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Introduction
MCA’s notification on ‘Reporting of frauds by auditor
and other matters’
A brief outline
On 14 December 2015, the Ministry of Corporate Affairs (MCA)
came out with a notification pertaining to reporting of frauds
(Rule 13 to the Companies (Audit and Auditors) Amendment Rules,
20151). This notification also indicated what could be considered
an acceptable threshold value of fraud loss from a reporting
standpoint (individually an amount of rupees one crore or above,
in this case) – an aspect of materiality that was until now left to the
company’s discretion.

The notification states that if an auditor has
“reason to believe” that fraud, which involves or
could potentially involve individually an amount of
rupees one crore or above, is being or has been
committed against the company, the auditor needs
to report the matter to the Central Government
within 60 days of his or her knowledge of such
a fraud. The process for doing this, includes
reporting the matter to the company’s Board or the
Audit Committee within 2 days (of coming to know
about the fraud), seeking a response from the
Board or Audit Committee on the matter (within 45
days), and forwarding this response along with the
auditor’s own report to the Central Government
(within 15 days). In case of no response from the
Board or Audit Committee, the auditor’s report
along with the communication sent to the Board
should be forwarded to the Central Government.
In case of a fraud involving amounts less than
rupees one crore, the auditor needs to report the
matter to the Audit Committee or the Board within
2 days of coming to know about the fraud.
To ensure further transparency, the MCA requires
each of such frauds to be disclosed in the Board’s
Report. Contents of the auditor’s report should
include nature of the fraud and a brief description,
approximate amount involved in the fraud and
potential parties involved. Additionally, the Board’s
Report should also mention ‘Remedial actions
taken’ in that regard.

Source: http://www.mca.gov.in/Ministry/pdf/Amendement_Rules_14122015.pdf
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Implications
Some implications of this notification on organizations – 5 considerations
While the MCA notification is a welcome addition to the plethora of measures taken in recent times by the government to tackle fraud,
it leaves room for several clarifications.
Issue/ concern

Suggestions/ Leading practices

How does an auditor
assert fraud, when
traditionally his/ her
duties are confined to
performing enhanced
audit procedures
to ensure financial
statements are not
misstated?

While the auditor may suspect, or in rare cases, identify the occurrence of fraud, he/ she does not legally
determine whether fraud has actually occurred.

What if the
company is unable
to investigate into
suspected fraud
within 45 days and
sends a report to the
auditor?

Depending on the nature of fraud suspected and the robustness of the organization’s fraud response
framework, the investigation timeframe can vary and it may not always be possible to conclude
investigations in 45 days and communicate outcomes to the auditor.

What if a company
discovers multiple
small value frauds
in the course of an
investigation that
may add up to less
than rupees one
crore? What is the
reporting process to
be followed?

The reporting of fraud is done only if it is detected during the course of the audit by the auditor and not
already known to the management as per the ICAI Guidance Note on Reporting on Fraud under Section
143(12) of the Companies Act, 2013 (Revised 2016) (the “Rules”). But, the same has not been endorsed by
MCA in the Rules relating to fraud reporting.

How does one
determine the
quantum of fraud?

Depending on the complexity and duration of fraud it may become difficult to determine the quantum
of fraud loss. In such cases, the MCA notification allows companies to use a management estimate or
reasonable range of estimate made by the auditor for the purposes of reporting the fraud.
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The definition of “fraud” as per Section 447 of the Companies Act, 2013 is very wide. Significant judgments may
be needed in determination of the occurrence of fraud, as fraud connotations are very wide. Since, fraud is a
criminal offence under the Indian Penal Code, 1860, wherein the intention or the mens rea is to be established,
the auditor will not be in a position to assert fraud.
Therefore, when a suspicion of fraud is reported by the auditor, the Board or Audit Committee is required to
evaluate the matter and take appropriate action including, conducting an investigation or a forensic audit (either
using qualified internal teams or seeking assistance from external specialists/ experts). Further the Board or
Audit Committee is expected to respond to the auditor within 45 days of the suspected fraud being highlighted.

In such cases, the MCA notification suggests that the company respond by providing information on the
steps taken – such as commencement of the investigation and the case status - and any other observations
by the Board or Audit Committee on the matter, within 45 days to the auditor.

In case of a fraud involving less than rupees one crore (individually), the auditor needs to report the matter
to the Audit Committee or the Board, instead of the Central Government, immediately or within 2 days of
becoming aware/ suspecting such a fraud.
Only fraud above rupees one crore is to be reported to the Central Government, to be considered on an
individual basis and not the sum total of all frauds in a year put together.

However, estimation of the amount involved is not always feasible and if the estimation goes wrong, despite
taking reasonable care, then one can end up reporting a less than rupees one crore fraud or not report a
fraud above rupees one crore to appropriate authorities.
Subsequent reporting may be required, if the amount initially estimated was lower than the rupees one
crore limit, but eventually determined to exceed this limit, resulting in the need to report the same to the
government within 45 days of the determination of the revised fraud loss2.
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Can non-compliance
be considered fraud
and does it have to be
reported, especially if
there is a significant
financial repercussion
involved?
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Fraud can also encompass regulatory non-compliance and its determination and quantification could pose
challenges. The MCA notification does not appear to make a distinction between fraud and regulatory noncompliance, as long as the quantum of fraud loss can be reasonably quantified. Therefore, if the auditor
comes across instances of corruption, bribery, money laundering and other regulatory non-compliances
committed by the employees of the company3, he/ she will then need to communicate the same to the
Audit Committee or the Board and/ or also report to the matter to the Central Government (depending on
the value of fraud loss).

As per Rule 13 the Companies (Audit and Auditors) Amendment Rules, 2015 and also in line with the Revised Guidance note on fraud
reporting issued by ICAI Guidance Note on Reporting on Fraud under Section 143(12) of the Companies Act, 2013 (Revised 2016).
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At the time of writing this document, the MCA notification did not cover fraud or non-compliance by vendors and third parties who may have
been acting on behalf of the company. A good practice nevertheless, is for companies and auditors to include these parties also in the ambit
of fraud risk management.
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Conclusion
The MCA notification is yet another push by the government to
ensure that organizations have a functional fraud risk management
framework in place that can detect fraud in the early stages. Those
without such a framework are likely to struggle to investigate any
suspicious incidents pointed out by auditors. Further, by indicating
a threshold value for reporting fraud, the government is also
encouraging companies to understand that losses due to fraud
can make a significant dent in the company’s operations and its
reputation – an aspect that was hitherto not widely acknowledged
by many organizations in public. While, it is early days since the
notification, it will be interesting to note how organizations perceive
and act on the issue of computing and reporting fraud loss.
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