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Editorial

- Vinay D. Balse 
E-mail: vinaybalse@rediffmail.com 

The assent of the President of India to the much 
awaited Companies (Amendment) Act, 2013 has 
brought the much needed relief to Corporates and 
other stake holders, not in the least the Chartered 
Accountant fraternity. Amendments such as removal 
of requirement of minimum share capital for private 
and public limited companies, relaxations on the 
approval of Related Party transactions, removal of 
requirement for declaration of commencement of 
business. For chartered accountants engaged in 
statutory audits the much needed relief has come 
in the form exclusion of one person companies, 
dormant companies, small companies and private 
limited companies (not being subsidiaries of public 
limited companies and having paid up capital of less 
than Rs.100 crores) not being considered for the 
purpose of limits under section 141(3)(g) of the Act. 
Another relief to CAs is on the reporting of frauds to 
the Central Government, the relief being in the form 
of an introduction of a threshold above which only 
the reporting obligation gets triggered. While the 
changes have been welcomed with open arms, it is 
still felt that much more needs to be done to remove 
the undue hardships that have been heaped upon 
companies. There is hope that this Government will 

bring about the required changes in due course.
The total washout of the monsoon session of 
Parliament has put paid to the hopes of the citizens 
of the country that the present Government will 
deliver on its promises within the expected time 
frame. The disruptive politics that one has seen on 
the television screens during this session, preventing 
the Government from transacting business is an 
absolute insult not only to the citizens who brought 
these very people to Parliament, but to the nation at 
large.

The continuing fall in the oil prices globally on the 
one hand and the economic slump in China which 
has had a Domino effect on the Indian stock markets 
and the continuing crisis in Europe has raised several 
questions whether we are getting into the throes 
of a global recession of a kind not seen in decades. 
Reduced/deferred consumption in anticipation of 
further fall in prices could actually trigger a downward 
spiral in the deflation, with every fall further inducing 
delayed consumption.

Only time and God will/can tell where we are headed 
as a nation and as a planet.
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Fraud Risk 

- Bharat Parulekar
E-mail: parulekar.bharat@gmail.com

Introduction

Black’s Law Dictionary defines Fraud as “A knowing 
misrepresentation of the truth or concealment of a 
material fact to induce another to act to his or her 
detriment”.  Any deliberate act with/without collusion 
with others with an intention to make personal gain 
can be termed as Fraud. There have been numerous 
cases of fraud, conflict of interest, insider trading, 
forgery, bribery, etc., in the corporate world, which 
has resulted in prosecution of employees, penalties 
/fines and even closure of companies. To address 
these issues, regulatory authorities across the globe 
have introduced laws to monitor, report and control 
the fraudulent acts within the corporate world. 
These laws require companies to develop policies, 
create awareness and have robust internal controls 
within their processes to minimize the incidence of 
fraud. Stringent penal provisions have been included 
in these laws, which include heavy fines / penalties 
and imprisonment of key management personnel’s.

India also had it fair share of incidents of corporate 
fraud in the recent past, which has put a question 
mark on the corporate governance standards.A few 
months ago,a special court in India sentenced an 
ex CEO and 9 others to 7 years of imprisonment for 
a corporate fraud in one of India’s erstwhile top IT 
company.  When this fraud was unearthed in the year 
2008 through the CEO’s revelation of falsification of 
financial records, it was labelled as one of corporate 
India’s biggest fraud cases. The investigation, which 
lasted for nearly 2 years, resulted in prosecution of 
key executives of the company and partners from 
an international audit firm. The scam had a major 
impact on the company with attrition of employees, 

lost of clientele, loss of reputation of the company 
and Brand India due to huge media scrutiny. 
Eventually, the company was taken over by one of 
India’s top industrial houses. This event brings forth 
the devastating impact an act of fraud can have on a 
company, its employees as well as society in general. 
There are multiple aspects of fraud, such as conflict 
of interest, bribery and corruption, which needs to 
be considered.

In a conflict of interest case, achairman of a sports 
body governing a popular sport in India was accused 
of conflict of interest. This chairman’s flagship 
company owned a franchisee in the sporting event 
organised by the governing body. His family member 
was convicted of passing confidential information 
of the sporting event for alleged personal gains. 
This case has highlighted the need to have a greater 
transparency in the dealing of company officials. 
There have been numerous reported cases of 
corporate officials allegedly bribing government 
officials to clear projects, win tenders/bids. The most 
recent example was of the coal scam, which exposed 
the nexus between the politicians, corporates, 
middlemen and bureaucracy,resulting in loss of 
several thousand crores of rupees to the national 
exchequer.

Incidents like these have highlighted the requirement 
of higher standards of corporate governance in 
India’s corporate world. The Government, through 
regulators such as Securities and Exchange Board 
of India (SEBI), has enforced higher standards of 
corporate governance. There is a need to have strong 
corporate governance standards in the business 
environment and adherence to ethical standards by 
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senior company officials.  The new Companies Act, 
2013, has brought in major changes, such as rotation 
of auditors after a particular tenure, reporting of fraud 
cases directly to government in case of companies 
fulfilling certain criteria’s.

Types of Fraud 

Fraud can be classified into 

(a) Internal Fraud which is committed by employees 
and/or senior management and/or promoters and 

(b) External fraud,which committed by Vendors, 
customers and other third parties.

Internal frauds are committed by employees due to 
availability of an opportunity to gain from a particular 
situation.

External frauds are committed by external third 
parties to defraud the company, with the ultimate 
end of maximising profits or making quick money. 
This could be in the form of excess billing, collusion 
between vendors to win a contract and stealing of 
company information through cyber attacks, to name 
a few.

Fraud Elements 

The most widely accepted model to explain the reason 
for fraudulent activities by people has been derived 
by Dr. Donald Cressey, a criminologist. It is called the 
Fraud Triangle and coversthe 3 key elements 

1) Opportunity 
2) Intent and 
3) Rationale. 

Let’s understand each of these 3 elements briefly.

Opportunity 

Fraud is an intentional activity undertaken by an 
individual to benefit from a particular situation. 
The situation may have been created due to an 
opportunity available to the person. The opportunity 

may be in the form of absence of supervision of 
the activities performed, absence of segregation of 
duties andabsence of periodic audits and checks. 
Let’s look at a scenario to understand the element of 
opportunity. 

“A cashier from Finance & Accounts department is 
responsible for collating cash receipts, maintaining 
finance records and depositing the cash at bank. 
The activities are managed by this individual singly, 
without any supervision by another employee. In 
the absence of segregation of duties, supervisory 
process, there is an opportunity to the cashier to 
misappropriate cash.”

Intent

Intention of a person plays a major role in a fraud 
activity. Every individual has the freedom to decide 
the course of action for a given situation. The decision 
taken by the individual to gain personnel benefit /
non benefit from a particular situation determines 
his intent. Intention may be due to behaviour traits, 
financial constraints, social surroundings, etc. In 
the above given situation, if the cashiers intention 
are fraudulent, he would misappropriate cash due 
to lack of supervision. However, if the cashier has a 
high moral ground and adhere to ethical standards, 
he may not be tempted or may resist the temptation 
to misuse the opportunity to wrongly gain from the 
situation.

Rationale

Rationale is the justification given by the person to 
himself for committing fraud. The rationale could be 
a personal grudge against the management due to 
non granting of increment or promotion, quantum 
of misappropriated amount, temporary borrowing 
of company funds, etc. In the above given situation, 
the cashier may justify the fraud on the grounds that 
amount misappropriated is too small to have any 
adverse impact on the company. This rationale may 
result in multiple incidents of small amount of cash 
removed by the cashier over a period of time. 
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Incidents of Fraud

We come across multiple of incidents of fraud 
committed by individuals to gain advantage of a 
situation for personal gain. Some of the acts of fraud 
commonly found in a business environment are given 
below for a better understanding:

• collusion between the procurement personnel 
and vendor employee to favour that particular 
vendor during vendor selection process;

• vendor selection criteria skewed in favour of a  
particular vendor;

• deliberate rejection of competing vendors to 
favour a particular vendor;

• procuring services/goods not required by the 
company to benefit a company employee / 
vendor;there are instances when the Contract / 
Purchase Order contains certain services which 
are included only to benefit the vendor;

• higher rate paid for substandard goods / services
• splitting of Purchase order in order to avoid 

scrutiny of procurement by senior company 
officials or avoiding bidding process 

• goods and services procured for higher than 
market rate

• payment of money to vendor without actually 
procurement of services / goods;

• preparation of falsified documents such as goods 
receipt note, gate pass, quality report, invoice to 
create an impression that the goods have been 
received;

• company officials certifying that the work has 
been completed when, in fact, no work was 
carried out;

• deliberating falsifying financial records to depict 
a positive picture of the company’s financial 
health;

• employees submitting false claims for expenses 
incurred during official travel;

• employees submitting fake petrol bills, medical 
bills to get tax benefits;

• employees submitting false rent receipts to claim 
tax benefits against house rent allowance;

• senior company officials not revealing personal 
interest in a firm bidding for work provide by the 
company;

• deliberately ignoring service quality lapses of the 
vendor in the vendor performance reports to 
benefit the vendor;

• incorrect write off an accounts receivable to 
benefit a debtor;

• non charging of penalty for service quality issues 
of vendor;

• transfer of funds by an employee from a 
company’s account to his personal account with 
the help of falsified documents;

• bribing government officials through cash or kind 
to get work done;

• bribing in kind can be in the form of sponsoring 
an event of a government official, providing 
employment to a family member of a government 
official, etc.;

• prospective employee applications received from 
company’s employees’ reference deliberately 
routed through hiring vendors to benefit a staffing 
employee / hiring vendor;

• employee revealing  confidential company 
information to outsider for personal gain;

• ghost employees created in the HR database 
to remove money through salary or to increase 
client billing;

• fixed assets in working condition notified as 
obsolete and removed from the company 
premises as scrap;

• fixed assets sold at a price lower sale than its 
realisable value through collusion with scrap 
vendor to gain from the deal;

• falsifying attendance records of contractor staff 
to raise the higher bill for facility management;

• employees, in collusion with company authorised 
travel agency, misusing the company VISA/Travel 
facility for personnel gain; and

• cyber attacks on company servers to gain access 
to company confidential information 

Regulatory Legislations in India

There are multiple regulations in India which have 
anti fraud provisions in their acts. The key acts which 
cover anti fraud provisionsare given below:

• Indian Penal Code, 1860;
• Indian Contract Act, 1872;
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• Prevention of Corruption Act, 1988;
• Prevention of Money Laundering Act, 2002;
• The Companies Act, 2013;
• SEBI (Prohibition of fraudulent and unfair   

trade practices relating to securities market)   
Regulations, 2003; and

• Clause 49 of Listing agreement

There are stringent provisions in these acts to define 
fraudulent acts, provide procedures for investigation 
and monitor and report fraudulent activities.  Heavy 
fines and penalties, along with imprisonment of 
convicted individuals have been specified by these 
acts.  (Refer links in the reference section to get 
detailed information)

Mitigation

As a fraud is an intentional act to benefit from a 
particular situation, its complete elimination may not 
be possible in every situation. However, the risk can 
be minimized /controlled by the company through 
multiple measures.
 
Some of the measures which can be considered are 
given below:

• the tone of the senior managementcan play a 
major role in maintaining ethical standards in 
company operations;

• minimizing the opportunity of fraud in a business 
transaction through strengthening of internal 
controls through measures such as supervisory 
controls, segregation of duties, physical 
inspections, reconciliation of records, systemic 
controls, approving authorities, audit of the 
systems and processes, etc. 

• imparting training on ethical standards, code 

of conduct, engagement with government 
officials, etc. can play a major role in sensitizing 
the employees to the do’s and don’ts of their 
respective jobs;

• background checks of key management 
personnel and employees in key functions that 
are susceptible to acts of fraud;

• investigation of fraud by internal audit teams/ 
external fraud investigators;a thorough 
investigation can play a major role in identifying 
the impact of fraud and taking correction action;

• instituting a whistleblower policy within the 
company to have employees report fraudulent 
activities for investigation; and

• conducting a fraud risk assessment within the 
company on a periodic basis, focussing on 
identifying potential fraud modes in activities 
undertaken within the company, keeping in 
mindthe likelihood of its incidence, severity to 
business and detection and enhancing existing 
controls to mitigate/minimize the possibility of 
fraud.

Reference

• http://www.acfe.com/fraud-101.aspx
• http://www.mca.gov.in/MCASearch/search_

table.html
• h t t p : / / n c w . n i c . i n / a c t s /

THEINDIANPENALCODE1860.pdf
• h t t p : / / w w w . f i n m i n . n i c . i n / l a w /

moneylaunderingact.pdf
• http://www.sebi.gov.in/commreport/clause49.

html
• http://www.sebi.gov.in/acts/futpfinal.html
• h t t p : / / w w w . p e r s m i n . g o v . i n / D O P T /

EmployeesCorner/Acts_Rules/PCAct/pcact.pdf
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Forward And Futures Contracts

- Anup Parashar
E-mail:  

Introduction

Any business activity entails varying degrees of 
uncertainty with regard to operations. This is 
recognized as risks associated in conducting the 
business. At one level, companies require risk 
management products to handle risk related to 
interest rates, exchange rates, and input-output 
prices. At the other level, i.e. that of the investor, 
the residual risk of net income and dividends and, 
therefore, the volatility of stock prices, also require 
risk management.
 

Failure to manage these risks puts several firms out 
of business, despite their technology, skilled labour, 
etc. and also inflicts losses on investor’s investment 
portfolio.Here, financial markets play a major role 
in providing many instruments that facilitates 
management of financial risk.

The underlying principle behind these instruments 
is the fact that a risk-averse individual pays a price 
to transfer the risk and an individual with higher risk 
taking ability is willing to bear the risk for a price. The 
most popular amongst these products are financial 
forwards and futures. Forward and futures are 
available for foreign exchange, interest rates, stock 
indices, equity and commodities. These products 
are called derivatives. Essentially, both forwards and 
futures entail fixing a price today itself for a purchase 
or sale to be made at a future date. Hence, this 
necessitates a commitment from both the partiesto 
the transaction. In such a transaction is seller (at a 
future date) is said to have taken a ‘short’ position, 
while the buyer (at the specified price at that future 
date) is said to have taken a ‘long’ position. Money 
changes hands only on the specified future date.

Derivatives 

A derivative is an instrument whose value is derived 
from the value of underlying assets, which may be 
commodities, foreign exchange, bonds, stocks, stocks 
indices etc.. Derivatives like Forwards and Futures are 
financial instruments whose price movements are 
derived from the price movement of an underlying 
security or asset. For example, in the case of stock 
derivative ‘Stock Futures’, the underlying security/ 
asset is Stock which is a common share. The value of 
‘Stock Futures’ will be derived from the current price 
of the stock. Similarly, in the case of ‘Index futures’, 
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e.g. BSE Index Futures, the BSE Index (Sensex) is the 
underlying asset.

Risks associated with Derivatives.

1. Market Risk

It’s the risk related to price sensitivity to fluctuations 
in interest rates & foreign exchange rates.

2. Liquidity Risk

Most of the derivative instruments are customized 
and hence may have substantial liquidity risk.

3. Credit Risk

Forward contracts are traded ‘Over the Counter’ 
(OTC) and not on exchanges. Hence there is always a 
risk that the counter party may default.

4. Hedging Risk

Derivatives are used to hedge specific risks. If that 
specific risk doesn’t materialize, then the return on 
funds can get adversely affected.

5. Regulatory Risk

Owing to the high risk inherent in the derivatives 
market, the regulatory controls are sometimes too 
oppressive for market participants.

Forward Contracts

It’s the simplest form of a derivative. The party to the 
forward contract that agrees to buy the financial or 
physical asset has a Long Forward Position, referred 
to as the Long. The party to the forward contract that 
agrees to sell/deliver the financial or physical asset 
has a Short Forward Position, referred to as the Short.  
E.g. Any exporter will convert his foreign currency($) 
into rupees on receipt. When he enters into a contract 
today, with an authorized foreign exchange dealer 
for conversion of foreign to rupees in a month’s time, 
when he would actually receive the foreign currency, 
he is said to have entered into a forward contract.

 
In the case of a foreign currency forward contract, 
the following terms are decided:

1. Contract Amount : 

The quantity of foreign currency to be delivered;

2. Maturity of the contract : 

The period after which the delivery is to be made.

3. Rate: 

The price that the buyer (Long) would pay;

4. Parties to the Contract :

There are always two parties in a forward contract. 
The two parties can be two banks, a customer and a 
bank, or a bank in India and an overseas bank.

Any forward contract, in general, is a direct agreement 
between a buyer (long) & a seller (short) obligating 
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the seller to deliver a specified asset of specified 
quality & quantity to the buyer on a specified date 
at a specified place. The buyer (long), in turn, is 
obligated to pay to the seller (short) a pre-negotiated 
price, in exchange of the delivery. In short, the act 
of dealing today, directly with the counterparty, to 
settle at a later date, is a forward contract. 

In a forward contract deal is done over phone/across 
the counter directly with the counterparty. The deal 
may be done for an odd quantity & not necessarily 
a standard quantity. Till the time the settlement 
takes place (actual exchange of currencies) there 
is no liquidity i.e. the agreement entered is only a 
document and cannot be traded. The important 
thing to be noted here is that there is a direct contact 
between the two counterparties.

Each party in the forward contract is exposed to 
a default risk, i.e. the probability that the other 
party (counter party) to the forward contract may 
not perform, as promised, on the maturity date. 
Generally, no money changes hands at the inception 
of the contract, unlike futures contracts in which 
each party posts an initial deposit called the margin 
as a guarantee of performance. 

At any point in time, including the settlement date, 
the party to the forward contract with the negative 
value will owe money to the other side. The other 
side of the contract will have a positive value of equal 
amount.

Forward Price

The price of a forward contract is not the price 
to purchase the contract because the parties to a 
forward contract typically pay nothing to enter into 
the contract at its inception. Here, the price refers 
to the contract price of the underlying asset under 
the terms of the forward contract.  This price may be 
a U.S. dollar or Euro price but it is often expressed 

as an interest rate or a currency exchange rate. The 
price that we wish to determine is the forward price 
that makes the values of both the long and the short 
positions zero at the initiation. 

Example of Forward contracts are :

1. Equity Security
2. Bonds
3. Forward Rate Agreement (Interest)

Future Contract

Futures contracts are very much like forward 
contracts. A ‘Futures’ contract is a contract to buy or 
sell on the ‘exchange’ a standard quantity of financial 
or physicalasset, at a future date, at the price agreed 
to between the parties to the contract. These are 
standardized contracts that are traded on organized 
future markets. In most cases, these contracts are 
settled by cash and not by actual delivery of asset.

The similarities between Future and forward 
contracts are as follows –

1. Deliverable contracts obligate the long to buy and 
the short to sell a certain quantity of an asset for a 
certain price on a specified future date.

2. Cash settlement contracts (no physical delivery) 
are settled by paying the contract value in cash on 
the maturity date (expiry date).

 
Value to One Party = - veValue to the counter party 

Forward Price = Price that would not permit any 
riskless profits through arbitrage

 

Buyer
Direct

Seller
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3. Both, forwards and futures, are priced to have Zero 
value at the time both the parties ( long and short ) 
enter into contract.

Features of Future Contract :

1. Exchange Traded :

As mentioned above, the future contracts are traded 
on an organized exchange and not ‘over the counter’ 
( OTC ), as in the case of a forward contract.

2. Standard Size : 

The size of all future contracts are standard (e.g. 
1000 shares, etc.), while the same is not the case in 
forward contracts.

3.  Standard Maturity dates :

The maturity date of future contracts is always 
standard, while in forward contractsthe maturity 
date is customized, based on mutual agreement 
between both the parties.

4. Contract with the exchange : 

Future contracts are traded on exchanges, which 
reduces the default risk of the parties to the contract. 
Once a deal is finalized, two contract notes are 
prepared, 

• Between the buyer (long) and the exchange, and
• Between the seller (short) and the exchange.

As can be seen, the exchange becomes the counter 
party to both legs of the futures contract, i.e. one 
with the buyer (long) and the other with the seller 
(short).  

Each exchange has a clearinghouse. The clearinghouse 
guarantees that traders in the futures market will 
fulfill their obligations. The clearinghouse does this 
by splitting each trade once it is made and acting as 

the opposite side (counter party) of each position. To 
safeguard the clearing house, the exchange requires 
both parties of the trade (long and short) to post a 
margin and settle their accounts on a daily basis. The 
margin in the futures markets can be likened to a 
performance guarantee.

5. Mark-To Market :

Mark-to-market is one of the unique features of 
a future contract. The prices of future contracts 
are marked to market on daily basis. Once the 
future contract is entered, in the evening/end of 
each working day, the profit / loss of each party is 
calculated on the basis of closing price of the futures 
contract. The party which has suffered a loss has to 
make good the loss and the party which has gained 
will receive the amount. Daily settlement reduces the 
default risk of futures contracts relative to forward 
contract. Mark-to-market is the process of adjusting 
the margin balance in a futures account each day 
for the change in the value of the contract from the 
previous trading day, based on the settlement price. 
The futures exchanges can require a mark-to-market 
more frequently (than daily) under extraordinary 
circumstances (when there is very high volatility).

6. Liquidity :

Futures contracts are liquid in nature, since they are 
traded on exchanges and can be cancelled by taking 
an opposite position of the original contract. The 
mark-to-market feature also makes it more liquid 
than forward contracts.

The differences between Future and Forward 
contract :

1. Regulation

Futures market is regulated by futures exchanges, 
whereas forward markets are self-regulating.

2. Size of Contract
Forward contracts are individually tailored and tend 
to be much larger than the standardized contracts on 
the futures market. Futures contract are very much 

 

BUYER SELLER EXCHANGE 
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standardized.

3. Delivery Dates :

Banks offer forward contracts for delivery on any 
date. Futures contracts are available for delivery only 
on specified dates as per standard norms.

4. Settlement :

Forward contract settlement occurs on the date 
agreed upon between the bank and the customer. 
Future contract settlement happens daily via 
exchanges clearing house, where gains given away 
and losses are collected on a daily basis.

Examples of Futures Contracts:

1. Equity Security
2. Bonds
3. Foreign Currency

The Profit and Loss position of Forward and Futures 
Contract is as follows :

The Long will be in a profitable position if the Spot 
Price (S) at the time of maturity is higher than 
Forward or Future Price, since he will buy at a lesser 
price in Forward or Future contract than the Spot 
price (S) and can sell at higher price immediately at 
Spot price (S).

The Profit or Value for Long will be :

The Long will be in a loss position if the Spot Price 
(S) at the time of maturity is be lesser than Forward 
or Future Price since he will have to buy at a higher 
price at the Forward or Future contract price than at 
the Spot price (S) in the spot market.

The Short will be in a profitable position if the Spot 
Price (S) at the time of maturity is lesser than Forward 
or Future Price, since he will sell at a higher price in 

Forward or Future contract than at Spot price (S) in 
the spot market.

The Profit or Value for Short will be :

The Short will be in a loss position if the Spot Price 
S) at the time of maturity is higher than Forward or 
Future Price since he will have to sell at a lower price 
in Forward or Future contract than at Spot price (S) 
in the spot market.

Value = Spot Price at Maturity - Forward / Future 
Price

 
Profit ( Rs. ) 

Loss ( Rs. ) 

K 
(Forward/Future 
contract price) 

Spot Price at 
Maturity 

0 

Value = Forward / Future Price -Spot Price at 
Maturity

 

Profit ( Rs. ) 

Spot Price at 
Maturity 

0 

Loss ( Rs. ) 

K  
(Forward/Future 
contract price ) 
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We can summarise the differences in Forward and Futures contract as follows :

Futures Forwards
Traded on organized exchanges Traded Over the Counter ( OTC )
Standardized contract terms Customized contract terms
More Liquid Less liquid
Requires margin payments No margin payment
Follows daily settlement Follows daily settlement
Counter party risk shouldered by exchange clearing 
house

Counter party risk borne by the parties.

 

The relationship of parties in forward and future contract is summarized as follows :

 Party Called Position 

 
Agrees to BUY LONG Long Position 

 
Agrees to SELL Short Position SHORT 
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Auditors’ Reporting on Fraud

- (Dr.) Leena Gadkari
E-mail: leenagad65@yahoo.co.in

Introduction

Financial frauds not only shatter the morale of 
organizations but shakeand weaken the rootsoftrust 
and dependability of these organizations in the eyes 
of stakeholders. Hence, the role of Governments 
and other policy makers is of utmost importance in 
keeping a watch and taking appropriate actions to 
control frauds. The role of auditors is pivotal in this 
regard.

The Companies Act, 2013 (the Act) has brought 
insome new reportingrequirements for the statutory 
auditors of companies. One of theserequirements 
is given under Section 143(12) of theAct,which 
requires statutory auditors toreport to the 
Central Government about the fraud/suspected 
fraudcommitted against the company by officers 
and/or employees ofthe company.Section 143has 
been notified and hasbecame effective from April 1, 
2014.

What is Fraud?

Under SA 240 on ‘The auditor’s Responsibilities 
relating to fraud in an audit of financial statements’, 
the term fraud has been defined 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.’

According to Section 447 of the Act, “fraud” in 
relation to affairs of a company or a body corporate, 
includesany act, omission, concealment of any fact 
or abuse of position, committed by anyperson 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 
itsshareholders or its creditors or any other person, 
whether or not there is any wrongfulgain or wrongful 
loss. 

“Wrongful gain” means the gain by unlawful means 
of property to which theperson gaining is not legally 
entitled. “Wrongful loss” means the loss by unlawful 
means of property to which theperson losing is 
legally entitled.

Fraud, under Section 17 of the Indian Contract Act, 
1872, includes any of the following acts committed 
by a party to a contract, or with his connivance, or 
by his agents, with intent to deceive another party 
thereto or his agent, or to induce him to enter into 
the contract: 

• he suggestion as a fact, of that which is not true, 
by one who does not believe it to be true; 

• he active concealment of a fact by one having 
knowledge or belief of the fact;

• a promise made without any intention of 
performing it; 

• any other act fitted to deceive; 
• any such act or omission as the law specially 

declares to be fraudulent.

The Insurance Fraud Monitoring Framework of the 
IRDA defines fraud in insurance as ‘an act or omission 
intended to gain dishonest or unlawful advantage 
for a party committing the fraud or for other related 
parties.’
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According to a definition which was suggested in the 
context of electronic banking in the Report of RBI 
Working Group on Information Security, Electronic 
Banking, Technology Risk Management and Cyber 
Frauds, fraud is ‘a deliberate act of omission or 
commission by any person, carried out in the course 
of a banking transaction or in the books of accounts 
maintained manually or under computer system in 
banks, resulting into wrongful gain to any person for 
a temporary period or otherwise, with or without 
any monetary loss to the bank’.

Responsibility for prevention and detection of fraud
Paragraph 4 of SA 240 also states and clarifies that 
the primary responsibility for the prevention and 
detection of fraud rests with both those charged with 
governance of the entity and management.

Section 134(5) of the Act states that the Board 
report shall include a responsibility statement, 
that the directors had taken proper and sufficient 
care for safeguarding the assets of the company 
and for preventing and detecting fraud and other 
irregularities.

Paragraph 10 of SA 240 states that the objectives of 
the auditor are: 

• To identify and assess the risks of material 
misstatement in the financial statements due to 
fraud; 

• To obtain sufficient appropriate audit evidence 
about the assessed risks of material misstatement 
due to fraud, through designing and implementing 
appropriate responses; and 

• To respond appropriately to identified or 
suspected fraud

Section 143(9) read with Section 143(10), requires 
the auditor to comply with the SAs issued by ICAI. 
Further, Section 143(2) requires the auditor to make 
out his report after taking into account, the auditing 
standards.

Guidelines for auditors

The Ministry of Corporate Affairs, in its notification, 

has specified the requirements in respect of reporting 
of frauds by an auditor.The Institute of Chartered 
Accountants of India has recently issued a guidance 
note to address issues that would arise before the 
auditors, in complying with the requirements of 
Section 143(12) and the related Rules.The Guidance 
Note talks about various reporting requirements 
on the part of the auditors and also throws light 
on the Auditors’ Responsibility for Consideration of 
Fraud in an Audit of Financial Statements. Salient 
requirements in this regard are as follows:

The Reporting requirements

Sub-section 12 of Section 143 of the Act states that 
if an auditor of a company, in the course of the 
performance of his duties as 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. 
Section 143(12) includes only fraud by officers or 
employees of the company and does not include 
fraud by third parties such as vendors and customers.

Clause (i) of Sub-Rule 1 of Rule 13 of the Companies 
(Audit and Auditors) Rules, 2014, requires the auditor 
to forward his report to the Board or the Audit 
Committee, as the case may be, immediately after he 
comes to (have) knowledge of the suspected offence 
involving fraud, seeking their reply or observations 
within forty-five days. The Rule does not prescribe 
the form or format in which the auditor should 
communicate to the Board or the Audit Committee.

On receipt of such reply or observations, the auditor 
is required to forward his report and the reply or 
observations of the Board or the Audit Committee, 
along with his comments (on such reply or 
observations of the Board or the Audit Committee) 
to the Central Government within fifteen days of 
receipt of such reply or observations. In case the 
auditor fails to get any reply or observations from the 
Board or the Audit Committee within the stipulated 
period of forty-five days, he is required to forward his 
report to the Central Government, along with a note 
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containing the details of his report, that was earlier 
forwarded to the Board or the Audit Committee for 
which he failed to receive any reply or observations 
within the stipulated time.

Applicability of the reporting requirements under 
the Act

The reporting requirements under Section 143(12) 
are for the statutoryauditors of the company. They 
alsoextend to the cost accountant in practice, 
conducting cost audit under Section 148 of the Act; 
and to the company secretary in practice, conducting 
secretarial audit under Section 204 of the Act. The 
requirements are applicable to a branch auditor 
appointed under Section 139 to the extent it relates 
to the concerned branch.

However, the provisions of Section 143(12) are not 
relevant to other professionals who are rendering 
other services to the company. Internal auditors, 
covered under Section 138, are not specified as 
persons who are required to report under Section 
143(12). 

Section 143(12) also does not apply to auditors 
appointed under other statutes for rendering services 
such as Tax Audit under the Income-tax Act, 1961, 
Sales Tax audit or VAT audit.

Auditors’ responsibility for consideration of fraud in 
an audit of financial statements

Section 143(12) requires an auditor to report on 
fraud if, in thecourse of performance of his duties as 
an auditor, the auditorhas reason to believe that an 
offence involving fraud is being orhas been committed 
against the company, by its officers oremployees.The 
auditor shall consider the requirements of theSAs, 
and the definition of fraud as stated in SA 240, in 
planning andperforming audit procedures in an audit 
of financialstatements to address the risk of material 
misstatement dueto fraud.

If an offence involving fraud against the company by 
its officers or employees, that is identified / noted 
by the auditor in the course of providing such attest 

or non-attest services, asreferred above, is of such 
amount that may be considered tobe material to 
the financial statements of the company,prepared 
under the Act, or if the auditor uses or intendsto 
use the information that is obtained in the course 
ofperforming such attest or non-attest services 
whenperforming the audit under the Act, then in 
such cases,the matter may become reportable under 
Section 143(12).

Section 143(12) envisages the auditor to report 
to the management and thereafter to the Central 
Government an offence involving fraud against 
the company, by its officers or employees, only 
if the auditors are the first toidentify / note such 
instance in the course of performance of  duties as 
an auditor. Accordingly, in case a fraud has already 
been reported or has been identified / detected by 
the management or through the company’s vigil/ 
whistle blower mechanism and has been / is being 
remediated / dealt with by them and such case is 
informed to the auditor, he will not be required to 
report the same under Section 143(12) since he has 
not per se identified the fraud.

The auditor should apply professional skepticism to 
evaluate / verify that the fraud was indeed identified/ 
detected in all aspects by the management or through 
the company’s vigil / whistle blower mechanism, so 
that distinction can be clearly made with respect to 
frauds identified / detected due to matters raised by 
the auditor, vis -à -vis those identified/detected by 
the company through its internal control mechanism.

If a suspected offence involving fraud hasalready 
been reported under Section 143(12) by cost auditor 
or the secretarial auditor of the company or such 
other person and the auditor becomes aware of such 
suspectedoffence involving fraud, he need not report 
the same to theCentral Government under the section 
since he has not perse identified the suspected 
offence involving fraud.However, the auditor should 
review the steps taken by theManagement /those 
charged with governancewith respect tothe reported 
instance of suspected offence involving fraudstated 
above, and if he is not satisfied with such steps, 
heshouldstate the reasons for his dissatisfaction in 
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writing andrequest the management/those charged 
with governance toperform additional procedures 
to enable the auditor to satisfyhimself that the 
matter has been appropriately addressed. Ifthe 
management/those charged with governance fail to 
undertake appropriate additional procedures within 
45 days of his request, the auditor would need to 
evaluate if he should report the matter to the Central 
Government in accordance with Rule 13 of the 
Companies (Audit and Auditors) Rules, 2014.

The requirements for reporting by auditors under 
Section 143(12) would apply even if the fraud is 
required to be/has been reported under any other 
statute or to any other Regulator.

Reporting of suspected Fraud in the case of 
Consolidated Financial Statements

The auditor of the parent company is not required 
to report on frauds under Section 143(12), if they 
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: a) 
A component that is an Indian company, since the 
auditor of that Indian company is required to report 
on suspected offence involving frauds under Section 
143 (12) in respect of such company; and b) A foreign 
corporate component, or a component that is not 
a company, since the component auditors of such 
components are not covered under Section 143(12).
The auditors of the parent company in India will 
be required to report on any suspected offence, 
involving frauds in the components of the parent 
company, if such offence has been committed by 
employees or officers of the parent company and 
if such suspected offence involving fraud in the 
component is against the parent company, if: a) the 
principal auditor identifies/detects such suspected 
offence involving fraud in the component “in the 
course of the performance of his duties as an 
auditor” of the consolidated financial statements; or 
b) the principal auditor is directly informed of such a 
suspected offence involving fraud in the component 
by the component auditor and the management had 
not identified/is not aware of such suspected offence 
involving fraud in the component; or c) a component 

that is not a company since the component auditors 
of such components are not covered under Section 
143(12).

Reporting requirements when the fraud relates 
to the period before the coming into effect of the 
Companies Act 2013

In the case of a fraud relating to earlier years, to 
which the Companies Act, 1956 was applicable, 
reporting under Section 143(12) will arise 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 April 1, 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 or in 
the Board’s report under the Companies Act, 1956.

Basis of reporting

Based on a harmonious reading of Section 143(12), 
Rule 13 of the Companies (Audit and Auditors) 
Rules, 2014 and Form ADT - 4, reporting on fraud 
in the course of performance of duties as auditor, 
is applicable only when the auditor has sufficient 
reason to believe and has knowledge that a fraud 
has occurred or is occurring i.e., when the auditor 
has evidence that a fraud exists.

Application of concept of materiality in reporting of 
fraud

The Companies (Amendments) Bill, 2014, that has 
been introduced and approved by the Lok Sabha, 
to amend certain provisions of the Act, includes an 
amendment to the provisions relating to auditor 
reporting on frauds. As per this amendment, only 
those frauds, where the amount exceeds the 
specified amount, shall be reported to the Central 
Government. However, in the case of frauds that are 
reported by the auditors only to the Audit Committee 
or the Board of Directors, where the amounts involved 
are less than the threshold that may be specified by 
the Ministry of Corporate Affairs, the details of such 
fraud will be required to be disclosed in the Board’s 
report, in such manner as may be prescribed. 



18 The Exponent Group of Journals For Chartered Accountants, Volume 3, Number 3, Jun 2015 - Aug 2015

Exponent Group of Journals - Empowering the common man In Association with Shree Aniruddha Upasana Foundation

Internal control systems cannot provide absolute 
assurance that no fraud or error has taken place. 
Since the auditor is required to comply with the SAs 
in performance of duties as an auditor, the audit will 
be performed applying the concept of materiality 
provided in the SAs. The auditor is required to 
continue to apply the concept of materiality in 
performing the audit in accordance with SA 320, 
“Materiality in Planning and Performing an Audit”.

Misstatements, including those arising from fraud, 
that are less than the threshold, as may be specified 
by the Ministry of Corporate Affairs, will need to 
be communicated to the management, and/or 
those charged with governance, as required under 
paragraphs A21 to A23 of SA 450 and the Rules 
specified under Section 143(12), in this regard. The 
draft Rules pursuant to the proposed amendment 
to Section 143(12) have not been issued as on date 
of issuance of the Guidance Note. Such Rules, when 
issued, should be considered by the auditors when 
reporting on frauds to the Audit Committee / Board 
of Directors or to the Central Government. 

Materiality is applicable wherever the amount is 
quantifiable. Also, aggregation is required for each 
fraud, separately, to compare with the threshold to 
be specified by the Ministry of Corporate Affairs. 
Where the amount is not quantifiable, the auditor 
should apply professional judgement to estimate 
the likelihood of the amount exceeding the aforesaid 
threshold.

If the auditor, in the course of performance of his/
her duties as the auditor, comes across instances of 
corruption, bribery and money laundering and other 
intentional transgression of with laws and regulations, 
the auditor should consider whether such acts have 
been carried out by officers or employees of the 
company, for the purpose of reporting, and also 
take into account the requirements of SA 250 in this 

regard.

The proviso to Section 147(2) in the context of 
punishment to auditors for contravention of the 
provisions of Section 143 of the Act, states “if an 
auditor has contravened such provisions knowingly 
or willfully, with the intention to deceive the company 
or its shareholders or creditors or tax authorities, he 
shall be punishable with imprisonment for a term 
which may extend to one year and with fine which 
shall not be less than one lakh rupees but which may 
extend to twenty-five lakh rupees.”

Conclusion

Frauds adversely affect  organizations and their stake 
holders. Section 143(12) of the Companies Act, 2013, 
has brought in some new reporting requirements 
in respect of fraud for the statutory auditor. While 
adhering to these reporting requirements, the 
auditor is also required to comply with the SAs 
issued by ICAI. He is expected to apply the concept of 
materiality while reporting.

Although the role of Governments and other policy 
makers is of utmost importance in keeping a watch 
and taking appropriate actions to control fraud, the 
role of auditors is very crucial in this regard. 
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Recent Income Tax Decisions

- Vinay D. Balse
E-mail: vinaybalse@rediffmail.com

1. In the Hon’ble Supreme Court

Chennai Properties & Investments Ltd.
Versus

Commissioner of Income Tax

Civil Appellate Jurisdiction [A.K. Sikri] and [Rohinton 
Fali Nariman] JJ.

April 09, 2015 - CIVIL APPEAL NO. 4494 OF 2004 

1.1 Order given in favour of the Assessee who had 
gone in appeal against the order of the Hon’ble High 
Court of Madras.

1.2 The Hon’ble Supreme Court, while deciding 
whether the income received from letting out of 
property is business income or income from house 
property, held that the deciding factor is not the 
ownership of land or lease but the nature of the 
activity of the assessee and the nature of the 
operations in respect thereof; and that it was also 
necessary to keep the nature of the objects of the 
assessee while interpreting the issue. 

2. Brief Facts:

The appellant-assessee is a company incorporated 
under the Indian Companies Act. Its main object, 
as stated in the Object Clause in the Memorandum 
of Association, was to acquire the properties in the 
city of Chennai and to let them out. Accordingly, 
the assessee had rented out such properties and 
the rental income received therefrom was shown 
as income from business in the return filed by the 
assessee. The assessing officer, however, held that 

the said income was Income from House Property, 
since the income was received by way of rent by 
letting out of the properties and taxed accordingly. 

The assessee filed an appeal before the Commissioner 
of Income Tax (Appeals) who allowed the same vide 
his orders dated April 6, 1989, holding it to be income 
from business and directed that it should be treated 
as such and taxed accordingly. Aggrieved by that 
order, the Department filed appeal before the Income 
Tax Appellate Tribunal which declined to interfere 
with the order of the Commissioner of Income Tax 
(Appeals) and dismissed the appeal. The Department 
then approached the High Court. The High Court, 
however, allowed the appeal of the Department vide 
its order dated 05.09.2002 holding that the income 
derived by letting out of the properties would not be 
income from business but could be assessed only as 
income from house property. In doing so the Hon’ble 
High Court relied on its own decision in the case 
of East India Housing and Land Development Trust 
Ltd. v. Commissioner of Income Tax, West Bengal 
[(1961) 42 ITR 49], as well as the Constitution Bench 
judgment of this Court in Sultan Brothers (P) Ltd. v. 
Commissioner of Income Tax [1964 (5) SCR 807]. 

The Hon’ble Supreme Court observed that the main 
object of the appellant company was to acquire and 
hold properties and to let them out on rent.It may 
further be recorded that in the return that was filed, 
entire income which accrued and was assessed in the 
said return was from letting out of these properties. 
It is so recorded and accepted by the assessing officer 
himself in his order. 

It transpires that the return of a total income of 
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Rs.244030 was filed for the assessment year in 
question that is assessment year 1983-1984 and 
the entire income was through letting out of the 
aforesaid two properties namely, “Chennai House” 
and “Firhavin Estate”. Thus, there is no other income 
of the assessee except the income from letting out 
of these two properties. We have to decide the issue 
keeping in mind the aforesaid aspects.

With this background, we first refer to the judgment 
of this Court in East India Housing and Land 
Development Trust Ltd.’s case which has been relied 
upon by the High Court. That was a case where the 
company was incorporated with the object of buying 
and developing landed properties and promoting and 
developing markets. Thus, the main objective of the 
company was to develop the landed properties into 
markets. It so happened that some shops and stalls, 
which were developed by it, had been rented out 
and income was derived from the renting of the said 
shops and stalls. In those facts, the question arose 
for consideration was: whether the rental income 
that is received was to be treated as income from 
the house property or the income from the business. 
This court while holding that the income shall be 
treated as income from the house property, rested its 
decision in the context of the main objective of the 
company and took note of the fact that letting out of 
the property was not the object of the company at 
all. The court was therefore, of the opinion that the 
character of that income which was from the house 
property had not altered because it was received by 
the company formed with the object of developing 
and setting up properties.

Before we refer to the Constitution Bench judgment 
in the case of Sultan Brothers (P) Ltd., we would 
be well advised to discuss the law laid down 
authoritatively and succinctly by this Court in 
Karanpura Development Co. Ltd. v. Commissioner of 
Income Tax, West Bengal [44 ITR 362 (SC)].

That was also a case where the company, which was 
the assessee, was formed with the object, inter alia, 
of acquiring and disposing of the underground coal 
mining rights in certain coal fields and it had restricted 
its activities to acquiring coal mining leases over large 

areas, developing them as coal fields and then sub-
leasing them to collieries and other companies. Thus, 
in the said case, the leasing out of the coal fields to 
the collieries and other companies was the business 
of the assessee. The income which was received 
from letting out of those mining leases was shown as 
business income. Department took the position that 
it is to be treated as income from the house property. 
It would be thus, clear that in similar circumstances, 
identical issue arose before the Court. This Court 
first discussed the scheme of the Income Tax Act 
and particularly six heads under which income can 
be categorised / classified. It was pointed out that 
before income, profits or gains can be brought to 
computation, they have to be assigned to one or 
the other head. These heads are in a sense exclusive 
of one another and income which falls within one 
head cannot be assigned to, or taxed under, another 
head. Thereafter, the Court pointed out that the 
deciding factor is not the ownership of land or leases 
but the nature of the activity of the assessee and 
the nature of the operations in relation to them. It 
was highlighted and stressed that the objects of the 
company must also be kept in view to interpret the 
activities. In support of the aforesaid proposition, 
number of judgments of other jurisdictions, i.e. Privy 
Counsel, House of Lords in England and US Courts 
were taken note of. The position in law, ultimately, is 
summed up in the following words: - 

“As has been already pointed out in connection with 
the other two cases where there is a letting out of 
premises and collection of rents the assessment on 
property basis may be correct but not so, where the 
letting or sub-letting is part of a trading operation. 
The diving line is difficult to find; but in the case of a 
company with its professed objects and the manner 
of its activities and the nature of its dealings with 
its property, it is possible to say on which side the 
operations fall and to what head the income is to be 
assigned.” 

After applying the aforesaid principle to the facts, 
which were there before the Court, it came to the 
conclusion that income had to be treated as income 
from business and not as income from house 
property. We are of the opinion that the aforesaid 
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judgment in Karanpura Development Co. Ltd.’s case 
squarely applies to the facts of the present case. 

No doubt in Sultan Brothers (P) Ltd.’s case, Constitution 
Bench judgment of this Court has clarified that merely 
an entry in the object clause showing a particular 
object would not be the determinative factor to 
arrive at an conclusion whether the income is to be 
treated as income from business and such a question 
would depend upon the circumstances of each case, 
viz., whether a particular business is letting or not. 

This is so stated in the following words: - 

“We think each case has to be looked at from a 
businessman’s point of view to find out whether the 
letting was the doing of a business or the exploitation 
of his property by an owner. We do not further think 
that a thing can by its very nature be a commercial 
asset. A commercial asset is only an asset used in 
a business and nothing else, and business may be 
carried on with practically all things. Therefore, it 
is not possible to say that a particular activity is 
business because it is concerned with an asset with 
which trade is commonly carried on. We find nothing 
in the cases referred, to support the proposition that 
certain assets are commercial assets in their very 
nature.” 

We are conscious of the aforesaid dicta laid down 
in the Constitution Bench judgment. It is for this 
reason, we have, at the beginning of this judgment, 
stated the circumstances of the present case from 
which we arrive at irresistible conclusion that in this 
case, letting of the properties is in fact is the business 
of the assessee. The assessee therefore, rightly 
disclosed the income under the Head Income from 
Business. It cannot be treated as ‘income from the 
house property’. We, accordingly, allow this appeal 
and set aside the judgment of the High Court and 
restore that of the Income Tax Appellate Tribunal. No 
orders as to costs. 

CIVIL APPEAL NOS. 4491-4493 OF 2004 
The appeals are disposed of in terms of the aforesaid 
order in Civil Appeal No. 4494 of 2004.

2. IN THE HON’BLE HIGH COURT OF KARNATAKA

MADURA COATS PVT. LTD.
VS

UNION OF INDIA NEW DELHI 

Decision given in favour of Assessee

Gist of the Order

Where the CESTAT had concluded that the petitioner 
had not made unjust enrichment, the Revenue 
ought to have refunded the amount claimed by the 
petitioner and that the Revenue ought to pay interest 
for the period for which the refund was delayed.

Facts of the Case

Claim of petitioner for refund of service tax of Rs. 
15,16,992was allowed by the Commissioner of 
Central Excise and Service Tax Appellate Tribunal—
whereby the amount of service tax was ordered to 
be paid to appellant. In response, the Commissioner 
of Service Tax filed an appeal before the Appellate 
Tribunal along with an application for staying 
implementation of appellate order passed by 
Commissioner of Central Excise. The application 
for stay was rejected by the Tribunal. However, 
despite rejection of stay application of respondent, 
i.e. Commissioner of Service Tax, by the Tribunal, 
service tax deposited by appellant/petitioner was 
not refunded. The Appellant then filed Writ Petition 
No.3740/13 with prayer for a direction for payment 
of said Service Tax. The Hon’ble High Court, passed a 
judgment with a direction that appellant/petitioner 
would be entitled to interest @ 12% p.a. from date 
of deposit up to date of payment. In doing so, it held 
that since the respondent was fully aware that it was 
liable to refund service tax deposited by the appellant 
after the stay application filed by it was rejected, the 
order ought to have been implemented, as it was a 
fact that, order rejecting stay application had become 
final. 
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3. Before the Hon’ble Delhi High Court

Commissioner of Income Tax
Vs

Eicher Ltd.

Decision given in favour of Revenue – order passed 
on April 30, 2015

Gist of Order:

Conversion of interest amount into loan would not 
be regarded as amount actually paid within the 
meaning of Section 43B of the Income Tax Act, 1961.

CORAM: HON’BLE MR. JUSTICE S. RAVINDRA BHAT
HON’BLE MR. JUSTICE R.K. GAUBA

Facts of the Case

In view of the inability of the assessee to pay interest 
of Rs. 3,00,14,900on overdue principal, ICICI Bank Ltd. 
the lead manager of the institutional creditors, vide 
its letter datedMarch 30, 1994, waived apart of the 
compound interest together with the commitment 
charges and agreed to accept 3,00,149 convertible 
debentures of 100 each, amounting to 3,00,14,900 
in lieuof the outstanding interest. On March 15, 
1996, the assessee issued debentures in favour of 
ICICI Bank Ltd. In its income-tax return, the assessee 
claimed that interest of 2,84,71,384 (the difference 
of Rs.15,43,516 was capitalised as pre-production 
expenditure) was deductible, explaining that it was 
actually paid by it in the relevant accounting period. 
The assessee’s stand (of having actually paid, by 
issuing the debentures) was rejected by the Assessing 
Officer (AO) on the premise that the debenture issue 
resulted only in postponement of the interest liability 
and that the interest could not be considered as having 
been “actually paid” as required by Section43Bof the 
Income Tax Act, 1961 (“Act”) to qualify for relief; and 
accordingly disallowed the claim.

On an appeal preferred by the assessee, the CIT (A), 
while relying on the judgement given by the Andhra 
Pradesh High Court in CIT v. Mahindra Nissan Allywin 
Ltd.,233 ITR 493 and the order of the Delhi Bench of 

the ITAT in Subhra Motel (P.) Ltd.,64 ITD 134, opined 
that the issue of debentures equivalent to the amount 
of outstanding interest amounted to actual payment 
of the interest liability anunderd, therefore, it has to 
be allowed as a deduction. Based on the judgment 
of the Supreme Court in the case of J.B. Boda Co. (P.)
Ltd. v. Central Board of Direct Taxes,223 ITR 271, it 
was contended that in a case involving receipt as well 
as payment, a single entry for the net effect would 
suffice instead of a two way traffic of separate entries 
of receipt and payment. As such, the CIT(A) held 
that that the issue of debentures by the assessee, 
amounted to actual payment of the interest liability 
by it and receipt of the debenture amounts from ICICI. 
The CIT(A) accepted the assessee’scontentions and 
directed the AO to allow the deduction as claimed. 
The revenue appealed to the ITAT.

The ITAT relied on Mahindra Nissan (supra) as well 
as the decision in J.B. Boda& Co (supra). It also 
took note of the decision of the Patna High Court in 
SalendraNarainBhanj Dev v. Asstt. Agricultural Income-
tax Orissa, 30 ITR 801 which too was concerned with 
the term “actually paid”. In that case, maintenance 
allowance “actually paid” to certain members of the 
proprietor’s family owning the impartible estate to 
the extent it did not exceed 1/5thof the net income 
from the estate, was allowed as a deduction under 
Section3(2)of the Orissa Agricultural Income-tax 
Rules, 1948. The assessee claimed amounts as 
deduction on account of maintenance allowance 
of the widow of the previous proprietor. The actual 
monthly payment to the widow was Rs.500 and 
the balance was towards expenses incurred by the 
assessee on behalf of the widow on items such as 
doctor’s fees, medicines, religious ceremonies etc. 
The authorities allowed a deduction of Rs.6,000 
representing the amount actually paid for the year to 
the widow, but disallowed the other expenses on the 
ground that they were not actually paid to her. The 
Patna High Court disapproved this reasoning:”The 
only contention made by the department is that the 
assessee is not entitled to deduction of this amount 
as the amount was not “actually paid” as used 
in the rule itself. In our opinion, the construction 
proposed by the department is too narrow to be 
accepted. The term “actually paid” will also include 
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the money actually spent on behalf of the widow 
for her benefit towards her maintenance expenses. 
If we accept the construction proposed by Mr. Dhall 
appearing on behalf of the department, if the widow 
without actually receiving the amount of allowance 
directs to spend it in a particular way towards her 
maintenance expenses and in fact the money is so 
spent at her direction for her benefit and towards her 
maintenance, then the amount will not be deducted 
under the provisions of Rule 3. This seems to be 
completely unacceptable. Indeed “actually paid” 
includes the money which has been actually spent 
on her behalf towards maintenance, but does not 
include the money which is proposed to be spent for 
the widow, but not actually spent.”

After discussing Mahindra Nissan (supra), the ITAT 
ruled that actual payment could not be given a 
narrow literal meaning, and held as follows: 

“In our opinion, this word has been used in the section 
only to emphasize thatthe payment should be real 
and a payment in point of fact and not something 
which is a pretence or a fiction. In the present case, 
ICICI has written a letter dated 11-8-1998 to the 
assessee on the subject. The letter is at page 185 of 
the paper book. It has been written by ICICI on behalf 
of the other participating institutions (IFCI & IDBI), in 
its capacity as trustees for the debentures. The letter 
is in response to the assessee’s letter dated 10-8-
1998. ICICI has written to the assessee that “interest 
for the period up to March 31, 1995 amounting to Rs. 
30,014,900 which was funded by the institutions was 
paid by the company and the amount was utilized 
to subscribe to the non-convertible debentures of 
the company. By another letter dated 8-7-1999, 
a copy of which is placed at page 186 of the paper 
book, the ICICI has written to the assessee “that the 
funded interest up to March 31, 1995 aggregating to 
Rs.3,00,14,900 was recognized as business income in 
our accounts”. At page 197, the copy of the statement 
of taxable income of the assessee for the assessment 
year 2001-02 has been filed which shows that in 
the year in which the debentures were redeemed, 
the assessee did not claim any deduction for the 
interest. It has thus been proved in the present case, 
that the payment of interest by conversion of the 

outstanding liability into convertible debentures, is a 
real, substantial and effective payment, meeting the 
requirement of the word “actual and is not a fictional 
or illusory payment. The parties have understood it as 
an effective discharge by the assessee of the interest 
liability. The treatment given in the accounts as well 
as in their income-tax assessments is in accord with 
the factual position.......

The learned counsel for the revenue argued that the 
impugned order is contrary to the decision of the 
Madras High Court in Kalpana Lamps and Components 
Ltd. v. DCIT, (2001) 255 ITR 491. In that case, it was 
held in the context of a claim under Section 43B that 
a mere postponement of the liability to pay interest 
does not amount to discharge, whether actual or 
constructive and, therefore, the conversion of the 
outstanding interest into a term loan liability, albeit 
with the consent of the lender, cannot be considered 
as a constructive discharge of the interest liability. 

The learned senior counsel for the assessee, Mr. 
Biswajit Bhattacharya, relied on J.B. Boda& Co and 
further argued that debentures are securities within 
the meaning of the expression understood in Section 
2 (ac) and(h) of the Securities Contract Regulation 
Act, 1956 and freely tradable. Thus, the moment 
the debentures were issued to ICICI, the latter could 
realize the money value thereof. It was submitted 
that the AO’s inability to understand the nature of 
debentures, which, unlike shares, were transferrable 
without any prescribed mode, led to his holding 
that payment through debentures did not amount 
to actual payment. The learned senior counsel also 
relied on the Constitution Bench decision in Standard 
Chartered Bank vAndhra Bank,2006 (6) SCC 94 where 
the Supreme Court held, inter alia, that:”A debenture 
is an actionable claim. However, Section 137 of the 
Transfer of Property Act exempts debentures inter 
alia from the provisions of Sections 130 to 136 of the 
TP Act.Thus, with respect to debentures, there is no 
prescribed mode of transfer of property under the TP 
Act.” Counsel also relied on Vinir Engineering (P) Ltd. v 
Deputy Commissioner of Income Tax 313 ITR 154 and 
the Jharkhand High Court decision in Commissioner 
of Income Tax v Shakti Spring Industries (P) Ltd,[2013] 
219 Taxman 124 to say that not all payments need 
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to be in cash and thatdebenture payouts as part of 
arrangements with banks and financial institutions 
are deemed sufficient under Section 43B.

Section 43B, to the extent relevant for the present 
case, now reads as follows:”Section 43B. Certain 
deductions to be only on actual payment: 

Notwithstanding anything contained in any other 
provision of this Act, a deduction otherwise allowable 
under this Act in respect of -

(a) ***

(b) ***

(c) ****

(d) any sum payable by the assessee as interest on 
any loan or borrowing from any public financial 
institution or a State Financial Corporation or a State 
Industrial Investment Corporation, in accordance 
withthe terms and conditions of the agreement 
governing such loan or borrowing, or

(e) any sum payable by the assessee as interest 
on any loan or advances from a scheduled bank in 
accordance with the terms and conditions of the 
agreement governing such loan or advances, or****
*********************************
Explanation 3C.-For the removal of doubts, it is 
hereby declared that a deduction of any sum, being 
interest payable under clause (d) of this section, shall 
be allowed if such interest has been actually paid 
and any interest referred to in that clause which has 
been converted into a loan or borrowing shall not be 
deemed to have been actually paid.

Explanation 3D.-For the removal of doubts, it is 
hereby declared that a deduction of any sum, being 
interest payable under clause (e) of this section, shall 
be allowed if such interest has been actually paid 
and any interest referred to in that clause which has 
been converted into a loan or advance shall not be 
deemed to have been actually paid.

Explanation 4.-For the purposes of this section,-

(a)” public financialinstitution” shall have the 
meaning assigned to it in section 4A of the Companies 
Act, 1956 (1 of 1956)”Explanations 3C and 3D quoted 
above, were introduced by Finance Act, 2006 with 
retrospective effect, from 01.04.1989 and 01.04.1997 
respectively. Thus, these two explanations were not 
present at the time the impugned order was passed. 

From the AO‟s order, it is evident that the loans, in 
respect of which the assessee claims deduction of 
interest under Section 43B, were taken from ICICI, 
IDBI and IFCI. These entities are included within the 
definition of public financial institution‟ set out in 
Section 4A of the Companies Act, 1956 (applicable 
for the purposes of the instant case as it relates to AY 
1996-97). Consequently, by virtue of Explanation 4(a) 
to Section 43B, these entities would also constitute 
public financial institutions for the purposes of 
Section 43B and the interest on loan taken by the 
assessee from these entities would fall within the 
purview of Section 43B(d) of the Act. 

Now, Explanation 3C, having retrospective effect with 
effect from 01.04.1989, would be applicable to the 
present case, as it relates to AY 1996-97. Explanation 
3C squarely covers the issue raised in this appeal, 
as it negates the assessee’s contention that interest 
which has been converted into a loan is deemed to 
be “actually paid‟. In the light of the insertion of this 
explanation, which, as mentioned earlier, was not 
present at the time the impugned order was passed, 
the assessee cannot claim deduction under Section 
43B of the Act. 

7. In so concluding, this Court is supported by the 
decision of the Madhya Pradesh High Court in Eicher 
Motors Ltd. v. Commissioner of Income Tax, 315 ITR 
312 and subsequently, the judgment of the High Court 
of Telangana and Andhra Pradesh in Commissioner 
of Income Tax v. Pennar Profiles Limited, (ITA No. 
289 of 2003, decided on 11.02.2015). In Eicher 
Motors, the Court noted:“7. As observed supra, the 
Expln. 3C has now in clear terms provided that such 
conversion of Interestamount into loan shall not be 
deemed to be regarded as “actually paid” amount 
within the meaning of Section43B. In view of the 
clear legislative mandate removing this doubt and 
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making the intention of legislature clear in relation 
to such transaction, it is not now necessary for this 
Court to interpret the unamended Section43Bin 
detail, nor it is necessary for this Court to take note 
of facts in detail as also the submissions urged in 
support of various contentions except to place 
reliance on Explanation 3C to Section43Band answer 
thequestions against the assesseeand in favour of 
Revenue.”The Court in Pennar Profiles Limited(supra) 
considered the decisions in Mahindra Nissan(supra), 
Vinir Engineering(supra) and Eicher Motors(supra) 
and held as follows:

“.. In this backdrop, we have perused the provisions 
contained in Section 43B of the Act, in particular, 
Explanation 3C thereof, which was inserted by the 
Finance Act, 2006 with retrospective effect from 
1.04.1989. This provision was inserted in 2006 and 
hence, this Court in Mahindra Nissans case, had no 
occasion to deal with the case in the light of this 
provision. Insofar as the Karnataka High Court is 
concerned, though this provision was existing on the 
date of judgment, it appears that it was not brought to 
the notice of learned Judges and hence, the Division 
Bench proceeded to consider and decide the appeal 
of the assessee without referring to Explanation 3C 
appended to Section 43B of the Act.

As a matter of fact, from reading of Explanation 3C, 
in our opinion, the questionas raised in the present 
appeals stands answered without further discussion. 
Thisprovision was inserted for removal of doubts and 
it was declared that deduction of any sum, being 
interest payable under clause (d) of Section 43B of the 
Act, shall be allowed if such interest has been actually 
paid and any interest referred to in that clause, which 
has been converted into a loan or borrowing, shall 
not be deemed to have been actually paid. Thus, the 
doubt stands removed in view of Explanation 3C. This 
provision was considered by the Madhya Pradesh 
High Court in Eicher Motors Limited v. Commissioner 
of Income Tax to hold that in view of the Explanation 
3Cappended to Section 43B with retrospective effect 
from 01.04.1989, conversion of interest amount into 
loanwould not be deemed to be regarded as actually 
paid amount within the meaning of Section 43B of 
the Act.”....

In light of the introduction of Explanation 3C, this 
Court does not consider it necessary to discuss the 
precedents relied upon by the assessee delivered prior 
to the enactment of Finance Act, 2006. As regards 
the decision in Shakti Spring Industries(supra), the 
interest due in that case was offset against a subsidy 
which the assessee was entitled to, and it did not 
involve an instance where it was “converted into a 
loan or borrowing” 

within the meaning of Explanation 3C. It is perhaps 
for his reason that explanation 3C was not discussed. 

For the above reasons, the question of law framed is 
answered in the negative, in favour of the revenue. 
The appeal is accordingly allowed. There shall be no 
order as to costs.

S. RAVINDRA BHAT
(JUDGE)
R.K. GAUBA
(JUDGE)

4. Before the Hon’ble High Court of Delhi

Commissioner of Income Tax
Vs

JCDecaux Advertising India (P) Ltd.

Decision given in favour of Assessee – Decided on 
April 23, 2015

Gist of Order:

Commencement or proposed set up would be treated 
as that connected with commencement of business.

CORAM: 

HON’BLE MR. JUSTICE S. RAVINDRA BHAT &
HON’BLE MR. JUSTICE R.K. GAUBA S 

The appeal was filed by Revenue, having been 
aggrieved by the order of the ITAT dated 8th 
September, 2014 in ITA No. 964/Del/2011. It 
contended that the direction to allow expenses of  
Rs.3,17,91,180/- as deduction, although these were 
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incurred when the assessee had not commenced 
business operations during the previous year 
corresponding to assessment year 2007-08.

The assessee was incorporated in April, 2005 to 
carry on the business of out of home advertisement, 
consisting of street furniture (i.e. advertising on 
bus shelters, public utilities, parking lots etc.) bill 
boards and transportation (such as advertisement in 
airports, railway stations etc.). It was awarded its first 
contract by New Delhi Municipal Corporation (NDMC) 
in March 2006 for construction of 197 Bus Queue 
Shelters (BQSs) on Build-Operate Transfer (BOT) basis. 
In terms of the contract, the assessee was required to 
undertake preliminary investigations, study, design, 
finance, construct, operate and maintain BQSs at its 
own cost. In consideration, the assessee was allowed 
to commercially exploit the space allotted in these 
BQSs by displaying advertisements for a period of 15 
years. During the said period, the title and other rights 
were to vest in NDMC. During the year in question, 
the assessee claimed deduction of Rs.18,36,62,148/- 
towards discharge of its obligations under the NDMC 
contract; the expenditure being of capital nature. 
The AO disallowed the claim of Rs.18.36 crores 
by treating it as capital expenditure. The assessee 
accepted this. The other head of expenditure i.e. 
one in advertisements in the present case was 
Rs.3,17,91,180/-; it was claimed as deductible. The 
AO while treating the same as revenue expenditure, 
refused to allow deduction on the ground that the 
business of the assessee had not commenced and 
while so concluding, the AO held that the business 
would be seen to have commenced only when 
the BQSs would be ready for providing space for 
advertisement, being the very reason for which the 
assessee company entered into an agreement with 
the NDMC. On appeal, the CIT (Appeals) confirmed 
the order of the AO. Then it went to ITAT. 

The ITAT,on its part, noted that there are three 
stages in operational business:- (i) setting up; (ii) post 
setting up but before commencement of business; 
and (iii) commencement of business and thereafter. 
It elaborated by stating that setting up of a business 
refers to a situation when the activities are ready to 
take off or when the business is ready to discharge the 

functions for which it is set up. Pre-setting up would 
mean doing of all the necessary things culminating 
into the attainment of the stage of ready to discharge 
functions. In the case of a manufacturing unit, the 
setting up would mean installing all the necessary 
machines for manufacture; and pre-setting up would 
mean the phase during which the place for business 
is acquired, machinery purchased and then finally 
installed so that the stage of setting up of business 
is attained. In the case of a trader, setting up of a 
business means the stage upto which the place of 
business is acquired and the things necessary to 
start trading are done. Similarly, in case of a building 
contractor, setting up would mean that the contractor 
has obtained all the necessary tools and equipments 
for carrying on construction activity. 

While dealing with the third stage i.e. actual 
commencement of business, the ITAT observed as 
follows:- “This stage simply means taking a first step 
in the doing of the overall income producing activity. 
In the case of a manufacturing unit, the stage would 
come when raw material etc. is procured for the start 
of actual manufacturing. A trader can be said to have 
commenced his business on purchasing material to be 
sold to the customers. Similarly, a building contractor 
can be said to have commenced his business when he 
undertakes the actual contract work pursuant to the 
award of contract. The second stage can be termed 
normally as a waiting period between the ‘ready to 
start’ phase and the actual starting of business. Thus, 
it is evident that the third stage of commencement 
of business can either coincide with the doing of 
work in the actual execution of order received from 
customers for sale or provision of services etc., or 
even prior to that when the businessman purchases 
or manufactures the goods for sale, without there 
being any advance order.” 

It was held that the assessee formally signed 
the contract with NDMC on 8th March, 2006, 
which fell in the preceding year. On 30th March, 
2006, it entered into a manufacturing agreement 
with UttamSucrotech International Pvt. Ltd. for 
manufacture and installation of BQSs and also made 
advance payment. In the preceding year, the assessee 
arranged for credit facility and obtained overdraft 
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limit and also paid a security deposit of Rs. 1 crore to 
the NDMC. Noting that, according to the authorities 
below, the business would have commenced only 
when the BQSs are ready for providing space to the 
assessee for advertisement, the ITAT held that there 
was a basic fallacy in the appreciation of the concept 
of setting up of business. It was clarified that in the 
facts of the present case, when the assessee entered 
into construction contract and took the first stage of 
construction, it ought to have commenced its business 
and then it could not be said that the business was 
not set up till the constructions undertaken pursuant 
to the contract goes on. 

Dealing with the facts of this case, it was held that 
the assessee was given the contract in the preceding 
year. Not only that, the assessee started the 
execution of the contract in the preceding year itself 
by taking steps such as entering into manufacturing 
agreement with a third person for manufacture and 
installation of BQSs on making advance payment. 
The project of NDMC for construction of BQSs was 
not set up but insofar as the assessee is concerned, 
it had certainly commenced its business with the 
execution of contract awarded by NDMC. The ITAT 
held that the authorities below have tagged the 
setting up of business with the provision of space 
for advertisement by NDMC. This is certainly a post 
commencement business stage of the assessee. 
Such an event would mark the generation of actual 
income on commencement of business and cannot 
be construed as the setting up of business. The ITAT 
was of the opinion that the assessee’s business was 
set up when it prepared itself for undertaking the 
activity of building BQSs on receipt of contract from 
NDMC. It cannot be in relation to the completion of 
construction of BQSs. As the setting up of the business 
was over in the preceding year, at the maximum, 
on entering into manufacturing agreement for 
manufacture and installation of BQSs on 30th March, 
2006, it was held that not only the business of the 

assessee was set up but had also commenced in the 
instant year. As Section 3 read with Section 4 refers to 
the starting of previous year from the date of setting 
up of a new business, the ITAT had no hesitation in 
holding that the business stood already set up in the 
preceding year and as such, there can be no question 
of canvassing a view that the business would be set up 
in a subsequent year when BQSs would be ready for 
providing space to the assessee for advertisement. 

The Hon’ble High Court took note of the fact that 
the ITAT had relied upon the two judgments of the 
same court in Commissioner of Income Tax v. ESPN 
Software India Pvt. Ltd. (2009) 184 Taxman 452 
(Del) Commissioner of Income Tax v. Samsung India 
Electronics Ltd. (2013) 356 ITR 354 (Del). 

The Hon’ble High Court also noted that the Tribunal 
had relied upon the decision of the Bombay High 
Court in Western India Vegetables Products Ltd. v. CIT 
(1954) 26 ITR 151 wherein the issue was as follows:- 
from which date are the expenses of a business 
to be considered permissible deductions and for 
that purpose reference needs to be had to section 
2(11) which defines ‘previous year’, wherein for the 
purpose of a business the previous year begins from 
the date of setting up of the business. Therefore, it 
is only after the business is set up that the previous 
year of that business commences and in that previous 
year the expenses incurred in the business can be 
claimed as permissible deductions. Any expenses 
incurred prior to setting up a business would 
obviously not be permissible deductions because 
those expenses would be incurred at a point of time 
when the previous years of the business would not 
have commenced.

The Hon’ble High Court accordingly upheldthe 
decision of the ITAT and dismissed the appeal of 
Revenue.
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