thereof to the 

concerned director

director concerned is entitled thereto make representation in 
writing to the co. and requests its notification to members.

acts in contravention of provisions  of sec. 184  relating 
to entering into contracts /arrangements in which he is 

interested;

fails to disclose his interest in any contract / arrangement in 
which he is interested, in contravention of  the provisions of 

sec. 184;

having been appointed a director by virtue of his holding 
any office / other employment in the holding, subsidiary 
or associate company, ceases to hold such office or other 

employment in that company.

convicted by a court for any offence & sentenced to 
imprisonment for not less than 6 months.  

becomes disqualified by an order of a court / the Tribunal;

removed in pursuance of the provisions of this Act;

on absence from all meetings of BoD held during a period of 
12 months

In case, he incurs disqualification under section 164(2), the 
office shall become vacant in all the companies, except the 

company in defalult

*In case of contravention, a director of the company shall be levied fine 
from R 1,00,000 to R 5,00,000. 

* Provision related to maximum holding of directorship shall not 
apply to section 8 companies.

** If a person accepts an appointment as a director in contravention 
to holding directorship in more than 20 companies / more than 
10 public companies -liable to R 5000 for each day after the first 
during which such contravention continues.

Maximum 20 
(including Alternate 

directorship)

company may 
specify lesser 

number of 
companies in 

which a director 
may act as 

directors by 
passing SR. 

Out of 20, 
maximum 10 

public companies 

Number of 
directorship

Exclusion 
(from 20 co.)

directorship in 
dormant co.
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Subject to provisions of Sec. 197 and Schedule V

Terms and conditions and remuneration payable be 
approved by BOD at meeting

Approval of shareholders in next GM

Approval of Central Government (if appointment is at 
variance with Schedule V)

Return in prescribed form shall be filled with Registrar 
within 60 days of such appointment.

*In case of private company – given Section 196(4) shall not apply 
**In case of government company – given Section 196(2) and (4) shall 
not apply

(ii) Restrictions on removal of certain directors

Directors appointed by Tribunal 
u/s 242

*below the age of 21 years or has attained the age of 70 
years; or

is an undischarged insolvent or has at any time been 
adjudged as an insolvent; or

has at any time suspended payment to his creditors or makes, 
or has at any time made, a composition with them; or 

has at any time been convicted by a court of an offence 
and sentenced for a period of more than six months. 

Additional conditions prescribed through Schedule V (for 
appointment without approval of Central Government) 

Directors appointed u/s 163
ID: who are re-appointed for second 

term u/s 149(10) can be removed only by 
passing SR+ opportunity of being heard

*Provided that appointment of a person who has attained the age 
of seventy years may be made by : (1) passing a special resolution 
with an explanatory statement indicating the justification for such 
appointment.

(2) further that where no such special resolution is passed but votes 
cast in favour of such motion,and the Central Government is satisfied, 
on an application made by the Board, that such appointment is most 
beneficial to the company, the appointment of the person who has 
attained the age of seventy years may be made.

Chapter 2: Appointment and Remuneration of Managerial Personnel
(1) Appointment of Managing Director, Whole-Time Director or 
Manager [Section 196]

(i) Appointment of MD and Manager [Section 196(1)]

(iv)  Procedure of appointment of MD, WTD or Manager 
[Section 196(4)](ii) Tenure [Section 196(2)]

(iii) Disqualifications for MD, WTD or Manager [Section 
196(3)]

(2)  Overall maximum Managerial Remuneration [Sec. 197(1)]

Company shall not 
appoint/ employ at 
the same time

Tenure of  MD, 
WTD or Manager Maximum 5 years

• MD
• Manager

S. 
No.

Conditions Maximum remuneration in any 
financial year

Conditions when remuneration can exceed as referred in 
column (b)

(a) (b) (c)
(i) Overall limit 11% of the net profits of the 

company for that financial year
Company in general meeting may authorise the payment of 
remuneration exceeding eleven per cent of the net profits 
of the company subject to provisions of Schedule V 

(ii) If there is one Managing director/ 
Whole time director/ manager

5% of the net profits of the 
company for that year

With the approval of the company in general meeting by 
SR, this limit may be exceeded.

(iii) If there is more than one 
Managing director/ Whole time 
director/ manager

10% of the net profits With the approval of the company in general meeting by 
SR, this limit may be exceeded.

(iv) If there is directors who are 
neither Managing director nor 
whole time directors

1% of the net profits of the 
company if there is a managing 
director or a whole time director

Approval of the company in general meeting  by SR is 
required.

(v) If there are directors who are 
neither Managing director nor 
whole time directors

3% of the net profits of the 
company if there is no managing 
director or whole time director

Approval of the company in general meeting by SR is 
required.

121



  COMPANY LAW

 The Chartered Accountant Student   June 2019    11

(ii)  Companies which mandatorily required appointment of 
whole time KMP  [Section 203(1) + relevant Rule ]

(iii) Provisions related to appointment of whole time KMP 
[Section 203(2) &(3)]

(v) Vacancy in office of KMP [Section 203(4)]

(iv) Managing Director / Manager in more than one company 
[Third proviso to section 203(3)]

*Where the company has defaulted in payment of dues to any bank / 
PFI/ non-convertible debenture holders / any other secured creditor, 
the prior approval of the bank / PFI concerned / the non-convertible 
debenture holders / other secured creditor, as the case may be, shall be 
obtained by the company before obtaining the approval in the general 
meeting.

*In case of Government Company, Section 197 shall not apply.

*In case of government Company, as per section 4A, the provisions 
of sub-sections (1), (2), (3) and (4) of section 203, shall not apply to a 
managing director / Chief Executive Officer / manager and in their 
absence, a whole-time director of the Government Company." 

• MD/ CEO / M
• WTD (in absence of MD/CEO/M)
• CS; 
• CFO. 
• Officer not more than one level below 

the directors (in whole time employment 
desigated as KMP)

• Other prescribed officer

• filled up by the board
• within 6 months from date of vacancy{Vacancy of 

KMP

(3) Appointment of KMP [Section 203]

(i) KMP [section 2(51)]

(4) Functions of the Company Secretary [Section 205]

(5) Secretarial Audit (Section 204)

(6) Penalty [Section 203(5)]
Appointment 
of person as 
MD in more 

than one 
company  

Companies 
that are 

required 
to conduct 
Secretarial 

Audit

by means of 
resolution 
of Board 
containing 
terms & 
conditions & 
remuneration

Whole time 
KMP shall 
not hold 
office in 
more than 
one co. at the 
same time 
excepts its 
subsidiary 
co.

KMP can be 
appointed as  
a director 
in any 
company 
with the 
permission 
of the 
Board.M
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Who are 
KMP's?

companies mandatorily required to appoint  
whole-time KMP

• every listed co. & 
• every other public co. having a paid-up share capital of  

R 10 crore or more

• Co. may appoint a person as its 
MD , if he is MD / manager of one, 
& of not more than one, other co.

• Approved by resolution passed at 
meeting of Board with consent of 
all directors present at the meeting

• Specific notice of such meeting, 
& of the resolution to be moved 
thereat has been given to all the 
directors then in India.

• Every Listed co. 
• Every public company having 

a paid up share capital of ` 50 
crore or more; or 

• Every public company having 
a turnover of ` 250 crore or 
more.

* The above companies shall annex with its Board's report made 
in section 134(3), a secretarial audit report, given by a company 
secretary in practice.

On company Every Director & 
KMP in default

where the 
contravention is a 

continuing one

Functions of 
the CS includes

to report to the Board about compliance
to ensure that the co. complies with the 
applicable secretarial standards;
to provide to the directors of the co.guidance 
as they may require, with regard to their duties, 
responsibilities and powers; 
to facilitate the convening of meetings and 
attend Board, committee and general meetings 
and maintain the minutes of these meetings; 
to obtain approvals from the Board, general 
meeting, the government and other authorities 
as required
to represent before various regulators, and 
other authorities in connection with discharge 
of various duties under the Act; 
to assist the Board in the conduct of the affairs 
of the co.; 
to assist and advise the Board in ensuring good 
corporate governance and compliance & best 
practices
to discharge such other duties as have been 
specified under the Act or rules; & 
such other duties as may be assigned by the 
Board from time to time.

fine of 5 lakh 
rupees

fine extending 
to fifty thousand 
rupees

with a further 
fine from  one 
thousand rupees 
to five lakh rupees  
for each day after 
the first during 
which default 
continues. 
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CHAPTER 3: MEETINGS OF BOARD AND ITS POWERS
(1) Board Meeting (BM) [Section 173]

(i) Frequency of holding of BM

(2) Quorum [Section 174]

(i) Quorum

(ii) Quorum when directors participate through Video 
Conferencing

(ii) Exceptions to section 173 [Section 173(5)]

(iii) Participation in BM [Section 173 (2)]

Holding of BM [(173(1)]

First BM
shall be  held within 30 days of 
the date of its Incorporation

Subsequent BMs
• hold minimum of 4 meetings 

every year 
• gap between two consecutive 

board meetings shall not be 
more than 120 days

Central 
Government  

Exemption to Section 8 companies from compliance of 
section 173(1)

 Companies deemed to have been complied with the 
provisions of section 173

if at least one meeting of the BoD has been conducted-

 Quorum of 
a BM

1/3rd of Total 
strength

2 Directors

OR

may by 
notification 

exempt any 
class , or 

descriptions of 
companies, or

apply provisions 
subject to 

exceptions, 
modifications 
or conditions 

Applicable to the extent that the Board of Directors, of Section 8 
companies shall hold at least one meeting within every six calendar 
months.

 *In case of OPC, in which there is only one director on its Board of 
Directors, it shall not be required to hold at least one Board meeting 
in each half of a calendar year. 

• in person
• Through video conferencing
• other audio visual means as 

prescribed under Rule 3 of the 
Companies (Meetings of Board 
and its Powers) Rules, 2014 

*One Person 
Company 
(OPC)

in each half of a calendar year, 
and

small 
company 

 the gap between the two 
meetings is not less than 90 
days.

dormant 
company 

private start 
ups

Proviso to 
section 173(1)

Directors 
may attend 

board 
meeting -

(iv) Notice of the BM [Section 173 (3)+ Relevant Rules]

Period & mode of serving of notice

Shorter notice less than 7 days may be served

Option to participate through video conferencing mode/ other audio 
visual means (Rule 3)

Where the quorum of continuing directors is reduced (as fixed by article)

* Where at any time the number of interested directors exceeds or is 
equal to 2/3 of the total strength of the BOD 

On receival of notice

No intimation from director of his participation through the  
electronic mode

In case of participation of director through video conferencing or by 
other audio visual means 

• shall also be counted for the purpose of determining the quorum 
at the meeting,

• unless he is to be excluded for any items of business under any 
provisions of the Act or the rules (Explanation as given in Rule 3 of 
the Companies (Meetings of Board and its Powers) Rules, 2014 )

at least 7 days’ 
notice in writing

to transact 
an urgent 
business

to all the directors at 
registered address

atleast one 
independent 

director, if any, 
shall be present

notice  of  the  meeting  shall  inform  the  directors  regarding  the  option 
available to them to participate through video conferencing mode or other 

audio visual means, and shall provide all the necessary information to 
enable the directors to participate through video conferencing mode or 

other audio visual means

• the continuing directors or director may act for the purpose of 
increasing the number of directors to that fixed for the quorum, or

• of summoning a general meeting of the company

the number of directors who are not interested directors and present at the 
meeting, being not less than two, shall be the quorum during such time

a director intending to participate through video conferencing or audio 
visual means  shall  communicate  his  intention  to  the  Chairperson  or  

the  company secretary of the company

*For section 8 Companies, quorum for the BM, either 8 members or 25% of 
its total strength whichever is less, however, quorum shall not be less than two 
members.

*In case of Private Company - Section 174(3), shall apply with the exception that 
the interested director may also be counted towards quorum in such meeting 
after disclosure of his interest pursuant to section 184. 

it shall be assumed that the director shall attend the meeting in person

sent by hand delivery/ by 
post/ by electronic means

In absence, decisions taken shall be 
circulated to all the directors and shall 
be final only on ratification thereof by 

at least one independent director, if any

Which ever is 
higher

(iii) Section 174(3)
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(iv) Where a meeting of the Board could not be held for want of 
quorum [Section 174(4)]

(3) Powers of Board [Section 179]

(4) Restrictions on powers of Board [Section 180]

(5) Powers of BoD of a Company to make contributions [Section 
181, 182, & 183]

(6) Disclosure of interest by director [Section 184]
(i) Applicabilty:

 exercise all such powers, and to 
do all such acts and things, as the 
company is authorised to exercise 
and do

The Board shall not exercise any 
power or do any act or thing which 
is directed or required,  
• whether under this Act or
• by the memorandum or
• articles of the company or
• otherwise, to be exercised or 

done by the company in general 
meeting

The BoD of a company shall 
be entitled to Exception to Board’s Power:

Board may exercise its 
powers by means of the 

resolution passed at a duly 
convened Board meeting

Unless the articles of the company otherwise provide, 

the meeting shall automatically stand adjourned 
• to the same day
• at the same time and place
•  in the next week, 

The BoD of a company shall exercise the following powers only 
with the consent of the company by a special resolution

• any amount the aggregate of which, in any 
financial year, exceed 5% of its average net 
profits for the three immediately preceding 
financial years.

• prior permission of the company in general 
meeting shall be required 

To Bona 
fide 

charitable 
and other 

funds

 To Political 
Contributions

To National 
Defence 

Fund, etc.

• BoD authorised in general meeting, may, 
contribute such amount as it thinks fit to the 
National Defence Fund or any other Fund 
approved by the Central Government for the 
purpose of national defence

• a company, other than a Government 
company and a company which has been in 
existence for less than three financial years-

• may contribute any amount directly or 
indirectly to any political party, unless a 
resolution authorising the making of such 
contribution is passed at a meeting of the 
Board of Directors,

• and such resolution shall, subject to the 
other provisions of this section, be deemed 
to be justification in law for the making  of 
the contribution authorised by it.

To sell, lease or dispose 
of the undertaking of 
the company

To invest the amount 
of compensation 
received as a result 
of any merger or 
amalgamation;

Settlement of amount 
from director

Limit to borrow 
money, 

To sell, lease or otherwise dispose of the 
whole or substantially the whole of the 
undertaking of the company or where the 
company owns more than one undertaking, 
of the whole or substantially the whole of 
any of such undertakings

To invest otherwise in trust securities the 
amount of compensation received by it as a 
result of any merger or amalgamation;

To remit, or give time for the repayment 
of, any debt due from a director

*Section 180, is not applicable to private company as per the Notification 
no. 464(E), dated 5th June 2015.

to borrow money, where the money to be 
borrowed, together with the money already 
borrowed by the company will exceed 
aggregate of its paid-up share capital,free 
reserves and securitries premium apart 
from temporary loans obtained from the 
company’s bankers in the ordinary course 
of business

if that day is a national holiday, till the next succeeding day, which 
is not a national holiday, at the same time and place,

Powers of 
Board

make calls on shareholders in respect of money 
unpaid 
authorise buy-back of securities
issue securities
borrow monies
invest the funds of the company
grant loans or give guarantee or provide security 
diversify the business 
approve financial statement and the Board’s report
approve amalgamation, merger or reconstruction
take over a company or acquire a controlling or 
substantial stake in another company
any other matter which may be prescribed in Rule 8 
of the Companies (Meetings of Board and its Powers) 
Rules, 2014

• to make political contributions;
• to appoint or remove KMP
• to appoint internal auditors and secretarial 

auditor;

Additional powers 
prescribed under Rule 

8 of the Companies 
(Meetings of Board 

and its Powers) Rules, 
2014 

Section 184 
is applicable

• on all directors of the 
company and

• all types of 
Companies
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(ii) When to disclose & what are the disclosures

(iii) Consequences of non-disclosure

(iv) Exceptions to section 185

(ii) Conditions

(iii) Any person in whom any of the director of the company is 
interested 

(7) Loan to directors, etc. [Section 185] 

(i) Providing loan / guarantee / security

When to disclose

Every director shall:
• At the First meeting of the 

Board in which he participates 
as a director, and

• Thereafter, at the first meeting 
of the Board in every financial 
year, or

• Whenever there is any change 
in the disclosures already 
made, then at the first Board 
meeting held after such 
change. 

General Disclosure
• Every director shall disclose 

his concern or interest in 
any company or companies 
or bodies corporate, firms, 
or other association of 
individuals which shall include 
the shareholding,

• the directors shall disclose his 
concern or interest, by giving a 
notice in writing

Specific Disclosure
• Whenever any 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 shall disclose the nature of his concern or interest 
at the meeting of the Board in which the contract or arrangement is 
discussed and shall not participate in such meeting.

A company may advance 
any loan including any loan 
represented by a book debt, or 
give any guarantee or provide 
any security in connection 
with any loan taken by any 
person in whom any of the 
director of the company is 
interested, subject to the 
condition that—

a Special Resolution is passed 
by the company in general 
meeting along with the 
Explanatory statement

the loans are utilised by the 
borrowing company for its 
principal business activities.

Consequences of non disclosure of concerned or interest in any contract 
or arrangement -
 It shall be voidable at the option of company
 Penalty to a director of the company
 with imprisonment for a term extending to 1 year, or
 with fine upto 1 lakh rupees, or
 with both. 

Section 184 shall not apply to any contract or 
arrangement entered into or to be entered 
into between two companies or between one 
or more companies and one or more bodies 
corporate where any of the directors of the one 
company or body corporate or two or more 
of them together holds or hold not more than 
two per cent. of the paid-up share capital in the 
other company or the body corporate 

Exceptions

Disclosures

* In case of private company - Section 184 (2) shall apply; with the 
exception that the interested director may participate in such meeting after 
disclosure of his interest. - vide Notification G.S.R. 464(E), Notification 
dated 5th June, 2015.
* Whereas with respect to the companies covered u/s 8 of the Companies 
Act, 2013, vide Notification G.S.R. 466(E), dated 5th June 2015, the Section 
184(2) shall apply only if the transaction with reference to section 188 on 
the basis of terms and conditions of the contract or arrangement exceeds 
one lakh rupees.

No company shall, directly or indirectly, advance

any director of company, or of a company which is its holding 
company or any partner or relative of any such director; or 

any firm in which any such director or relative is a partner. 

any loan, 
including any loan 
represented by a 
book debt to, or 

give any guarantee 
or

provide any security in 
connection with any loan 

taken by

any private 
company of 
which any 

such director 
is a director or 

member;

any body 
corporate, the 

Board of directors, 
managing director 

or manager, 
whereof is 

accustomed to 
act in accordance 

with the directions 
or instructions of 
the Board, or of 
any director or 
directors, of the 

lending company.

any body corporate at a general meeting of which 
not less than 25% of the total voting power may 
be exercised or controlled by any such director, 

or by 2 or more such directors, together; or

Any person in 
whom any of 

the director of 
the company 
is interested" 

means—

Exceptions to 
section 185

giving of any loan to a 
managing director or 
whole-time director—

as a part of the conditions 
of service extended by the 
company to all its employees; 
or
pursuant to any scheme 
approved by the members by a 
special resolution; or

a company which 
in the ordinary 
course of its business 
provides loans/ /gives 
guarantees /securities 
for-

the due repayment of any loan 
and

in respect of such loans an 
interest is charged at a rate not 
less than the rate of prevailing 
yield of one year, three years, five 
years or ten years Government 
security closest to the tenor of 
the loan; or

any loan made by a holding 
company to its wholly owned 
subsidiary company / any 
guarantee given/ security provided 
by a holding company in respect of 
any loan made to its wholly owned 
subsidiary company; or

Provided loans 
made are utilised 
by the subsidiary 
company for its 
principal business 
activitiesAny guarantee given or security 

provided by a holding company in 
respect of any loan made by any 
bank or financial institution to its 
subsidiary company:
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(8) Loan and Investment by Company [Section 186(1)]

(i) Investment by company

(v) Contravention (ii) Ceiling on the investment [Section 186(2) & (3) Read with 
Rule 13 of the Companies (Meetings of Board and its Powers) 
Rules, 2014] 

(vi) Exemptions 

(iii) Disclosure to members [Section 186(4)]:

(iv) Maintenance of register [Section 186(9) & (10)]

In contravention 
of section 185, 
penalties levied-

On 
Company

Minimum- 5 lakhs and 
maximum- 25 lakhs

Imprisonment- 
Maximum 6 months, 

or,

Fine- Minimum-  
5 lakhs and maximum- 

25 lakhs, 

Imprisonment- 
Maximum 6 months, 

or,

Fine- Minimum- 5 
lakhs and maximum- 

25 lakhs, or, 

Both imprisonment 
and fine.

On defaulting 
officer

On defaulting 
director 

Company shall

Give any loan 
to any person 
or other body 

corporate 

Give any 
guarantee or 

provide security 
in connection 
with a loan to 

any other body 
corporate or 

person

Limit

exceeding 60% of its paid-up share capital, free reserves and 
securities premium account or 100% of its free reserves and 

securities premium account, whichever is more unless previously 
authorised by a special resolution passed in a general meeting 

Where the above transactions has been provided by company 
to its wholly owned subsidiary company or a joint venture 

company, or acquisition is made by a holding company, by way 
of subscription, purchase or otherwise of, the securities of its 
wholly owned subsidiary company, previous approval by SR is 

not required in a general meeting. 

acquire by way 
of subscription, 

purchase or 
otherwise, the 
securities of  

any other body 
corporate 

Nidhis
Provided the loan is 
given to a director or his 
relative in their capacity 
as members and such 
transaction is disclosed 
in the annual accounts 
by a note.

loan given,

Private company
	In whose share 

capital no other 
body corporate has 
invested any money;

	If the borrowings of 
such a company from 
banks or financial 
institutions or 
anybody corporate is 
less than twice of its 
paid up share capital 
or fifty crore rupees, 
whichever is lower, 
and

	Such company has no 
default in repayment 
of such borrowings 
subsisting at the 
time of making 
transactions under 
this section

investment made or 
guarantee given or 
security provided,

Government company 
	Such company 

obtains approval 
of the Ministry 
or Department 
of the Central 
Government which 
is administratively 
in charge of the 
company, or, as the 
case may be, the state 
Government before 
making any loan or 
giving any guarantee 
or providing any 
security under the 
Section. the purpose for which 

the loan or guarantee 
or security is proposed 
to be utilised by the 
recipient of the loan or 
guarantee or security.

Exemptions to following companies from application of section 185 –

Company shall disclose to the members in the financial statement the full 
particulars of-

Investment by company

Exemption

a company shall unless otherwise prescribed, make investment 
through not more than 2 layers of investment companies

However, above provisions shall not affect,—
 a company from acquiring any other company 

incorporated in a country outside India
 if such other company has investment subsidiaries 

beyond two layers as per the laws of such country;
 a subsidiary company from having any investment 

subsidiary for the purposes of meeting the requirements 
under any law / under any rule / regulation framed under 
any law for the time being in force.

Every company 
giving loan /a 
guarantee / 
providing security 
/making an 
acquisition shall

 keep a register 
 containing such 

particulars and 
maintained as per Rule 
12 of the Companies 
(Meetings of Board and 
its Powers) Rules, 2014

 be kept at the registered 
office of the company

 be open to inspection at 
such office and extracts 
may be taken therefrom 
by any member
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(v) Non-applicability of section 186 [Section 186(11)]

(vi) Penalty [Section 186(13)]

(9)  Investments of company to be held in its own name  
[Section 187] 

(10) Related Party Transactions [Section 188 read with Rule 3 of the Companies (Specification of Definitions Details) Rules, 2014]
(i) Meaning of Related Party

to a loan made, guarantee 
given /security provided or 
investment made by-
 a banking company or 
 an insurance company or 
 a housing finance company 

in the ordinary course of 
its business or 

 or a company established 
with the object of and 
engaged in the business 
of financing industrial 
enterprises or 

 of providing infrastructural 
facilities.

to any investment-
 made by an investment 

company;
 of shares allotted in 

pursuance of section 62(1)
(a) or in shares allotted in 
pursuance of rights issues 
made by a body corporate;

 made, in respect of 
investment or lending 
activities, by a NBFC 
registered under Chapter 
III-B of the RBI Act, 1934 
and whose principal 
business is acquisition of 
securities. 

Section 186 shall not apply

In contravention to 
section 186 

In contravention to 
section 186 

company shall be punishable 
with fine -
 Min.- R 25,000
 Max.- R 5 lakh

Every officer of the company 
shall be punishable with 
imprisonment up to two years 
+ fine -
 Min.- R 25,000
 Max.- R 5 lakh

Except sub-section 
(1) of section 186

And

*In case of Government Company - Section 186 shall not apply to - 
• Government company engaged in defence production.
•  A Government company, other than a listed company, in case 

such company obtains approval of the Ministry or Department 
of the Central Government which is administratively in charge of 
the company, or, as the case may be, the State Government before 
making any loan or giving any guarantee or providing any security 
or making any investment under the section.  - Notification dated 
5th june, 2015.

*However, the company may hold any shares in its subsidiary 
company in the name of any nominee or nominees of the company, if 
it is necessary to do so, to ensure that the number of members of the 
subsidiary company is not reduced below the statutory limit.

All investments

made or held by  a 
company in any-

Shall be made and held by it in its own name

property security or other assets

Related Party (Section  2 clause 76) with reference to a company, means-

a 
director 

/ his 
relative;

a KMP 
/ his 

relative;

Company shall enter into any contract or arrangement with a RP with respect to the transactions-
 with the consent of the Board of Directors given by a resolution at a meeting of the Board and subject to such conditions as 
prescribed under rule 15(1) of the Companies (Meetings of Board and its Powers) Rules, 2014

a firm, in 
which a 
director, 
manager 

/ his 
relative is 
a partner;

(ii) Contracts with related parties (RP) which are covered under section 188 [Section 188(1)]

a private 
company 

in which a 
director /
manager 

/ his 
relative is 
a member 

or 
director;

a public 
company 

in which a 
director /

manager is 
a director 
and holds 

along 
with his 
relatives, 

more than 
2% of its 
paid-up 

share 
capital;

a holding, 
subsidiary 

or an 
associate 
company 
of such 

company; 
or

any body corporate which is—

a 
subsidiary 

of a 
holding 

company 
to which 
it is also a 
subsidiary;

an 
investing 
company 

or 
venturer 

of the 
company

any person 
on whose 

advice, 
directions or 
instructions 
a director or 
manager is 

accustomed 
to act:

such other 
person as 

prescribed 
in Rule 
3 of the 

Companies 
(Speci-

fication of 
Definitions 

Details) 
Rules, 
2014 ;

any body 
corporate 

whose BoD, 
MD or 

manager is 
accustomed 

to act in 
accordance 

with the 
advice, 

directions or 
instructions 
of a director 
/ manager;
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Transactions

(iii) Prescribed limits for the transactions to be entered into 
as contracts or arrangements with the prior approval of the 
Company [Rule 15(3) of the Companies (Meetings of Board and 
its Powers) Rules, 2014]

(A) Where the transaction/s to be entered into as contracts or 
arrangements with respect to clauses (a) to (e) of section 188(1), 
with criteria as mentioned below -
Conditions with respect to 
transactions to be entered 
into with the prior approval

Prescribed limits for the 
transactions to be entered into 
as contracts or arrangements 

sale, purchase or supply of any 
goods or materials, directly or 
through appointment of agent

Amounting to 10% or more of the 
turnover of the company or rupees 
100 crore, whichever is lower, as 
mentioned in clause (a) and clause 
(e) respectively of sub-section (1) 
of section 188

selling or otherwise disposing 
of or buying property of any 
kind, directly or through 
appointment of agent

Amounting to 10% or more of net 
worth of the company or rupees 
100 crore, whichever is lower, as 
mentioned in clause (b) and clause 
(e) respectively of sub-section (1) 
of section 188

leasing of property of any kind Amounting to 10% or more of 
the net worth of the company or 
10% or more of turnover of the 
company or rupees 100 crore, 
whichever is lower, as mentioned 
in clause (c) of sub-section (1) of 
section 188

availing or rendering of any 
services, directly or through 
appointment of agent

Amounting to 10% or more of the 
turnover of the company or rupees 
50 crore, whichever is lower, as 
mentioned in clause (d) and clause 
(e) respectively of sub-section (1) 
of section 188

*It is hereby clarified that the limits specified above, shall apply 
for transaction/s to be entered into either individually or taken 
together with the previous transactions during a financial year.

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

(b) selling or otherwise disposing of, or buying, property of any 
kind;

(g) underwriting the subscription of any securities or 
derivatives thereof, of the company

(c) leasing of property of any kind;

(f ) such related party's appointment to any office or 
place of profit in the company, its subsidiary company 
or associate company; and

(d) availing or rendering of any services;

(e) appointment of any agent for purchase or sale of 
goods, materials, services or property;

*However, no contract or arrangement, in the case of a company 
having a paid-up share capital of not less than such amount, or 
transactions not exceeding such sums, as prescribed under Rule 15(3) 
of the Companies (Meetings of Board and its Powers) Rules, 2014, 
shall be entered into except with the prior approval of the company by 
a resolution. [First proviso to section 188(1)]

(B)  Where the transaction/s to be entered into as contracts or 
arrangements is for appointment to any office or place of 
profit in the company, its subsidiary company or associate 
company at a monthly remuneration exceeding 2.5 lakh 
rupees; or

(C) Where the transaction/s to be entered into as contracts or 
arrangements is for remuneration for underwriting the 
subscription of any securities or derivatives thereof, of the 
company exceeding 1% of the net worth as mentioned in 
section 188(1)(g)

(iv) Concept of “Arm’s length transaction

(v) Relevant particulars to disclose in the notice of a general 
meeting and consequences on being a related party/or in relation 
to a related party, in a transaction. [Proviso & explanation to 
Section 188]

a transaction

Section 188(1) shall not apply to 
any transactions
•  entered into by the company in its 

ordinary course of business

Except the transactions which are 
not on an arm’s length basis

between two 
related parties

conducted as 
if they were 
unrelated, 

so that there is no 
conflict of interest

Meaning

The explanatory statement 
to be annexed to the notice 
of a general meeting as per 
section 101, shall contain-
 name of the related 

party;
 name of the director / 

KMP who is related, if 
any;

 nature of relationship;
 nature, material terms, 

monetary value and 
particulars of the 
contract / arrangement;

 any other information 
relevant / important 
for the members to 
take a decision on the 
proposed resolution.”

Where any director is interested in any contract /arrangement 
with a related party, such director shall not be present at 
the meeting during discussions on the subject matter of the 
resolution relating to such contract or arrangement. [Rule 15(2)]

No voting by related 
member

 no member of the 
company shall vote 
on such resolution, to 
approve any contract or 
arrangement which may 
be entered into by the 
company, if such member 
is a related party.

 the above shall not apply 
to a company in which 
ninety per cent or more 
members, in number, are 
relatives of promoters or 
are related parties. 

Applicability of section 188 on transactions on arm's length basis
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(vi) Passing of resolution is not necessitated [Proviso to Section 
188(1)]

(vii) Consequences of Related party transaction [Section 188(3) 
& (4)]

(11)  Committees

(i) Audit Committee [Section 177]

(A) Formation & composition of an AC:

(viii) Penalty for contravention [Section 188 (5)]: (B) Composition of AC

for transactions entered into between a 
holding company and its wholly owned 
subsidiary,

Committees

Audit 
Committee 

(AC)

Nomination 
and 

Remuneration 
Committee

Stakeholders 
Relationship 
Committee

A contract or 
arrangement 

shall be 
voidable at 

the option of 
the Board/ 

shareholders

whose accounts are consolidated with such 
holding company, and

are placed before the shareholders at the 
general meeting for approval.

No resolution 
required to be 
passed under 
first proviso

Where any contract /arrangement is 
entered into without obtaining the 
consent of the Board or approval by a 
resolution in the general meeting by-
	 a director, or 
	 any other employee, and

AC shall be constituted 
by the BoD of-

Such other class or 
classes of companies  as 

prescribed under Rule 6 of 
the Companies (Meetings 
of Board and its Powers) 

Rules, 2014 

Every listed public 
company

Public companies, 
having in aggregate, 
outstanding loans 

/ borrowings /
debentures /

deposits exceeding 
R 50 cr/ more.

Public 
companies 

having 
turnover of  

R 100 cr /more

Public 
companies 

with a paid up 
capital of R 10 

cr / more;

if it is not ratified by
	 the Board, or
	 the shareholders at a meeting within 

3 months from the date on which 
such contract or arrangement was 
entered into.

Further, if the contract or arrangement is 
with a related party to any director, or is 
authorised by any other director, 
	 the directors concerned shall 

indemnify the company against any 
loss incurred by it.

Composition of 
an AC

Disclosure in Board’s 
Report-

• Composition of 
Committee

• Non- acceptance of 
any recommendation 
with reasons

Such act shall be open to the company to 
proceed against-
	 a director or any other employee
	 who had entered into such contract 

or arrangement
	 in contravention of the provisions of 

this section for recovery of any loss 
sustained by it as a result of such 
contract or arrangement.

In the 
case of a-

Liability

listed 
company

Any director or any other employee of a company, 
who had entered into or authorised the contract or 
arrangement in violation of the provisions of this 
section shall-
be punishable with imprisonment for a term which 
may extend to 1 year or with fine which shall not be 
less than 25,000 rupees but which may extend to 5 
lakh rupees, or with both; and

any other 
company

Any director or any other employee of a company, 
who had entered into or authorised the contract or 
arrangement in violation of the provisions of this 
section shall-
be punishable with fine which shall not be less than 
25,000 rupees but which may extend to 5 lakh rupees.

*Exemption from applicability of section 188 for transactions 
arising out of Compromises, Arrangements and Amalgamations 
dealt with under specific provisions of the Companies Act, 2013.

*  The paid up share capital or turnover or outstanding loans, 
or borrowings or debentures or deposits, as the case may be, as 
existing on the date of last audited Financial Statements shall be 
taken into account for the purposes of this rule.

	 Minimum -3 directors
	 independent directors forming a majority
	 members of AC including its Chairperson shall be persons 

with ability to read and understand the financial statement

* Vide Notification G.S.R. 466(E) ‘Independent Directors forming 
a majority’ is omitted in constitution of AC for the Companies 
covered under Section 8 of the Companies Act, 2013.
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(C) Responsibilities of an AC (D) Rights of Audit Committee

(E) Rights of others in AC

(ii) Vigil mechanism [Section 177(9) read with Rule 7 of the 
Companies (Meetings of Board and its Powers) Rules, 2014]

(A) Formation of vigil mechanism (VM)

Every AC shall act in accordance with the 
terms of reference specified in writing by the 

Board which shall, inter alia, include

power to obtain 
professional advice 

from external 
sources and 

have full access 
to information 

contained in the 
records of the 

company. 

Investigation 
by Audit 

committee 
[Section 
177(6)]

empowered to 
[Section  177(5)] -

Rights of Audit committee

* the recommendation for appointment, remuneration and terms 
of appointment of auditors

review and monitor the auditor’s independence , performance, 
and effectiveness of audit process;

examination of the financial statement and the auditors’  
report thereon;

examination of the financial statement and the auditors’  
report thereon;

scrutiny of inter-corporate loans and investments;
Auditors 

of a 
company 
+ KMP

have a right 
to be heard 

in the 
meetings 
of the AC

during  the 
consideration 

of the 
auditor’s 

report 

No right to 
vote

VM shall be formed by-

Every listed company,

the Companies which accept deposits from the public,

the Companies which have borrowed money from banks and 
public financial institutions in excess of  R 50 crore.

valuation of undertakings or assets of the company, wherever it is 
necessary;

evaluation of internal financial controls and risk management 
systems;

monitoring the end use of funds raised through public offers and 
related matters.

The AC 
may make 
omnibus 
approval 

for related 
party tran-

sactions 
proposed to 
be entered 
into by the 

company  as 
per the Rule 

6A.

In case of 
transaction, 
other than 

transactions 
referred to 
in sec. 188, 

& where AC 
does not 

approve the 
transaction, 
it shall make 

its reco-
mmendations 
to the Board.

in case any transaction 
involving any amount not 
exceeding Rs. one crore  is 
entered into by a director 

or officer of company 
without obtaining the 

approval of the AC and it 
is not ratified by the AC 

within 3 months from the 
date of the transaction, 

such transaction shall be 
voidable at the option of the 
AC and if the transaction is 
with the related party to any 

director or is authorised 
by any other director, the 
director concerned shall 
indemnify the company 
against any loss incurred 

by it

* In case of Government companies, for point 1st, for the word 
“recommendation for appointment, remuneration and terms of 
appointment” the words “recommendation for remuneration” 
shall be substituted.

The provisions 
of this clause 

shall not apply 
to a transaction, 

other than a 
transaction 
referred to 
in sec. 188, 

between 
a holding 

company & its 
wholly owned 

subsidiary 
company; 

referred by 
the board

on matters 
specified in 
177(4), or

the 
management 

of the 
company

discuss any related 
issues with the 

internal and statutory 
auditors, and

call for the comments 
of the auditors about-

the scope of audit, 
including the 

observations of the 
auditors,

internal 
control 

systems,
review of 
financial 

statement 
before their 
submission 

to the 
Board,
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(B) Objective of formation of VM (B) Composition of nomination & remuneration committee 
(N&R C)

(C) Functions of the Nomination and Remuneration Committee 
(N&R C)

(iv) Stakeholders Relationship Committee (SRC) [Section 
178(5)-178(6)]

(C) Working of VM

Objective for formation of VM

for directors and employees to 
report genuine concerns 

N&R C consist of 

Restriction on 
Chairman of Co.

3 or more non-executive directors 

The Chairman (whether executive or 
non-executive) of the company shall 
not chair such a committee

out of which not less than one-half shall be independent 
directors.

However, he may be appointed as a member to the committee

provide adequate safeguards 
against victimisation of persons 
who use such mechanism, and

make provision for direct access 
to the chairperson of the Audit 
Committee in appropriate or 
exceptional cases
company to disclose the details 
of the establishment of vigil 
mechanism on the website of 
the company and in Board’s 
report

Who may use Mechanism employees and directors
Who will regulate the VM (i) an audit committee (where 

company is required to constitute 
Audit Committee)

(ii) BoD shall nominate a director to 
play the role of audit committee 
(In case of other companies)

How VM may work Directors and employees may report 
their concerns to VM. 
They may have direct access to the 
Chairperson of the Audit Committee 
or the director nominated to play 
the role of Audit Committee, in 
exceptional case.
In case of repeated frivolous 
complaints being filed by a director 
or an employee, the audit committee 
or the director nominated to play 
the role of audit committee may take 
suitable action against the concerned 
director or employee including 
reprimand.

(iii) Nomination and Remuneration Committee (N&R C) 
[Section 178 (1) -178(4)]]

(A) Formation of nomination & remuneration committee by 

Every 
Listed 
public 

company

Unlisted 
public 

company 
with a 

paid up 
capital of 
ten crore 
rupees or 
more; or

Unlisted 
public 

company 
having 

turnover 
of one 

hundred 
crore 

rupees or 
more; or

Unlisted 
public 

company 
having  in  
aggregate,  

outstanding  
loans  or  

borrowings  
or 

debentures 
or deposits 
exceeding 
fifty crore 
rupees or 

more

formulate the criteria for determining qualifications; positive 
attributes and independence of a director,

 recommend to the Board a policy, relating to the remuneration 
for the directors, KMP and other employees 

identify persons who are qualified to become directors who 
may be appointed in senior management in accordance with the 

criteria laid down.  

According to section 178(4), the Nomination and 
Remuneration Committee shall, while formulating the  above 

policy ensure that—

 the level and composition of remuneration is reasonable and 
sufficient to attract, retain and motivate directors of the quality 
required to run the company successfully;

 relationship of remuneration to performance is clear and meets 
appropriate performance benchmarks; and

 remuneration to directors, KMP and senior management 
involves a balance between fixed and incentive pay reflecting 
short and long-term performance objectives appropriate to the 
working of the company and its goals.

* It is imperative that such policy shall be placed on the website 
of the company, if any, and the salient features of the policy and 
changes therein, if any, along with the web address of the policy, if 
any, shall be disclosed in the Board's report.

** In the case of Listed company formation, composition, 
responsibilities and rights of Nomination and Remuneration 
committee shall be governed by SEBI (LODR) Regulations issued 
under SEBI Act, 1992.

The BoD of a company consisting of more than 1000 
shareholders, debenture-holders, deposit-holders and 
any other security holders  during a financial year.

headed by a chairperson (a non-executive director) and 
such other members as decided by the Board.

• consider and resolve the grievances of security 
holders of the company. 

• protect the interests of all security holders, 

recommend to the Board the appointment and removal of 
directors and senior management and shall specify the manner 
for effective evaluation of performance of Board, its committees 

and individual directors to be carried out either by the Board, 
by the N&R C or by an independent external agency and review 

its implementation and compliance

* The paid up share capital or turnover  or  outstanding  loans,  or  
borrowings or debentures or deposits, as the case may be, as existing 
on the date of last audited Financial Statements shall be taken into 
account for the purposes of this rule.

Formation 
and 

constitution  
of SRC

Members of 
SRC

Members of 
SRC
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(V) Penalty for contravention of section 177 & 178

Concerned 
authorities

In the following 
circumstances

Have following 
Powers

Registrar under 
section 206 (1)

• On a scrutiny of any 
document filed by a 
company, or 

• on any information 
received by him,

-the Registrar is of the 
opinion that any further 
information /explanation 
/any further documents 
relating to the company is 
necessary

He, may by a written 
notice require the 
company—
(a)  to furnish in writing 

such information or 
explanation; or

(b)  to produce such 
documents

Registrar 
under section 
206 (3)

(a)  If no information 
or explanation is 
furnished within 
time, or

(b)  If on an examination 
of the documents 
furnished, he is of 
the opinion that 
the information 
or explanation 
furnished is 
inadequate; or 

(c)  If he is satisfied 
on a scrutiny of 
the documents 
furnished that an 

 unsatisfactory state 
of affairs exists in 
the company and 
the information 
or documents do 
not disclose a full 
and fair statement 
of the information 
required.

He, may by another 
written notice call 
on the company 
to produce for his 
inspection such 
further books of 
account, books, papers 
and explanations as 
he may required at 
such place & time as 
specified in the notice

Penalty for contravention 
of scetion 177 & 178

company

punishable 
with fine 
(1 lakh 

to 5 lakh 
rupees), 

punishable 
with 

imprisonment 
(upto 1 year), 

or 

with fine 
( 25,000 
to 1 lakh 
rupees), 

or 

with 
both.

officer in default

*  If a company fails to furnish any information /explanation /
production of any document, the company and every officer in 
default shall be punishable with a fine upto one lakh rupees and 
in the case of a continuing failure, with an additional fine upto 
five hundred rupees per day. 

* In the case of listed company formation, composition, responsibilities and rights of Stakeholder Relationship committee shall be governed by 
SEBI (LODR) Regulations issued under SEBI Act, 1992.

** This section 178 shall not apply to the Companies covered under section 8 of the Companies Act
*** In case of Government company- Sub-sections (2), (3) and (4) of Section 178 i.e. relating to the N&R C, shall not apply except with regard to 

appointment of 'senior management' and other employees. - Notification dated 5th June, 2015. 

* However, inability to resolve or consider any grievance by the 
Stakeholders Relationship Committee in good faith shall not 
constitute a contravention of this section.

** The expression "senior management" means personnel of the 
company who are members of its core management team 
excluding Board of Directors comprising all members of 
management one level below the executive directors, including 
the functional heads.

*** In the case of Listed company formation, composition, 
responsibilities and rights of Audit committee shall be 
governed by SEBI (LODR) Regulations issued under SEBI Act, 
1992.

CHAPTER 4: INSPECTION, INQUIRY AND INVESTIGATION
(1) Power to call for information, inspect books and conduct inquiries [Section 206]

Concerned 
authorities

In the following 
circumstances

Have following 
Powers

Registrar 
under section 
206(4)

(1) on the basis of 
i n f o r m a t i o n 
available with or 
furnished; or 

(2)  on a representation 
made to him by 
any person that 
the business of a 
company is being 
carried on for 
a fraudulent or 
unlawful purpose or 
not in compliance 
with the provisions 
of this Act; or 

(3)  the grievances of 
investors are not 
being addressed, 

He may call on 
the company to 
furnish in writing 
any information or 
explanation on matters 
specified in the order 
(within specified time) 
and carry out such 
inquiry after providing 
the co. a reasonable 
opportunity of being 
heard

Central 
Government
[Section 
206(4)]

if it is satisfied that 
the circumstances so 
warrant

direct the Registrar / 
an inspector to carry 
out the inquiry under 
this section 206(4)

Central 
Government 
[Section 206 
(6)]

if satisfied that the 
circumstances so 
warrant 

direct inspection of 
books and papers 
of a company by an 
inspector appointed 
by it for the purpose

Central 
Government 
[Section 206 
(6)]

having regard to the 
circumstances

by general or special 
order, authorise any 
statutory authority 
to carry out the 
inspection of books of 
account of a company 
or class of companies 

132



COMPANY LAW  

 22   June 2019  The Chartered Accountant Student

(2) Search and Seizure [Section 209]

(i) Circumstances for search & seizure

(ii) Period of Seizure 

(3) Investigation into affairs of company [Section 210]

(i) By Central Government

(4) Investigation into affairs of Co. by SFIO [Section 212]

(ii) By Court/Tribunal

Where, upon information, 
the Registrar /inspector 
has reasonable ground to 
believe that

the books & papers of a co. 
/ relating to the KMP /any 
director /auditor /CS in 
practice if the co. has not 
appointed a CS,

are likely to be destroyed, 
mutilated, altered, falsified 
/ secreted, he may, after 
obtaining an order from 
the Special Court for the 
seizure of such books and 
papers,—

(a) enter, with / assistance 
and search, the place 
/s where such books or 
papers are kept; and

(b) seize such books and 
papers as he considers 
necessary after allowing 
the co. to take copies of, or 
extracts from, such books 
or papers at its cost.

Registrar/Inspector shall return 
the book & papers seized

On the receipt of a report of the Registrar 
or inspector under section 208; or

The CG may order an investigation into 
affairs of co.

in public interest.on intimation of SR passed 
by a co. that the affairs of the 
co. ought to be investigated; 

or

as soon as may be

Original period of seizure: 
not later than 180th day after 
such seizure. 

Further period of seizure: call 
for a further period of 180 days 
by an order in writing if they 
are needed again.

Court/
Tribunal pass 
an order that 

affairs of a 
company 

ought to be 
investigated

CG shall 
order an 

investigation 
into affiars of 

that co.

CG appoints 
1/more 

person as 
inspector for 
investigation.

CG consider it necessary to investigate into affairs of company by 
SFIO, may by order assign its investigation to SFIO 

On recipt of such order, SFIO may designate inspectors

If investigation is pending with other investigating agency, such 
concerned agency shall transfer the relevant documents and 

records  to SFIO

SFIO shall conduct the investigation according to chapter XIV 
and submit its report to CG within such period as specified in 

order

the investigating officer shall have the power of the inspector  
u/s 217

the company and its officers and employees shall be responsible 
to provide assistance to investigating Officer as may be required

Offences covered u/s 447 shall be cognizable and person accused 
shall not be released on bail or on bond except under certain 

circumstances

the concerned officers of SFIO may arrest the guilty person if has 
reason to believe and inform him of the grounds for such arrest. 

the concerned officers of SFIO shall immediately after arrest 
forward a copy of order to SFIO 

Every person arrested shall within 24 hours be taken to JM or 
MM having jurisdiction

CG may order the SFIO to initiate prosecution against the 
company and its officers and employees

Submission of interim report and Investigation report to CG 

on receipt  
of report of 
Registrar or 

inspector u/s 208

On intimation 
of SR by 
company

In Public 
Interest

on request from 
any dept. of CG 

or SG
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(5) Investigation into company’s affairs in other cases  
(Section 213)

(6) Powers of inspector 

To conduct investigation into affairs of 
related companies, etc. (Section 219)

Po
w

er
s o

f i
ns

pe
ct

or

Seizure of documents by inspector  
(section 220)

Freezing of Assets of Company on Inquiry 
and Investigation (section 221)

Imposition of Restrictions upon 
Securities (section 222) 

Where a compromise or arrangement is proposed between—

the Tribunal may, on the application of the-

Where a meeting is proposed to be called in pursuance of an 
order of the Tribunal, a notice of such meeting shall be sent to- Notice of meeting shall be accompanied by a statement 

disclosing the details of the compromise or arrangement, a copy 
of the valuation report, if any, explaining their effect, the effect of 
the compromise or arrangement on any material interests of the 

directors of the company or the debenture trustees

Where the Tribunal makes an 
order u/s 230 sanctioning a 

compromise or an arrangement in 
respect of a co., it—

shall have power to supervise 
the implementation of the 

compromise or arrangement; &

give such directions as it may consider 
necessary for the proper implementation of 

the compromise or arrangement.

Notices to sectoral regulators to make representation, if likely to 
be affected by the compromise or arrangement

Meeting can be dispensed by Tribunal if atleast 90% value 
of creditors agree &  confirm to scheme of compromise or 

arrangement.

Objection to the compromise/arrangement shall be made  
by persons-

Where, at a meeting , majority of persons representing three-
fourths in value agree to any compromise or arrangement and if 
such compromise or arrangement is sanctioned by the Tribunal 

by an order, the same shall be binding 

Filing of order of tribunal with registrar within thirty days of the 
receipt of the order.

order a meeting of the creditors or class of creditors, or of the 
members or class of members, as the case may be, to be called, 

held and conducted in such manner as the Tribunal directs.

The company or any other person, by whom an application is 
made, shall disclose to the Tribunal by affidavit—

a company and its creditors or 
any class of them; or

Company, or

all the creditors 
or class of 

creditors, and 

all material facts 
relating to the company

reduction of share 
capital 

any scheme of 
corporate debt 
restructuring 

creditor, or 

to all the 
members 
or class of 
members,

member of the 
company, or

and the 
debenture-

holders of the 
company, 

Liquidator in 
case of company 
is into voluntary 

liquidation

holding 10% or more of 
shareholding

having outstanding debt 5 % or 
more of total outstanding debt

Sectoral regulators 
u/s  230(5)

a company and its members or 
any class of them,

not less than 100 
members /s holding 
not less than 1/10th 
of the total voting 
power, in the case of 
a company having a 
share capital; or

not less than 1/5th 
of the persons on the 
company’s register of 
members, in the case 
of a company having 
no share capital, and

any other person/
otherwise under  the 
circumsatnces stated 
in section 213(b)

The Tribunal may 
order for investigation 
into affairs of the 
company on an 
application by-

CHAPTER 5: COMPROMISES, ARRANGEMENTS AND AMALGAMATIONS
(1) Power to Compromise or make arrangements with Creditors and Members [Section 230]

(2) Power of Tribunal to enforce Compromise or Arrangement [Section 231]
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drawn up and adopted by the directors 
of the merging company;

(3) Circulation of information for the meeting by the merging 
companies / the companies in respect of which a division is 
proposed

(6) Purchase Of Minority Shareholding [Section 236]

(7) Power of CG to provide for amalgamation of companies in 
Public interest (Section 237)

(8) Fast Track Mode Of Merger Or Amalgamation Of Certain 
Companies [Section 233]

(4) Order of tribunal on the agreement of compromise or 
arrangement

(5) Requirements as to acquisition of shares of Shareholders 
dissenting from Scheme or Contract Approved by Majority 
[Section 235)

draft of the proposed 
terms of the scheme 

confirmation of 
filing of draft scheme

report of the expert

report adopted by 
the directors 

supplementary 
accounting statement 

a copy of the draft scheme has been 
filed with the Registrar;

with regard to valuation

a report of the merging companies explaining effect 
of compromise on shareholders, KMP, promotors and 

non-promoter shareholders laying out in particular the 
share exchange ratio, specifying any special valuation 

difficulties;

if the last annual accounts of any of the merging 
company relate to a financial year ending more than 
six months before the first meeting of the company 

summoned for the purposes of approving the scheme.

Date of 
Transfer

Transfer of 
Instruments

Order of 
Tribunal

Legal 
Proceedings

Dissolution

Provision 
for Dissent 

PersonsNRI Holder

Employee 
Transfer

Listed 
Company 

to Unlisted 
Company

Fees in 
Authorized 

Share 
Capital

Certificate 
by 

Company's 
Auditor

The scheme 
involving the 

transfer of shares 
in a company 

(the transferor 
company) 
to another 

company (the 
transferee 

company) has 
been approved 
by the holders 
of not less than 
9/10th in value 

of the shares 
whose transfer is 

involved. 

an acquirer, or a person 
acting in concert with such 

acquirer

becoming registered holder 
of ninety per cent. or more 
of the issued equity share 

capital of a company

any person or group of 
persons 

becoming ninety per cent. 
majority or holding ninety 

per cent. of the issued equity 
share capital of a company

Such acquirer, person or group of persons, shall notify the company of 
their intention to buy the remaining equity shares

The acquirer, person or group of persons shall offer to the minority 
shareholders of the company for buying the equity shares held by 

such shareholders at a price determined on the basis of valuation by a 
registered valuer in accordance with Rule 27.

The minority shareholders of the company may offer to the majority 
shareholders to purchase the minority equity shareholding of the 

company at the price determined in accordance with Rule 27

The majority shareholders shall deposit an amount equal to the value 
of shares to be acquired by them in a separate bank account to be 

operated by company whose shares are being transferred for at least 1 
year for payment to the minority shareholders and such amount shall be 

disbursed to the entitled shareholders within sixty days.

Company whose shares are being transferred to act as a transfer agent in 
the event of purchase.

Right of shareholders to make an offer for sale of minority equity 
shareholding

 Central Government may by order 
provide for amalgamation in the public 
interest

 Continuation by or against the 
transferee company of any legal 
proceedings

 Same Interest Rights or Compensation
 Appeal by aggrieved person on 

assessment of compensation
 Requirements for passing of an order
 Copies to be presented to parliament

The approval 
from 9/10th 
shareholders 
in value shall 
be received 

within 4 months 
after making 
of an offer in 
that behalf by 
the transferee 

company.

The shares 
already held 
at the date of 
the offer by 
Transferee 

Company, or by 
a nominee of 
the transferee 
company or 

its subsidiary 
companies shall 
not be counted 

for this purpose. 

The transferee 
company shall 

express his desire 
to acquire the 

remaining shares 
of dissenting 
shareholders 

within 2 months 
after the expiry 

of the said 4 
months and shall 

give notice in 
the prescribed 

manner to 
any dissenting 

shareholder that it 
desires to acquire 

his shares

Power of CG 
to Provide for 

Amalgamation of 
Companies in Public 
Interest [Section 237]

Preparation of proposed scheme

Notice of the proposed scheme to Registrar and OL

Consider their objections/suggestions, if any and amend the scheme 
accordingly

Approval of scheme in respective General meeting of transferor 
company and transferree company
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(9) Merger Or Amalgamation of Company With Foreign 
Company [Section 234]

Filing of declaration of solvency with Registrar by company

convening meeting of creditors by giving 21 days notice

RD to consider objections or suggestions of ROC and OL if any

Passing of an application to Tribunal for approval of scheme

Confirmation by Tribunal

Approval of scheme by majority representing 9/10th in value of 
creditors

filing of the approved scheme by transferee company with a Central 
Govermment (power delegated to Regional Director) Registrar and OL

Merger/ Amalgamation Between

2 or more small 
companies

a holding 
company and its 
wholly-owned 

subsidiary 
company

If 100% of its share capital is held by the holding 
company, except the shares held by the nominee or 
nominees to ensure that the number of members of 

subsidiary company is not reduced below the statutory 
limit as provided in section 187.

such other class 
or classes of 

companies as may 
be prescribed

A foreign company incorporated outside India may merge with an Indian company after obtaining prior 
approval of RBI and after complying with the provisions of sections 230 to 232 of the Act and relevant rules.

the scheme of merger may provide for the payment 
of consideration to the shareholders of the merging 

company as per the drawn scheme,  in-

Foreign Company with 
Indian Company

Indian Company with 
Foreign Company

Right of members  to 
apply u/s 241

Subject to the condition that the applicant or applicants has or have 
paid all calls and other sums due on his or their shares

A company may merge with a foreign company 
incorporated in any of the jurisdictions specified by 

the CG in consultation with RBI and after complying 
with provisions of sections 230 to 232 of the Act and 

relevant rules. 

cash, or

in Depository Receipts, or

partly in cash and partly in 
Depository Receipts  

CHAPTER 6: PREVENTION OF OPPRESSION AND MISMANAGEMENT
(1) Application to Tribunal for Relief in cases of Oppression, etc. 
[Section 241]

(i) Right to apply to Tribunal:

(2) Right to Apply under Section 241 [Section 244]

Rights of Members to Apply: 

(ii) Central Government suo moto to apply the Tribunal:

Members of 
the co. may 
apply to the 
Tribunal 
(provided 
has a right 
to apply 
under section 
244) where-

affairs of the 
company have been / 
are being conducted 
prejudicial to-

public interest

him or any other member /s 

the interests of the company
the material change has taken place in the 

management /control of the 
company (in case of share capital)
in its membership, or
in any other manner
affairs of  the 
company will 
be conducted 
in a manner 
prejudicial to its

interests or
m e m b e r s / 
any class of 
members

Central 
Government, of the 

opinion 

that the affairs of the 
company conducted

in a manner 
prejudicial to public 

interest

it may itself apply to 
the Tribunal

Company not having 
share capital

At least 1/5th of the total 
number of members

Company having share 
capital

'Which ever is less' of:

Atleast 100 members; 
OR

At least 1/10th of the total 
members or any member holding 

1/10th of issued share capital 
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(3) POWERS OF TRIBUNAL [SECTION 242]

(5) Class Action (Section 245)

(i) Filing of application before the Tribunal on behalf of the 
members /depositors:

(ii) Order of tribunal:  Members/depositors may seek the following 
orders –

(4) Consequences Of Termination Or Modification Of Certain 
Agreements [Section 243]

 on any application , if the Tribunal is of the 
opinion—

 that the company’s affairs have been /are being 
conducted in a manner prejudicial or oppressive to

 any member /s or
 to public interest or
 the interests of the company; and
 that to wind up the company would unfairly 

prejudice such member/s, 
 the making of a winding-up order on just and 

equitable ground
 the Tribunal may, with a view to bringing to an end 

the matters complained of, make
 such order as it thinks fit.

 regulation of conduct of affairs of the company  
in future

 purchase of shares or interests of any members of 
the company by other members /company

 purchase of its shares by consequent reduction of 
its share capital

 restrictions on the transfer /allotment of the 
shares 

 termination, setting aside or modification, of any 
agreement

 setting aside of any transfer, delivery of goods, 
payment, execution or other act relating to 
property made or done by or against the company 
within three months before the date of the 
application

 removal and recovery of undue gains made by any 
MD, Manager or Director during the period of his 
appointment

 appointment of MD /Manager subsequent to an 
order removing the existing MD /Manager

 appointment of directors to report to tribunal
 imposition of costs 
 any other matter

certified copy of the order of the Tribunal shall be 
filed by the company with the Registrar within 30 
days of the order of the Tribunal

number of member 
/s, depositor /s or any 

class of them  are of the 
opinion that

are being conducted in a 
manner-

Where an order of the Tribunal makes any 
alteration in the MoA /AoA , the company shall, 
permitted in the order, to make, without the leave of 
the Tribunal, any alteration

 the company with fine varying from R 1 lakh  
-25 lakh rupees and

 every officer of the company who is in default 
shall be punishable with imprisonment for a term 
which may extend to six months or with fine 
which shall not be less than 25,000 rupees but 
which may extend to 1 lakh rupees, or with both.

 the resolution was passed by suppression of material facts, or 
 obtained by mis-statement to the members or depositors;

 the co. / its directors for any fraudulent, unlawful /wrongful act / 
omission /conduct / any likely act / omission / conduct on its /their 
part;

 the auditor including audit firm of the co. for any improper /
misleading statement of particulars made in his audit report / for any 
fraudulent, unlawful / wrongful act / conduct; or

 any expert or advisor or consultant / any other person for any 
incorrect / misleading statement made to the company / for any 
fraudulent, unlawful / wrongful act / conduct / any likely act / 
conduct on his part;

Order passed 
by the tribunal

Nature of 
orders that can 

be passed by 
the Tribunal

Filing of copy 
of order of 

tribunal

Alteration 
through 

order of the 
tribunal: 

Punishment 
in case of 

contravention

Where an order passed 

Such passed order shall not give rise to-

No MD/ other D / M whose agreement is so terminated or set 
aside shall,

Penalty to MD/D /M of a company and  every other director of 
the company knowingly acts in contravention

Provided That The Tribunal Shall Grant Leave Only When Notice 
Of The Intention To Apply For Leave Has Been Served On The 
Central Government And That Government Has Been Given A 

Reasonable Opportunity Of Being Heard In The Matter.

 terminates, 
 sets aside or 
 modifies an agreement referred in section 242(2)

 for a period of five years from the date of the order terminating or 
setting aside the agreement, 

 without the leave of the Tribunal, 
 be appointed, or act, as the managing director or other director or 

manager of the company

 shall be punishable with imprisonment for a term extending 
to 6 months or

 with fine extending to 5 lakh rupees, or
 with both.

 to any claims against the company by any person for 
damages or 

 for compensation for loss of office or
 in any other respect either in pursuance of the agreement or
 otherwise;

 the management or
 conduct of the affairs of the 

company 

 prejudicial to the interests of 
the company or  its members / 
depositors,

restrain the company from committing an ultravires act

to restrain the company from committing breach of any provision of 
the company’s AoA/MoA 

to restrain the co. and its directors from acting on such resolution;

to restrain the co. from doing an act contrary to the provisions of this 
Act / any other law 

to restrain the company from taking action contrary to any 
resolution passed by the members;

to seek any other remedy as the Tribunal may deem fit.

to claim damages /compensation /demand /any other suitable action 
from or against— 

to declare a resolution altering the memorandum or articles of the 
co. as void if 

May file an application before the Tribunal on behalf of the 
members or depositors
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(iii) Required number of members to apply: (vi) In case of admission of application

(vii) Order to be binding on the parties:

(viii) Punishment for non-compliance of section 245

(ix) Exemption from application of section:

(x) Application may be filed on behalf of affected persons: 

(iv) Required number of depositors to apply:

(v) Consideration of application by Tribunal under section 
245(1):

When an application is admitted, the Tribunal shall
 serve public notice on admission of the application to all the 

members / depositors
 all similar applications prevalent in any jurisdiction should be 

consolidated into a single application 
 the class members or depositors should be allowed to choose 

the lead applicant 
 the members or depositors of the class are unable to come to 

a consensus, the Tribunal shall appoint a lead applicant, who 
shall be in charge of the proceedings from the applicant’s side

 two class action applications for the same cause of action shall 
not be allowed;

 the cost / expenses connected with the application for class 
action shall be defrayed by the company or any other person 
responsible for any oppressive act

order passed by the Tribunal  shall be binding on the
 company and all its members, 
 depositors and
 auditor including
 audit firm or
 expert or
 consultant or
 advisor or
 any other person associated with the company.

whichever is less

in the case of a company having a share capital

in the case of a company not 
having a share capital

atleast 100 members, or
such percentage of the total 
number of its members as 
prescribed undre respective rules 
or
any member or members holding 
not less than such percentage of 
the issued share capital of the 
company as may be prescribed

atleast 100 or such % of the total 
number of depositors as may be 
prescribed, whichever is less, or

any depositor/s to whom the 
company owes such % of total 
deposits of the company as may be 
prescribed

not less than one-fifth of the total 
number of its members

No. of 
depositors who 

may apply

In compliance 
of this section, 

application may 
be filed or any 
action may be 
taken by the 
following-

any association 
of persons 

representing the 
persons affected 

as stated in 
section 245(1)

group of persons 

any person

member /depositor is acting in good faith in making the 
application 

any evidence as to the involvement of any person (other than 
directors) or officers of the company on any of the matters under 

245(1)

same cause of action which the member / depositor could pursue 
in his own right rather than through an order 

any evidence as to the views of the members / depositors of the 
company who have no personal interest, direct / indirect, in the 

matter being proceeded 

where the cause of action is an act / omission that is yet to occur, 
whether the act or omission could be, and in the circumstances 

would be likely to be—

where the cause of action is an act / omission that has already 
occurred, whether the act or omission could be, and in the 

circumstances would be likely to be, ratified by the company.

authorised by the company 
before it occurs; or

ratified by the company after it 
occurs;

Company which fails to 
comply with an order 
of Tribunal shall be 
punishable with-

And

every officer of the company 
who is in default

fine - minimum 5 lakh 
rupees to maximum 25 
lakh rupees,

Imprisonment for a term 
extending to 3 years + fine not 
be less than 25 thousand rupees 
extending to 1 lakh rupees.

Section 
245

Not 
applicable 
to banking 
company
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CHAPTER 7: WINDING UP
(1) Definition of Winding Up [Section 2(94A)] (ii) Petition filed by contributory [Section 272(2)]

(iii) Petition filed by Registrar [Section 272(3)]

(iv) Petition presented by Co. for winding up

(4) Powers of Tribunal [Section 273]

(i) Order passed by Tribunal

(2) Circumstances in which Company may be Wound Up by 
Tribunal [Section 271]

(3) Petition for Winding up [Section 272 (1)]

(i) Presentation of Petition

Winding Up Includes

Winding up under 
Companies Act, 2013

Liquidation under 
Insolvency and 

Bankruptcy Code, 2016

*In most of the cases, liquidation (winding up) of companies are 
through the Insolvency Code only. Direct winding up process under 
Companies Act, 2013 are used very rarely.

*Registrar cannot file petition for winding up on the grounds given u/s 
271(a) & 271(e) i.e. where the petition is made by the company/person 
authorised by the CG.

Contributory 
can file 
petition , 
though

Company may, wound up by Tribunal on 
petition filed u/s 272-

 He may be the holder of fully paid-up 
shares.

 The company may have no assets at all.
 The company may have no surplus 

assets left for distribution among the 
shareholders after the satisfaction of its 
liabilities.

 Shares in respect of which he is a 
contributory/alloted to him/held by him 
& regsitered in his name for atleast 6 
months during 18 months immediately 
before commencement of Winding up

 have devolved on him through the death 
of a former holder

Registrar 
can present 
petition for 
W.U under 
section 271

on previous 
sanction of 

CG

CG  shall 
accord his  

sanction on  
providing 
reasonable 

opportunity of 
representation 

 by SR resolved that company be wound up
 If acted against the national interest (soveriegnity & 

integrity, security etc.) 
 Tribunal on an application,  is of opinion that affairs of the 

company have been conducted in a  fraudulent  manner, 
or formed for fraudulent and unlawful purpose or the 
persons concerned in the formation /management 
of its affairs have been guilty of fraud, misfeasance or 
misconduct

 Co. has defaulted in filing financial statements/ annual 
returns for immediately preceding 5 consecutive FY

 On just and equitable ground 

 The Company
 Any Contributory / Contributories
 All or any of the persons specified above
 The registrar
 Any person authorized by Central Government 

in that behalf
 the CG/SG , in case falling u/s 271(b) i.e., if Co.  

acted against the national interest etc.

Petition for 
Winding up to 

Tribunal can be 
made by

Copy of petition shall also be filed with the registrar

Registrar submit his views to Tribunal within 60 days of receipt 
of petition.

shall be presented before 
the Tribunal

admitted only if accompanied 
by a statement of affairs

Dismiss 
of order

Orders by 
Tribunals

pass an 
interim 
order

Appointment 
of a 

provisional 
liquidator

order for 
the winding 

up of the 
company

Any other 
order as it 
thinks fit
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(ii) Time period for passing of an order (ii) On receipt of order of appointment /winding up [Section 
277(2)]

(iii) In case of winding up order by the Tribunal [Section 277(4)]

(5)Tribunal may order company to file a statement of its affairs 
[Section 274(1)]

(6) Company Liquidator (CL) & their appointment [Section 275]

(7) Intimation of appointment to CL, PL & Registrar [Section 
277(1)]

(i) Intimation of order of Tribunal of an appointment of 
provisional liquidator (PL) /winding up of a company

Within 7 days from the date of passing of an order

intimate to company liquidator/ provisional liquidator + 
registrar

Registrar shall

Listed Company

Intimate about such 
appointment/order to 
the stock exchanges 

where the securities of 
the company are listed.

All Companies

Make an endorsement 
to that effect in his 

records relating to the 
company and notify in 

the Official Gazette that 
such an order has been 

made. 

within 90 days from the date of presentation of petition.

Order u/s 273 shall be made 

where petition for winding up filed by any person 
(except the company)

on prima facie satisfaction,  Tribunal by an order direct 
the company to file its objections + statement of its affairs 

within 30 days of the order.

• CL shall make an 
application

• Within three weeks from 
the date of passing of WU 
order

• to assist and monitor the 
progress of liquidation 
proceedings by the Company 
Liquidator 

• on monthly basis
• duly signed by the members till 

the submission  of final report 
for dissolution of the company 

• Official Liquidator attached 
to the Tribunal;

• nominee of secured creditors; 
and

• a professional nominated by 
the Tribunal.

• for consideration and approval 
of the winding up committee

• shall be submitted by the 
Company Liquidator before 
the Tribunal for passing of a 
dissolution order in respect of 
the company

further extend time period by 30 days under special 
circumstances

in case of failure in filing of S.O.A, Tribunal shall forfeit 
right to oppose the petition

Director/any officer in default for such non-compliance 
shall be liable for punishment u/s 274(4)

Tribunal , at the time 
of passing of order of 
winding up

The provisional 
liquidator /the 
Company Liquidator

On appointment as 
provisional liquidator / 
Company Liquidator

Powers, terms 
and conditions of 
appointment of a 
provisional liquidator 
/ Company Liquidator,  
and their removal and 
replacement

shall appoint an Official Liquidator or a 
liquidator (from the panel maintained as 
the Company Liquidator)

shall be appointed by the Tribunal from 
amongst the insolvency  professionals 
registered under the Insolvency and 
Bankruptcy Code, 2016;

such liquidator shall file a declaration 
within 7 days from the date of 
appointment disclosing conflict of interest 
/ lack of independence in respect of his 
appointment with the Tribunal.

shall be regulated by Tribunal as per 
section 275 & 276

On passing and 
intimation of WU 
order by tribunal 

for constitution of a 
winding up committee 

CL shall place report 
of the committee to 

Tribunal

winding up committee 
shall comprise of

The Company 
Liquidator shall 

prepare the draft final 
report
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