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Presenter
Presentation Notes
As we all know, fraud is having the capacity to undermine the confidence of stakeholders in an organization and there is a strong nexus between prevention of fraud and a good corporate governance. With this view in mind, Section 143 (12) has been introduced in the Companies Act, 2013 and is effective from 01 April 2014.



Overview of section 143(12) of the Companies
Act, 2013

Background

Section 143 of the Companies Act, 2013 (2013 Act)
has been effective from 1 April 2014.

The Central Government seeks the support

of auditors in bringing:

= transparency and

= discipline

in the corporate world to protect the interests of

the shareholders and public at large.
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Presentation Notes
Consideration of fraud in financial reporting and the auditors responsibility on reporting on fraud has always been an integral part of an audit of financial statements carried out in accordance with standards of auditing.

Therefore, with the introduction of this section, the Central Government is apparently seeking the support of the auditors in bringing in greater transparency and discipline in the corporate world to protect the interests of the shareholders and also the public at large.


Defining Fraud

Section 447 (Punishment for fraud) explains fraud as:
“fraud” in relation to affairs of a company or any body
corporate and includes: .

» Any act, omission, concealment of any 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,

» Wwhether or not there is any wrongful gain or wrongful
loss.

As per SA 240 : 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.
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Consideration of fraud in financial reporting and the auditors responsibility on reporting on fraud has always been an integral part of an audit of financial statements carried out in accordance with standards of auditing.

Therefore, with the introduction of this section, the Central Government is apparently seeking the support of the auditors in bringing in greater transparency and discipline in the corporate world to protect the interests of the shareholders and also the public at large.


Overview of section 143(12) of the Companies

Act, 2013

Section 143(12) requires that:

If an auditor of a company

» inthe course of the performance of his duties as an
auditor

= has reason to believe

» that an offence involving fraud is being or has been
committed against the company

= by officers or employees of the company

= shall immediately report the matter to the Central
Government within such time and in manner as
prescribed considering threshold limit

= |f fraud is less than specified amount, report to
ACM/Board
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Presentation Notes
Before moving on to the scope and applicability of the section it becomes important to firstly understand what the section states and what does it aims to convey through it:

Section143 (12) states that “notwithstanding anything contained in this section, if an auditor of a company, in the course of the performance of his duties as an auditor, has reason to believe that an offence involving fraud is being or has been committed against the company by officers or employees of the company, he shall immediately report the matter to the Central Government within such time and in such manner as may be prescribed.”
The guidance note has given meanings of certain terms which need to be construed while seeking applicability of the given section.

.



When does an auditor commence reporting
under section 143(12) of the Companies Act,

AONRC

Based on Suspicion?

Reasons to

believe and
knowledge

Reasons to believe?

Knowledge?

Determination of offence?




Reporting of fraud (by officers or employees)
identified by Auditor — ICAI Guidance

Auditor in course of performance of duties has reasons to believe that fraud is being/ has been
committed against company by its officers or employees

In its Revised Guidance Note (February 2016) ICAI has inter alia given guidance/ interpretations of
section 143(12)

g

4 ) uditor to submit his report
/ \ Audit Committee/ alongwith the reply of
Report such fraud to Board/ Board (as Board/ Audit Committee
Audit Committee (as Fraud involves/ expected to applicable) to (as applicable) to Central
applicable) involve individually INR 1 reply within 45 Government within 15
_ Within 2 days of crore or more” o| days |\ o )
knowledge of fraud \ )
~ Specify nature, Fraud involves/ expected to involve Goard Report to diSdOSGN
description, approximate individually less than INR 1 crore* - nature of fraud,
amount and parties » | - approximate amount
\ - parties involved (if
remedial action not
taken) and

*Materiality threshold prescribed by MCA wef 14 December 2015 ( remedial action taken)




Reporting of fraud not identified by auditor —

ICAI Guidance

Fraud detected by

management or other Fraud involves/ expected to involve
persons and already individually less than INR 1 crore* f \
reported by such other >
person J

To be reported in CARO report
Auditor satisfied with steps taken by
the management/ TCWG**

>
Fraud involves/ k
expected to

?nvplye ﬂ Auditor to: \
individually INR

1 crore or more* — State dissatisfaction in writing

— Request management/ TCWG** to
* perform additional procedures

N\ Auditor not satisfied with steps taken o
by the management/ TCWG** — If not done within 45 days, evaluate

Has the fraud been > if the matter needs to be reported to
remediated/ dealt with Central Government

y » In any case to be reported in CARO
report

*Materiality threshold prescribed by MCA wef 14 December 2015  *TCWG: Those charged with governance




Responsibility of the management for
prevention and detection of fraud

As per section 134(5) (c) of the 2013 Act, directors
responsibilities include safeguarding of the assets of
the Company and preventing and detecting fraud and
other irregularities.

= Primary responsibility for the prevention and detection
of fraud rests with both those charged with governance
of the entity and management

» Board's report to include a responsibility statement,
inter alia, that the directors had taken proper and
sufficient care for safeguarding the assets of the
company and preventing and detecting fraud and other
irregularities.
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Auditor responsibility for consideration of
fraud in an audit of financial statements

Scope of the guidance note is as follows:

» Frauds detected ‘in the course of performance of duties
as an auditor’ implies in the course of performing an
audit as per the Standards on Auditing

= An auditor has to consider the requirements of
Standards on Auditing for assessing risk of fraud

» Reporting is applicable only when an auditor has
evidence that fraud exists

= Fraud by officers or employees of the company and not
by third parties such as, vendors and customers.
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When it says in the course of performance of duties as an auditor it means that fraud noted or identified by the auditor in the course of performing an audit as per the Standards of Auditing only should be reported and not in any other capacity.
Secondly, SA 240 and Section 447 of the Act has the same definition of fraud except that under Sec 447 fraud includes acts with intent 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. However an auditor may not be able to detect acts that have intent to injure the interests of the company unless the financial effects of such acts are reflected in the books of account of the company. 
For example, auditor may not be able to detect if an employee is receiving pay-offs for favoring a specific vendor. So such acts impose greater responsibility over the management or those charged with governance to built up a strong internal control environment so that they should be detected at their end itself and can save them from unexpected financial and reputational loss.
Also auditor should consider the requirements of the SAs in so far it relates to the risk of fraud including the definition of fraud in SA 240, in planning and performing his audit procedures to address the risk of material misstatements due to fraud.
Thirdly, reporting requirement is triggered only when the auditor has sufficient and convincing evidence in possession to substantiate the existence of fraud and not mere suspicion or speculation of having fraud.
Lastly, ambit of this section limits itself to fraud being committed by the officers or employees of the company only and does not include fraud by third parties such as vendors and customers. 
Officers here includes any director, manager, key managerial personnel an any person in accordance to whose direction and instruction the board or any of the director is accustomed to act.
The Act has not define the term employees but by using common parlance we conclude that employees means those persons who are on the payroll of the company and therefore does not include contractual staff.





Overview of section 143(12) of the Companies Act, /
2013

Persons covered for reporting under section
143(12) of the Companies Act, 2013

Reporting on frauds in various scenarios /
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As we all know, fraud is having the capacity to undermine the confidence of stakeholders in an organization and there is a strong nexus between prevention of fraud and a good corporate governance. With this view in mind, Section 143 (12) has been introduced in the Companies Act, 2013 and is effective from 01 April 2014.



Persons covered for reporting under

section 143(12) of the Companies Act, 2013

Cost Accountant in practice

Statutory Auditors of the conducting cost audit under

company section 148 of the 2013 Act
Persons
covered
Coggggg;icgﬁgg/ " Branch Auditors appointed
P ) . 9 under section 139 of the
secretarial audit under 2013 Act
section 204 of the 2013 Act

Persons not covered

Other professionals appointed under other statutes rendering other services to the
company such as a tax auditor appointed under Income tax act, Sales tax or VAT
auditors appointed under the respective Sales tax or VAT legislations.

Internal Auditors

12


Presenter
Presentation Notes
As apparent from the slides, reporting requirement under the section 143(12) is for the 
statutory auditors of the company
Cost accountant in practice conducting cost audit under Section 148 of the Act
Company secretary in practice conducting secretarial audit under Section 204 of the Act
Reporting requirement has also been extended to a branch auditor appointed under Section 139 to the extent it relates to the concerned branch.
However, the provisions of Sec 143(12) do not apply to other professionals who are rendering other services to the company such as tax auditor appointed under Income Tax Act, Sales Tax or Vat auditor appointed under respective Sales tax and Vat legislations.
It may also be noted that internal auditors covered under Sec 138 are also not specified as persons to report under Sec 143(12).



Overview of section 143(12) of the Companies Act, /
2013

Persons covered for reporting under section
143(12) of the Companies Act, 2013

Reporting on frauds in various scenarios /
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As we all know, fraud is having the capacity to undermine the confidence of stakeholders in an organization and there is a strong nexus between prevention of fraud and a good corporate governance. With this view in mind, Section 143 (12) has been introduced in the Companies Act, 2013 and is effective from 01 April 2014.



Reporting on frauds in various scenarios

It would be an auditor’s responsibility to report about
frauds in the following scenarios:

Fraud noted by an auditor first before the
management

= Report to the management first and then the Central
Government.

While providing attest or non-attest services,
audit/limited review of interim period financial
statements/results

= Exercise professional judgement to evaluate
materiality of the information

= Uses or intends to use the information obtained in the
course of attest or non-attest services when
performing an audit under the 2013 Act.

14


Presenter
Presentation Notes





Reporting on frauds in various scenarios

Frauds already reported by other
persons (Company Secretary and Cost
Accountant)

Frauds already reported by the
management

$
No

Reporting
\ 4

But review the steps taken by the management

¥

On dissatisfaction, state reasons and request the management to perform
additional procedures

A 4

If additional procedures are not performed within 45 days of request,
consider reporting the matter to the Central Government
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There could be a case where fraud has already been detected by the management through company’s vigil or whistle blower mechanism and being remediated by them, then auditor is not required to report the same as he is not the person who has identified it.
Similarly if instances of fraud has already been reported by the cost auditor or the company secretary and the auditor becomes aware of such suspected offence involving fraud, he need not have to report the same as he has not identified the offence.
But in both the above mentioned cases, auditor still has been entrusted with the duty to review the steps that have been taken by the management with respect to such offence and if he is not satisfied with such steps, he should state the reasons for his dissatisfaction and should request the management to perform additional procedures to enable the auditor to satisfy that the matter has been addressed appropriately. If, however, the management failed to undertake additional procedures within 45 days of his request, then he can consider reporting to the Central Government.


Reporting on frauds in various scenarios

Reporting in case of Consolidated Financial
Statements: for frauds in any subsidiary, joint
venture or associate:

= An auditor of the parent company is not required to report
on frauds under section 143(12) if frauds are not being or
have not been committed against the parent company by
the officers or employees of the parent company but relate
to frauds in:

— acomponent which is an Indian company as the auditor
of that Indian company has the responsibility

— aforeign corporate component that is not a company.

= An auditor of the parent company to report frauds in a
component of the parent company only if:

— fraud has been committed by employees or officers of
the parent company and

— such fraud is against the parent company.
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We all know that Section 129(4) states that provisions relating to the audit of the standalone financial statements of the holding company should also apply to the audit of the consolidated financial statements and audit of the consolidated financial statements has also been made the duty of the auditor, so reporting under 143 (12) itself comes into picture.
So in respect of Consolidated financial statements, section states that no reporting is required to be done by the parent company in case fraud relates to
A component of parent company which is an Indian company since auditor of such component is required to report on suspected offence involving frauds in respect of such component following Section 143(12).
Secondly, to a foreign corporate component or a component which is not a company since auditors of such components are not covered under Section 143(12).

But however, the auditor of the parent company in India is required to report instances of frauds in the component only if 
1) the suspected offence involving fraud in the component has been committed by employees or officers of the parent company and
2) If such offence is against the parent company.


Reporting on frauds in various scenarios

Reporting when fraud relates to periods prior to
the 2013 Act became effective

= An auditor would report on fraud relating to earlier
years under section 143(12) of the 2013 Act only if:

— The suspected offence involving fraud is identified
by the auditor in the course of performance of his
duties as an auditor during the financial years
beginning on or after 1 April 2014, and

— To the extent that the same was not dealt with in
the prior financial years either in the financial
statements or in the audit report.
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It could be possible that the auditor may identify a fraud in the current year that relates to an earlier year which is covered under Companies Act, 1956. And we all know that no such reporting requirement was present in the Companies Act, 1956. In fact, CARO also requires to report to the members the instance of fraud that had been noticed during the year.  
Therefore in cases where the fraud identified relates to years to which Companies Act, 1956 was applicable, reporting under section 143 (12) will arise only if the suspected offence involving fraud is identified during the financial years beginning on or after 01 April 2014 and also the same was not dealt with in prior financial years either in the financial statements or in the audit report or in the Board’s report under the Companies Act, 1956.


Reporting on frauds in various scenarios

Reporting when fraud relates to Corruption,
Bribery, Money Laundering and Non-
compliance with other laws and regulations

= An auditor would report on fraud on the above
matters under section 143(12) of the 2013 Act only if:

— Such acts have been carried out by officers or
employees of the company, and

— Also take into account guidance in para 28 of SA
250, Consideration of Laws and Regulations in an
Audit of Financial Statements.

18
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What if auditor identifies cases of corruption, bribery, money laundering and non-compliance with other laws in the company. The question which appears before us is whether section 143(12) is attracted in these cases as well. 
The answer is yes as all these acts are no less than fraud in any way and the direct effect of such acts is on the company in the form of penalties, fines and more importantly degrading the image of the company in the society.
Therefore, auditor while reporting under Section 143(12) has to consider whether such acts have been committed by the officers or the employees of the company and also has to take into account the requirements of SA 250 “Consideration of laws and regulations in an audit of financial statements” particularly para 28 read with para A19 and A20 which highlights the cases where reporting is to be done to specific parties.




Reporting on frauds in various scenarios

Reporting in case of fraud noted in an audit of
a bank

= An auditor would report on fraud in this case under
section 143(12) of the 2013 Act to:

— the Reserve Bank of India in addition to the

Chairman/Managing Director/Chief Executive of
the concerned bank

— if the bank is a company under the 2013 Act, then
to the Central Government.
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The Guidance Note has specifically covered reporting requirement of instances of fraud identified in audit of banks in its ambit apart from the earlier mentioned cases.
RBI’s Circular relating to implementation of recommendations of the committee on Legal Aspects of Bank Frauds (Mitra Committee) and the recommendations of the High Level Group set-up by the Central Vigilance Commission applicable to all schedule commercial banks states that “If an accounting professional, whether in the course of internal or external audit or in the process of institutional audit finds anything susceptible to be fraud or fraudulent activity or act of excess power or smell any foul play in any transaction, he should refer the matter to the regulator, Any deliberate failure on the part of the auditor should render himself liable for action.”
Therefore, as per the above requirement, the auditor is required to report the matters to the regulator i.e. RBI in case of banks. 
While doing so he can refer to reports of internal auditors, concurrent auditors, inspectors etc. which may point out significant weaknesses in the internal control system.


Certain other considerations for fraud reporting

Consider the following scenarios:

A purchase manager receiving a pay-off to favour a specific vendor

An employee carries on business parallel to and in competition with the company’s
business

The managing director’s password is misused by the IT Administrator to leak certain
critical information of the company’s business to its competitors.

All the above acts

Is the auditor expected to detect all such acts?
It is pertinent to note that the financial effects of such acts are not reflected in the books
of account?




Certain other considerations for fraud reporting

How does the auditor determine whether the value of individual fraud exceeds rupees one
crore?

Can auditor apply concept of materiality? What if materiality for a particular audit exceeds
rupees one crore?

Can a range of estimates be applied in arriving at the value of fraud where a definite
amount determination is difficult?

Is the auditor expected to perform a ‘forensic audit’?




Certain other considerations for fraud reporting

Where an auditor reports a fraud under Section 143(12), he would need to evaluate
whether there is any reportable matter under Section 143(1) to Section 143(3) as also
his report on IFC.

How would reporting under Section 143(12) work for joint audits?

On receiving response from the company disagreeing with the initial belief of the auditor
that a suspected offence involving fraud is being or has been committed, if the auditor is
convinced that his initial suspicion was incorrect, does the auditor still need to report the
matter to the Central Government?

Does the auditor have any responsibility of verifying Board’s disclosures around fraud in
the Board Report?




CARO 2016 versus CARO 2015 in Respect of

Fraud

Comparison between CARO 2016 vs CARO

2015

New
Clause
No.

3(x)
earlier
(Clause

(xii))

CARO 2016

whether any
fraud by the
company or
any fraud on
the Company
by its officers
or employees
has been
noticed or
reported during
the year; If yes,
the nature and
the amount
involved is to
be indicated;

CARO 2015

whether any

fraud on or by the

company has
been noticed or
reported during
the year; If yes,
the nature and
the amount
involved is to be
indicated.

Difference

Responsibility
now restricted
to fraud by the
Officers or
employees of
the company.
Thisisin line
with the
provisions of
section
143(12).
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Source

*

L 2

Guidance Note on Reporting on Fraud under section 143(12) of the Companies
Act, 2013 issued by The Institute of Chartered Accountants of India (ICAI).

L 4
L 4
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Thank you

Shabbir Readymadewala
Executive Director
B SR &Associates LLP

E-mail: shabbirr@bsraffiliates.com
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