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Editorial

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

The single most important event which has a huge 
bearing on the how world history will take shape 
going forward is the downing of the Russian fighter 
jet by the Turkish forces. Immediately thereafter 
there has been a virtual chorus of world leaders 
talking about the certainty of a third world war. Even 
the Holy Pontiff of the Roman Catholic Church did not 
mince words. There is clear evidence of polarization 
building around this incident. One only hopes and 
prays that wiser counsel will prevail, because if a 
third world war does happen (sadly, all indications 
seem to point in that direction) then only the utterly 
naive and ignorant would think that it would not 
conflagrate into a nuclear war.

On the home front, yet another session of Parliament 
went waste with the GST bill not getting passed, 
this inspite of the Government reaching out to the 
opposition in all earnestness. Thus, yet another 
opportunity was lost in putting the economy on 
the growth trajectory. While the blame game may 
continue, it is the country and its citizens who will be 
the sufferers.

Inspite of all the not so happy tidings happening 

around us, the Government and industry appear to be 
upbeat on the economic prospects of our nation. In a 
recent meeting called by the Prime Minister Narendra 
Modi in which industry and business leaders, bankers 
and economists were present the topic of discussion 
was how to convert the global turmoil into an 
opportunity for the country by attracting global 
capital, boosting spending and improving the ease of 
doing business. In the said meeting, Prime Minister 
laid emphasis on low cost manufacturing and stated 
that the strength of economy lay in its huge human 
resource, size of domestic market and that it is not 
entire export dependent. Let’s hope that the efforts 
of the Government bear fruit. 

As we go to the press, the counting of votes for the 
recently concluded elections to the Regional Council 
and Central Council of the Institute of Chartered 
Accountants is in progress. May the professional 
colleagues who will come occupy the decision 
making positions at the regions as well as the centre, 
collectively take the profession forward and enhance 
its reputation and respect in the eyes of the public at 
large.
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Auditor’s Reporting on Adequacy of Internal 
Financial Controls System

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

Introduction

Internal control frameworks enable businesses 
to effectively and efficiently develop systems of 
internal control that adapt to changing business and 
operating environments. They help the businesses to 
mitigate risks to acceptable levels, and support sound 
decision making and governance of an organisation. 
An effective system of internal control demands more 
than mere adherence to policies and procedures. 

The Companies Act, 2013 has brought in the 
requirements for the board of directors to implement 
internal financial controlsand also to ensure that 
such controls are adequate and operate effectively. 
The directors are required to specifically comment 
upon it in their board report. 

Similarly, auditors are also required to report on the 
adequacy of the company’s internal financial controls 
system including the operating effectiveness of such 
controls.

However,the implementation of these requirements 
will be effective only if there are precise guidelines in 
this regard.

Meaning of Internal Financial Controls

Internal financial controls are designed to provide 
reasonable assurance that a company’s financial 
statements are reliable and prepared in accordance 
with the prevailing law. 

The Companies Act 2013 defines the term “internal 
financial controls” as ‘the policies and procedures 

adopted by the company for ensuring the orderly 
and efficient conduct of its business, including 
adherence to company’s policies, the safeguarding 
of its assets, the prevention and detection of frauds 
and errors, the accuracy and completeness of the 
accounting records, and the timely preparation of 
reliable financial information’.

Emerging Significance of Internal Financial Controls

The focus on internal financial controls became 
significant after the Sarbanes-Oxley Act of 2002 added 
this requirement for many public companies in the 
US. Under the Sarbanes Oxley Act, the management 
is required to issue a report on internal controls, as 
part of its annual report. This report must affirm “the 
responsibility of management for establishing and 
maintaining an adequate internal control structure 
and procedures for financial reporting.” This report 
also needs to specifically identify the framework used 
by the management to evaluate the effectiveness 
of the company’s internal financial control over 
financial reporting.  The external auditor is also 
required to report on the adequacy of the same in 
case of the company. The Sarbanes Oxley Act of 2002 
prescribes that the registered public accounting firm 
(auditor) of the specified class of issuers (companies) 
shall, in addition to the attestation of the financial 
statements, also attest the internal controls over 
financial reporting.  

The Securities and Exchange Commission (SEC) 
requires the use of a recognised control framework 
established by a body or group which has followed 
due process procedures, including the broad 
distribution of the framework for public comments. 
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It states that the ‘COSO framework’ issued by the 
Committee of Sponsoring Organisations of the 
Treadway Commission in 1992, (which underwent 
change in 2013) is a suitable framework. Turnbull 
(issued by the Institute of Chartered Accountants in 
England and Wales) and CoCo (Criteria on Control by 
the Canadian Institute of Chartered Accountants) are 
some of the commonly accepted frameworks with 
regard to internal control.

In India, internal financial controls gained 
importance mainly after 2009 when some of the 
accounting scandals came into limelight. So far, 
reporting on the internal controls by auditors was 
applicable to a few select areas as directed under 
the Companies (Auditor’s Report) Order, 2003 (as 
amended). However, the new Companies Act, 2013, 
significantly expanded this requirement which is now 
not restricted to the reporting by auditors of listed 
companies only, but applies to all companies.

Provisions of Companies Act 2013 regarding 
director’s responsibility in respect of Internal 
Financial Controls

The Companies Act 2013 has significantly expanded 
the scope of internal controls to be considered by 
the management of companies to cover all aspects 
of operations.

Clause (e) of Sub-section 5 of Section 134 to the 
Act requires the Directors’ Responsibility Statement 
to state that the directors, in the case of a listed 
company, had laid down internal financial controls to 
be followed by the company and that such internal 
financial controls are adequate and were operating 
effectively.For this purpose, “internal financial 
controls” include both financial reporting controls 
and business controls. In addition, rule 8(5) under the 
Accounts Rules requires that the board report should 
contain details for adequacy of financial reporting 
controls.

Rule 8(5)(viii) of the Companies (Accounts) Rules, 
2014, requires the Board of Directors’ report of all the 
companies to state the details in respect of adequacy 
of internal financial controls with reference to the 

“financial statements” only.

Provisions of Companies Act 2013 in respect of 
auditors reporting of Internal Financial Controls 
System

The Companies Act, 2013, contains many new 
reporting requirements for the statutory auditors 
of companies. One of these requirements relate 
to ‘Reporting on Internal Financial Controls’ under 
Section 143(3)(i) of the Companies Act, 2013. This 
section requires the auditor to state in his report 
whether the company has adequate internal financial 
controls system in place. It also requires the auditor 
to comment on the operating effectiveness of such 
controls. Although section 134(5)(e) is applicable 
to listed companies, section 143(3)(i) requires the 
auditor to state “whether the company has an 
adequate internal financial controls system in place 
and the operating effectiveness of such controls.” 
This section does not distinguish between listed 
companies and others. Hence, every company will 
have to implement such internal financial controls 
that are adequate and operating effectively so that 
the auditors’ can comply with the requirements of 
section 143(3)(i).

Thus requirement is applicable to all companies, 
including non-listed public and private companies. 
The Ministry of Corporate Affairs, Government of 
India has in its notification dated 14th October, 2014 
stated that in the Companies (Audit and Auditors) 
Rules, 2014, after rule 10, rule 10 A shall be inserted 
which states that for the purposes of clause (i) of 
sub-section (3) of section 143 for the financial years 
commencing on or after 1st April 2015, the report of 
the auditor shall state about existence of adequate 
internal financial controls system and its operating 
effectiveness provided that auditor of a company 
may voluntarily include the statement referred to 
in this rule for the financial year commencing on or 
after 1st April, 2014 and ending on or before 31st 
March, 2015.

Thus the Ministry of Corporate Affairs postponed 
the mandatory reporting of companies’ ‘internal 
financial controls’ by auditors, from the financial 
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year 2014-15 to the next one. This is considered as a 
significant step. However this amendment does not 
absolve the director’s from their duties to ensure the 
implementation and operating effectiveness of such 
controls.

Need for guidance

The companies’ managements require benchmarks 
and guidance to evaluate and implement effective 
internal controls over financial reporting. However, 
at present, there are no specific instructions or 
guidelines governing the evaluation of internal 
controls. The MCA has not provided a framework for 
a company’s management to follow. 

The Companies Act, 2013,makes it mandatory for 
auditors of a company to report that internal financial 
controls system is in place. Besides, auditors must also 
explicitly state the operating effectiveness of such 
controls. As per some expert opinions, an auditor’s 
responsibility is limited to financial statements, but 
this new provision stretches it to operations as well. 
Also a clarification is need as to whether the reporting 
extends to overseas subsidiaries and consolidated 
financial statements as well. Detailed guidelines are 
needed to sort out these issues. 

The Institute of Chartered Accountants of India 
(ICAI), on its part, had issued a ‘guidance note’ on 
audit of internal financial controls over financial 
reporting in November 2014. This guidance note 
applies to auditors and is largely based on COSO 2013 
principles and AS 5 issued by the Public Company 
Accounting Oversight Board (PCAOB). The AS 5 
issued by PACOB establishes the requirements and 
guides auditors engaged in performing the audit of 
the management’s assessment of the effectiveness 
of internal control over financial reporting (audit of 
internal control over financial reporting) which is 
integrated with an audit of the financial statements.  
The guidance note also refers to the guide to ICFR 
which was issued by the Committee of Internal 
Audit in 2007. It provided guidance to the statutory 
auditors for their reporting on adequacy of internal 
financial controls and operating effectiveness of 
such controls and also restricts such reporting by an 

auditor to internal control over financial reporting. 
However, this was withdrawn later. 

Conclusion

In the current global scenario, minimization of risk 
has become a concern for all the organizations. On 
the evolving global financial map, internal financial 
controls play a crucial role in ensuring the corporate 
governance and in keeping the risk at an acceptable 
level. They also effectively support sound decision 
making. Hence, adherence to appropriate internal 
financial controls has become a need of an hour. 

Considering the importance of the internal financial 
controls, the directors and auditors are required to 
fulfill their responsibility in an effective manner. Their 
efficiency will go a long way in delivering a greater 
value to all the stakeholders. However, appropriate 
guidance is required by the company managements 
to design and implement effective internal controls 
over financial reporting by selecting a suitable 
framework.A clear-cut guidance is also needed by the 
auditors to carry out their duty efficiently. A precise 
guidance from the policy makers will go a long way in 
increasing the effectiveness in this regard.
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Internal Audit Plan

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

As per Chartered Institute of Internal Auditors, the role of internal audit is to provide independent assurance 
that an organization’s risk management, governance and internal control processes are operating effectively. 
This assurance is provided to the company’s internal stakeholders such as the Board of Directorsand Senior 
Management. Internal Audit Plan is of utmost importance to ensure that the assessment is conducted 
effectively and all aspects of the processes to be audited are adequately covered.
 
To understand how an internal audit plan is prepared, let’s look at an event from our daily life and map it 
the internal audit plan. Let’s say that your younger sibling is getting married and the responsibilityhas been 
assigned to you to be the engagement planner. In order to plan the event, you have the do the following:

Things to consider Failure modes Possible preventions
Discuss the requirements of 
the event with both families

Incomplete / inaccurate  
information

Continuous engagement with both 
parents to validate information and keep it 
updated

Find suitable venue Non-availability on required 
date

Identify multiple venues

Event Planning Team Non-availability of adequate 
resources

Make arrangement to have adequate 
support from family / friends to plan the 
event.

Budget Over spending Monitor the actual expenses against 
budget for each expense head

Caterer Food quality issues Conduct food quality check prior to 
assigning contract and obtain feedback 
from existing clientele of caterer.

Invitation to invitees Invitations not sent on time, 
sent to inaccurate address, 
email

Obtain accurate details on invitees and 
ensure that communication has been sent 
on time

Wardrobe, accessories Untimely delivery Set deadline for the vendors for timely 
delivery. Maintain buffer time

        
Each event has its own set of failure modeswhich could impact its end objective. The element of inherent risk 
is there in all activities we undertake. Therefore, adequate preventive measures should be considered during 
the planning stage. Adequate support staff is required by the event planner to execute the plan and meeting 
the end objective. There should be a documented plan on the engagement event. The plan should clearly 
list down the activities to be performed along with its possible failure modes and preventive measures. 
The engagement planner should capture details of all activities undertaken during execution against the 
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documented plan. 
Let us categories the activities which we have 
performed to plan the engagement and map it 
against the requirements of the Internal Audit Plan.

Individuals involved in 
the engagement

Individuals involved in 
Internal Audit

Parents / Engaged 
Couple

Client/Function

Immediate/Extended 
Family members, 
Invitees

Stakeholders

Engagement Planning 
Team

Internal Audit Team

 
  
Activities performed in 
Planning engagement

Activities performed in 
Planning Internal Audit`

Discussion with Parents 
/ Engaged Couple on the 
engagement activities 
involved

Discussion with Client/
Function audited on the 
scope & objective of the 
audit

Identification of list 
of activities to be 
performed 
(Venue, Date of 
engagement, Budget, 
Caterer, Wardrobe, 
Accessories etc)

Deciding the activities 
for Internal audit
(Processes to test, 
Period of coverage, 
Fees & other expenses, 
Locations to cover, 
testing timelines)

Engagement Planning 
Team

Internal Audit Team

Identification of failure 
modes  in every activity

Risk Identification

Identification of 
preventive measures

Internal Controls

Engagement Plan Internal Audit Plan
   

Through this above example, we have understood 
the various aspects of planning an internal audit. As 
we do in our daily life, we need to also have a detailed 
discussion with the Client to understand their 
expectations fromInternal Audit. This is an important 
part of the overall Internal audit planning stage, as it 
enables the team to develop the audit plan covering 
all aspects.A standard Internal Audit Plan should 

cover the following minimum information:

• Audit Scope&  Objective 
• Period of coverage
• Details of Audit Team
• Details of Clients team (Stakeholders)
• Timelines (kick off meeting, process walkthrough, 

testing & reporting)
• Sampling Methodology
• Test Script (Details of Process , Risk, Control & 

Testing steps)

A detailed audit plan ensures that all the stakeholders 
involved are aware of their rolesandresponsibilities 
in the audit activity. Let us understand each aspect of 
the Internal Audit plan in detail.

Audit Scope & Objective

This section should explain the scope of work to be 
reviewed during the process walkthrough &testing 
phase. The scope of work should be decided and 
finalised, basis the discussion with Client. The 
primary objective of the audit should be to access 
the efficiency and effectiveness of the control design 
and its operating performance. If there is any other 
specific objective of the audit, it should be clearly 
captured in this section. The scope should provide 
details of the functions to cover, along with its 
processes and sub-processes. 

Example:  If the plan is to cover the Human Resources 
function, then it should clearly specify the processes/
sub-processes such as Hiring, Compensation & 
Benefits, Payroll, Labour Law compliance, which 
would be reviewed.

Out of Scope: Processes/sub-processes which could 
not be covered, it should be clearly specified in the 
out of scope section. 

Period of Coverage

The period covered for audit is determined based on 
multiple factors such as the period covered during 
last audit, changes in the process, type of controls, 
etc. Ideally, a minimum period of 1 year should be 



10 The Exponent Group of Journals For Chartered Accountants, Volume 3, Number 4, Sep 2015 - Nov 2015

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

considered for audit coverage.

Example: If the plan is to initiate testing of Human 
resources function in the month of October 
2015,then, ideally, the minimum period of coverage 
should be from October 2014 to September 2015. This 
would be a reasonable timeframe to form an opinion 
on the operating performance of implemented 
controls. However, if, for instance, there has been a 
major change in the hiring process, which makes the 
period prior to revision redundant for testing,then 
the audit team should verify the control design and 
operating performance from the period, post its 
implementation.

Details of Audit Team&Client (Stakeholders)

The details of the audit team and Stakeholders 
audited should be mentioned. The minimum details 
required are given below:

Audit Team

• Audit Engagement Leader
• Audit Manager
• Audit Lead
• Audit Team Member

Client

• Board of Directors / Senior Management
• Process Owners
• Process team members
• Other Key Stakeholders

Timelines

The Internal Audit Plan should specify the duration 
of the audit. Each activity should be broken down 
into specific timelines. The duration of each activity 
would depend upon factors such as scope of work, 
locations covered, complexity of the activities and 
stakeholder availability. 

Example: The activities performed should be broken 
down into specific sub-categories as follows:

Activities Timelines
Kick off meeting Oct 1, 2015
Process Walkthrough Oct 2 – Oct 15, 2015
Control Testing Oct 16 – Dec 5, 2015
Draft Report discussion Dec 10, 2015
Publish Final Report Dec 15, 2015

Sampling Methodology

Sample selection methodology should be specified in 
the Internal Audit Plan. The sampling methodology 
should be in line with the guidance provided by 
Institute of Internal Auditors/Institute of Chartered 
Accountants of India. This ensures that there is 
consistency in the selection of samples during control 
testing phase by all the audit team members.

Test Script

The test script should be documented in such a 
way, that any audit team member should be able to 
conduct the testing. The testing script should provide 
direction to the audit team in covering all aspects of 
the scope of work. The key components of the test 
script are given below:

• Process details 
• Risk in the process
• Existing controls 
• Audit Steps to test the design and operating 

effectiveness of existing controls

The process details should be adequately captured 
in the document. This would ensure that all the key 
processes/sub-processes are covered and tested. 
Each process should have an aligned risk & control 
documented. This would ensure that the audit team 
members are aware of the inherent risks in the 
process and the controls implemented to mitigate 
the risk.  The audit steps should clearly specify the 
checks to be performed to review the design of the 
controls and its operating effectiveness.

Conclusion

The Internal Audit Plan is a first step in initiating the 
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Audit testing. The Plan should be discussed internally 
by the Audit Lead with the Engagement Manager/
Leader. A formal approval should be obtained from 
the Engagement Leader prior to commencing the 
Audit.Key components of the Internal Audit Plan 

should also be discussed with the Client to obtain a 
buy-in prior to initiating testing. This would ensure 
that any modification required basis feedback from 
the Clients are incorporated in the Internal Audit 
Plan.
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Recent Income Tax Decisions

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

1. Provision for doubtful debts not required to be 
add back to arrive at book profit u/s 115JA of 
the Income Tax Act. [CIT vs. Salgaonkar Mining 
Industries Pvt. Ltd High Court of Goa] - Date of 
Pronouncement 23.04.2015

A. Facts of the case

i. Assessee’s income, as computed under the normal 
provisions of the Act, being less than 30% of its book 
profits, the Assessing Officer (AO) invoked Section 
115JA of the Act and in terms of the explanation 
therein, added a sum of Rs.20.5 lakhs to the book 
profits, to compute the income at Rs.2.76 crores. 
Further, since the assessee had not computed 
advance tax, with reference to the recomputed 
income, the AO charged interest under Sections 234B 
and 234C of the Act aggregating to Rs.30.71 lakhs.

ii. The Assessee filed an appeal before the CIT(A), 
who upheld the order of the AO on both counts. As 
regards the adjustment of book profits in terms of 
explanation (c) to Section 115JA(2) of the Act, the 
amount which pertained to provision for doubtful 
debts in respect of advances made by the assessee 
to its sister concern,was held by the CIT(A) to be 
covered by clause (c) of explanation to Section 
115JA(2) on the grounds that it was in the nature of 
an unascertained liability. As regards the charging of 
interest under Section 234B and 234C of the Act, the 
CIT(A) upheld the order of the AO.

iii. The Assesseethen preferred an appeal before 
the Tribunal, which held that a provision in respect 
of doubtful debts was not a liability, much less an 
unascertained liability for the purposes of application 

of clause (c) of the explanation to Section 115JA(2) 
of the Act. The Tribunal thus, struck down the order 
passed by the AO which had made an addition of 
Rs.20.05 lakhs to the book profit. As regards interest 
charged by the AO under section 234B and 234C of 
the Act, the Tribunal held that  the same was not 
payable in view of the decision of the Karnataka High 
Court in Kwality Biscuits Ltd. Vs. CIT (243 ITR 519) 
and subsequent dismissal of the Revenue’s Appeal by 
the Apex Court.

iv. Aggrieved by the order of the tribunal, the AO filed 
an appeal in the Hon’ble High Court of Goa.

B. Contention of Revenue

The Revenue contended that the amount of Rs.20.5 
lakhs, which had been debited to the profit and loss 
account as provision for doubtful debts, falls within 
the purview of clause (c) of the explanation to Section 
115JA(2) of the Act. 

C. Assessee’s Contention

The Assessee simply relied upon the order of the 
Tribunal viz. that the provision in respect of doubtful 
debts is not a liability much less an ascertained 
liability for the purposes of application of clause (c) 
of the explanation to Section 115JA(2) of the Act.

D. High Court decision / observations

i. The Hon’ble High Court observed that from the 
language of clause (c) of the explanation to Section 
115JA(2) of the Act,it was clear that it only referred 
to amounts set aside for provisions made for meeting 
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liabilities, which are not ascertained; whereas, the 
amount of Rs.20.5 lakhs,which was sought to be 
added to the book profits, was in fact a provision 
made in respect of an advance made by the assessee 
to its sister concern which was doubtful of recovery 
and was not in the nature of a liability of the assessee. 
The provision had the effect of a possible diminution 
in the value of the asset (advance recoverable).

ii. The Hon’ble High Court observed, that on a plain 
reading, clause (c) of the explanation to Section 
115JA(2) of the Act, did not apply to the present facts. 
In any case, the said issue now stood concluded in 
favour of the assesee (AY 1997-1998), in view of the 
decisions of the Apex Court in CIT vs. HCL Connect 
Systems and Services Ltd. (305 ITR 405). In this case 
also, the Hon’ble Courtheld that a provision for bad 
and doubtful debts would not be covered by clause 
(c) of the explanation to Section 115JA(2) of the Act. 
This is so because a non-recoverable debt does not 
become a liability of the assessee.

iii. Similarly, the Apex Court in Joint Commissioner of 
Income Tax vs. M/s. Rolta India Ltd. (330 ITR 470), 
held that where the provision has not been made for 
meeting liability, no occasion to apply clause (c) of 
the explanation to Section 115JA(2) of the Act can 
arise. The Apex Court, in its order had observed that 
adebt payable by the assessee is different from a 
debt receivable by the assessee. A debt is payable 
by the assessee where the assessee has to pay the 
amount to others, whereas the debt receivable by 
the assessee is an amount which the assessee has to 
receive from others. In the present case “debt” under 
consideration was “debt receivable” by the assessee.

iv. In the present case also, there was no debt 
payable by the assessee, but it was a debt receivable 
and, therefore, would not be covered under clause 
(c) of the explanation to Section 115JA(2) of the Act. 
Thus, the issue stood concluded in favour of the 
respondent by the decision of the Apex Court in HCL 
Connect System and Services Ltd (supra) and Rolta 
India Ltd (supra). Hence, appeal file by revenue on 
this count was dismissed.

v. In so far as interest leviable under section 234B 

was concerned, the pre-requisite condition for 
applicability of section 234B was that the assessee is 
liable to pay tax under section 208 and the expression 
‘assessed tax’ is defined to mean the tax on the total 
income determined under section 143(1) or under 
section 143(3), as reduced by the amount of tax 
deducted or collected at source. Thus, there is no 
exclusion of section 115J/115JA in the levy of interest 
under section 234B. The expression ‘assessed tax’ 
is defined to mean the tax assessed on regular 
assessment which also extended to tax determined 
upon regular assessment on application of section 
115J/115JA.

vi. The Hon’ble Karnataka High Court had, in the 
case of Jindal Thermal Power Co. Ltd. v. Dy. CIT 
[2006] 154 Taxman 547, held that section 115JB 
was a self-contained code pertaining to MAT, which 
imposed liability for payment of advance tax on MAT 
companies and, therefore, where such companies 
defaulted in payment of advance tax in respect of tax 
payable under section 115JB, they were liable to pay 
interest under sections 234B and 234C. Thus, it can 
be concluded that interest under sections 234B and 
234C would be payable on failure to pay advance tax 
in respect of tax payable under sections 115JA and 
115JB. For the aforestated reasons, Circular No. 13 
of 2001, dated 9-11-2001, issued by the CBDT has 
no application. Moreover, in any event, para 2 of 
that circular itself indicates that a large number of 
companies liable to be taxed under MAT provisions 
of section 115JB were not making advance tax 
payments. In the said circular, it has been clarified 
that section 115JB is a self-contained code and, thus, 
all companies were liable for payment of advance tax 
under section 115JB and, consequently, provisions of 
sections 234B and 234C imposing interest on default 
in payment of advance tax were also applicable”

vii. As such, appeal preferred by Revenue regarding 
charging of interest u/s 234B&C was allowed.

2. There is no obligation to deduct TDS on amounts 
paid as reimbursement of expenses. [Delhi High 
Court in the case of CIT vs. DLF Commercial 
Project Corporation]
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A. Facts of the Case

i. The issue before the Hon’ble Delhi High Court was 
whether the Income Tax Appellate Tribunal (ITAT) 
had erred in its findings, with respect to the addition 
on account of non-deduction of tax at source on 
reimbursement of interest under Section 40(a)(ia) on 
the issue of non-deduction of TDS on the payments 
made on reimbursement of service charges?”

ii. The AO added a sum of ` 19,09,83,236/- under 
Section 40(a)(ia) of the Act for non-deduction of tax 
at source on reimbursement expenditure paid to DLF 
Land Ltd., though the latter entity had deducted TDS 
on the payments made by it as a facilitator on behalf 
of the assessee.

iii.  The assessee appealed against the AO’s orderbefore 
the Commissioner of Income Tax (Appeals) (hereafter 
“CIT(A)”). the CIT(A) ruled in favour of the assessee on 

the issue of addition of ` 19,09,83,236/- and deleted 
the amount. The Revenue’s appeal was dismissed 
by the ITAT, which upheld the findings of CIT(A). 
Aggrieved, the Revenue filed an appeal before the 
Hon’ble High Court of Delhi.

B. Contention of Revenue

The counsel for Revenue submitted that the assessee 
ought to have deducted tax at source on the total 
amount reimbursed by it to DLF Land Ltd., and that the 
tax actually deducted at source by the assesseeonly 
in respect of DLF Land Ltd.’s service charge did not 
suffice, andtherefore, the CIT(A) and ITAT were wrong 

in deleting the addition of ` 19,09,83,236/- made by 
the AO.

C. Contention of Assessee

The assessee contended that that the deletion of 
amount paid to DLF Land Ltd. from the income of the 
assessee under Section 40a(ia)of the Act was justified 
as the payment was made towards reimbursement of 
expenses incurred by DLF Land Ltd. on behalf of the 
assessee. Further, the assessee had duly deducted 
TDS on the service charges paid to DLF Land Ltd. by 

the assessee. The said arrangement was backed by an 
agreement entered into between the assessee and 
DLF Land Ltd. dated 01.04.2007, in terms of which 
DLF Land Ltd. was entitled to service charges @ 5% 
of the total expenditure incurred by it on behalf 
of the assessee. During AY 2008-09, the assessee 

reimbursed ` 19,69,83,236/- and also paid service 

charges @ 5% on it amounting to ` 98,49,106/. 

It deducted TDS amounting to ` 10,35,057/- and 
deposited the said amount. Since the reimbursement 
of expenses was not taxable in the hands of DLF Land 
Ltd., the assesseesubmitted that it was not required 
to deduct TDS on the entire amount. In this regard, 
reliance was placed on the Court’s rulings in the case 
of CIT vs. Industrial ITA 627/2012 & 507/2013 Page 6 
Engineering Projects Pvt. Ltd., 202 ITR 1014 (Delhi) 
and CIT v. Fortis Health Care Ltd., [2009] 181 Taxman 
257 and the Hon’ble Supreme Court’s decision in 
Hindustan Coca Cola beverages Pvt. Ltd. vs. CIT 
[2007] 293 ITR 226 (SC). 

D. Conclusions: 

The Hon’ble Court held that both, the CIT(A) and 
the ITAT, had rightly set aside the AO’s order, ruling 
that the assessee was not required to deduct tax at 
source on payment made to DLF Land Ltd. towards 
reimbursement of expenses. It held that the assessee 
had correctly relied upon this Court’s ruling in 
Industrial Engineering Projects Pvt. Ltd., (supra), 
in which the Division Bench of the same Court had 
specifically held that “reimbursement of expenses 
can, under no circumstances, be regarded as revenue 
receipt” and, therefore, it is not liable to income tax. 
The Hon’ble Court also relied upon the Supreme 
Court’s decision in CIT vs. TejajiFarasramKharawalla 
Ltd.[1968] 67 ITR 95 (SC), where the Court had 
held that it is only the amount that exceeds the 
expenditure incurred by the agent that would be 
liable to tax. More recently, the same Court in Fortis 
Health Care Ltd. (supra) had also held that amount 
received towards reimbursement of expenses is 
not taxable under the Act. In the instant case, it 
was not disputed that DLF Land Ltd. had deducted 
tax at source on the payments made by it under 
various heads on behalf of the assessee. Further, it is 
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also not disputed that the assessee deducted tax at 
source on the service charge levied by DLF Land Ltd. 
on the expenses paid by it on behalf of the assessee. 
In conclusion, the Hon’ble Court held that the entire 
amount paid by the assesseeto DLF Land Ltd. was 
entitled to deduction as expenditure. In arriving at the 
aforesaid conclusion, this Court sought support from 
the Gujarat High Court’s decision in Commissioner of 
Income Tax – III vs. Gujarat Narmada Valley Fertilizers 
Co. Ltd.(in Tax Appeal No. 315 of 2013, decided on 
25.06.2013), where the facts were similar to those 
in the present case. The Court therein rejected the 
revenue’s contention that non-deduction of TDS on 
reimbursement expenses would lead to disallowance 
of such reimbursement expenditure. The Court 
noted that the payee therein had already deducted 
tax on the various payments made by it to third 
parties (such as towards transport charges and other 
charges). Since the payments made by the assessee 
therein were only for the reimbursement of expenses 
incurred by the payee on behalf of the assessee, the 

Court held that no TDS was required to be deducted 
by the assessee. A special leave petition preferred by 
the revenue against the High Court’s decision was 
dismissed by the Supreme Court on 17.01.2014 (in 
SLC CC No. 175 of 2014). This court is also supported 
in its reasoning by the text of Section 194C (TDS 
for “work”) and Section 194J (TDS of income from 
“professional services”- the latter expression 
defined expansively by Section 194J (3) Explanation 
(a)). Neither provision obliges the person making 
the payment to deduct anything from contractual 
payments such as those made for reimbursement of 
ITA 627/2012 & 507/2013 Page 11 expenses, other 
than what is defined as “income”. The law thus 
obliges only amounts which fulfil the character of 
“income” to be subject to TDS in such cases; for other 
payments towards expenses, the deduction to those 
entitled (to be made by the payeee) the obligation to 
carry out TDS is upon the recipient or payee of the 
amounts.
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Introduction:

A swap is a contract in which two parties agree 
to exchange their respective cash flows. These 
are private arrangements between the parties to 
exchange cash flows according to some pre-arranged 
formula. The parties to the swap are called counter-
parties. In aswap, one party agrees to exchange his 
set of pre-determined set of cash flows with the 
other party.

For example: 

One party is currently receiving cash from one 
investment but prefers to have cash flows from 
other type of investment. The cash flows can be 
swapped(exchanged) with the help of a swap dealer 
(generally a bank).

One instance of a swap contract is exchange of loans. 
A simple fixed-for-floating rate swap is equivalent to 
one party borrowing from another at a fixed rate and 
the other party borrowing the same amount from 
the first party and paying a floating rate of interest 
on the loan. This is termed as Plain Vanilla Swap.

If the loans are in different currencies, it is a currency 
swap;if one of the loans requires the payment of a 
rate determined by the return on a stock, portfolio, 
or index, it is termed an equity swap.   
 
Characteristics of Swaps:

Swaps are special types of derivatives. The basic 
characteristics of swaps and swap market are as 
follows:
1. Swap arrangements are tailor-made to the needs 

of the counter-parties.
2. Swaps are not subject to regulations as futures 

and options are.
3. Swaps are bilateral arrangements and hence have 

the potential default risk. However, the swap 
dealer can provide a counter-guarantee.

4. No payment is required to be made by either 
party at the initiation, except the principal values 
exchanged in case of currency swaps.

5. Swaps are not traded in any organized secondary 
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market.
6. The Swap market is dominated by institutions.

As a swap is a private arrangement between two 
counter- parties, different types of swaps have 
emerged over the years. Swaps are, in fact, a part of 
financial engineering and attempt to cope up with 
the requirements of a party.

There are two main reasons for using swaps:

1. A corporate borrower has an existing debt service 
obligation. Based on their interest rate predictions 
they want to swap to another exposure (e.g. 
change from paying fixed to paying floating).

2. Two borrowers can work together to get a 
lower combined borrowing cost by utilizing 
their comparative borrowing advantages in two 
different markets.

Why Swap Matters:

Interest rate swaps provide a way for businesses to 
hedge their exposure to the changes in the interest 
rates. If a company believes long-term interest rates 
are likely to rise, it can hedge its exposure to interest 
rate changes by exchanging its floating rate payments 
for fixed rate payments.

A firm with fixed-rate debt that expects interest 
rates to fall can change fixed-rate debt to floating-
rate debt.In this case, the firm would enter into a pay 
floating/receive fixed interest rate swap.

 

Why do Financial Institutions Swap?

The concept of swap is quite simple. It is no more 
complicated than swapping things between two 
parties. If I have commodity A that I do not need and 
you have commodity B that you do not need, and we 
both need the other’s commodity, the best solution 
is to exchange (swap) these two commodities at 
reasonable pre-determined prices.

Swap Dealers

Swap dealers are the middlemen. Since, in the real 
world, it is very difficult to find theright counter 
party for a swap deal, the swap dealer (or broker) 
helps in finding the right counter party. They make 
the finding of the right counter parties a much easier 
job and substantially enhance the market liquidity. 
Swap dealers charge the market participants a fee – 
usually in the form of bid/ask spread. This concept 
is also important because without swap dealers, the 
swap market will not develop as quickly.

Interest Rate Swaps

Interest rate swap is an agreement between two 
parties in which each party makes a series of interest 
payments to the other at pre-determined dates at 
different rates. At least one of the interest rates is 
variable i.e. a floating rate, in the sense that the rate 
at which interest payments will be made at a later 
date is not known. The most common type of interest 
rate swap is known as ‘Plain Vanilla’ swap in which 
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one rate is fixed and other rate is floating.

The theory is that one party gets to hedge the risk 
associated with their security offering a floating 
interest rate, while the other can take advantage 
of the potential reward while holding a more 
conservative asset. It is a win-win situation, but it is 
also a zero-sum game. The gain one party receives 
through the swap will be equal to the loss of the 
other party. While you’re neutralizing your risk, in a 
way, one of you is going to lose some money.

Interest rate swaps are traded over the counter (OTC), 
and if the company decides to exchange interest 
rates, the company and the other party will need to 
agree on two main issues:

1. Length of the swap: Decide a start date and a 
maturity date for the swap, and know that both 
parties will be bound to all of the terms of the 
agreement until the contract expires.

2. Terms of the swap: Be clear about the terms 
under which you’re exchanging interest rates 
and carefully decide the required frequency 
of payments (annually, quarterly, or monthly). 
Also decide on the structure of the payments: 
Whether you’ll use an amortizing plan, bullet 
structure, etc.

Plain Vanilla Interest Rate swap:

The plain vanilla interest rate swap involves trading 
fixed interest rate payments for floating rate 
payments (paying fixed and receiving floating).

• The counterparty (A) that wants fixed-rate 

interest agrees to pay variable-rate interest and is 
thus called the pay-floating or receive-fixed side 
of the swap.

• The counterparty (B) that wants variable-rate 
interest agrees to pay fixed-rate interest and is 
thus called the pay-fixed side of the swap.

In a plain vanilla swap, one party has an initial position 
in fixed rate debt and the other has initial position 
in floating debt. The later is exposed to changing 
interest rates. By swapping the interest obligations, 
the counter parties eliminate their initial exposure 
and create obligation of which they want.

Suppose A Ltd. and B Ltd., both want to borrow Rs 
20 crores. The fixed rate of interest charged by banks 
is 7% and 8.5% from A and B respectively. However, 
in case of floating rate system, they can obtain the 
loan at LIBOR + 1% and LIBOR + 4% respectively. A 
Ltd. has an absolute advantage over B Ltd. in case of 
fixed rate as well as floating rate system. But B Ltd. 
has a comparative advantage over A Ltd. in case of 
fixed rate system, as the former has to pay only 1.5% 
extra as compared to 3% extra in floating rate system. 
Both A Ltd. and B Ltd. can be benefited by arranging 
a swap through a broker, and share this comparative 
advantage.

The following two points are important to be noted:

• In interest rate swaps, there is no exchange of 
principal amount either on maturity or initially, 
and 

• On each interest payment date, only the interest 
payments or the net amount will be exchanged.

The natural question which comes to mind is why 
the two parties enter into an interest rate swap? The 
reason predominantly is the competitive advantage. 
Some companies have a comparative advantage in 
a fixed rate market while others have comparative 
advantage in a floating rate market. It makes sense 
for a company to go to the market where it has a 
comparative advantage. A swap has the effect of 
transforming a fixed rate loan into a floating rate loan 
and vice-versa.
Let’s take one more illustration where A Ltd. and B 
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Ltd. both want to borrow Rs. 10 crores for 5 years 
and the following rates are offered:

Type A Ltd. B Ltd.
Fixed Rate 10% 11.20%
Floating Rate LIBOR + 0.3% LIBOR + 1%

   
B Ltd. wants to borrow at fixed rate while A Ltd. 
wants to borrow at the floating rate. How can they 
enter into a swap? From the point of view of swap 
market, the difference in fixed rates is greater than 
differences in floating rates i.e. 1.20% (11.20% - 
10%) and 0.70% (1% - 0.3%) respectively. B Ltd. has 
a comparative advantage in floating rate borrowing 
while A Ltd. has a comparative advantage in fixed 
rate borrowing. This comparative advantage allows a 
swap to be negotiated. 

Thus, to take the advantage, both A Ltd. and B Ltd. 
will enter into a swap arrangement. They will deal 
through a dealer / banker, and the potential gain of 
0.5% (i.e.1.20%-0.70%) has to be split in three parts 
between A,B and the banker. One possible swap 
arrangement may be:

• It pays 10% on borrowing.
• It receives 9.90% from banker.
• It pays LIBOR to the banker.

• It pays LIBOR + 1% on borrowing.
• It receives LIBOR from the banker.
• It pays 10% to the banker.

The net effect of the swap arrangements is:

B Ltd. pays 11% which is 0.20% less than the fixed 
rate if it goes directly for that borrowing. A Ltd. pays 
LIBOR + 0.10% which is 0.20% less than the floating 
rate if it goes directly for that borrowing. The banker 
gains 0.10% in the process. So, the potential gain of 

0.50% has been shared by A,B and the banker to the 
extent of 0.20%, 0.20% and 0.10% respectively. The 
banker will enter into two swap agreements with A 
Ltd. and B Ltd. separately. In case any party defaults, 
the banker has to fulfill its obligation.

The summary of gain is shown in the below table:

Party Gain
A Ltd. 0.20%
B Ltd. 0.20%
Banker 0.10%
Total 0.50%

 
However, if we take a remote example that the 
counter parties, A Ltd. and B Ltd. enter into a swap 
arrangement directly without the help of a swap 
dealer / banker, then the potential gain of 0.50% can 
be shared between them equally in the following 
manner.
 
A Ltd. should borrow at 10% fixed rate and B Ltd. 
borrows at LIBOR + 1% i.e., at floating rate and enter 
into a swap as follows:

• It pays 10% on borrowing.
• It receives 9.95% from B Ltd.
• It pays LIBOR to B Ltd.

• It pays LIBOR + 1% on borrowing.
• It receives LIBOR from A Ltd.
• It pays 9.95% to A Ltd.

It has to be noted that the savings 0.50% is to be 
equally shared between A Ltd. and B Ltd. A Ltd.’snet 
borrowing cost post swap arrangement has to 
be LIBOR + 0.05% (floating) which is 0.25% less 
than itsexpected borrowing cost of LIBOR + 0.30% 
(floating) had it not entered into swap arrangement. 
A Ltd. is paying 10% on the original borrowing 
and will pay LIBOR to B Ltd. To make itspost swap 
borrowing cost to LIBOR + 0.05%, he will receive 
9.95% from B Ltd. taking its net borrowing cost to 
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LIBOR + 0.05% (i.e.Expected borrowing cost – 0.25%). 
Accordingly, B Ltd.’s net borrowing cost post swap 
has to be 10.95%(fixed) which is 0.25% less than 
its expectedborrowing cost of 11.20% (fixed) had it 
not entered into swap arrangement. B Ltd. is paying 
LIBOR + 1% on its original borrowing, receiving LIBOR 
from A Ltd. and paying 9.95% to B Ltd. as discussed 
above taking its net borrowing cost to 10.95% (i.e. 
Expected borrowing cost – 0.25%).

To summarize, A Ltd. pays LIBOR to B Ltd. and 10% to 
lenders. It receives 9.95% from B Ltd. The net burden 
of A Ltd. is LIBOR + 0.05%. On the other hand, B Ltd. 
pays 9.95% to A Ltd. and LIBOR +1% to lenders. It 
receives LIBOR from A Ltd. The net burden of B Ltd. 
in 9.95%+1% = 10.95%. So, A Ltd. is able to borrow at 
the lesser floating rate of LIBOR + 0.05% whereas B 
Ltd. is able to borrow at lesser fixed rate of 10.95%. 

Pros: Why Interest Rate Swaps Are Useful

There are two reasons why companies may want to 
engage in interest rate swaps:

Commercial motivations: 

Where companies are in businesses with specific 
financing requirements, interest rate swaps can help 
managers meet their goals. Two common types of 
businesses that benefit from interest rate swaps are:

• Banks, which need to have their revenue streams 
to match their liabilities. For example, if a bank is 
paying a floating rate on its liabilities but receives 
a fixed payment on the loans it has disbursed, 

it may face significant risks if the floating rate 
liabilities increase significantly. As a result, the 
bank may choose to hedge against this risk by 
swapping the fixed payments it receives from 
their loans for a floating rate payment that is 
higher than the floating rate payment it needs to 
pay out. Effectively, this bank will have guaranteed 
that its revenue will be greater than its expenses 
and therefore will not find itself in a cash flow 
crunch.

• Hedge funds, which rely on speculation and can 
cut some risk without losing too much potential 
reward. More specifically, a speculative hedge 
fund with an expertise in forecasting future 
interest rates may be able to make huge profits 
by engaging in high-volume, high-rate swaps.

Comparative advantages: 

As discussed above, companies can sometimes 
receive either a fixed or floating rate loan at a better 
rate than most other borrowers. However, that may 
not be the kind of financing they are looking for in 
a particular situation. A company may, for example, 
have access to a loan with a 5% fixed rate when the 
current rate is about 6%. But they may need a loan 
that charges a floating rate payment. If another 
company, meanwhile, can gain from receiving a 
floating rate interest loan, but is required to take a 
loan that obligates them to make fixed payments, 
then two companies could conduct a swap, where 
they would both be able to fulfill their respective 
preferences.

In short, the swap lets banks, investment funds, and 
companies capitalize on a wide range of loan types 
without breaking rules and requirements about their 
assets and liabilities.

Cons: Risks Associated with Interest Rate Swaps

Swaps can help make financing more efficient and 
allow companies to employ more creative investing 
strategies, but they are not without their risks. There 
are two risk types associated with swaps:

1. Floating interest rates are very unpredictable 
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and create significant risk for both parties. One 
party is almost always going to come out ahead in 
a swap, and the other will lose money. The party 
that is obligated to making floating rate payments 
will profit when the variable rate decreases, but 
lose when the rate goes up. The opposite effect 
takes place with the other party.

2. Counterparty risk adds an additional level of 
complication to the equation. Usually this risk is 
fairly low, since institutions / banks making these 
trades are usually in strong financial positions, 
and parties are unlikely to agree to a contract 
with an unreliable company. But if one party ends 
up in default, then they won’t be able to make 
their payments. The resulting legal logistics for 
recovering the money owed is costly and will cut 
into the would-be gains.

Currency SWAPS

A currency swap is a transaction between two 
parties in which one promises to make a series of 
payments to other party at a specific date in one 
currency in exchange for a payment from the other 
party in different currency.Thus, in currency swaps, 
the cash flows of different currencies are swapped 
(exchanged). Currency swaps change the profile of 
cash flows.

Currency swaps can be used by the firms that 
operate in one currency but need to borrow in 
another currency. For example, A Ltd. and B Ltd. 
want to borrow in $ and € respectively. But A Ltd. 
can borrow€ at cheaper rate than B Ltd. while B Ltd. 
can borrow $ at a cheaper rate than A Ltd. They can 
enter into a currency swap to share the advantage 
of the cheaper borrowing capacity of the other 
company. The rationale for currency swap lies in the 
fact that one borrower has a comparative advantage 
in borrowing in another currency.

 

In currency swap, one party holds one currency 
and swaps it for another currency held by the other 
party. The swap arises when one party provides 
one currency in exchange for another currency. The 
purpose of the currency swap is to arrange the funds 
denominated in other currency. A currency swap 
can also be viewed as a series of forward contracts 
between the two parties. In case of swaps, payments 
normally consist of principal payment and an interest 
payment. Currency swaps can also be used in case of 
assets or liabilities are in different foreign currency.

Features of Currency Swaps:

The Exchange of Principal at Inception and at 
Maturity

An interest rate swap involves the exchange of 
cash flows related to the interest payments on the 
designated notional amount. There is no exchange 
of notionalamount at the inception of the contract, 
thus the notional amount is the same for both sides 
of the currency and it is delineated in the same 
currency. Principal exchange is redundant. However, 
in the case of a currency swap, principal exchange 
is not redundant due to the differences in currency. 
The exchange of principal of the notional amounts is 
done at market rates.

Larger Exposure

Currency swaps generate a larger credit exposure 
than interest rate swaps because of the exchange 
and re-exchange of notional principal amounts.
Companies have to come up with the funds to deliver 
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the notional amount at the end of the contract, and 
are obliged to exchange one currency’s notional 
amount against the other at a fixed rate decided at 
the time of initiation of contract.The more the actual 
market rates have deviated from this contracted rate, 
the greater the potential loss or gain.This potential 
exposure is magnified as volatility increases with time. 
Longer the contract, more room for the currency to 
move from one side to the other side of the agreed 
upon contracted rate of principal exchange.

This explains why currency swaps tie up greater 
credit lines than regular interest rate swaps.

Pricing

Generally, a currency swap transacts at inception with 
no net value. Over the life of the swap, the currency 
swap can go “in-the-money”, “out-of-the-money” or 
it can stay “at-the-money.”

When the current exchange rate is different form the 
exchange rate fixed at the time of swap,  then the 
counter party who gains from such fluctuation is said 
to be “in-the-money” whereas the opposite counter 
party who loses from such fluctuation is said to be 
“out-of-the-money” since it is a zero-sum game. The 
one counter party gains and the opposite counter 
party loses by same amount. The swap is said to be 
“at-the-money” when the current exchange rate = 
exchange rate decided in swap.

For example, if in a currency swap it is decided 
that A will exchange 1$ for every 0.50 € with B and 
afterwards at the time of exchange / settlement,  the 
current exchange is 1$ = 0.75€ then B is said to be 
“in-the-money” since it will exchange only 0.50 €  
instead of 0.75€ for every 1$ as per currency swap 
and A is said to be “out-of-the-money” since it will 
receive only 0.50€ instead of 0.75€ for every 1$.  If 
the current exchange rate later remains the same i.e. 
1$=0.50€ then no counter party gains or loses and 
both are said to be “at-the-money.

Typical Uses of a Currency Swap

• Conversion of a liability in one currency to a 

liability in another currency.
• Conversion from an investment in one currency 

to an investment in another currency.

Accounting entries:

Suppose A Ltd. has an obligation of floating interest 
rate (currently 10% p.a.) on a principal of Rs. 1 crore 
and it enters into an interest rate swap of paying fixed 
interest rate of 9% p.a.

What are the journal entries?

a) There are no entries as the swap is entered into at 
market rates and no cash is exchanged at inception. 

b) If the floating rate goes to 11% p.a.:

1. Interest Expense A/c                    11,00,000 
  To Interest Accrued A/c          11,00,00 
(Being interest accrued to the lender at floating 
rate.)

2. Derivative Asset A/c            2,00,000 
 To Hedging Gain /                                 2,00,000 
 Profit &Loss  A/c 
(Being interest receivable from the swap counter 
party on account of net interest settlement.)

Thus, the net interest cost for A Ltd. is Rs. 9 Lakhs (Rs. 
11 lakhs – Rs. 2 lakhs) which is the fixed interest rate 
cost of borrowing.

c) If the floating rate goes down to 7% p.a.:

1. Interest exps A/c                7,00,000 
 To Interest Accrued A/c.                      7,00,000 
(Being interest accrued to the lender at floating 
rate.)

2. Hedging Loss /                    2,00,000 
Profit & Loss  A/c 
 To Derivative Liability A/c                    2,00,000 
(Being interest payable to the swap counter 
party on account of net interest settlement.)

Thus, the net interest expense for A Ltd. is Rs. 9 Lakhs 
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( Rs. 7 lakhs + Rs. 2 Lakhs ) which is the fixed interest 
rate cost of borrowing.

d) If the floating rate is 9% p.a.:

1. Interest exps A/c                  9,00,000 
 To Interest Accrued A/c.                      9,00,000 
(Being interest accrued to the lender at floating 
rate.)

In this case, there will be no hedging gain / loss 
since the floating interest rate is equal to the fixed 
interest rate. Thus, the net interest expense for A Ltd. 
is Rs. 9 Lakhs which is the fixed interest rate cost of 
borrowing.

Conclusion:

Swaps are a great way for businesses to manage their 
debt more effectively. The value behind them is based 
on the fact that debt can be based around either 
fixed or floating rates. When a business is receiving 
payments in one form but prefers or requires another, 
it can engage in a swap with another company that has 
opposite goals.Swaps, which are usually conducted 
between large companies with specific financing 
requirements, can be beneficial arrangements that 
work to everyone’s advantage. However, it should be 
noted that they still have important risks to consider 
before company leaders sign a contract.
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News Update

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

1. CBDT takes fresh look at tax accounting standards 
 (Financial Express - 

30 November 2015)

Heeding to industry concerns, the income tax 
department has decided to take a fresh look at the 
tax accounting standards being implemented from 
this fiscal, which are primarily aimed at protecting the 
government’s tax revenue from diverse accounting 
practices followed by the industry.

The Central Board of Direct Taxes (CBDT) on 
Thursday called for public comments on the Income 
Computation and Disclosure Standards (ICDS) for 
issuing “further clarification or guidance for (its) 
proper implementation”. Companies were expected 
to follow these norms while computing advance tax 
installments but many companies barring the blue 
chip ones were not fully geared up to adopt these 
rules this year.

Besides bringing uniformity in the way companies 
compute their tax liability irrespective of the 
accounting standards followed in preparing financial 
statements under the Companies Act for statutory 
compliance and for shareholder information, ICDS 
sought to deny the flexibility that businesses had 
in deferring their tax outgo to a later period. It 
essentially mandated earlier recognition of revenue 
in many instances and delayed recognition of certain 
expenditure.

The CBDT statement is silent on whether the 
government will insist on companies to pay taxes 
this fiscal as per the ICDS notified on March 31, 
2015, but said further guidance would be given after 

public consultation till December 15. The apex direct 
tax policymaking body said an expert committee 
comprising officers and professionals are looking into 
the suggestions already received.

Issuing a set of uniform tax accounting standards 
became necessary as large companies will have to 
follow a new set of accounting norms called Ind AS 
from April 1, 2016 for preparing financial statements 
while the others will continue to go by the existing 
Indian GAAP issued by accounting rule maker ICAI.

Ind AS, which is compliant with the International 
Financial Reporting Standards followed in over 100 
countries, allows mark-to-market taxation is based 
on historical cost of assets. Indian GAAP, which 
smaller companies would continue to follow, allows 
recognition of anticipated losses, but not anticipated 
gains. ICDS, on the other hand, seeks early recognition 
of revenue in many areas.

2. Start-ups may get MAT exemptions, IPR earning 
waivers

Indian Express - New Delhi, 
November 27, 2015

In August, PM Narendra Modi in his Independence 
Day speech had given a call for “Start-up India, Stand 
up India” to encourage innovation and increase 
employment for the youth.

The government has suggested exempting start-
ups from the levy of minimum alternate tax (MAT), 
exemptions on earnings from intellectual property 
rights and a relief from the anti-abuse provisions 
with regards to capital gains tax, a senior official told 
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The Indian Express.

Listing out a slew of measures to give a shot in arm 
to start-up companies, the Department of Industrial 
Policy and Promotion (DIPP) has asked the finance 
ministry to “exempt the royalty income generated by 
the IPRs developed by start-ups while also enhancing 
exemptions for research and development”.

“The DIPP has said that in cases where the start-ups 
have started earning from the commercialisation of 
IPRs, in those cases royalty income should not be 
taxed. Further, it has also sought inclusion of more 
expenses in the scientific research category for 
deduction. These measures will give a boost to the 
‘Start-up India Stand-up India’ initiative,” the official 
said.

Currently, the Income-Tax Act, 1961 provides 
weighted deduction of up to 200 per cent in certain 
cases for research and development, with an aim to 
encourage IPR generation and increase innovation. 
Similarly, expenditure incurred on scientific research 
is allowed for deduction up to 200 per cent. However, 
the proposals made by the DIPP run contrary to the 
finance ministry’s approach whereby it is trying to 
phase out exemptions given to the corporates. A 
roadmap for the same has already been announced.
“Anti-abuse provision in the capital gains tax is hurting 
start-ups given the valuation issues. While valuations 
of these companies are done on the idea and the 
future business, several times questions are raised by 
the income tax authorities on such high valuations by 
angel investors. Further, these investments usually 
come from low-tax jurisdictions like Singapore or 
Mauritius, making use of the DTAA with India. Given 
the fact that the department is keeping a close eye 
on treaty abuse, start-ups at times get hit,” another 
official, looking into the matter said.

There is also the issue of short-term capital gains tax 
on angel investors, who look for quick exits. “We are 
looking into these issues and hope to set it right for 
start-ups,” the official quoted above said.

In August, Prime Minister Narendra Modi in his 
Independence Day speech had given a call for “Start-

up India, Stand up India” to encourage innovation 
and increase employment opportunities for youths. 
Further, in September at a start-up event at San Jose, 
California, Modi had said that start-ups, technology 
and innovation were effective instruments for India’s 
transformation, and creating jobs for the youth. 
“When each of the 500-odd towns produces 10 start-
ups and each of our 600,000 villages produce six 
small businesses, on a regular basis, we will create an 
enormous economic momentum and generate huge 
number of jobs in our country,” the Prime Minister 
had said.

In pursuance of the slogan, the DIPP has started 
working on a wholesome policy for start-ups and a 
meeting by the finance ministry was held Thursday 
to discuss the same.

Officials in the know said that entrepreneurs have 
made a case for a relief from dual taxation of both VAT 
and service tax on software products, and enhanced 
flexibility in carrying forward the losses.

3. Government to set up new agency to probe 
corporate accounting frauds 

The Economic Times - New Delhi, 
November 26, 2015

The government will soon set up a specialised agency 
to investigate large corporate accounting frauds. It 
is keen to establish a robust mechanism for faster 
inquiries into scams such as the one at Satyam 
Computer Services, which overstated earnings for 
several years under a previous management.

The proposed agency is likely to examine accounting 
frauds of certain classes of listed companies or those 
of Rs 500 crore and more.

To be formed under the Companies Act provisions, 
the agency will be mandated to investigate auditing 
and accounting frauds, either suomotu or on referral 
by the Centre.

“The threshold for accounting frauds to be probed by 
the upcoming agency is likely to be Rs 500 crore and 
above. It could also probe frauds of certain classes of 
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listed companies,” said a senior government official. 
“Currently, there’s a lack of specialisation required 
to probe complex accounting frauds. The agency will 
ensure swifter probes.”

First suggested in the aftermath of the Satyam 
fraud, in which the auditor was also implicated, 
the upcoming agency will have an overarching role 
to regulate chartered accountants as well as set 
standards. It will have forensic auditors on its panel 
as well.

At present, the Institute of Chartered Accountants 
of India (ICAI) has authority to investigate and take 
disciplinary action in cases in which an auditor is 
involved. Any fraud below the threshold set by 
the government could still be investigated by the 
professional association.

ICAI has requested the corporate affairs ministry to 
not dilute its authority. If the government is keen 
on setting up an authority, ICAI has suggested that 
this look at high-value accounting scams above a 
threshold of Rs 1,000 crore.

“We have made a representation to the government 
that ICAI’s mandate should not be diluted and 
authority to initiate probe and take disciplinary action 
against auditors should rest with the institute,” ICAI 
president Manoj Fadnis told ET.

In recent years, ICAI has probed auditors of companies 
such as Reebok, Sesa Goa, Satyam and the Saradha 
Group among others. These inquiries followed 
references sent by the Serious Fraud Investigation 
Office (SFIO).

“The agency will strengthen the government’s 
mechanism and will ensure faster enquires into 
accounting frauds. For the auditing profession as 
well, it will be a very positive step as the agency 
will oversee quality of profession,” said Lalit Kumar, 
partner at J Sagar Associates. “But the government 
also has to ensure that ICAI’s mandate is not diluted.”
A recent study by Assocham and Grant Thornton 
India said there was a 45 per cent increase in Indian 
corporate fraud in the past two years. The proposed 

agency will have powers to penalise audit firms in 
case they are found guilty of misconduct. Penalty 
could also include the disbarment of such audit firms.
The agency will also be solely in charge of setting 
up and revising accounting standards and will have 
professionals from industry and several government 
bodies on its panel. “The agency will make 
recommendations on formulation and laying down 
of accounting and auditing standards for companies,” 
a senior government official told ET. “It will also 
monitor and enforce compliance and oversee quality 
of service of professionals in the industry.”

ET VIEW

No Duplication Please, Overhaul SFIO

Duplication makes no sense. India already has a 
specialised agency, the Serious Fraud Investigation 
Office (SFIO) to do cutting-edge investigation on 
financial frauds. The Institute of Chartered Accounts 
of India, on its part, can take disciplinary action against 
errant auditors. True, the SFIO’s functioning has been 
dismal so far, and what is needed is to transform the 
agency to take on new and complex probes. It should 
hire professionals laterally, including cyber security 
experts, forensic auditors and tap the best talent 
from other investigating agencies. Ideally, it should 
draw together a team depending on the case. But to 
attract the best talent, it also needs to pay market-
linked salaries.

4. Auditors use algorithms to scan books minutely
Economic Times, Mumbai : 

18 November 2015 

Algorithms, the software programs that are 
increasingly replacing humans in many complex jobs 
where precision and speed decide the winner, are 
becoming an essential tool for auditors as well.

Algorithms, or algos, help auditors identify unusual 
patterns in the books of account for further analysis.
While algorithm-based auditing isn’t new globally, 
audit firms have just started introducing these 
software systems to India, at a time when local 
regulations are becoming increasingly stringent. 
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Starting April 2016, failing to raise red flags or 
mentioning the exact problems they found during 
auditing of companies could even land the auditors 
in jail. Auditors rely on technology mostly in risk-
based auditing. These algorithms could pinpoint the 
problem areas.

The Big Four auditors — Deloitte, 
PricewaterhouseCoopers, EY and KPMG — which 
have invested millions of dollars to build in-house 
technologies globally, are also the main players in 
India in using algoaudit. Industry experts expect 
wider adoption of algorithms from April 2016, when 
the new rules take effect.

“As Indian companies as well as multinationals 
operating in India have grown tremendously in the 
past years, and accounting systems have become 
more technology dependent, auditing too has 
undergone a sea change. Now we see a significant 
use of technology as enablers to a more effective 
and risk-based audit,” said Russell Parera, partner 
and assurance leader at Price Waterhouse Chartered 
Accountants LLP, which is part of PwC India.

So, while earlier an auditor would just sample the 
data and look if there are any problems, now with 
the help of algos, he could run a search through a 
sea of data. “Say, for examples, there are around 
1,00,000 transactions in a company with its vendors, 
customers and debtors and creditors. Earlier we 
would just take a 10 per cent to say find out related-
party transactions. Now we can go through all the 
transactions,” said an auditor.

“Adoption of the technology is in response to a need 
to obtain greater assurance than what traditional 
approaches using sampling or reliance on controls 
provide. These tools help us focus the audit on risk 
areas, increase coverage of the population tested 
and also enhance the ability to respond to fraud 
risks,” said Sudhir Soni, partner at an Indian member 
firm of EY.

The different tools used by the auditors give them 
specifics of even the smallest of the transactions 
once it is defined by the auditor. The auditors need 

to have a basic knowhow to run these tools, but the 
results are transparent and elaborate.

In a recent case, for instance, the algorithms 
pinpointed some problem transactions in a 
commodities firm. “...out of about 10,000 transaction 
of sale, about 100 came from the same customer, 
who had given his PAN number. We suspected that 
this was a related-party transaction not permitted by 
the regulations,” said a midlevel executive working 
on the audit. He refused to share more details.

In India, the Big Four audit about 27 per cent of 
the top 1,437 listed Indian companies, according to 
a data compiled by Prime Database. Deloitte is the 
biggest when it comes to auditing, followed by PwC. 
These rankings, however, could change starting April 
2017 when the rule on audit rotation kicks in, making 
it compulsory to change auditors every 10 years, say 
industry trackers.

The Big Four have been investing in technologies and 
training chartered accountants to use the software. 
In some cases, clients can see the auditing happening 
real time and even respond to the queries right away. 
PwC has such a system, called Connect.

The toughest part, however, is to train the young 
auditors with the technology. “We spend a significant 
amount of effort on training and through these 
auditing technology tools we can cover larger 
populations of data analysing unusual transaction 
types and ensuring that the audit effort is more risk-
based and effort is directed to areas perceived of 
greater audit risk,” said Parera of Price Waterhouse 
Chartered Accountants.

5. Income Tax department develops mobile app for 
filing returns 

Financial Express (New Delhi): 
15 November 2015 

Income Tax department is developing a mobile app 
which can be used by users for filing their tax returns, 
a top finance ministry official said on Saturday.

“We are developing a mobile app which can be 
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used by users for filing their income tax returns. 
There are some security related issues, which we 
will resolve soon,” Central Board of Direct Taxes 
(CBDT) Chairperson Anita Kapoor said today after 
inaugurating ‘Taxpayers’ Lounge’ at the India 
International Trade Fair (IITF) here.

Online filing of tax returns has caught up in a big way 
in recent years, while filings through mobile apps can 
make it even easier for the taxpayers.

Talking about direct tax collections, Kapoor said, 
“Collections are doing well and we are keeping our 
fingers crossed.

The December collection of advance tax will actually 
give us a good idea.”

The government aims to collect Rs 7.98 lakh crore as 
direct tax in the current financial year.

The CBDT Chairperson said the high-level committee 
under former High Court Judge R V Easwar, formed 
to simplify income tax laws, will submit its first report 
by January next year.

“The panel has clear terms of reference. They are 
expected to give their first report in January. They 
can give it earlier if they deem it proper. They have 
sufficient time,” she said.




