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This is with reference to the Audit Quality Review (AQR) Report in respect of audit done by
BSR & Associates LLP (Firm Reg. No 116231W/W-100024) of IL&FS Financial Services Ltd (IFIN)
for FY 2017-18.

Z The Executive Body of NFRA has approved the following Corrigenda to the said AQRR :
S.N. Reference in the said Earlier Text in the said Revised Text
AQRR Report reference for which this (The said text shall be
Corrigendum is issued read as)
1. | Page 20 2" para of para (iii) | Section 143 (3) (e) Section 141 (3) (e)
2. | Page 20 2" para of para (iii) | Section 143 (3) (i) Section 141 (3) (i)
3. | Page 22 para2.2.9 (a) Section 143 (3) (e) Section 141 (3) (e)
4. | Page 22 para 2.2.9 (a) Section 144 (3) (i) Section 141 (3) (i)
5. | Page 39 para 2.2.18 (a) Section 143 (3) (e) Section 141 (3) (e)
6. | Page 39 para2.2.18 (a) Section 144 (3) (i) Section 141 (3) (1)
7. | Page 230 Para 2.16.3 (b) Section 143 (3) (e) Section 141 (3) (e)
8. | Page 230 Para 2.16.3 (b) Section 143 (3) (i) Section 141 (3) (i)
9. | Page 234 2" Para of Para Section 143 (3) (e) Section 141 (3) (e)
2.16.5 (c)
10. | Page 234 2™ Para of Para Section 143 (3) (i) Section 141 (3) (i)
2.16.5 (c)
3. The other contents of the said AQRR remain unchanged.
4. The above Corrigenda will not change the date of issue of the said AQRR.
3 The revised report with the above corrections is enclosed.
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(Vivek Narayan)
Secretary, NFRA
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Chapter 1: Introduction

Section 132(2)(b) of the Companies Act, 2013, requires the NFRA to, inter-alia, monitor and
enforce compliance with accounting standards and auditing standards in such manner as may be

prescribed.

Rule 8 of the NFRA Rules, 2018, provides that for the purpose of monitoring and enforcing

compliance with auditing standards under the Act, NFRA may-

(@) Review working papers (including audit plan and other documents) and communications

related to the audit;

(b) Evaluate the sufficiency of the quality control system of the auditor and the manner of
documentation of the system by the auditor; and

(c) Perform such other testing of the audit, supervisory and quality control procedures of the

auditor as may be considered necessary or appropriate.

Pursuant to the duty cast upon NFRA, and the mandate given in this connection, NFRA has taken
up the AQR of the Statutory Audit of IFIN for the FY 2017-18 (the “Engagement”) carried out
by BSR & Associates LLP (Firm Registration No.116231W/W-100024) (“Audit Firm”). This
AQR has the objective of verifying compliance with the requirements of SA relevant to the
performance of the Engagement by the Audit Firm. The AQR also has the objective of assessing
the Quality Control system of the Audit Firm and the extent to which the same has been complied
with inthe performance of the engagement. The observations made here are restricted to some
significant deficiencies noted in the Engagement; they do not cover all the deficiencies that may

have occurred in the performance of the Engagement by the Audit Firm.

The AQR process was started by asking the Audit Firm to provide to NFRA the Audit File (as
defined by Para 6(b) of SA 230). Thereafter, the Audit Firm was issued a questionnaire on10™
May, 2019. The Audit Firm provided its response to the questionnaire on 6" June, 2019, detailing
therein the relevant sections of the Audit File pertaining to the several questions. The matters
raised in the initial questionnaire of NFRA dated 10" May, 2019, were examined by referring to
the portion of the Audit File relevant as pointed out by the Audit Firm. Subsequently, NFRA
conveyed its prime facie observations/comments/conclusions on the various issues in the

questionnaire to the Audit Firm vide its letter dated 7" August, 2019. The Audit Firm provided
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its detailed response to NFRA’s prime facie observations/comments conclusions vide its letter
dated 30" August, 2019, followed by a subsequent response letter dated 10" September, 2019.
NFRA also raised additional queries on 23" October, 2019, which were responded to by the Audit
Firm on 20" November, 2019. A Draft Audit Quality Review Report (DAQRR) was issued on
30" March, 2020. The Audit Firm submitted its written reply in response to the DAQRR on 30"
May, 2020, and followed it up with a presentation to the NFRA on 27" July, 2020. During the
presentation, and as a follow up to it, certain additional documents and information was asked for
from the Audit Firm. This was provided by the Audit Firm under cover of their letter dated 8™
August, 2020. All this has been examined and taken into account while preparing the final AQRR.

A detailed chronology of events mentioned in the above paragraph as well as the references to the

correspondence in this connection is placed at Annexure-I.
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CHAPTER 2: NFRA’S CONCLUSIONS

2.1 GENERAL

2.1.1 NFRA has gone through the responses of the Audit Firm sent vide their letters dated 30" August,
2019, 10" September, 2019, 20" November, 2019, 30" May, 2020, and 8" August, 2020, and all
their enclosures, in detail and has concluded as in the subsequent sections of this report in respect

of the several issues raised by NFRA.

2.1.2 While the discussion in this AQRR on individual issues refers to SAs most directly bearing on
the issues/facts under consideration, it needs to be borne in mind that certain generally applicable
requirements of the SAs, such as the need to exercise professional skepticism, the need to obtain
sufficient appropriate audit evidence, performance of procedures to address the assessed risks etc.,
would have to be read as integral parts of all individual issues, though not specifically included
therein.

2.1.3 NFRA is of the opinion that the appointment of the Audit Firm as IFIN’s Statutory Auditor was
ab initio illegal, and, therefore, void, due to violation of Sections 141(3)(e) and 141 (3) (i) of
the Companies Act, 2013. Consequently, the certificate provided by the Audit Firm in terms of
Section 139 (1) was also fraudulent, having been provided despite such illegality.

2.1.4 Nevertheless, notwithstanding the above conclusion, and subject to such finding, NFRA has gone
through the Audit File in order to evaluate the quality of this audit. NFRA’s findings given below,
on audit quality, are without prejudice to its conclusions on the legality of the Audit Firm’s

appointment as Statutory Auditor of IFIN.

2.1.5 The instances discussed below of failure to comply with the requirements of the SAs are of such
significance that it appears to NFRA that the Audit Firm did not have adequate justification for
issuing the Audit Report asserting that the audit was conducted in accordance with SAs. In this
connection, NFRA wishes to draw attention to Response 12 in the ICAT’s Implementation Guide
on Reporting Standards (November 2010 Edition) which says that “A key assertion that is made
in this paragraph is that the audit was conducted in accordance with the SAs”; and that “If
during a subsequent review of the audit process, it is found that some of the audit procedures
detailed in the SAs were not in fact complied with, it may tantamount to the auditor making
a deliberately false declaration in his report and the consequences for the auditor could be
very serious indeed” (emphasis added). It bears emphasis that the very serious consequences

referred to would ensue irrespective of whether such non-compliance was or was not associated
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with a disclosed financial reporting misstatement. Failure to comply with any of the Requirements
of applicable SAs indicates that the Audit Firm has failed to achieve the central purpose of the
audit, and there was no adequate basis to issue the report that it did.

The AQR is designed to identify and highlight non-compliance with the requirements of the SAs,
and to bring out insufficiencies in the Quality Control System of the Audit Firm and the
shortcomings in the documentation of the audit process. The AQR also evaluates the quality and
adequacy of the supervisory procedures of the Audit Firm. The AQRR is, therefore, not to be

treated as an overall rating tool.
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2.2 COMPLIANCE WITH INDEPENDENCE REQUIREMENTS

2.2.1 Several stipulations and conditions to be fulfilled pertaining to the independence of Statutory

Auditors are laid down in the following:

a) Companies Act, 2013: Section 141 pertaining to eligibility, qualifications and
disqualifications of Auditors. Special note is to be taken of clauses (e) and (i) of Sub-

section (3).

b)  Companies Act, 2013: Section 144, which lists the non-audit services that an Auditor is
prohibited from providing.

C) Companies Act, 2013: Explanation to Section 144 which provides the exact scope of the

meaning of the phrase “directly or indirectly”.

d)  The Chartered Accountants Act, 1949: Sub-section (2) of Section 2, which defines the
kind of activities undertaken by a member of the Institute that will result in his being
deemed to be in practice. Special note needs to be taken of clause (iv) of Sub- section (2)
of Section 2 which empowers the Council of the Institute to specify what services (other

than accountancy, auditing, etc.) can be rendered by a Chartered Accountant in practice

e) Regulation 190A of the Chartered Accountants Regulations, 1988: This lays down that a
Chartered Accountant in practice shall not engage in any business or occupation other than
the profession of accountancy except with the permission granted in accordance with a

resolution of the Council.

f) S1 which provides that the SQC is to be read in conjunction with the requirements of
Chartered Accountants Act, 1949, the Code of Ethics, and other relevant pronouncements
of the Institute (such as the Guidance Note on Independence of Auditors). It is to be noted
that the SQCL1 forms part of the SA and hence has the force of law in terms of Section 143
(10) of the Companies Act, 2013. SA 200 (Overall Objectives of the Independent Auditor)
also requires that the Auditor comply with relevant ethical requirements, including those
pertaining to independence, relating to Financial Statements audit engagements. This
requirement also encompasses the need to comply with the Code of Ethics of the ICALI, and
SQCL.
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2.2.2 The Guidance Note on Independence of the Auditors issued by the ICAI states as follows:

“It is not possible to define “independence” precisely. Rules of professional conduct
dealing with independence are framed primarily with a certain objective. The rules
themselves cannot create or ensure the existence of independence. Independence is a
condition of mind as well as personal character and should not be confused with the
superficial and visible standards of independence which are sometimes imposed by law.
These legal standards may be relaxed or strengthened but the quality of independence

remains unaltered. (Emphasis supplied)

There are two interlinked perspectives of independence of auditors, one, independence of

mind; and two, independence in appearance.

The Code of Ethics for Professional Accountants, issued by International Federation of
Accountants (IFAC) defines the term ‘Independence’ as follows:

“Independence is:

(@) Independence of mind — the state of mind that permits the provision of an opinion without
being affected by influences that compromise professional judgment, allowing an

individual to act with integrity, and exercise objectivity and professional skepticism; and

(b) Independence in appearance — the avoidance of facts and circumstances that are so
significant a reasonable and informed third party, having knowledge of all relevant
information, including any safeguards applied, would reasonably conclude a firm’s, or a
member of the assurance team'’s, integrity, objectivity or professional skepticism had been

compromised.”

Independence of the auditor has not only to exist in fact, but also appear to soexist to all
reasonable persons. The relationship between the auditor and his client should be such that
firstly, he is himself satisfied about his independence and secondly, no unbiased person
would be forced to the conclusion that, on an objective assessment of the circumstances,

there is likely to be an abridgement of the auditors’ independence.

In all phases of a Chartered Accountant’s work, he is expected to be independent, but in

particular in his work as auditor, independence has a special meaning and significance.
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Not only the client but also the stakeholders, prospective investors, bankers and
government agencies rely upon the accounts of an enterprise when they are audited by a
Chartered Accountant. As Statutory Auditor of a limited company, for example, the
Chartered Accountant would cease to perform any useful function if the persons who rely
upon the accounts of the company do not have any faith in the independence and integrity
of the Chartered Accountant. In such cases he is expected to be objective in his approach,
fearless, and capable of expressing an honest opinion based upon the performance of work

>

such as his training and experience enables him to do so.’

2.2.3 All the above provisions of law have to be read together as a coordinated and integrated whole,

in a harmonious manner. On doing so, the following position emerges:

a)  The need to maintain independence in mind, and also independence in appearance, is
paramount. The provisions of law should be understood keeping in view this paramount

consideration.

b)  The five categories of threats to independence, as explained by the Code of Ethics, need
to be kept in mind. All cases involving provision of any non-audit service to an audit client
must be passed through the tests of these threats. In a situation of even the slightest doubt,

the conclusion must be that the threat exists and is real.

c)  While interpreting the scope of the prohibited services listed in Section 144 of the
Companies Act, 2013, the interpretation must be biased to the broadest view possible of
the scope of such prohibited services, keeping in view the need to maintain independence
both in mind, and in appearance. The listed services suffer from an absolute and
unconditional prohibition, and there cannot be any requirement imposed to prove the

existence of any of the threat categories as a pre-condition to their prohibition.

d)  Amongst the prohibited services listed in Section 144, the one entry that is the most widely
defined is that of “Management Services”. This is also not confined to the functional areas
of finance and accounting to which all the other entries at clauses (a) to (g) are clearly
related. There is no definition of “Management Services” provided in the Act; hence it is
to be understood in its literal meaning. “Management Services” has to be taken as
services (performed by the Statutory Auditor) for the management, either (a) in the
form of doing actions/functions that would otherwise have to be done/undertaken by

the management; or (b) providing any kind of support (inclusive of analysis, research,
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advice etc.) that is required by management for the performance of those

actions/functions.

e) Reading Section 2 (2) (iv) of the Chartered Accountants Act, 1949, subject to Section 144
of the Companies Act, the conclusion is that as far as any Statutory Audit client is
concerned, a Chartered Accountant cannot provide any service falling even under the
category of “management consultancy” services, since all such services would be
encompassed by the broader category of “Management Services” that stands prohibited by
Section 144 of the Companies Act, 2013.

f) As far as any other service, not falling within the scope of the prohibited services listed
under Section 144, is concerned, the Audit Firm needs to be put to strict proof that the

service provision does not attract any of the threat categories.

g)  Section 177 of the Companies Act vests with the Audit Committee the responsibility for
reviewing and monitoring the independence of the auditor. It is in pursuance of this
provision that the non-audit services to be provided by the Statutory Auditor have to obtain
the prior approval of the Audit Committee, as laid down by Section 144. This function of

the Audit Committee cannot be usurped by the BOD.

In order to examine the extent to which these statutory provisions have been complied with, the
Audit Firm was asked to provide details of any services rendered to the client company or its
holding company or subsidiary company either directly or indirectly. A list of several services

thus provided has been furnished by the Audit Firm.

Keeping the legal principles outlined above in view, NFRA had examined certain engagements
where services had been provided by the Audit Firm and its related entities (as defined by the
Explanation to Section 144) to either IFIN, or its holding company, ILFS. In all these cases, the
Audit Firm was found to have, either directly or indirectly, provided prohibited services to the

Auditee Company, or its holding company.

NFRA, in its letter dated 17" January, 2020, asked for the following:

a)  Attested copies of ELs along with the Audit Committee Approvals relevant to each

engagement for services provided by the Audit Firm in respect of invoices of Non- Audit
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Fee revenue.

b) Description of deliverables in respect of invoices of Non-Audit Fee revenue.

C) Justification of the assertion that there is no violation of Section 144 as the Audit Firm,
in its response dated 17" May, 2019, had stated that none of the services provided by them

under the invoices violate the provisions of Section 144 of the Companies Act, 2013.

2.2.7 Response of the Audit Firm dated 25" January, 2020, is as follows:

a) Several services listed in Annexure of non-audit services of the Affidavit in response dated
17" May, 2019, list out services rendered by KPMG, which is not related to BSR &
Associates LLP in the manner provided under Section 144 of the Act. As stated in the
Affidavit, the information related to services provided by KPMG was provided only in
good faith basis. None of the tests laid down in Section 144 of the Act are satisfied in this
regard. BSR does not even use the KPMG name. Accordingly, Section 144 of the Act is
wholly inapplicable in so far as the KPMG services are concerned. Hence, none of the
services or invoices listed in said Annexure which relate to KPMG are within the scope or
purview of Section 144 of the Act.

b)  Several invoices listed in Annexure of non-audit service of the Affidavit relate to services
that were provided before our tenure as Statutory Auditor. It is pertinent to note that we
were appointed by IFIN as a Statutory Auditor on 27" November, 2017, and we resigned on
191 June, 2019. It is our humble submission that all the services that were provided prior

to or after our tenure are not covered by the scope and purview of Section 144 of the Act.

2.2.8 NFRA has examined the above contentions of the Audit Firm and had concluded as
follows in DAQRR:

a)  The Audit Firm’s assertion that KPMG is not related to BSR & Associates LLP in the

manner provided under Section 144 is factually incorrect. Also, the claim “BSR does not

even use the KPMG name” is completely wrong and misleading in light of following:

i. Home page of the eAudit File submitted by BSR & Associates LLP to NFRA
itself uses the logo of KPMG.
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There are multiple other references to KPMG in the eAudit File of BSR & Associates
LLP including the answer to the question “Is this the first period that this KPMG

member firm will audit this entity?” in the affirmative.

BSR & Associates LLP has referred to “KAM? at various places in its eAudit File.

Office Address of Gurugram KPMG and Mumbai KPMG is same as of Gurugram
BSR & Co. LLP and Mumbai BSR & Associates LLP respectively.

Besides, NFRA has examined the Annual Report in Form 2 for Reporting Year 2018-
2019 filed by BSR & Co. LLP to PCAOB (which is available on PCAOB website).
In the said filing, BSR & Co. LLP states that it has a) an affiliation with KPMGI that
licenses or authorizes audit procedures or manual or related materials, or the use of
a name in connection with provision of audit services or accounting services; b)
affiliation with KPMG network that markets or sells audit services or through which
joint audits are conducted; and c)arrangement with KPMG through which the Firm

employs or leases personnel to perform audit services.

As per the filing, KPMGI establishes, and facilitates the implementation and
maintenance of, uniform policies and standards of work and conduct by constituent
firms and protects the use of the KPMG name and brand. (emphasis added). The
filing also discloses that BSR & Co. LLP is a member of a network of eight Indian
Chartered Accountant LLP/firms (BSR & Affiliates), one of which is BSR &
Associates LLP, the Audit Firm whose work is now under review. The network is
said to have been set up in accordance with the guidelines of the ICALI. The object of
the network is said to be to pool the common resources and exhibit them together
before the service user as those belonging to one particular set of professionals.
(emphasis supplied). The network also claims that it complies with all applicable

ethical requirements prescribed by the ICAI from time to time.

All the above facts in this sub para, read with the facts disclosed in sub paras to (iv)
above, show that the audit network of BSR & Affiliates clearly is a KPMG network
of entities, when substance over form is considered. The technical distinction sought
to be made, that only BSR & Co. LLP, out of the eight firms/LLPs that are part of
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BSR & Affiliates, is a network member of KPMG, is a fig leaf that does not cover
anything. Read together with all the above facts, and the requirements of the ethical
guidelines, and how they are to be applied, as described above, it is clear that the
arrangements explained above are clearly intended only to mislead and deceive. All
entities in the BSR & Affiliates network clearly hold themselves out as part of the
KPMG network. In summary, it is crystal clear that any entity providing any non-
audit services under the KPMG brand name is to be regarded as BSR & Associates
LLP providing the said non-audit services indirectly, as contemplated by the

explanation to Section 144 of the Act.

Section 144 of Companies Act, 2013, lists the non-audit services that an Auditor is
prohibited from providing. It also states that the Audit Firmshould provide only
such other services as are approved by BOD or Audit Committee, as the case may

be. Explanation (ii) to Section 144 of the Companies Act, 2013, says:

“in case of auditor being a firm, either itself or through any of its partners or
through its parent, subsidiary or associate entity or through any other entity,
whatsoever, in which the firm or any partner of the firm has significant influence or
control, or whose name or trade mark or brand is used by the firm or any of its

partners.”

The Audit Firm in the initial response, under affidavit, gave details of various Audit
Fee and Non-Audit Fee revenue generated by KPMG from IFIN and its related
parties. However, when NFRA asked for ELs for the same services, the Audit Firm
changed its view and misled NFRA by stating that KPMG is not related to the Audit
Firm. The Audit Firm is not only using the Audit Manual of KPMG but also the
Trade Mark and Brand name of KPMG. Thus, KPMG is related to BSR &
Associates LLP in the manner provided under Section 144. Therefore, in light of
the above, services provided by any entity using the KPMG Trade Mark/Brand
Name clearly comes within the scope of directly or indirectly providing non-audit

services in the manner contemplated by Section 144 of the Companies Act, 2013.

Section 141 of the Companies Act, 2013, provides for eligibility, qualifications and
disqualifications of Auditors. Section 141 (3) gives a list of various persons who shall not
be eligible for appointment as an auditor of a company. Section 141 (3) (i) (before the

Companies Amendment Act, 2017) states that “any person whose subsidiary or associate
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company or any other form of entity is engaged as on the date of appointment in consulting

and specialized services as provided in Section 144”.

Besides, Section 141 (3) (e) of the Companies Act, 2013, prohibits the appointment as
auditor of any person or firm who, whether directly or indirectly, has business relationship
with the Company or its subsidiary, or its holding or associate company or subsidiary of such
holding company or associate company of such nature as may be prescribed. For this
purpose, “business relationship” is defined by Rule 10 (4) of the Companies (Audit and
Auditors) Rules, 2014. Read together, this means that provision of non-audit services that
are prohibited by Section 144 would not be exempt business relationships, and the
provision of such non-audit services that violate Section 144 would render the appointment

of an Audit Firm as auditor of the Company ab initio null and void.

At this stage, we need to highlight a vital distinction between Section 141 (3) (e) and
Section 144. While the prohibition under Section 144 is limited to provision of non-audit
services to either a subsidiary company or the holding company of the Auditee Company,
or the Auditee Company itself, Section 141 (3) (e) prohibits business relationships
including with associate companies, and subsidiaries of either the holding company or
associate company. Such a business relationship would bar acceptance of an Audit
Engagement at the threshold; further, any such business relationship that arises during the
Audit Engagement would, by operation of Section 141 (4), lead to automatic vacation of

the office of auditor, and result in a casual vacancy in the office of auditor.

The Audit Firm, during their tenure as Statutory Auditor, provided non-audit services
directly and indirectly for a total sum of ¥2,00,47,554 and %6,94,29,520 in FYs 2017-18

and 2018-19 respectively (as shown in below table).

Table 2.2
Non-Audit Service providing firm FY Amount )
BSR & Associates LLP 2017-18 22,30,637
BSR & Co LLP 2017-18 10,51,943
KPMG (Registered) 2017-18 88,13,135
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KPMG Advisory Services Private 2017-18 26,47,200
Limited

KPMG India Private Limited 2017-18 53,04,639

T

KPMG India Private Limited 2018-19 5,91,53,083
BSR & Associates LLP 2018-19 10,82,296
BSR & Co LLP 2018-19 15,45,776
KPMG (Registered) 2018-19 76,48,365

All the above services were either being provided as on 27" November, 2017, the date of
appointment as the Statutory Auditor, or were provided during the tenure of such
appointment. The Audit Firm had earlier submitted five ELs for non- audit services. An
analysis of these ELs showed that following three engagements were carried out during the

tenure of the Audit Firm as Statutory Auditor apart from those listed in Table 2.2 above.
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S. No. Engagement Details

(A) EL Date: 30" November, 2017 (after appointment as Statutory
Auditor)

EL Amount: 237,50,000

Engagement Servicing Firm: KPMG (Registered)

Client Company: IL&FS Limited (Holding Company of IFIN)
Services as per EL submitted by the Audit Firm:

i.  Evaluate conformity to investment and divestment process

through the transaction lifecycle.
ii.  Carry out independent post facto review for the transactions
identified by the Company.

iii. Report deviations in the transactions with no judgement or

subjectivity on the impact.

(B) EL Date: 21% February, 2018 (after appointment as Statutory
Auditor)

EL Amount: %12,50,000

Engagement Servicing Firm: KPMG (Registered)

Client Company: IFIN

Services as per EL submitted by the Audit Firm:

i Current state Assessment and Recommendation on industry
leading practices for the following:

e Business Continuity Management (BCM) Policy
e Business Impact Analysis (BIA)
e Business Continuity Plan

e Threat Assessment Report and Risk Treatment Plan

o Recovery strategies of critical processes identified in the
BIA

e Functional Recovery Plans for critical processes

e BCM sessions to BCM teams

Page 18 of 256



File No.NF-20011/5/2019-O/o Chairman

AQR Report No. 1/2020 dated 17.8.2020

e BCM Drill calendar

ii. Review report of One Table Top Exercise which consist of
5 scenarios.

iii. Gaps Report of Evacuation Drill.

(©)

EL Date: 26" July, 2018 (after appointment as Statutory Auditor)

EL Amount: %2,00,000

Engagement Servicing Firm: KPMG (Registered)

Client Company: IFIN

Services as per EL submitted by the Audit Firm:

I. Assist in conducting trainings for the staff from time to

time.

ii. Training for its client facing staff across levels on key
aspects of KYC Direction by RBI and applicable sections
of Prevention of Money Laundering Act, 2002.
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The observations of NFRA in this regard are as follows:

i. The services are agreed upon and rendered during the course of statutory audit

engagement.

ii.  The services are clearly in the nature of “Management Services” and are prohibited

under Section 144 of the Companies Act, 2013.

iii.  Moreover, the services provided did not have the approval of the Audit Committee
of the Auditee Company, as required vide Section 144 read with Section 177 of
the Companies Act, 2013, even assuming, but not admitting, that the said services
did not violate the prohibition under Section 144.

Clearly, the appointment of the Audit Firm as Statutory Auditor of IFIN was ab
initio illegal and void for violation of Section 141 (3) (e) and Section 141 (3) (i) of
the Act. This was compounded by further violations of Section 144 of the Act as
explained above. The declaration of eligibility submitted by the Audit Firm, under
Section 139 (1) of the Companies Act, 2013, is therefore, fraudulent.

d)  The total revenue generated by BSR & Affiliates from the Auditee Company, its Holding

Company and other related companies in the last five years is as follows:
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Table 2.3

2014-15 | O 0 64,09,744 64,09,744
2015-16 | 3,34,770 0 52,21,244 55,56,014
2016-17 | 3,28,473 40,734 1,31,13,078 | 1,34,82,285
2017-18 | O 28,21,882 | 1,72,25,672 | 2,00,47,554
2018-19 | 15,71,128 10,43,284 | 6,68,15,108 | 6,94,29,520
Total 22,34,371 39,05,900 | 10,87,84,846 | 11,49,25,117

It may be noted that this revenue does not include services provided by BSR & Affiliates
to other group companies of the Auditee Company. This brings out the financial interest of
the Audit Firm in the client group and also showcases the dependence of the Audit Firm
on total fees generated from the client group. The Audit Firm’s compliance with the
fundamental principles of independence was completely compromised by the self-interest

threat which occurred due to the financial interest and dependence on fees as stated above.

Independence of the auditor has not only to exist in fact, but also appear to so exist to all
reasonable persons. The relationship between the auditor and his client should be such that
firstly, he is himself satisfied about his independence and secondly, no unbiased person
would be forced to the conclusion that, on an objective assessment of the circumstances,
there is likely to be an abridgement of the auditors’ independence. Receipt of non-audit
services fees amounting to X11.5 Crores in a period of 5 years, as opposed to Audit Fee

revenue of 2 Crores, raises serious doubts over the Independence of the Audit Firm.
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2.2.9 On consideration of all the above evidence, NFRA concluded as follows in DAQRR:

a)

b)

g)

The appointment of the Audit Firm as Statutory Auditor of IFIN was ab initio illegal and
void for violation of Section 141 (3) (e) and Section 141 (3) (i) of the Act.

The declaration of eligibility submitted by the Audit Firm in terms of Proviso to Section
139 (1) of the Act read with Rule 4 of the Companies (Audit and Auditors) Rules, 2014,
was false and invalid, with full knowledge of such illegality. Hence, this clearly constitutes

fraudulent conduct on the part of the Audit Firm.

The Audit Firm had grossly violated the provisions of Section 144 of the Companies Act,
2013.

The Audit Firm had been in serious breach of the Code of Ethics.

The violations had undoubtedly fatally compromised the independence in mind and
independence in appearance required of the Audit Firm. Independence in appearance stood
completely destroyed since no unbiased person could conclude, on an objective assessment
of the circumstances, that there had been no abridgement of the auditor’s independence.

The Audit Firm’s compliance with the fundamental principles of the Code of Ethics was

threatened by the self-interest threat.

The Audit Firm, its EP, and the EQCR Partner were all guilty of professional misconduct

arising out of gross violations of the law and the applicable Accounting Standards.

2.2.10The Audit Firm has responded to the observations of NFRA in their written response dated
30" March, 2020. This has been examined by NFRA carefully and NFRA’s final

conclusions on each of the issues are as follows:

A Non-audit Services indirectly rendered by KPMG Entities

2.2.110n this subject, the Audit Firm has made the following points:

a)

Several services listed in Annexure of non-audit services of the Affidavit, list out services
rendered by KPMG, which is not related to BSR & Associates LLP in the manner provided
under Section 144 of the Act. The Audit Firm contends that “BSR takes care not to use the

name, brand or trademark ‘KPMG’ for purposes of the professional services that it provides
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(including audit services) including on its stationery, letter heads, visiting cards or in its
email ids”. References to “KPMG” on the eAudit file do not constitute “use” in the sense
intended under Section 144. There is a clear difference between the “use” of a name, brand
or trademark for the user’s external commercial and trade purposes, and the internal use of
tools or software which has the owner’s brand affixed to it. BSR considers that it is the
former meaning that is intended in Section 144. Accordingly, the presence of KPMG’s logo
in the eAudit file on an eAudit tool that is owned by KPMG International is not “use” by
BSR of the “KPMG” name or brand or trademark in the sense intended by Section 144

b)  Three other factors are referred to by the NFRA as indicating that there is a relationship
between BSR and the KPMG Entities which is relevant to Section 144, which are as

follows:

i. Common Mumbai and Gurugram office addresses;

ii.  Reference to the PCAOB filing to suggest that ‘BSR & Affiliates’ network is part of the
KPMG network of entities; and

iii. BSR’suse of ‘KAM’ i.e. KPMG Audit Manuals in the eAudit file.

BSR submits that the language in Explanation (ii) to Section 144 does not make these
matters relevant to a determination of whether BSR is providing services ‘indirectly’ to
IFIN through a KPMG Entity.

2.2.12 NFRA has examined the above contentions of the Audit Firm and concluded as follows:

a)  The Audit Firm’s claim that BSR and Affiliates LLP cannot be held to be indirectly
providing the services rendered by KPMG in terms of Explanation (ii) to Section 144 is
based on the argument that explanation to Section 144 covers within its ambit only the use
of the said brand/trade mark for external purposes, and that they do not make such use of
the brand/trade mark. This stand is discordant with what is stated in para 2.2.8.v above,
based on the filing made by BSR & Co with the PCAOB. The Audit Firm claims that
“BSR has access to certain knowledge, tools and databases of KPMG International
pursuant to its contractual arrangements with that entity”. On being asked during the oral
presentation on 27" July, 2020, the Audit Firm confirmed that all the eight constituents of
the BSR & Affiliates Network (registered with ICAI) were individually parties to
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Tripartite Agreements between KPMGI, KPMG (Registered) India, and the respective
BSR entity.

A copy of the Sub License Agreement between KPMGI, KPMG India, and BSR and
Associates LLP, has been provided.

KPMG, on their global website, describes itself as a “global network of independent
member firms offering audit, tax and advisory services”. It is also described as a “global
network of independent member firms affiliated with KPMG International Cooperative”
All KPMG Member Firms are affiliated with KPMG International. According to KPMG’s
2019 Transparency Report, “Audit is the foundation of the KPMG brand and has been the

backbone of our business for over 100 years”.

An examination of the Sub License Agreement clearly brings out the following:

i. KPMG India is, without doubt, an associate entity of the BSR Network firms in
terms of Explanation (ii) to Sec 144.

ii.  The objective of the sub license agreement is the “greatest possible protection of
the KPMG Marks”. The Agreement declares that “effective defense of the KPMG
Marks makes it desirable that the KPMG Marks be subject to uniform policies of

protection and quality standards”.

iii.  The sub license agreement is “for the purpose of controlling the use of the KPMG
Marks by the sub licensee and defining the relationship of the sub licensee with
KPMG International”.

iv.  Though in very narrow, technical, terms, the sub licensee is not a Member firm of
KPMG International, it has “to comply with the obligations of a Member firm under
the Statutes and the Policies and the Regulations as if it were a Member firm”. It has
to “implement and observe all Policies and Regulations necessary or desirable to

further the objectives of KPMG International”.

V. While numerous obligations on the part of the sub licensee have been spelt out in
extensive detail in the Agreement, there is NOTHING in the said Agreement about
what the sub licensee gets back in return, except for the right to use the Trade

Mark/Brand name.
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vi. If at all BSR has any access to “knowledge, tools and databases of KPMG
International”, this is only for the purpose of ensuring protection of the KPMG
Brand, the foundation of which, in the words of the Global Head of Audit of KPMG,
is Audit, which has been their backbone for over 100 years.

vii.  In substance, the sub license agreement is an agreement mainly for the use of the

KPMG Brand for audit purposes.

viii. BSR, in effect, admits all the above when it says that even though the sub license
agreement allows them to do so, the BSR Firms do not use the KPMG Trade
mark or Brand Name due to the restrictions imposed by ICAIL. While BSR may be
thus complying with the letter of the law, in a very narrow, technical, sense, the real
fact is that all BSR entities clearly use the KPMG Brand Name, for both obtaining
Audit business, and thereafter to provide them, as is clearly brought out in
subsequent paras.

ix. KPMG (India) is also clearly the parent entity of the BSR firms, in terms of
explanation (ii) to Sec 144, because the sub license agreement clearly makes it the
obligation of KPMG (India) “to cause each of its sub licensees .to comply with
the terms and conditions of the sub license agreement and the Policies and
Regulations and has further agreed that it shall be fully and unconditionally liable
for any non-compliance by such sub licensees with their obligations hereunder and

thereunder”.

X. Besides, the Operating Territory of a sub licensee can be (unilaterally) expanded or

reduced by KPMG International from time to time.

The Audit Firm has also nowhere referred to any public declaration that they are not part of
the KPMG network. On the contrary, the filings with the PCAOB extracted above clearly
show that the exact opposite is indeed the position. All the instances which clearly mention
the affiliation between the audit network of BSR & Affiliates and KPMG network of
entities, and the use of the brand name of the latter by the former will have to be considered
as conclusive proof of the “Use” of the KPMG brand name within the ambit of Explanation
(i) to Section 144 of the Companies Act, 2013.

Considering the details of the arrangements explained above, all the instances detailed
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below further make it clear that the Audit Firm, BSR and Associates LLP, is part of the
KPMG Network, and that the entire said Network would come under the purview of
explanation to Section 144:

i. When NFRA asked the Audit Firm in its communication dated 25th April, 2019, to
submit the details of various Audit Fee and Non-Audit Fee revenue generated
directly or indirectly by the Audit Firm from IFIN and its related parties during the
FYs 2014-15 to 2018-19, the Audit Firm had itself provided the details of KPMG
entities. BSR could not have had access to this information unless KPMG is related
to BSR.

ii. Participation of a KPMG Partner, Mr. Shailesh Chaudhary (having an official
KPMG email id) as representative of BSR Affiliates in Auditor’s Meet at NFRA
explicitly clarifies the relationship between the KPMG and BSR Affiliates. (BSR &
Associates LLP is part of the BSR Affiliates network)

iii.  Several other instances mentioned in DAQRR which the Audit Firm has not
attempted to refute, such as similar Office Address, affirmative answer of Audit
Firm to the question of first period of audit of KPMG member firm, PCAOB filing
by BSR & Co., very clearly explain the relationship between the two.

All the above facts show that the audit network of BSR & Affiliates clearly is a part of the
KPMG network of entities. All entities in the BSR & Affiliates network clearly hold
themselves out as part of the KPMG network. NFRA reiterates its conclusion as mentioned
in DAQRR, that any entity providing any non-audit services under the KPMG brand name
is to be regarded as BSR & Associates LLP providing the said non-audit services

indirectly, as contemplated by the explanation to Section 144 of the Act.

The Audit Firm states that the “use” of the “KPMG” logo on the eAudit file of BSR&
Associates LLP is for internal purposes only so as to reflect the ownership of KPMG on
the eAudit tool. But in the public perception, BSR & Associates LLP is itself a part of
KPMG group. Clearly, even the employees of BSR & Associates LLP do not buy into the
position that the use of “KPMG” is only for internal purposes as is shown by the following

information available in the public domain.
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AA & linkedin.com @&

E Q_ Bsr & associates Lip I

Aanantha Krishnan

e Staff Accountant at BSR & Associates
LLP
West Delhi, Delhi, India

Nikhil Jain - 3rd

e Manager at BSR & Associates LLP
Mumbai, Maharashtra, India
Ankit Agrawal - 3rd

& Associate Director at BSR & Associates
LLP
Pune, Maharashtra, India

Kavya Kalra - 3rd
Staff Accountant at KPMG India ( BSR &

Associates LLP)
Gurgaon, Haryana, India

CA Tausif Panjwani - 3rd

Manager at BSR & Associates LLP
Thane, Maharashtra, India

AA & linkedin.com (&)

&« Q_ Bsr & associates Llp

Mumbai Metropolitan Region

Giridhar S - 3rd
g Manager at BSR & Associates LLP

Kerala, India

. Aditya Shenoy - 3rd
m Audit at BSR & Associates, LLP
Bengaluru, Karnataka, India
bndil " . =

Srishti Kedia - 3rd
Senior at BSR & Associates LLP (KPMG

in India)
JMumbai, Maharashtra, India___ =

CA RAHUL DUA - 3rd
Senior Executive at BSR & Associates,

LLP
India

Manmay Chandawalla - 3rd
Manager at BSR & Associates LLP
Mumbai, Maharashtra, India
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linkedf] ke s

Shamina Valjee B svine

Dissctee- Frncip! Risk Managenant

Join o Conomct

AA @ linkedin.com &

= Q Bsr & associates LIp
East Delhi, Delhi, India
Gajendra Sharma - 3rd
Director at BSR Associates LLP
Gurgaon, Haryana, India

Naman Bajaj - 3rd

Manager at BSR & Associates LLP
Hyderabad, Telangana, India

p, Lakshay Kumar - 2nd
; Assistant Manager at BSR & Co. LLP
New Delhi i, Indi; -
Pooja Khandelwal . 3rd

Manager, BSR & Associates LLP (KPMG

India Audit Practice)
“@Gentral, Delhi, India —
8T - - ;

Deepak Poddar - 3rd

e Associate Director at BSR & Associates
LLP
Mumbai, Maharashtra, India

Page 28 of 256



File No.NF-20011/5/2019-O/o Chairman

AQR Report No. 1/2020 dated 17.8.2020

Linked[[f] reore~ o Sampat

Toarika Sampat
Assatamt Mansger Basking st KPAG Lonkon

el n0r ¢ _—

=

About

Lipenenced Assatant Manager with 3 demonatrated Aitory of warking in e Aust of Financa: Senices
Strong
ommerce

mduntry. Skalfied in Financal Underttending Satutory Audt Audtng Accountng. and Fina
profernone quatfied Chaciered Accountsnt and Compeny 1ecretary and having & Masters in

Activity

We're happy to anncounce the arival of Parag Vakdya as KOIS™ new Chief
Fnancial Officer! Patag Deings extensive experience in Mivestment &

Taria Samped

Experience

[ o sk Experience

KPMG London

Qct 2018 — Present - 1 10 months

London, United Kingdom
Assistant Manager KPMG India

KPMG :
Kl
Apr 2017

1 year 6 months

5 years 2 months

Mumbai Ares, India

KPMG India
2 years 2 months

A Director
Apr 2015 — Mar 2017

Mumbai, Maharashtra, India

2 years

5ep 2010 - Prasent - 3 yaars 11 months

Executive

Feb 21

4 — Mar 2015 - 1 y=ar 2 months

Mumbai, Maharashtra, India

Associate Director
Intern
B 5 s Jun 2015 - Sep 2016+ 1 yzar 4 months

Jul 2013 - Jan 2014 - 7 months
MatungaMumbai

‘Woaorking as a Tax & Audit Assistant

Linked m Eeoe . Puneet Gandhi

Puneet Gandhi Bl <PMG India
Associate Director at KPMG India

Welingkar Institute of

Mumbai. Maharashtra, India - 500+ connections s e

About

Puneet is an Associate Director in KPMG-India's IT Advisory Services practice specializing in Information
Risk Management and Controls Assurance Audits. He has also worked on IT Strategy projects. developing
an IT Readmap te enhance present state IT environment tc a best fit state.

Puneet has the ability to effectively work as an individual and also in a team environment. A diligent

professional with effective communicating skills. Puneet is capable and shown the ability to grasp
technical knowledge and skills rapidiy.
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Experience

KPMNS India
9 wears 1 month

MAssociate Director
Apr 2019 — Present - 1 year S m

=
Murmbai. Maharashora. India

Mamnager
Apr 2017

Pl e Bai Area,. India

— Present - 3 years 5 months

-:\\

Assistanmt Managenr
A 1 y

015 — Mlar 2017 = . .
MMurmbai Area. India

Comnsultamt

Ao

MMumibai Area. India

113 — Mlar

MAssociate Consultanmt

rMMumbai Aarea. India

Even the numerous members of the IFIN audit team for FY 17-18 considers themselves
to be a part of KPMG group only, including the Team in charge (Tarika Sampat), FRM
Partner (Shamina Valjee), IRM Manager (Puneet Gandhi) and many more. It is also to be
noted that some personnel (Shamina Valjee, Bhagyashree Karnik, and Saaransh Kulkarni,
have KPMG email ids, contrary to BSR’s assertions).

More important is how the Audit Committee of IFIN perceived the matter. In its meeting
on 25" April, 2017, the Committee took up the subject of appointment of Statutory
Auditors for IFIN, keeping in view the need to rotate out the earlier auditors DHS. The
minutes record the following: “The Committee was informed that considering the
extensive expertise and experience of M/s BSR & Associates LLP, Chartered
Accountants, (Member of KPMG) in the audit of companies in the financial services
space, it was proposed to appoint M/s BSR & Associates LLP as the Concurrent Auditors”.
(emphasis supplied). This followed a decision taken at the level of ILFS, the holding
company. At the 73 Audit Committee of ILFS held on 27 February, 2017, the following
was recorded: “The Board advised that SRBC & Co LLP (EY), Chartered Accountants,
be appointed as Statutory Auditors for Infrastructure Group and BSR & Associates LLP
(KPMG), Chartered Accountants, to be appointed as Statutory Auditors for Financial

Services”. (emphasis supplied).

Given all this, it would be futile for BSR to now contend that they do not obtain audit
assignments and provide audit services under the KPMG brand, even if it isassumed for
the sake of argument, but not admitting, that the Explanation to Sec 144 applies only to

such “external” use of the brand hame.

As per Para 3 of Revised Guidelines of Network issued by the ICAI
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The judgment as to whether the larger structure is a network shall be made in light of
whether a reasonable and informed third party would be likely to conclude, weighing all
the specific facts and circumstances, that the entities are associated in such a way that a
network exists. This judgment shall be applied consistently throughout the network.

Considering all the above facts and circumstances, NFRA is of the clear opinion that BSR

& Associates LLP uses the KPMG brand name for the provision of audit services.

B.  Non Audit Services Provided in violation of Sec 144 of the Companies Act

2.2.13As far as this issue is concerned, the Audit Firm has made the following points:

a) Several services listed in the annexure of non-audit services of the Affidavit are  services
provided by BSR (BSR and Associates LLP) and BSR & Co (BSR & Co LLP) were
provided to IFIN’s fellow subsidiary and Associate Company of IFIN respectively, and
not to the company, its holding company or any of the company’s subsidiaries. Therefore
Section 144 does not apply in respect of these services. Therefore, there was no

requirement to obtain audit committee/ board approval under Section 144.
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Co
Co
2y}

Table (A)

1 IL&FS  Investment Accounting
Managers Limited advisory  under
Indian GAAP
2 Mahidad Wind Indirect
Energy private limited related tax
services advisory
3 Sipla Wind Energy IFIN's Fellow Subsidiary Indirect
Private Limited related tax

services advisory

4 Sabarmati RERA related
One Limited Capital advisory services
and GST related

advisory services

By BOR & Co Table (B)

1 Syniverse Associate Company Assistance in
Technologies India proceedings

Private Limited before income tax
Authorities

Transfer pricing
services; and
Assistance in
preparing and
filing  corporate
income tax

returns
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All the non-audit services provided by BSR or BSR & Co are in the nature of professional
services which are permitted to be rendered by an auditor / Audit Firm under the Chartered
Accountants Act, 1949 and the non- audit services provided by BSR or BSR & Co in the
relevant period were provided to IFIN’s Fellow subsidiaries or Associate Company of
IFIN respectively and are not prohibited under Sec 144 of the Companies Act, 2013 as they

do not come under the scope of Sec 144.

None of the services listed in Annexure of non-audit services of the Affidavit rendered by
KPMG Entities in the Relevant Period to IFIN, or the holding or subsidiary companies of
IFIN, falls within any category of “prohibited services” which are listed in Section 144.

As per, the ICAI Code of Ethics 2019

“A firm or a network firm shall not assume a management responsibility for an audit
client. Further, under Section 144 of the Companies Act, 2013, where applicable, the
restriction also applies to the holding company and subsidiary company of such audit
client.” “Providing advice and recommendations to assist the managementof an audit

client in discharging its responsibilities is not assuming a management responsibility.”

Therefore, the understanding of ICAI seems to be that management services prohibited

under Section 144 are those that involve assumption of management responsibility.

Based on information provided by the KPMG Entities, BSR understands that the services
which were provided by the KPMG Entities to IFIN or its holding company or its

subsidiary company in the Relevant period are as follows:

i Conducting pre-employment background checks on existing employees and

applicants being considered for appointment.

ii. Conducting a current state assessment of the IFIN’s Business Continuity
Management process and providing observations and recommendations basis

leading practices.
iii.  Carrying out an independent post facto review to check compliance with the client’s

investment and divestments processes for certain transactions identified by the

client.
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iv.  Providing training to employees on key aspects of KYC Direction by RBI and

applicable sections of Prevention of Money Laundering Act, 2002.

As is clear from the descriptions above, such services did not involve assumption of any
management responsibility or exercise of any management function or decision-making
on behalf of management. In each case, a deliverable or recommendation was provided to
the client to enable management, within the client, to take any judgment or decisions that

were the proper responsibility of management.

2.2.14NFRA has examined the above arguments of the Audit Firm and its conclusions are as follows:

i. Admittedly, the term “management services” has not been defined in the Companies Act,
2013. In such situations, the settled principles of statutory construction require that the
words used in the statute must be understood in their normal or dictionary sense and be
given their literal and direct meaning. While doing so, the context in which the words are
used will clearly be important. At the same time, the principles of interpretation would
require that no extraneous matter should be brought in as part of the interpretation.
Similarly, all the words used in the statute would have to be given their full meaning and

no part of the statute can be rendered otiose.

ii.  Using these principles, it is clear that the context, which is one of prohibition of provision
of non-audit services by the auditor of a company, would mean that “management
services” should be interpreted only as services that can be, or potentially can be, provided
by the auditor to the management of the company. Hence, the definition of
“management services”, read in the context in which the term has been used in the
statute, can be only understood to mean “services performed by the statutory
auditor” for the management, either in the form of doing actions/functions that
would otherwise have to be done/undertaken by the management; or (b) providing
any kind of support (inclusive of analysis, research, advice etc.) that is required by

the management for the performance of those actions/functions.

iii.  The Audit Firm’s reference to the ICAI Code of Ethics 2019, is not in order, since it did
not apply to the relevant period. Nevertheless, considering the facts detailed above, the
understanding drawn by the Audit Firm from this Code is clearly incorrect and
inapplicable. The argument of the Audit Firm that the term “management services” is the
same as “management responsibilities” is unacceptable. If it were indeed the intention of

the legislature to prohibit the provision of “management responsibilities” by the statutory
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auditor, the term “management responsibilities” would have been directly used instead. It
is not anybody’s case that there was no widespread ongoing debate about the provision
of non audit services, and that the concept of “management responsibilities” was
not examined threadbare. If after all this debate, the legislature, in its wisdom, has
chosen to use the term “management services”, it must have done so for good reason.
This choice appears to have been made given the obvious absurdity that would
accompany the use of “management responsibilities” because “management
responsibilities” mean actions to be done/functions to be undertaken/
responsibilities to be discharged by management, and not services rendered to
management, which is what is required by the context in which the term appears.
“Management responsibilities” have to be discharged only by management and
cannot be done so by others. All others, including auditors, can only help management
in discharging such responsibilities by providing them services of various kinds.
The Audit Firm cannot derive any support by quoting the Code of Ethics 2019 to
say that “Providing advice and recommendations to assist the management of an audit
client in discharging its responsibilities is not assuming a management
responsibility.” That is not NFRA’s argument either. However, “Providing
advice and recommendations to assist the management of an audit client in
discharging its responsibilities ” is clearly provision of a “management service”.
Therefore, NFRA’s concludes that

i. The KPMG entities would be covered by the categories of “parent” and “associate”

entity as per explanation (ii) to Sec 144 of the Act;

il. BSR entities make use of the KPMG Brand name/trade Mark for the audit and non-

audit services provided by them;

iii. the non-audit services provided by BSR Entities and KPMG entities both come

within the purview of the prohibited services, including management services,

covered under Section 144 of the Companies Act, 2013.

C. Self Interest Threat

2.2.150n this subject, the Audit Firm has made the following points:

a)  The DAQRR does not point to which specific independence requirement under the Code
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of Ethics has been breached and how.

Paragraph 290.31 of the ICAI Code of Ethics specifically states that the firm should be
independent of the audit client during the period of the audit engagement and the period
would start when the audit team begins to perform audit services and ends when the audit
report is issued.

Paragraph 290.32 of the ICAI Code of Ethics adds that in the case of a financial statement
audit engagement, the engagement period includes the period covered by the financial

statements reported on by the firm.

Based on the principles in the Code of Ethics we consider that the period comprising of
financial years 2017-18 and 2018-19 is the relevant period instead of span of 5 years from
FY 2014-15 to 2018-2019 mentioned by NFRA in DAQRR.

Paragraph 290.21 of the Code of Ethics states that in the case of a financial statement audit
client that is a listed entity (as would be the case with IFIN), the firm and any network
firms are required to consider the interests and relationships that involve the client’s related
entities as well. (‘related entities’ as defined in the Code of Ethics in paragraph (zd) of the

definitions section).

The Code of Ethics by itself does not automatically prohibit provision of non-audit
services to the audit clients or its related entities (although such prohibitions may exist

under other laws, for instance, under Section 144 of the Act).

Considering the conclusion by NFRA that a self-interest threat existed because of financial
interest and dependence on the non-audit fees from IFIN, IL&FS and other related parties
of IFIN, amounting to a total of approximately INR 1,149 Lacs earned by BSR Entities and
KPMG Entities over a period of 5 years, we do not consider it as reasonable as this figure
represents less than 0.97% of the overall revenues of the BSR Entities for the financial year
2017-2018 and less than 0.85% for the financial year 2018-2019.

Considering only the relevant period and BSR entities, the total fees earned from non-
audit services provided to IFIN and all the related entities of IFIN did not exceed INR 59.2
Lacs which is much lower than the audit fee (INR 246 Lacs). The level of fees earned by
the BSR Entities from non-audit services in the Relevant Period comply with the ICAT’s
Notification of 2002 and the ICAI’s Guidelines on Networking, 2011, which provide for
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fee caps.

2.2.16 NFRA has examined the above contentions of the Audit Firm and has concluded as follows:

a) The DAQRR has specifically mentioned the breach of independence in mind and
independence in appearance required of the Audit Firm. Independence in appearance stood
completely destroyed since no unbiased person could conclude, on an objective assessment
of the circumstances, that there had been no abridgement of the auditor’s independence.

b)  As per Paragraph 290.32 of the ICAI Code of Ethics, the firm should also consider any

independence threats created by:

Financial or business relationships with the audit client during or after the period covered
by the financial statements, but prior to the acceptance of the financial statement audit

engagement; or Previous services provided to the audit client

The above statement makes the period beginning from FY 2014-15 to FY 2018-19 as a
relevant period instead of what has been claimed by Audit Firm. Audit Firm has only

considered the partial meaning of the ICAI Code of Ethics.

Moreover, Section 141 (3) (i) (before the Companies Amendment Act, 2017) states that
“any person whose subsidiary or associate company or any other form of entity is engaged
as on the date of appointment in consulting and specialized services as provided in
Section 144” is ineligible to be appointed as the auditor of the company. As BSR Entities
were engaged in providing prohibited services under Section 144 on the date of
appointment as auditor, it makes the span of FY 14-15 to FY18-19 relevant. Furthermore,
as KPMG Entities and BSR Entities have already been shown, in the earlier paragraphs,
to be covered as related entities as per Explanation to Section 144 of the Companies Act,
2013, the non-audit revenue of both BSR Entities and KPMG Entities is relevant.

c)  The Audit Firm, during the oral submission made to NFRA on 27" July, 2020, stated that
the revenue from the non-audit services for the FY 18-19 provided by KPMG India Private
Limited to IL& FS Transportation Networks Limited (amounting to X5.9 Crores), does not
belong to the relevant year. Even though no such point was raised in any of the written
communications from the Audit Firm earlier (and it was clearly explained to the Audit
Firm that no new issues should be raised in oral hearings as three opportunities had already

been given), NFRA, nevertheless, has examined the point and observes as follows:
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i The information regarding the audit and non-audit revenue of KPMG Group was
provided by the Audit Firm itself. Clearly, when the information was given, the

Audit Firm itself had conceded that the same was relevant.

ii.  The revenue amounting to Rs 5.9 Crores belongs to a common audit service,
Advisory assistance in relation to asset sale bid. There were multiple invoices raised
for the service which started from 26" June, 2018, the date before the signing of

Consolidated Financial Statement, which makes the engagement relevant.

iii.  NFRAin its previous communications (letter dated 29" September, 2018) had asked
for the engagement letters related to all audit and non-audit revenues, but the Audit

Firm did not provide the same.

iv. It may be noted that the Audit Firm resigned from IFIN on 19" June, 2019. Hence,

they were still the Auditor for the Firm at the time of accepting the engagement.

V. NFRA would also like to draw attention to the extract from ICAI’s Guidance Note
on the Independence of Auditors that has been provided in para 2.2.2 above which
reads as follows: “Independence is a condition of mind as well as personal character
and should not be confused with the superficial and visible standards of
independence which are sometimes imposed by law. These legal standards may be

relaxed or strengthened but the quality of independence remains unaltered”.

d)  The Audit Firm’s use of definition of related entities as per the ICAI Code of Ethics is not
relevant in view of Sections 141 and 144 of the Companies Act, 2013. As shown by Table
2.2 in the DAQRR, non-audit fee income over the five years ending with the audit period
was many times higher than the statutory audit fees and was significant enough to pose a
major self-interest threat. Receipt of non-audit services fees amounting to X11.5 Crores in
a period of 5 years, as opposed to Audit Fee revenue of 22 Crores, raises serious doubts

over the Independence of the Audit Firm.

D. Ineligibility to be appointed as Auditor of IFIN

2.2.171n the light of the detailed examination made above, NFRA’s conclusions on the validity of the

appointment of the Audit firm as IFIN’s auditor are summarised below:
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a) What is comprehended by the term “management services” has already been gone into
at great length and the Audit Firm has not brought out any new point to counter the
NFRA’s stand.

b)  Sec 141(3)(e) prohibits the appointment of an auditor who, whether directly or indirectly,
has a “business relationship” with the company, or its subsidiary, or its holding or associate
company or subsidiary of such holding company or associate company of such nature as
may be prescribed. Read in the context of Sec 141(3)(i), the prohibition imposed by Sec
144, and Rule 10(4) of the Companies (Audit and Auditor) Rules, 2014, the non-audit
services provided by the BSR network and the KPMG entities demonstrate a business
relationship which disqualifies BSR and Associates LLP, from initial appointment as
auditor, for violation of Sec 141(3)(e) and from continuing as such for violation of Sec
141(4).

Moreover, the services provided did not have the approval of the Audit Committee of the
Auditee Company, as required vide Section 144 read with Section 177 of the Companies
Act, 2013, even assuming, but not admitting, that the said services did not violate the

prohibition under Section 144.

It renders the appointment of the Audit Firm as auditor of the company void ab initio.

2.2.181n view of the above, NFRA is reinforced in its views that:

a)  The appointment of the Audit Firm as Statutory Auditor of IFIN was ab initio illegal and
void for violation of Section 141 (3) (e) and Section 141 (3) (i) of the Act.

b)  The declaration of eligibility submitted by the Audit Firm in terms of Proviso to Section
139 (1) of the Act read with Rule 4 of the Companies (Audit and Auditors) Rules, 2014,
was false and invalid, with full knowledge of such illegality. Hence, this clearly constitutes

fraudulent conduct on the part of the Audit Firm.

c)  The Audit Firm had grossly violated the provisions of Section 144 of the Companies Act,

2013 by the indirect provision of prohibited services.

d) The Audit Firm had been in serious breach of the Code of Ethics.
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The violations had undoubtedly fatally compromised the independence in mind and
independence in appearance required of the Audit Firm. Independence in appearance
stood completely destroyed since no unbiased person could conclude, on an objective
assessment of the circumstances, that there had been no abridgement of the auditor’s
independence.

The Audit Firm’s compliance with the fundamental principles of the Code of Ethics was
threatened by the self-interest threat.

The Audit Firm, its EP, and the EQCR Partner were all guilty of professional misconduct

arising out of gross violations of the law and the applicable Accounting Standards.
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2.3 COMMUNICATION WITH TCWG

2.3.1 The prima facie conclusion of NFRA on the above matter, vide its communication dated
7" August, 2019, was that:

a)  There is no evidence of the Audit Plan having been communicated to TCWG.

b)  The requirements of Para 10 & 11 of SA-230, amongst other applicable standards, have not

been met.

C) No reference or evidence was produced in eAudit File to show that “what matter/audit
observation was discussed and when” with TCWG/Audit Committee/Management, prior
to the date of signing of Audit Report and Financial Statements. Further, there was a single
WP attached i.e. 4.7.2.30 relating to discussions of significant matters with management
dated 28" May, 2018, i.e. the Financial Statements signing date. The documentation was
merely for record purpose, and not in line with Paras 9,14,15,16 and 21 of SA-260 and
other SAs.

2

d)  The statement about “.... management representations obtained....” relate to the

requirement of SA 580, not to SA 230.

2.3.2 The Audit Firm, in its response dated 30" August, 2019, had stated as follows:

a) This was the first year of audit of the company and the Audit Firm was appointed only
around the end of November 2017. Further, it required preliminary work before the scope

and timing of audit could be planned and postulated.

After accepting the engagement and communicating with the Joint Audit Firm, the audit
commenced in January 2018 and the ET took time to understand the entity, its business and
perform its risk assessment procedures and therefore they could not present the same at the
meeting of TCWG held on 29t January, 2018. There was no meeting of TCWG until 28%"
May, 2018. The scope was communicated to TCWG vide their presentation in meeting
dated 28" May, 2018 (Slide 6 to 10).

b)  During engagement, the Audit Firm complied with the SA 230 and other applicable SAs
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and the same were documented in the WP no. 4.7.2.30, 2.5.2.10, 2.5.2.20, 2.5.2.30 and
4.2.1.20 of eAudit File.

C) Nothing was identified that triggered an earlier communication with TCWG and hence the
same was not done [Para A50 of SA 260 (revised)], although, Para 23 of SA 260 (Revised)
was complied with and the communication with Audit Committee (TCWG) was
documented in the Audit File in WP n0.4.7.2.30. In this WP, analysis was made regarding
the complaint received through RBI, and the report of KJC. The key matters discussed with
the Management (MD, CFO and Director) regarding the NOF/CRAR, identified loans and
transaction relating to Tata Tele and Siva Green are recorded/documented in WP no.
2.5.2.10, 2.5.2.20, 2.5.2.30 and 4.2.1.20 of eAudit File.

d)  The management representation sought and obtained from the Management is also
‘correspondence’. Further, in accordance with the requirement of Paras 13 and A15 of SA
580, a written representation from the Management as on the date of signing of the
Financial Statements was taken as added evidence/confirmation for various verbal
representations that the Management has made throughout the audit process. Further, the
preamble in page 1 of the representation letter clearly mentioned that ‘These
representations are made to you to supplement the information obtained by you from the

books and records of the company and to confirm the information given to you .

e) Practically the issues or matters of communications are collated over the period of audit and
confirmed by the Management towards the closure. And in highly exceptional cases,
communication regarding significant matters with Audit Committee is through a

presentation made just before the accounts are approved by the Audit Committee/BOD.

2.3.3 NFRA had examined the above contentions of the Audit Firm and had observed as follows in
DAQRR:

a)  The Audit Firm has admitted that they have failed to communicate an overview of the
planned scope and timing of the audit to TCWG. It clearly indicates that the Audit Firm
has been negligent in compliance with SA 260 revised and SA 300.
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Further, the Audit Firm has mentioned that they discussed the complaint letter and report
of KJC along with other matters communicated by RBI with TCWG through WP 4.7.2.30.
The presentation in WP 4.7.2.30 summarizes the findings in the report of KJC, which the
Audit Firm wished to discuss with the Audit Committee, as follows: -

+ KIC has submitted their report on the above review in May, 2018, Follwing are the key observations which we would ke to discuss with the Audt Committee;

v Security cover was not maintained per sanction norms;

+ Sanctions to some of the dentified qroups despite withdrawal of credit rating by rating agencies and comments of CRNG & Risk;
+ Unavaiabifty of CIBIL scores i some cases;

+ Delays in reqularization of isbursement memos 2 cases;

+ Report on financil/ appraisalrequired sanction terms not on record, complance of covenants per sanction tems pending;

+ Certain periodic reports stipulated n sanction terms not obtained.

However, none of the Audit Documents show what the findings and views of the Audit
Firm were on the report of KJC. It was incumbent on the Audit Firm to critically examine
the findings of KJC by gathering sufficient appropriate audit evidence and not merely
accept the same at face value. The Audit File does not indicate any such
examination/evaluation/gathering of the evidence by the Audit Firm. The Audit File does
not also record what was actually discussed with TCWG and how the Audit Firm satisfied
itself that the concerns raised by KJC were appropriately addressed by the Management.
Just reiterating all the issues raised by KJC in the presentation does not absolve the Audit
Firm from its duty to obtain sufficient appropriate audit evidence about what actions were

taken by the Management or the Audit Committee in those matters.

Further Para 23 of SA 260 (Revised) states that: -

Documentation

Para 23. Where matters required by this SA to be communicated are communicated orally,
the Audit Firm shall include them in the audit documentation, and when and to whom they
were communicated. Where matters have been communicated in writing, the Audit Firm
shall retain a copy of the communication as part of the audit documentation. (Ref: Para.
A54)

Para A54. Documentation of oral communication may include a copy of minutes prepared

by the entity retained as part of the audit documentation where those minutes are an

appropriate record of the communication.
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Therefore, the Audit Firm while preparing the WP no. 4.7.2.30 did not comply with Para
23 of SA 260 (Revised).

The Audit Firm has contended that key matters discussed with the Management (MD,
CFO and Director) are recorded and documented in Five Working Papers viz. 4.7.2.30,
2.5.2.10, 2.5.2.20, 2.5.2.30 and 4.2.1.20. NFRA has gone through each of these WPs and

has found the following:

i. WP 4.7.2.30: This is the PPT of Presentation to the Audit Committee on 28" May,
2018. For the reasons already explained above, this cannot be construed as

communication with TCWG, so as to satisfy the requirements of SA 260.

ii. WP 2.5.2.10: This is the minutes of a meeting with Mr. Ramesh Bawa, MD and CEO,
in which the matters regarding RBI Inspection Report, ever greening, general
contingences and other related issues were discussed. Apart from summarizing the
views of the MD on these issues, the conclusions of the Audit Firm, if any, and their
communication to TCWG etc. are not to be found in the said minutes.

iii. WP 2.5.2.20: This is the minutes of a meeting with Mr. Deepak Pareekh, CFO of
IFIN, in which same matters as mentioned in WP 2.5.2.10 were discussed, and the
same replies were given by CFO. Apart from summarizing the views of the CFO on
these issues, the conclusions of the Audit Firm, if any, and their communication to

TCWG etc. are not to be found in the said minutes.

iv. WP 2.5.2.30: This is the minutes of a meeting with Mr. Arun Saha, CRO of IFIN, in
which the same matters regarding NOF/CRAR as mentioned in WP 2.5.2.10 WP
2.5.2.20 were discussed. CRO had referred most of the issues for discussion with MD
or CFO. Apart from summarizing the views of the CRO on these issues, the
conclusions of the Audit Firm, if any, and their communication to TCWG etc. are

not to be found in the said minutes.

V. WP 4.2.1.20: This is the minutes of a meeting with Mr. Ramesh Bawa, MD and CEO,

in which the matters regarding RBI, ever greening and other related issues were
discussed. Apart from summarizing the views of the MD on these issues, the
conclusions of the Audit Firm, if any, and their communication to TCWG etc. are

not to be found in the said minutes.
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Thus, as seen above, all the four documents at (ii) to (v) above were minutes of
meetings held with Management. These documents were prepared in a very casual
manner. For example, in all the documents, it was noted that the meeting was to be
held; after every para the reply of management to the issue was included. No
evidence in the audit documentation was found that proves that the meeting had
actually taken place. Therefore, these minutes of meetings between the Audit Firm

and the Management cannot be construed as Communication with TCWG.

d) WPs-4.7.2.30, 2.5.2.10, 2.5.2.20, 2.5.2.30 and 4.2.1.20 of eAudit File had a major discussion
on RBI Matters which directly affected the existence/ going concern assumption of the
organization. There were many other serious issues which have been discussed in other
parts of this DAQRR. Therefore, the statement of Audit Firm that “In the course of our
audit, we did not identify anything that caused us to trigger an earlier communication and

hence this was not done” clearly shows very poor judgement on the part of the ET.

e) Para 9 (c) and 21 of SA 260 emphasize the timely communication of significant matters to
the appropriate person or the authority. Therefore, the statement of Audit Firm that “in
practicality the issues or matters of communications are collated over the period of audit
and confirmed by the Management towards the closure. And in highly exceptional cases,
the Audit Firm communication regarding significant matters with Audit Committee is
through a presentation made just before the accounts are approved by the Audit

Committee/BOD” shows clear non-compliance with SA 260.

f) The Audit Firm has not considered the provision of Para A21 of SA 300 which provides for
the additional considerations in case of initial audit engagements. The Audit Firm in their
response has admitted that they were unable to communicate with the TCWG any time
before the date of signing of audited Financial Statements. The Audit Firm has failed to
document the additional matters, including any major issues (including the application of
accounting principles or of auditing and reporting standards), discussed with the
Management in connection with the initial selection as the Audit Firm, the communication
of these matters to TCWG and how these matters affected the overall audit strategy and

audit plan in accordance with Para A21 of SA 300.

g) NFRA has examined all the working papers mentioned by the Audit Firm and observes
that all these documents were modified after the completion of audit. Hence, it is difficult

to rely on these working papers —
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Working Created byand Meeting date Modified on
Paper No. date of creation
2.5.2.10 Ruchi Telang 3 April, 2018, at | 24"July, 2018
23 January, 2018 12.30 pm.
2.5.2.20 Ruchi Telang 3 April, 2018, at | 24"July, 2018
23 January, 2018 10.30 am
25.2.30 Ruchi Telang 39 April, 2018, at | 24" July, 2018
23 January, 2018 11.30 am.
4.2.1.20 Tarika Sampat 16" May, 2018 25MJuly, 2018
24" May, 2018 on Call

2.3.4 NFRA, therefore, concluded as follows in DAQRR:

a) The Audit Firm has not complied with SA 260 and SA 300 by failing to communicate an

overview of the planned scope and timing of the audit to TCWG.

b)  The WPs quoted by the Management are either the presentation made to the Audit
Committee or minutes of meetings with Management. These cannot be construed as

communication with TCWG, so as to satisfy the requirements of SA 260.

C) The Audit Firm has clearly shown very poor judgement by concluding that they did not
find anything to trigger a communication with TCWG. The Audit Firm was grossly

negligent in the discharge of its professional duties.

d)  The Audit Firm has failed to communicate significant matters in a timely manner to
appropriate persons or TCWG and has thus failed to comply with Para 9 (c) and 21 of SA
260.

e) The Audit Firm has failed to document the additional matters including any major issues
discussed with the Management in connection with the initial selection as Auditor, the
communication of these matters to TCWG and how these matters affect the overall Audit
Strategy and Audit Plan in accordance with Para A21 of SA 300.

f) All the documents quoted by the Audit Firm were modified after the completion of audit

creating a doubt on the integrity of the Audit File.

0) In the absence of any documentation that conforms to the requirements of the SAs, NFRA
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concludes that there has been virtually no communication with TCWG, and that, therefore,

the Audit Firm has completely failed to comply with the requirement of SA 260.

2.3.5 After examining the responses of the Audit Firm to the DAQRR, NFRA concludes as follows:

a) The objective of the SA 260 (Revised) is to communicate with TCWG on timely basis and
to provide timely observations arising from the audit that are significant and relevant to
their responsibility to oversee the financial reporting process. The Audit Firm has not been

able to show a single communication with TCWG in this regard.

Further, the Audit Firm itself has admitted that except for the engagement letter given
to the company as acceptance to be a joint auditor, and the final presentation made
to the Audit Committee on 28th May, 2018, there was no other communication that
was made to the Audit Committee/Management/ TCWG. The Audit Firm has also
admitted that they have failed to communicate an overview of the planned scope and
timing of the audit to TCWG.

Though each slide of the PPT in WP 4.7.2.30 has a heading reading “Significant Matter
Discussed with the Management” none of the slides have any judgements and estimates on
any matter that were provided by the auditor. They only have details/information about
management estimates and Auditee representation. Therefore, the argument of the Audit
Firm that “The ET had also communicated in  writing  the

wreeeene, Key judgements and estimates and all
significant accounting and auditing matters (in response to our planned audit work) to
TCWG in the meeting held on 28 May 2018.”is not valid. Therefore, the Audit Firm while
preparing the WP no. 4.7.2.30 did not comply with Para 23 of SA 260 (Revised).

b)  IneAudit File, no Working papers were found where the ET had reviewed the responses
provided by Management to the various issues which were highlighted in the KJC report.
It was incumbent on the Audit Firm to critically examine the findings of KJC by
gathering sufficient appropriate audit evidence and not merely accept the same at face
value. The Audit File does not indicate any such examination/evaluation/gathering of
the evidence by the Audit Firm. The Audit File does not also record what was actually
discussed with TCWG and how the Audit Firm satisfied itself that the concerns raised
by KJC were appropriately addressed by the Management.
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The assertion made by the Audit Firm that “The ET had reviewed the responses provided by
Management to the various issues which were highlighted in the KJC report (Refer “6.
Special Purpose Review Khandelwal Jain & Company Report (Pg S630 to Pg S645)” in
folder “5. IFIN March 2018 File no. S — Others” in folder “Other workpapers” in our
Audit File). Based on the said responses, ET had concluded that the matters highlighted
did not have a material effect on financial statements” is clearly a false statement
knowingly and deliberately made to mislead the NFRA. All the 16 pages referred to (S630
to S645) are only the Report of KJC. That this finds a place in the Audit File is the only
matter that can be asserted. There is no evidence that this was even read in its entirety by
any responsible person in the Audit Firm, leave alone reviewing the responses provided
by Management (since no such responses find place in the pages quoted in support) and
thereafter concluding, on the basis of such responses that the matters highlighted did not

have a material effect on the financial statements.

While examining WP 2.5.1.10 of eAudit file, NFRA observed that it is an Excel sheet with
summary of all minutes of meetings of different committees where the matters under
consideration in different paras of this report were discussed in the respective committees.
Based on above mentioned WP the argument of the Audit Firm that “TCWG were aware
of these matters and hence the ET believed that there was no trigger for an earlier
communication without forming our opinion” is only to be read as an admission of total
failure to comply with the requirements of SA 260 (Revised). As per SA 260 (Revised) and
other relevant SAs, it is the responsibility of the auditor to share its observation on
significant issues to the TCWG on timely basis, for example: issues arising out in the RBI’s
inspection report that needed to be brought to the attention of TCWG and discussed with
them before final decisions on audit evidence, presentation and disclosure in the financial
statement etc. were taken . It should also be reckoned that TCWG comprises of all the
members of Board and The Management. The Audit Firm, by referring to its single
presentation, and that also to the Audit Committee, is trying to showcase the same as
Communication with TCWG. This is just an eye wash, an afterthought and an attempt to
mislead NFRA.

The opinion of NFRA on WP 2.5.2.10, 2.5.2.20, 2.5.2.30 and 4.2.1.20 is same as given at
DAQRR stage as no new evidence is provided by the Audit Firm.

The argument given by the auditor related to compliance with Para A21 of SA 300 is

completely unrelated to the opinion/conclusion /observation of NFRA provided in the

Page 48 of 256



File No.NF-20011/5/2019-O/o Chairman

AQR Report No. 1/2020 dated 17.8.2020

DAQRR. In DAQRR, the matter highlighted by the NFRA was related to the
communication with the TCWG as described in Para A21 of SA 300: “Any major issues
(including the application of accounting principles or of auditing and reporting standards)
discussed with management in connection with the initial selection as auditor, the
communication of these matters to those charged with governance and how these matters
affect the overall audit strategy and audit plan.”. Therefore, the reference of WPs and
explanation given by the Auditor have no connection at all with the above opinion in the
DAQRR.

f) In Para 6a of SA 230, the definition of Audit documentation is — The record of audit
procedures performed, relevant audit evidence obtained, and conclusions the auditor
reached (terms such as “working papers” or “workpapers” are also sometimes used). So,
when the document used as audit evidence on which the conclusions of the auditor is based,
it becomes a critical duty for the ET to prepare them very neatly and carefully. The casual
approach of the ET while preparing these WPs 2.5.2.10, 2.5.2.20, 2.5.2.30 and 4.2.1.20 can
be easily noticed. Thus, the explanation provided by the Audit Firm for the modification in
documents with reference to SA 230 is completely baseless because sorting, collating,
cross-referencing final audit documentation for completing the documentation and
assembling the audit evidence into the Audit File will not change the document creation
date. Further, the Audit Firm has also notmade any attempt to show that no “new audit
procedures or drawing new conclusions” was carried out on the date of modification

creating a doubt on the integrity of the Audit File.

2.3.6 In view of above, NFRA is reinforced in its earlier conclusion that:

a)  The Audit Firm has not complied with SA 260 and SA 300 by failing to communicate an
overview of the planned scope and timing of the audit to TCWG.

b)  The WPs quoted by the Management are either the presentation made to the Audit
Committee or minutes of meetings with Management. These cannot be construed as

communication with TCWG, so as to satisfy the requirements of SA 260.

C) The Audit Firm has clearly shown very poor judgement by concluding that they did not
find anything to trigger a communication with TCWG. The Audit Firm was grossly

negligent in the discharge of its professional duties.
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The Audit Firm has failed to communicate significant matters in a timely manner to
appropriate persons or TCWG and has thus failed to comply with Para 9 (c) and 21 of SA
260.

The Audit Firm has failed to document the additional matters including any major issues
discussed with the Management in connection with the initial selection as Auditor, the
communication of these matters to TCWG and how these matters affect the overall Audit
Strategy and Audit Plan in accordance with Para A21 of SA 300.

All the documents quoted by the Audit Firm were modified after the completion of audit

creating a doubt on the integrity of the Audit File.

In the absence of any documentation that conforms to the requirements of the SAs, NFRA
concludes that there has been virtually no communication with TCWG, and that, therefore,

the Audit Firm has completely failed to comply with the requirements of SA 260.
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2.4 RBI INSPECTION MATTERS- NOF/CRAR

2.4.1 Inits communication dated 7" August, 2019, NFRA had conveyed its prime facie conclusions as

follows:

a) Policy Document: The policy document approved by the BOD in October 2007 is absent in
the Audit File. The WP referred to by the Audit Firm is not a policy document but a letter
written by the Management. In light of Para 9 of SA 500, the ET has failed to obtain
sufficient appropriate Audit Evidence.

b) Definition: With regard to definition of companies under the same group—

I. Explanation (I1) to Section 45-1A of the RBI Act, 1934 provides that ‘subsidiaries’
and ‘companies in the same group’ shall have same meaning as assigned in
Companies Act, 1956. The extract from the Board’s decision is in contravention of

this explanation.

ii.  The Companies Amendment Act, 1999, inserted one clause each in Sections 370 and
372. The clauses made the respective sections inoperative. However, neither of the
two sections was repealed or deleted and other Acts continued to contain valid

references to these sections.

iii. In 2002, the Expert Committee of the ICAI opined that the requirementto report
under Sections 370 or 372 in Schedule VI to the Companies Act, 1956, or
MAOCARO, 1988, remained unaffected. The same logic would apply in the present

case with respect to definition of ‘companies in the same group’.

iv.  Section 465 (2) (c) of the Companies Act, 2013, states that any rule of law shall not
be affected by the repeal of the erstwhile Act.

V. Clause 3(vi) of NBFC (SI-ND) RBI Directions, 2016, includes a definition of

‘companies in the same group’ that is in pari materia with the earlier definition.
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vi.  The Audit Firm accepted the Management’s position in contravention of the true

legal position as enumerated above.

EoM: As per Para A3 of SA 706, the EoM paragraph is not a substitute for a qualified, or
adverse, or disclaimer of opinion, and for appropriate disclosures in the Financial

Statements. As a result, the EoM was inappropriate and soft reporting of a serious matter.

Financial Impact: NOF/CRAR ratios are important to users of the Financial Statements.
The Management calculated these ratios in a different form, non- compliant with the RBI
Inspection Reports. This method of calculation resulted in a significant variation from the
actual. The impact of this non-compliance ought to have been disclosed. The Audit Firm
failed in this respect. Further, the Audit Firm’s own admitted view that the Auditee needs
to follow RBI’s instructions on its reporting of NOF/CRAR (Response of Audit Firm to
Question No 12.3 in its letter dated 6™ June, 2019) was not appropriately expressed in the
Audit Report. This can be observed from an absence of NOF/CRAR calculation as per RBI
in the Audit Report.

Management Bias and a Lack of Independent Analysis: With respect to the Audit
Firm’s discussion with the Senior Management about NOF/CRAR, the former failed to
consider possible bias in latter’s judgements as per Para 12 of SA 700. The RBI’s
inspections and their directions were of utmost importance for the business of the Auditee.
It was incumbent upon the EP to comprehensively analyze and examine the audit processes,
judgements and conclusions of the ET relating to this matter and exhaustively document his

own judgements and conclusions giving the detailed reasoning therefor.

Minutes of Purported Meeting with RBI: NFRA has assessed the Auditor’s submission
vide Annexure 5, despite the fact that such Annexure does not form part of the true copy of
Audit File as submitted to the Authority. It is noted that these documents are nothing but
the company’s internal documentation of matters discussed in the RBI office. In no
circumstances can these be construed as approved minutes of the meetings since the
counter-party, i.e. RBI’s officials, have not signed these documents. Therefore, in light of
Paras 9 and 11 of SA 500, as stated above, these WPs cannot be construed as valid evidence.
Thus, the argument of the Audit Firm that “In November 2017, the RBI provided the
Company time till 31% March, 2019, to reduce its group exposures so as to be in line with
the RBI’s views on how group exposures should be reckoned for the purposes of NOF

computations”, cannot be accepted at all. This shows gross negligence and the total lack of
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due diligence on part of the ET.

g)  Conclusion: Hence, the evidence on record goes on to conclusively prove that the Audit

Firm has:

i. Failed to disclose material facts known to them which are not disclosed in the
Financial Statements, but disclosure of which is necessary in making such Financial

Statements where they are concerned in a professional capacity.

ii. Failed to report material misstatement known to them to appear in the Financial

Statements.

iii.  Not exercised due diligence, and have been grossly negligent in the conduct of their

professional duties.

iv. Failed to obtain sufficient information which was necessary for the expression of

opinion, or its exceptions negate the expression of an opinion.

v. Failed to invite attention to any material departure from the generally accepted

procedure of audit applicable in the circumstances.

2.4.2 The Audit Firm in its responses dated 30" August, 2019, and 10" September, 2019, has stated as

follows:

a) Policy Document

i The Audit Firm has stated that they had cited and examined the “extracts” of the
Company Policy in the letter to RBI dated 24" May, 2016.

ii.  Further, the Audit Firm has quoted Para 5(c) of SA 500 and stated that the above-
mentioned letter can be taken as Audit Evidence which is obtained from other

sources.

iii. Referring to Para 11(b) of SA 500, the Audit Firm has stated that nothing came to
their attention to have doubts over the reliability of the letter (extract of the Auditee’s

policy which was reproduced in the Auditee’s letter to the RBI).
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iv.  The Audit Firm goes on to indicate that the Joint Auditor who had significant
understanding and knowledge of the history of the Auditee did not bring to their

attention the fact that the letter could not be relied upon.

V. Quoting Para A31 and A33 of SA 500, the Audit Firm has stated that considering

the fact that the source and the nature of the document relied upon by them is one
which was submitted to the RBI, in their view, it was not essential to obtain and keep
a certified copy of the original BOD resolution.

vi.  Accordingly, the Audit Firm believes that they have obtained sufficient appropriate
Audit Evidence.

Definition of Companies under the Same Management

i. The Audit Firm has stated that the BOD adopted their own definition, which was
being used for the last several years, for ‘companies under the same management’.
Further, the Board argued that since Section 370 (1B) was no longer applicable, they

had the discretion to define the term onthe basis of prudence and judgement.

ii.  The RBI Inspection Report made the observation that the methodology followed by
the Auditee was incorrect and that it should follow definition as per RBI. The
Auditee, on the other hand, based its argument on Section 372A since Section 370

(1B) was no longer applicable in their view.

iii.  Inits report dated 1% November, 2017, the RBI had stated that the Auditee shall use
the former’s definition for group exposure while computing NOF/CRAR. Further,
the RBI allowed the Auditee time until 31 March, 2019, to be compliant with the

above requirement and to submit a road- map.

iv.  The Audit Firm has stated that the matter was contentious and that there were
several discussions between the Auditee and the RBI officials. After detailed
discussions, the Auditee decided to implement RBI’s views and comply with it by
31 March, 2019. In its meeting of 28" May, 2018, the Board resolved to not lend to

“group companies” and to reduce its existing group exposure.
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The Audit Firm has said that certain interpretational matters arose out of the
definition of the term ‘companies under the same management’ and the RBI did not
raise a concern until 2015. Further the aspect was disclosed in detail in the Financial

Statements and accordingly no reporting was required under SA 705 / SA 250.

Emphasis of Matter

Vi.

Vil.

The Audit Firm stated that EoM Para and exception reporting to RBI was done for

the first time in the year they became the Joint Auditor and not earlier.

The Audit Firm has taken a view that the Auditee shall follow RBI’s advice on
NOF/CRAR.

The Audit Firm insisted that a detailed note be given in the Financial Statements so
that readers are aware of change in method of NOF/CRAR computation. However,
when the Audit Firm recognised that the Auditee had decided to change the method

of computation, the former decided to issue a report in the form of an EoM Para.

The Audit Firm took a considered decision in the matter and in doing so, they
obtained sufficient information necessary for expression of opinion. The Audit Firm
further submitted that they did not identify any sufficiently material exception in this
regard. Further in their view, the Audit Firm has not been grossly negligent in

conduct of their professional duties.

Through EoM Para, the matter was brought out in the audit opinion in accordance

with the requirements of SA 706.

From the point of view of the Audit Firm, the disclosure/information was
appropriate and sufficient for the users of the Financial Statements especially since

these were General Purpose Financial Statements.

The Audit Firm has quoted Paras 1 and 6 of SA 706 and said that based on their
professional judgement and skepticism, they had taken a view that the Auditee shall

report on NOF/CRAR by way of appropriate note in the Financial Statements and
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that they themselves shall highlight the same by way of EoM Para and Exception
Report to RBI.

viii.  The Audit Firm had no reason to arrive at an adverse or modified opinion.

d) Financial Impact

i. Vide letter dated 16" May, 2018, the Auditee conveyed to the Regulator that it would
make appropriate disclosures in its Annual Reportin line with its communication and
discussions. Audit Committee was informed about the whole matter on the date of
signing the Audit Report. Also, all discussions and meeting with RBI were
appropriately informed to TCWG.

ii.  The Auditee has made detailed and appropriate disclosure in Note 4 of the
explanatory notes to Annexure | and Il of the Financial Statements and this was done

on the insistence of the Audit Firm.

e) Management Bias and Lack of Independent Analysis

i. Based on a letter dated 17" April, 2018, the Management informed the Audit Firm
that RBI had given an extension until 31 March, 2019. The Audit Firm relied on

Management’s representation and enquiries made of Management.

ii.  The Audit Firm has quoted Para 12 of SA 700 and stated that the Financial Statements
were prepared in accordance with the applicable Financial Reporting Framework.
Their evaluation on this includes consideration of the qualitative aspects of the
Auditee’s accounting practices. Further, they had no reason to suspect any possible

bias in Management’s judgment on this matter.

iii. The Audit Firm believes that they have obtained sufficient appropriate Audit
Evidence in relation to the matter and have not placed reliance only on Management

representation and they have shown professional skepticism as required by SA 200.

f) Minutes of Purported Meeting with RBI

I. The Audit Firm has pointed out that the Management’s Letter to RBI dated 16™
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May, 2018, which contained the minutes of the meeting, bore the acknowledgement
of RBI.

ii.  As per the Audit Firm, there was no difference in views between the Regulator, the
Auditee and the Audit Firm on the date of signing of the Audit Report.

iii.  Basedon the information available at the relevant time there was no reason to believe
that the various notes of meetings that were held with the RBI did not reflect
accurately the discussions that had occurred with the RBI. Further, the Audit Firm
believed that the RBI does not generally confirm or sign the minutes of discussion

with the regulated entity.

g)  Conclusion: Based on responses to Para 6.1 and 6.2, the Audit Firm asserted that they
had:

i. Not failed to disclose material facts, known to them, which are not disclosed in the

Financial Statements, but disclosure of which is necessary in making such Financial

Statements where they are concerned in a professional capacity.

ii. Not failed to report material misstatement known to them to appear in the Financial

Statements.

iii.  Exercised due diligence in the conduct of their professional duties.
iv.  Not failed to obtain sufficient information which was necessary for expression of
opinion or its exceptions were sufficiently material to negate the expression of an

opinion.

V. Not failed to invite attention to any material departure from the generally accepted

procedure of audit applicable in the circumstances.

2.4.3 NFRA had examined the above contentions of the Audit Firm and had concluded as follows in
DAQRR:
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Policy Document:

The Audit Firm themselves have drawn attention of the users of the Financial Statements
to the Board Policy of 2007 without first having verified it themselves. Hence, the viewing
of purported extracts only in this particular case shows negligence on the part of Audit
Firm. The fact that the Audit Firm relied on the Joint Auditor for such an important
element of Audit Evidence shows the lack of independent analysis by the firm. The Audit
Firm is trying to mislead the Authority by stating that the extract which was provided by
Management was obtained from other sources. Thus, in view of Para 9 of SA 500, the Audit

Firm has failed to obtain sufficient appropriate Audit Evidence.

Definition of Companies under the Same Management

i In the initial observations sent by NFRA, it was pointed out that the Audit Firm had
failed to take note of the definition of “companies in the same group” as mentioned
by the Regulator, i.e. RBI, in its inspection report. The RBI Master Direction 2016,
Direction 3(vi) gives a clear definition of “companies in the same group” which is
consistent with the legal position as well as consistent with the stand taken by RBI.
This clearly shows that the Audit Firm wanted to hide the fact that they had not
performed sufficient enquiries in respect of matters highlighted in the RBI Inspection

Report.

ii. Section 45-1A (7) of the RBI Act, 1934, provides that the term “companies in the same
group” shall have the same meaning as assigned to it in the Companies Act, 1956.
Sections 370 and 372 of Companies Act, 1956, clearly define the said term. These
sections were made in-operative by the Companies (Amendment) Act, 1999. But,
they were neither repealed from the Act nor were the references to those sections in
other parts of Companies Act, 1956, or RBI Act, 1934, deleted. Further, Section 465
(2) (c) of the Companies Act, 2013, lays down that any rule of law, inter alia, shall
not be affected by the repeal of the Companies Act, 1956, notwithstanding that such

rule of law had been derived from the repealed enactment.

iii.  The argument that the definition of “companies in the same group” is an interpretive
issue is completely misleading. The auditor has failed in exercising due diligence
and professional skepticism while examining the Management argument. As far as
the Regulator is concerned, RBI has time and again clarified the matter of “companies
in the same group”, which has significant implications for NOF/CRAR, and,

consequently, for the presentation of Audited Financial Statements. The RBI in its
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Inspection Report of FY 2015 dated 6" May, 2016, has clearly stipulated how the
“companies under the same management” should be considered and had assessed
NOF as negative. The RBI report has stated that due to this the CRAR was negative
and that the company has not maintained adequate capital. Despite the presentation
given by the company, RBI in its report dated 14" September, 2016, had again
reiterated its stand and had assessed NOF/CRAR as negative. Further, the RBI in its
email dated 27" March, 2017, had clearly stated that the compliance submitted by
the company “pertaining to major issues like group exposure, etc. are not accepted”.
This clearly shows that RBI had taken a final view even in March, 2017, and not in
November, 2017. In fact, the inspection report issued by RBI in November, 2017,
was pertaining to FY 2016 and had used the same definition as used earlier for the
2015 report.

As stated above, the RBI in its email dated 271" March, 2017, had clearly stated that
they had not accepted the various arguments given by the company in its letter dated
30" November, 2016. In fact, the company, in its letter of 16" May, 2017, addressed
to RBI Deputy Governor, had stated that the increase in exposure to group companies
was due to factors beyond the company’s control. Thus, the Management had already
accepted the definition given by RBI. This clearly shows that the Audit Firm had
unquestioningly accepted the Management’s so called explanation to the Audit
Firm without considering the clear stand taken by the Regulator and accepted by

Management.

The Audit Firm should have understood that a letter written by the Auditee to the
Regulator on a final Inspection Report does not convert matters that have reached
finality into ones still under discussion. Furthermore, supervisory concerns that are
repeated in the Inspection Report for every succeeding year do not make it an
ongoing correspondence or matter under discussion either. RBI/DNBR/2016-17/45
Master Direction DNBR.PD.008/ 03.10.119/2016-17 dated 1% September, 2016;
Chapter — XV; Interpretations, provides as follows: “122. For the purpose of giving
effect to the provisions of these Directions, the Bank may, if it considers
necessary, issue necessary clarifications in respect of any matter covered herein
and the interpretation of any provision of these directions given by the Bank
shall be final and binding on all the parties concerned” (emphasis added). The
cavalier attitude of the Auditee Company was such that the RBI had to specifically

point out in its letter dated 4" December, 2017 that “We would like to emphasise that
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regulatory/supervisory directions are required to be acted upon promptly by the
regulated entities and not to be subjected to review by them. You may also note that
the instructions contained in our above letter were issued after a process of due
approval by the Bank and the timelines stipulated in our letter needed to be strictly
adhered to.” This stand of the RBI should have informed the decisions of the Audit

Firm.

vi.  Thus, the Audit Firm had ignored the overwhelmingly clear legal position as brought
out by Companies Act, 1956, Companies Act, 2013, RBI Act, 1934, RBI Master
Directions, 2016, and RBI Inspection Reports and chose to accept the stand taken by
the Management without questioning it even once. The Audit Firm did not critically
evaluate the Management response in the light of the applicable law and the
regulatory directions. Further, the Audit Firm’s own admitted view that the Auditee
needs to follow RBI’s instructions on its reporting of NOF/CRAR (Response of the
Audit Firm to Question No 12.3 in its letter dated 6™ June, 2019) was not
appropriately expressed in the Audit Report. The Audit Firm failed to exercise due
diligence and professional skepticism, as required by the SAs.

C) Emphasis of Matter

i. As mentioned in the prima facie observations of NFRA, the EoM Para is not a
substitute for a qualified, or adverse, or disclaimer of, opinion and for appropriate
disclosures in the Financial Statements. According to Para 6 of SA 706 “the auditor
shall include an EoM paragraph in the auditor’s report provided the auditor has
obtained sufficient appropriate audit evidence that the matter is not materially
misstated in the Financial Statements”. (emphasis supplied). Hence, irrespective
of the fact that it was the first time that the Para was used in reporting, it was under-

reporting by the Audit Firm.

ii.  The Audit Firm, has stated that they did not identify any sufficiently material
exception. Yet, the Audit Firm, has taken credit for Exception Reporting to the RBI
for the first time. And this is despite the fact that there did exist sufficiently material
exception warranting serious reporting.

iii.  Ononehand, the Audit Firm says that the Management should have given a detailed
note in the Financial Statements so that the readers are aware of the change in method
of NOF/CRAR. On the other hand, the Audit Firm says that the disclosure of

information was appropriate for the users/readers of General Purpose Financial
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Statements, even though the Management did not heed the auditor’s advice of giving
a detailed note about NOF /CRAR as per RBI calculation. Clearly, the internally
inconsistent view taken by the Audit Firm is established here and this establishes
that the Audit Firm knew that the disclosure was both inappropriate and insufficient.

Financial Impact

i. As noted earlier, the company’s internal documentation of matters discussed in the
RBI office cannot be construed as valid evidence for matters discussed between the
RBI and the Auditee. The fact is that the Financial Statements never disclosed the
calculation of NOF/CRAR, as per the RBI’s method. As a result, the financial impact
of the significant variation could not be ascertained.

ii. NFRA has perused Note 4 of the Explanatory Notes to Annexure | and Il of the
Financial Statements. “This impacts computation of NOF and CRAR of the
Company” is the only disclosure made to make the reader aware of the financial
impact. No user of the Financial Statements could have had any clue as to the
magnitude or the seriousness of the financial impact. The note proves that, contrary
towhat the Audit Firm claims, the Management prevailed in not making a detailed

disclosure.

Management Bias and Lack of Independence

i Management was continuously trying to buy time to comply with the instructions of
RBI. This clearly indicates bias in their judgement. The Audit Firm failed to

evaluate this indicator.

ii.  The Audit Firm did not place any reliance on RBI communications and Inspection
Reports. The Audit Firm’s contention that they obtained sufficient appropriate
Audit Evidence is false as they relied solely on enquiries with, and representations

by, the Management.

iii.  The RBI’s inspection reports and directions were of utmost importance to the
business of the Auditee. It was incumbent upon the Audit Firm to comprehensively
analyze, examine and document the audit process, judgement and conclusion of the
ET in the matter.
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iv.  Para 12 of SA 700 (Revised) requires the auditor to evaluate whether the Financial
Statements are prepared and presented, in all material respects, in accordance with
the requirements of the applicable Financial Reporting Framework. Para A10 of SA
450 states that this evaluation includes consideration of the qualitative aspects of the
entity’s accounting practices, including indicators of possible bias in Management’s

judgments. The Audit Firm has failed to carry out such evaluation.

f) Minutes of Purported Meeting with the RBI

i. The acknowledgement of a letter cannot be construed as Approved Minutes of the
Meeting. In absence of reliable evidence, the Audit Firm should have obtained Audit
Evidence about the accuracy and completeness of the information.

ii.  There was a major difference in view of the RBI on one hand, and the Auditee and
the Audit Firm on the other. The difference, as has been stated in above, was on
account of NOF/CRAR computation method and the date of compliance. This is
exactly contrary to what the Audit Firm has stated.

iii.  The minutes of the meeting were presented by the “Management”. Topic relating to
Management Bias and the Auditor’s failure to notice the same has been discussed

above.
iv. Therefore, in light of Paras 9 and 11 of SA 500, these WPs cannot be construed as

valid evidence. To consider these as evidence shows gross negligence and lack of

due diligence on the part of the Audit Firm.

2.4.4 NFRA, therefore, concluded in DAQRR that:
a)  The Audit Firm has failed to obtain sufficient appropriate Audit Evidence as required by

Para 9 of SA 500. The Audit Firm has not exercised due diligence, and have been grossly

negligent in the conduct of their professional duties.

b)  The Audit Firm ignored the overwhelmingly clear legal position and chose to accept the

stand taken by the Management without questioning it even once. The Audit Firm failed
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to exercise due diligence and professional skepticism, as required by the SAs.

C) The EoM was inappropriate and soft reporting of a very serious matter. The Audit Firm

has failed to obtain sufficient information which was necessary for expression of opinion.

d)  The Financial Statements did not disclose the calculation of NOF/CRAR as per the RBI’s
method. As a result, the financial impact of the significant variation could not be
ascertained. Thus, the Audit Firm failed to disclose material facts known to them which

were not disclosed in the Financial Statements.

e)  The Audit Firm knew that the disclosure made by the Management regarding NOF/CRAR
was both inappropriate and insufficient. Clearly, the preconditions for an EoM Para as laid
down by Para 6 of SA 706, were not met. This clearly indicates the bias in Management’s
judgement, which the Audit Firm intentionally chose to ignore. The Audit Firm has failed
to carry out the evaluation of Management bias as required by Para 12 of SA 700 (Revised)
and Para A10 of SA 450. The Audit Firm failed to report material misstatement known to
them to appear in the Financial Statements.

f) The Audit Firm has failed to evaluate the reliability, accuracy and completeness of Audit
Evidence as required by Paras 9 and 11 of SA 500, This shows gross negligence and lack of

due diligence on the part of the Audit Firm.

2.4.5 In response to the observations of NFRA in the DAQRR, the Audit Firm’s responses have been

examined and NFRA’s conclusions thereon are as follows:

a) Policy Document

i The Audit Firm has argued that “Considering the fact that the source and nature of
the document relied on by us was one which was submitted to the RBI, the primary
regulator of the Company, and the RBI itself had relied upon it, in our view was
sufficiently reliable and thus constituted sufficient appropriate evidence. Our
procedures for obtaining audit evidence included discussions (inquiry) with the
Management and joint auditors (who were also long-standing predecessor auditors

of the Company) .
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The contention of the auditor to consider a document submitted to the RBI as
received from another source (Para A26 of SA 500) i.e. from previous Auditor
(DHS) cannot be considered as evidence as it is merely an extract of the document
submitted by the Management to RBI. Further, the words of auditor that “the RBI
itself had relied upon it” is a vague statement because mere submission of any
document/letter/ communication to the RBI is no proof that the RBI had relied upon
it. Looking at the significance of the document (board policy) it was important for
the Audit Firm to obtain the original document and to verify any misstatement
observed during the Audit. In eAudit file, no evidence or communication were found
where the document was requested by the Auditor from the Management. Therefore,
it is clear that the auditor failed to exercise professional skepticism and relied only
on “Letter to RBI” provided by the Joint Auditor.

Para A14 of SA 500 is reiterated below:

Al4. Inspection involves examining records or documents, whether internal or
external, in paper form, electronic form, or other media, or a physical examination
of an asset. Inspection of records and documents provides audit evidence of
varying degrees of reliability, depending on their nature and source and, in the case
of internal records and documents, on the effectiveness of the controls over their

production.

The above Para, clearly states that the reliability of Audit Evidence depends upon
the nature and source of records and documents. In this case, the Board Policy was an
internal document and even the joint auditor who were a long-standing predecessor
auditor of the Company had not submitted the copy of original policy. This shows

the failure of Audit Firm to obtain sufficient appropriate Audit Evidence.

The Auditor has quoted Para 4 and Point ¢ of Para 5 of SA 299 and argued that the
Audit Firm did not solely rely on the joint auditor for NOF/CRAR matter and had
independently evaluated the Policy of the Company. However, no working paper in
support of this contention was disclosed by the Auditor in any of their replies about

the procedure of evaluation of policy for NOF/CRAR.

The Audit Firm has also stated that “The policy of compliance with NOF and CRAR
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requirements in the context of the RBI inspection was also discussed by us with the
Board in their meeting held on 28 May 2018. In all the said discussions...upon.”.
This, in fact, proves the point that the Audit Firm has not obtained any Audit
Evidence independently and simply relied on the Management and the Joint Auditor.

b) Definition of Companies under the Same Management

i. The Auditor has repeated the same line of argument as earlier without any
other/additional evidence or workings in support of the argument. The argument that
the definition of “companies in the same group” is an interpretive issue is completely
misleading. The RBI Master Direction 2016, Direction 3(vi) gives a clear definition
of “companies in the same group” which is consistent with the legal position as well
as consistent with the stand taken by RBI. As far as the Regulator is concerned, RBI
has time and again clarified the matter of “companies in the same group”, which has
significant implications for NOF/CRAR, and, consequently, for the presentation of
Audited Financial Statements. Thus, the Audit Firm had ignored the
overwhelmingly clear legal position as brought out by Companies Act, 1956,
Companies Act, 2013, RBI Act, 1934, RBI Master Directions, 2016, and RBI
Inspection Reports and chose to accept the stand taken by the Management without
guestioning it even once. The Audit Firm did not critically evaluate the
Management response in the light of the applicable law and the regulatory directions.
Further, the Audit Firm’s own admitted view that the Auditee needs to follow RBI’s
instructions on its reporting of NOF/CRAR was not appropriately expressed in the
Audit Report.

ii.  The RBI in its email dated 27" March, 2017, had clearly stated that the compliance
submitted by the company “pertaining to major issues like group exposure, ..., etc.
are not accepted”. This clearly shows that RBI had taken a final view even in March,
2017, and not in November, 2017. Further, as mentioned previously, timeline given

by the RBI is not the criteria to validate that the Management’s view was cOrrect.

C) Emphasis of Matter

i. As per Para A2 of SA 706, para 6 limits the use of an Emphasis of Matter paragraph
to matters presented or disclosed in the financial statements.
Para 6
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If the auditor considers it necessary to draw users’ attention to a matter presented
or disclosed in the financial statements that, in the auditor’s judgment, is of such
importance that it is fundamental to users’ understanding of the financial statements,
the auditor shall include an Emphasis of Matter paragraph in the auditor’s report
provided the auditor has obtained sufficient appropriate audit evidence that the
matter is not materially misstated in the financial statements. Such a paragraph

shall refer only to information presented or disclosed in the financial statements.

Para 6, clearly explains that Auditor shall use Emphasis of Matter para in the
auditor’s report only when the auditor has obtained sufficient appropriate audit
evidence that the matter is not materially misstated in the financial statements. In
the present case, Auditor has not obtained sufficient appropriate audit evidence that
the matter is not materially misstated. Therefore, the use of EOM para is not

appropriate.

The Audit Firm has given three arguments to support the statement, “the matter did
not require a qualification/ adverse opinion/ disclaimer of opinion.” However, the

claim is not tenable due to following reasons:

o As brought out above, the stand taken by the Management ignored the
overwhelmingly clear legal position as brought out by Companies Act, 1956,
Companies Act, 2013, RBI Act, 1934, RBI Master Directions, 2016, and RBI
Inspection Reports. Thus, to state that, “Though the method of computation
was different from that adopted by the RBI, the disclosures were in line with
the principles set out in the Accounting Standards” is not acceptable and
brings out gross negligence and lack of due diligence on the part of the Audit

Firm.

o Timeline given by the RBI is not the criteria to validate the argument that the

Management’s view was COITect.

o The calculation of NOF/CRAR is part of presentation or disclosure in
financial statement and also important for the understanding of the users of
the Financial Statement. EoM Paragraph is not a substitute for a qualified, or
adverse, or disclaimer of opinion, and for appropriate disclosures in the
Financial Statements (Para A3 of SA 706).
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On one hand, the Audit Firm says that the disclosure of information was appropriate
for the users/readers of General Purpose Financial Statements and on the other hand
it says that the Management should have given a detailed note in the Financial
Statements. Clearly, the Audit Firm knew that the disclosure was both inappropriate

and insufficient.

With respect to significant audit procedures claimed to have been carried out by the
Audit Firm (which is nothing but internal records of minutes of meeting with RBI
and a letter written to RBI), it is again reiterated that the company’s internal
documentation of matters discussed in the RBI office cannot be construed as valid
Audit Evidence for matters discussed between the RBI and the Auditee.

Based on the letter submitted to RBI and discussion with the Joint Auditor, the Audit
Firm has stated that “Nothing came to our attention that caused us to believe that the
above information was not reliable”. The Audit Firm has, thus, again failed to show
that they have obtained any Audit Evidence independently besides relying on the
Management and the Joint Auditor.

The Audit Firm has stated that ‘The issue is whether an Exception Reporting to the
RBI should be made only if there is a qualification/ adverse opinion/ disclaimer of
opinion in the Audit Report.” The Audit Firm has agreed that there was divergence
from clarifications/ guidelines/ directions issued by the RBI which required an
Exception reporting to RBI. The issue is when an Exception Reporting to the RBI is
made, (especially when the Management ignored the overwhelmingly clear legal
position as brought out by Companies Act, 1956, Companies Act, 2013, RBI Act,
1934, RBI Master Directions, 2016, and RBI Inspection Reports), has the Audit Firm
obtained sufficient appropriate audit evidence (as required by Para 7a of SA 705) to
conclude that the financial statements as a whole are freefrom material misstatement.

There is no Audit evidence to support this claim.

The Audit Firm has, in its reply to question on Analytical Procedure has stated that
they were not able to find the Credit Rating Agency ICRA’s report published on 28"
March, 2018. Now, they are relying on the CARE report dated 16 August 2018, which

was issued after the Audit Report was signed, to state that, “the report considered the
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significance of this disclosure in the audited financial statements for the year ended
31 March 2018 in forming its view regarding the Rating for the Company”. In fact,
given the same analogy, if the Audit Firm had issued a Qualified opinion, when it
was due, many investors would have been forewarned about the ILFS crisis which
unfolded in the ensuing weeks.

d) Financial Impact

i The Audit Firm has referred to Paragraph 96 of IAS 1, which is not part of Ind AS
1, the applicable law in India. Hence, the Audit Firm is trying to mislead NFRA
by reiterating same facts without any substantive evidence and quoting wrong

provisions of the Accounting Standards.

ii.  The fact remains that the Financial Statements never disclosed the calculation of
NOF/CRAR, as per the RBI’s method. As a result, the financial impact of the
significant variation could not be ascertained. No user of the Financial Statements
could have had any clue as to the magnitude or the seriousness of the financial
impact. This proves that, contrary to what the Audit Firm claims, the Management

prevailed in not making a detailed disclosure.

iii. A key consideration regarding the disclosure of the NOF/CRAR numbers as per
the RBI definition would have been the materiality of the misstatement involved in
not doing so. By all standards of materiality, the misstatement was monumental.
However, CA N Sampath Ganesh maintained, at the hearing, that he did not
consider the non-disclosure to be a material misstatement. Not only is this stand in
direct contradiction to the conclusion of the Audit Firm that the RBI method should
be followed, but this staggering conclusion raises serious questions about the

capacity and the overall judgement of the EP.

e) Management Bias and Lack of Independence

i. The argument of the Audit Firm is that “While most of the communications between
the Company and the RBI (including the inspection report dated 6 May 2016, 14
September 2016 and letter dated 1 November 2017) took place prior to the
commencement of our field work in 2018 for the audit of the year ended 31 March

2018, we understoodthe issue in detail from management and examined the relevant
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underlying documents including the RBI Inspection Reports — refer WP attachment
2.5.3.70 of eAudit file.” So, the reason given by the Auditor that communications
between Auditee and the RBI took place prior to the commencement of their work
gives no relief to the Audit Firm from its duties. It is the duty of the auditor to
gain/inspect/ inquire and get all the knowledge about any materially significant
transaction, whether it happened during the year of audit or in past years, which can
change the opinion of the Auditor. It was evident from the trail of correspondence that
the Management was continuously trying to buy time to comply with the instructions
of RBI. This clearly indicates bias in their judgement. The Audit Firm failed to
recognize this bias. The Audit Firm did not place any reliance on RBI
communications and Inspection Reports. The Audit Firm’s contention that they
obtained sufficient appropriate Audit Evidence is false as they relied solely on

enguiries with, and representations by, the Management.

Further, the contention of the auditor that “By that time the Company had also
accepted to implement the RBI's views on computation of group exposures. Thus, it
provided support that the risk of possible management bias was minimized
effectively.” clearly reflects the poor judgement of the Auditor as there was no
evidence to indicate the acceptance of RBI’s view by the Management. The Audit

Firm did not place any reliance on RBI communications and Inspection Reports.

The Audit Firm has accepted that they did not communicate with RBI to get a
clearer view and relied only on Management Representation and the document
shared by the Joint Auditor.

On examining the WP attachment 2.5.1.10 (As referred by the Audit Firm- Refer
Cell G62 and G67 of tab: “BM Aug-Dec and Mar 18” and cell G31 and G32 of tab:
“ACM Aug-Dec and mar18” in WP attachment 2.5.1.10 of eAudit file.) it is observed
that AC and Board discussed how the after effects of adopting the RBI Directions to
reduce the group exposure would affect the funds and projects of the Auditee
Company. On the other hand, the Audit Firm has stated that the Management
should have given a detailed note in the Financial Statements. This was an indicator

of management bias, completely ignored by the Audit Firm.

Para A10 of SA 450 requires the Auditor to evaluate indicators of possible bias in

Management’s judgments. The Audit Firm has failed to carry out such evaluation.
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f) Minutes of Purported Meeting with the RBI

The Auditor has adopted the same line of argument in its reply which is already considered
at DAQRR stage. The argument that “The aforesaid letter was duly acknowledged by the
RBI and there was no negative response from the RBI to the letter” cannot be construed as
Approved Minutes of the Meeting. Discussion in Audit Committee or with Joint Auditors
cannot suffice for due Audit Procedure as there was a major difference in view of the RBI
on one hand, and the Auditee on the other. No independent analysis has been carried out
by the Audit Firm. The minutes of the meeting were presented by the “Management”
indicating Management Bias and the Auditor’s failure to notice the same. Therefore, the
conclusion of NFRA that these WPs cannot be construed as valid evidence, in light of Paras
9 and 11 of SA 500, gets reaffirmed.

2.4.6 In view of above, NFRA is reinforced in its earlier conclusion that:

a)  The Audit Firm has failed to obtain sufficient appropriate Audit Evidence as required by
Para 9 of SA 500. The Audit Firm has not exercised due diligence, and have been grossly

negligent in the conduct of their professional duties.

b)  The Audit Firm ignored the overwhelmingly clear legal position and chose to accept the
stand taken by the Management without questioning it even once. The Audit Firm failed

to exercise due diligence and professional skepticism, as required by the SAs.

¢)  The EoM was inappropriate and soft reporting of a very serious matter. The Audit Firm

has failed to obtain sufficient information which was necessary for expression of opinion.

d)  The Financial Statements did not disclose the calculation of NOF/CRAR as per the RBI’s
method. As a result, the financial impact of the significant variation could not be
ascertained. Thus, the Audit Firm failed to disclose material facts known to them which

were not disclosed in the Financial Statements.

e)  The Audit Firm knew that the disclosure made by the Management regarding NOF/CRAR

was both inappropriate and insufficient. Clearly, the preconditions for an EoM Para as laid
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down by Para 6 of SA 706, were not met. This clearly indicates the bias in Management’s
judgement, which the Audit Firm intentionally chose to ignore. The Audit Firm has failed
to carry out the evaluation of Management bias as required by Para 12 of SA 700 (Revised)
and Para A10 of SA 450. The Audit Firm failed to report material misstatement known to
them to appear in the Financial Statements.

The Audit Firm has failed to evaluate the reliability, accuracy and completeness of Audit
Evidence as required by Paras 9 and 11 of SA 500, This shows gross negligence and lack of
due diligence on the part of the Audit Firm.
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2.5 RBIINSPECTION MATTERS: TTSL

2.5.1 In its communication dated 7th August, 2019, NFRA had conveyed its prime facie conclusions

as follows:

a)  RBI’s Inspection Report dated 14™ September, 2016, had recommended a provision of
%253.55 Crores as on 31 March, 2015, (i.e. full value) againstthe shares of TTSL held by
IFIN. Similarly, the same direction was reiterated by the RBI in its Inspection Report dated
15 November, 2016. There is no mention of this in the Audit WPs.

b)  The TTSL shares had clearly only zero value even on the date of transfer of the same to
IFIN as settlement against loans of ¥323.15 Crores outstanding against Siva Group. In
addition, the so called put option backing the shares was not even a fig leaf. The option
writer, SREPPL, was not creditworthy. The Shareholder’s Agreement and Option
Agreements in this case were not examined. The option contract was not a standard contract

traded on a stock exchange.

c)  The Guidance Note on Derivatives issued by the ICAI did not apply to the derivatives on

the TTSL shares for the reasons explained.

d)  The entire recovery of the amount on the derivative contract was solely predicated on the
expected sale of property by HCPL at a price of Z3000 Crores. The Audit Firm had not
subjected the so-called recoverability to any degree of challenge and had not displayed the

required professional skepticism. The Audit Firm had not:

i verified the Financial Statements of Shanmuga Real Estate and Properties Private

Limited (SREPPL) who was the option writer and, therefore, the principal debtor;
ii.  examined the title to the land based on which the entire security structure was set up;
iii. had not subjected to any degree of scrutiny, the valuation model, assumptions

inherent in the model, and the source from which input data for the model were

obtained; and

iv. ensured that the disclosures required in such case were provided by the company.
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e)  The valuation of the derivative asset (in the form of the put option) of 3184.3 Crores is
completely unjustified and appears to be a calculated fraud acting in support of the
Management to inflate the profit. This value of the derivative is 90% of the years’ Profit

before Tax.

f) Conclusion: The ET had not done any due diligence and required audit verification for
examining the company’s response to the RBI’s conclusion quoted above. It was also clear
that the ET had actively assisted the Auditee Company to desist from providing for the loss
0f 190 Crores on the OCDs as advised by the RBI. The ET had, therefore:

i failed to disclose material facts known to them which are not disclosed in a Financial
Statement, but disclosure of which is necessary in making such Financial Statement

where they are concerned with that Financial Statement in a professional capacity;

ii. Failed to report material misstatements known to them to appear in a Financial

Statement with which they are concerned in a professional capacity.

2.5.2 The Audit Firm, in its responses dated 30" August, 2019, and 10" September, 2019, has stated

as follows:

a) Both the above quoted RBI Inspection Reports are attached in zip file embedded in
attachment 2.5.3.70. Besides the RBI conclusions have been placed before the Audit
Committee in the presentation made on 28" May, 2018 (Slide 14). While a 100% provision
against the shares was made as of 31March, 2018, the put option against those shares were
valued at 184 Crores. Thus, a net provision of 70 Crores (3254 Crores — X184 Crores)

was made in the Profit and Loss account.

b) BSR was appointed as auditors of the Company for the first time for the year 2017-18 and
therefore had not performed the audit of the Company for any of the PY's. BSR focused its
audit effort on the valuation of the equity shares of TTSL and not its acquisition cost. The
aforesaid Put Option was written by SREPPL which was guaranteed by Chennai Properties
India Limited ('CPIL"). The Shareholder's and Option agreement was obtained and
reviewed -refer Pg. 12.559-12.600 of file Sr. No. 17 Tata Teleservices Ltd. (12.484-12. 638)
in file 2. 2 IFIN March 2018 File no. 12 - Investment in folder other WPs of our Audit File.

¢)  The put option valuation was done as per the Guidance Note on Accounting of Derivatives
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that requires valuation of derivatives. The Guidance Note applies to Option contracts

regardless of whether they are for listed or unlisted securities.

The recoverability of the put option value was predicated on the expected cash flows from
the contract between CPIL, who was the guarantor and Hill County Properties Ltd (HCPL),
wherein CPIL was entitled to a fee for services to be rendered. HCPL, who was the
counterparty to the agreement with CPIL, was a related party of IL&FS. The details of the
land parcels of HCPL that were covered by the agreement that entitled CPIL to the revenues
was listed as part of the agreement. The assumptions for the earnings on sale of developed
property appeared reasonable - copy of the workings provided to us by the Company was
included in 'Pg. 12.617' of File 'SR.N0.17 Tata Teleservices Ltd. (12.484-12-638)" in file '2.2
IFIN March 2018 File No. I2-Investments' in Folder 'Other Work Papers'. As per the
information provided to us by management, the Company planned to collect the cash flows
underlying the put option as and when the cash flows accrued from the aforesaid agreement.
The information was also provided in the Annexure Il to the letter to RBI dated 16" May,

2018, in response to RBI's communication of 13" March, 2018.

The key inputs considered in the option valuation model included fair value of the share,
cash flows from the underlying contract, time of maturity, strike price, risk free interest
rate, volatility, etc. The basis of underlying cash flows was the projected revenue from the
contract between CPIL and HCPL which minimized risk of diversion of these proceeds due
to the Hypothecation and Escrow arrangement of these receivables and the fact that the payer
was a group company of IL&FS. BSR did not rely upon the work that may have beendone
by ‘Internal Valuation Team of M/s. Deloitte Haskins & Sells LLP’ and had performed its
own work. Accordingly, impairment of independence, if any, of Deloitte had no effect on
its opinion. In the given situation, the relevant input was the estimated cash flows from the
developed property and its timing (rather than valuation of land parcels) which was
obtained and reviewed by the ET -refer 'Page 12.617' of File 'SR.N0.17 Tata Teleservices
Ltd. (12.484-12-638)" in file '2.2 IFIN March 2018 File No. 12-Investments' in Folder 'Other

work papers' and the same were considered reasonable.

Based on the explanation provided, the Audit Firm believed that it had:

i. NOT failed to disclose material facts known to them which are not disclosed in a
Financial Statement, but disclosure of which is necessaryin making such Financial

Statement where they are concerned with that Financial Statement in a professional

capacity;
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ii. NOT failed to report material misstatement known to them to appear in a Financial
Statement with which they are concerned in a professional capacity.

2.5.3 NFRA had examined the above contentions of the Audit Firm and had concluded as follows in
DAQRR:

I. The principal debtor (put option writer) in this case was SREPPL. Their financials were
not examined by the Audit Firm. In fact, the Audit Firm has not even made any such
claim. While the Financial Statements of the principal debtor may not reveal the full story
about its creditworthiness, the requirement of having to obtain sufficient appropriate
evidence to assess the credit risks involved in this case required that the Financial
Statements of SREPPL should have been examined. The Audit Firm has, therefore,
completely failed in its duty to obtain and evaluate sufficient and appropriate Audit

Evidence that was absolutely essential to assess the valuation of the Put Option.

ii. Reference has been made to a Guarantee Agreement in which CPIL (a Siva Group
Company) had provided a guarantee to IFIN that 2 companies of the Siva Group namely,
Siva Green Power and SREPPL, would comply with their obligations to IFIN. The total
liability of CPIL in the guarantee had been capped at Z300 Crores. This was in a situation
where the liability of SREPPL under the put option was 2253 Crores and the liability of
Siva Green Power for OCDs was X190 Crores, totalling 443 Crores in all. Clearly, the cap
on the guarantee amount was grossly inadequate and this was itself an indicator that the

recoverability of the Put Option was clearly in doubt.

iii.  NFRA has reviewed the referred WP at 'Page 12.617' of File 'SR.N0.17 Tata Teleservices
Ltd. (12.484-12-638)" in file '2.2 IFIN March 2018 File No. I2-Investments' in Folder
‘Other work papers’. It is noted that there are NO assumptions for the earnings on sale of
developed property found documented in the working. In fact, the working referred at 'Page
12.617' of File 'SR.N0.17 Tata Teleservices Ltd. (12.484-12-638)" in file '2.2 IFIN March
2018 File No. 12-Investments' in Folder 'Other work papers' is a very inadequate and vague
tabular presentation of figures with unknown source or headings. Clearly, the Audit Firm

has utterly failed in obtaining sufficient and appropriate audit evidence.

iv.  The Audit Firm has stated, “the assumptions for the earnings on sale of developed property
appeared reasonable”. However, no sufficient appropriate evidence has been provided on

the basis of which the Audit Firm had arrived at such a sweeping conclusion.
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It is understood that the Audit Firm based the assurance of recoverability of the value of
the put option on the revenue generated from the entity’s own Related Party, i.e. HCPL.
However, the Audit Firm has not gone through the basic requirement of checking the
charges that had been registered against the properties of HCPL and the extent to which
balance, if any, of the asset values on realisation would be available to meet HCPL’s
obligations to CPIL. It is very clear that the Audit Firm has completely failed to obtain
sufficient appropriate audit evidence to satisfy itself about the credit risk associated with
the fulfilment of the put option by SREPPL.

As far as the applicability of the ICAI Guidance Note on Accounting for Derivative
Contracts (GN), to the put option in this case is concerned, the statement of the Audit Firm
that the valuation of the put option changes in response to the underlying change in the
price of TTSL shares, is found to be factually incorrect. With the TTSL share being
unquoted and unlisted at any Stock Exchange, the valuation or price of those shares is not
objectively discoverable. The Audit Firm has also drawn attention to the Para 11 of the
GN to the effect that “this list is meant to be illustrative only and not exhaustive”. All the
items listed in the said Para 11 are examples of instruments traded on stock exchanges.
Therefore, the statement that the list is illustrative only and not exhaustive, cannot be
interpreted to mean that instruments which do not share the tradability characteristic of the
instruments in the list, could be included. The statement that the list is only illustrative and
not exhaustive has to be read ejusdem generis with the items in the list above. The GN in

guestion, therefore, does not apply to the put option.

It is pertinent to note that the “Scope” of the GN covered under paragraphs 8- 11, is
summarised in Paragraph 11, which states that “The Guidance Note, thus, applies...”,
describing the final scope of the GN after taking into account everything which precedes
it.

Even assuming for the sake of argument, but not admitting, that the GN is applicable to
present put option, the Audit Firm had ignored the stipulation of Para 17 of the said GN.
This paragraph defines the fair value in the context of derivative contracts as the “exit price”
i.e. the price that would be received when transferring an asset to a knowledgeable and
willing counter party. The fair value should also incorporate the effect of credit risk
associated with the fulfilment of future obligations. The extent and availability of collateral
should be factored in while arriving at the fair value of a derivative contract. For the reasons

explained in NFRA’s prima facie conclusions (the past credit record of the borrower group,
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the opacity and complexity of the credit support agreements, and the Audit Firm not
having scrutinised and evaluated all the relevant documents and valuation reports), NFRA
concludes that the Audit Firm has not obtained sufficient, appropriate audit evidence for
this “exit” price. Therefore, this GN does not apply to the financial instrument under
discussion which does not share the tradability characteristics of the instruments listed in
Para 11 of the GN.

vii.  The Audit Firm has claimed that the impairment of joint-auditor’s independence had no
consequence on the working of the Audit Firm. “We would like to state that we did not
rely upon the work that may have been done by ‘Internal Valuation Team of M/s. Deloitte
Haskins & Sells LLP’ and we have performed our own work.” However, the Audit Firm
has failed to provide any WP reference of claimed “own work” in reference to valuation of
the so- called ‘derivative’ asset. Further, NFRA has carefully gone through all the WP
references quoted in the responses and also could not find any work done by the Audit
Firm. Therefore, the response of the Audit Firm cannot be accepted as the Audit Firm has
failed to document sufficient appropriate audit evidence.

The WP referred at 'Page 12.617' of File 'SR.N0.17 Tata Teleservices Ltd. (12.484-12-638)'
in file '2.2 IFIN March 2018 File No. 12-Investments' in Folder 'Other work papers' fails to
provide any working supporting the Audit Firm’s claim that “the relevant input was the
estimated cash flows from thedeveloped property and its timing (rather than valuation of
land parcels)”. There is no evidence of any observations made by the reviewer in the said
WP. The WP is merely a table of some unexplained figures with no background or reasoning

to support even an iota of the Audit Firm’s stated conclusion.

viii. The statement, “our Firm was appointed as auditors of the Company for the first time for the
year 2017-18 and we had not performed the audit of the Company for any of the PYs,”
doesn’t befit a responsible auditor. NFRA would like to draw to the Audit Firm’s attention
to the fact that the SAs do not distinguish between first-time auditor or otherwise. On the
contrary, SA 510 lays additional and specific requirements upon the auditor for initial audit
engagements. Further specific attention is drawn to Para 10 of SA 510, which states, “If
the auditor is unable to obtain sufficient appropriate audit evidence regarding the opening
balances, the auditor shall express a qualified opinion or a disclaimer of opinion, as
appropriate, in accordance with SA 705.” Accordingly, itis noted that the auditor has failed
to gather sufficient appropriate evidence regarding opening balances of investments and

therefore, as such, the explanation of the auditor is not acceptable under the circumstances.
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If the argument of the Audit Firm that the option had a value of around X180 Crores was
to be accepted, there was no reason why this was not reflected in the Balance Sheets as of
31*March, 2016, or 2017. The fact that this option contract was brought into the books as
of 31t March, 2018, only served to confirm the prima facie conclusion of the NFRA that
this action was only a method used by the Management to inflate the profit, and that the
Audit Firm did not display the required professional skepticism and challenge the evidence

produced by the Management.

Para 18 of SA 700, which states, “If Financial Statements prepared in accordance with the
requirements of a fair presentation framework do not achieve fair presentation, the auditor
shall discuss the matter with management and, depending on the requirements of the
applicable financial reporting framework and how the matter is resolved, shall determine
whether it is necessary to modify the opinion in the auditor’s report in accordance with SA
705.”

On Slide 14 of the Audit Committee presentation made on 28" May, 2018, the Audit Firm
has mentioned, “Company’s holding of TTSL shares at a value of ¥253 Cr and OCDs of
Siva Green @ X190 Cr was identified by RBI as loss asset; Company’s response to the

above and current status is covered in the ‘Investment’ section of this presentation”.

On Slide 23 — ‘Management Estimates — Investments’, the Audit Firm has mentioned:
Tata Teleservices Ltd (Equity) — “The Company has made full provision against TTSL

shares”.

Siva Green (OCD) — “Specific provision of 400 Million made as additional standard asset
provision. Financial statements and valuation not available. Shortfall, if any to the extent
of %1,500 million, covered through receivable from Affordable Housing Joint Venture

between Shiva Group and ITUAL. Signing of binding agreements expected by June 2018.”

Derivative Asset — “IN accordance with Guidance note issued by ICAI on Derivative
transaction, During the year, the Company has fair valued Put option whereby SREPPL has
obligation towards the Company to buy TTSL share at the Company’s cost and accordingly
MTM of 1,843 Million recognized”.

Clearly, the Audit Firm has failed to gather any evidence in this matter to arrive at the stated

understanding or conclusion. Consequently, the Audit Firm’s duty/responsibility does not
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get completed by merely highlighting the matter to the Audit Committee; it is further
apparent in light of Para 18 of SA 700 that depending on the requirements of the applicable
financial reporting framework and how the matter is resolved, the Audit Firm determines
whether it is necessary to modify the opinion in the auditor’s report in accordance with SA
705.

The SAs define ‘Professional judgment’ as “The application of relevant training,
knowledge and experience, within the context provided by auditing, accounting and ethical
standards, in making informed decisions about the courses of action that are appropriate in
the circumstances of the audit engagement”; and ‘Professional Skepticism’ as “An attitude
that includes a questioning mind, being alert to conditions which may indicate possible
misstatement due to error or fraud, and a critical assessment of evidence.” Fraud is “an
intentional act by one or more individuals among the management, those charged with
governance, employees, or third parties, involving the use of deception to obtain unjust of illegal

advantage’’.

The Audit Firm’s submission that “such decisions are purely business decisions for the
Management of the Company to take,” is indicative of the casual attitude adopted by the
Audit Firm in a situation where the Audit Firm had to exercise its professional skepticism
and judgement. This is reinforced by the fact that Audit Firm has not noted that the carrying
of restructured dead investments in TTSL, year-after-year, at a value not supported by any

evidence, was a clear example of fraud.

The Audit Firm has stated, “the matter was also under RBI's consideration as at the date
of our opinion,” which is factually NOT correct. In light of RBI’s Inspection Reports as
observed and noted by NFRA in its Prima-facie observations/comments/remarks, RBI’s
letters were conclusive in nature. Merely writing back in response to the regulator’s
directions does not in any manner tantamount to the matter continuing to be under

consideration by the RBI.

NFRA reiterates its view that the complicated nature and multi-layered character of these
agreements that supposedly provided the assurance that there would be no counterparty
risk required very convincing evidence to be demanded, and rigorous challenge to such
evidence and the Management by the Audit Firm. This set of agreements also called for
the exercise of a high degree of professional skepticism. There is no evidence whatsoever

in the Audit File that such evidence was called for, or such evidence as was in fact provided
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was subject to even an iota of challenge or skepticism. On the contrary, the Audit Files
clearly indicate a meek, and when the totality of the evidence is considered, disclose what
might even be described as an eager, willingness to accept the explanations provided by
the Management.

2.5.4 NFRA, therefore, concluded as follows in DAQRR:

a)  The Audit Firm has failed to obtain sufficient appropriate Audit Evidence as required by
Para 9 of SA 500. The Audit Firm has not exercised due diligence, and have been grossly

negligent in the conduct of their professional duties.

b)  The Audit Firm ignored the overwhelmingly clear legal position and chose to accept the
stand taken by the Management without questioning it. The Audit Firm failed to exercise

due diligence and professional skepticism, as required by the SAs.

c)  The Audit Firm has failed to evaluate the reliability, accuracy and completeness of Audit
Evidence as required by Paras 9 and 11 of SA 500. This shows gross negligence and lack of

due diligence on the part of the Audit Firm.

d)  The valuation of put option and equity shares of TTSL was inappropriate and misleading
reporting of a very serious matter. The Audit Firm has failed to obtain sufficient

information which was necessary for expression of opinion.

2.5.5 The Audit Firm’s replies in response to the observations of NFRA in the DAQRR have been

examined and NFRA'’s conclusions thereon are as follows:

a) In response to para 2.5.3 (i) the Audit Firm claims to disagree with the NFRA's conclusion
stating that the Management's expectation was to realise cash flows from the agreement
between HCPL and CPIL and not from SREPPL’s existing assets or business. This is clear
from the Company’s letter to the RBI dated 16 May 2018 (refer S610 to S612 of file ‘4.RBI
(Page S470 to S623)’ in Folder 5. IFIN March 2018 File No. S-Others’ in ‘Other work
papers’ of our audit file) wherein the Company had provided the Put Option agreement and
the CPIL Guarantee document in support of its recoverability assessment for the TTSL and

Siva Green exposures.

The Audit Firm’s contention that the Management's expectation was allegedly only to

realise cash flows from the agreement between HCPL and CPIL and not from SREPPL
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existing assets or business, does not change the fact that the principal debtor (put option
writer) in this case was SREPPL and that their financials were not examined by the Audit
Firm. In fact, this appears to a cover-up of the Audit Firm’s negligence because the books
of IFIN stated SREPPL as the principal debtor.

In response to Para 2.5.3(ii), the Audit Firm asserts that the recovery of the amount of 2
253 Crores, at which the TTSL shares were carried in the balance Sheet, was secured by
the Put Option written by SREPPL that was guaranteed by CPIL. As per the terms of the
guarantee of CPIL, CPIL’s liability was capped at 60% of its realisation from the MoU with
HCPL. The Management’s assessment of CPIL’s realization from its MoU with HCPL was
approx. 3436 Crores and thus it was expected to realise 3253 Crores under the Put Option
with SREPPL. The Audit Firm also claims that for the dues of 2190 Crores, IFIN had
access to the cash flows from the Affordable Housing Project to the extent of 150 Crores
that were hypothecated to IFIN which was available for its exposure to Siva Green. The
Audit Firm further claims that this was in addition to the amount guaranteed by CPIL under
the guarantee to the extent of 2300 Crores as would be clear from a reading of the
documents. The Company had made an additional Standard Asset provision of 340 Crores
to the extent of the shortfall.

It is seen that the Audit Firm has tried to manipulate the facts by asserting that the value of
TTSL shares, of X 253 Crores, was secured by the Put Option written by SREPPL that was
guaranteed by CPIL, and for the dues of 190 Crores, IFIN had access to the cash flows from
the Affordable Housing Project to the extent of X150 Crores that were hypothecated to
IFIN. NFRA has analysed the WP referred by the Audit Firm and reconfirms its view that
CPIL (a Siva Group Company) had provided a guarantee to IFIN for two companies of the
Siva Group namely, Siva Green Power and SREPPL, to comply with their obligations to
IFIN. The total liability of CPIL in the guarantee had been capped at 300 Crores against the
stated liability of 3443 Crores (253 Crores plus X190 Crores). Consequently, the Audit
Firm’s arguments regarding recoverability of the Put Option and exposure of Siva Green

are not found tenable.

In response to Para 2.5.3(iii) and (iv), the Audit Firm states that they obtained sufficient
and appropriate evidence as the key information in the working referred to is the amount
that was expected to be realised from sale of land parcels. The Audit Firm refers to the
agreement between CPIL and HCPL (Refer Pg. 12.601- 12.616 in file Sr. No. 17 Tata
Teleservices Ltd. (12.484-12. 638) in folder 2. 2 IFIN March 2018 File no. 12 — Investment
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in folder Other work papers of the Audit File and the workings of the cash flow Refer Pg
12.617' of File 'SR.N0.17 Tata Teleservices Ltd. (12.484-12-638)" in file '2.2 IFIN March
2018 File No. 12-Investments' in Folder 'Other Work papers' of the Audit File), and states
that the total land area was 623 Acres. The Audit Firm states that the assumption by
management was a total realisation of Rs. 2,637 Crores out of 560 acres of the said land
which translates to a realisation per Acre of about *4.71 Crores which was in line with the
rates prevailing in those areas as at the balance sheet date. Based on the above, the total
revenue estimated for CPIL was 3436 Crores which was sufficient to meet CPIL's

guarantee obligation to IFIN against the Put Option.

NFRA has again examined Page 12.601- 12.616 in file Sr. No. 17 Tata Teleservices Ltd.
(12.484-12. 638) in folder 2. 2 IFIN March 2018 File no. 12 — Investment in folder Other
work papers of the Audit File and the workings of the cash flow (Refer Pg 12.617' of File
'SR.N0.17 Tata Teleservices Ltd. (12.484-12-638)" in file '2.2 IFIN March 2018 File No. 12-
Investments' in Folder 'Other Work papers' of the Audit File) as referred to by the Audit
Firm.Based on reassessment, it is seen that there is one estimate for sales realisation but NO
assumptions for the earnings on sale of developed property found documented in the
working. The quality of WP, as already stated, remains very inadequate and vague. No
sufficient appropriate evidence is still found to support the Audit Firm’s sweeping
conclusion that “the assumptions for the earnings on sale of developed property appeared

reasonable”.

In response to Para 2.5.3(Vv), the Audit Firm has stated that HCPL's secured borrowings
was mostly from IFIN, IL&FS and its group companies (31,688 Crores) and had very little
secured external borrowings (X130 Crores) (Refer tab: ‘HCPL Security Value’ in WP
attachment 2.260 of the eAudit file) and most of HCPL's land parcels that were part of the
MoU between HCPL and CPIL were charged to IL&FS and IFIN on a pari-passu basis
(Refer table starting from row 53 in sheet “HCPL Group” in WP attachment 2.260 and cell
no. “Q75 to Q142” in sheet “Loan Classification” of the file embedded in tab: “Secured &
Unsecured Loan” in WP attachment 2.330). Based on the above, the cash flows estimated
would have been sufficient to meet the obligations to lenders of HCPL as well as for CPIL

dues.

In the Audit Firm’s statement that HCPL's secured borrowings was mostly from IFIN,
IL&FS and its group companies (X 1,688 Crores) and had very little secured external
borrowings (X130 Crores), very critical points are found missing, such as (i) whether the

land parcels of HCPL were stock held in trade or fixed assets, (ii) whether HCPL would
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give preference to clear dues of Siva group company over its own group companies and (iii)
whether any other charges had been registered against the properties of HCPL and (iv) the
extent to which balance, if any, of the asset values on realisation would be available to meet
HCPL’s obligations to CPIL. In any circumstances, and as has already been pointed out
earlier, this elaborate “security” arrangement was nothingbut the ILFS group picking up
the tab for the loans given to the Siva group. Under RBI pressure, IFIN had been forced to
provide for the entire outstanding loan. To offset this blow to a substantial extent, the “put
option”, that was clearly of zero value, was taken into the balance sheet at an unjustified
value. The transaction clearly was a deliberate attempt to mislead the users of the financial

statements, and hence, the argument of the Audit Firm is not found acceptable.

In response to Para 2.5.3 (vi), the Audit Firm refers to para 13 of the GN and states that
the key criteria are whether the value of the derivative changes in response to change in the
underlying which in this case is the price/ value of the equity shares of TTSL. The Audit
Firm claims that in the instant case the value of the derivative (using any of the pricing
models such as Black Scholes, Binomial etc.) would indeed change if there is a change in
the price of TTSL shares. The Audit Firm goes on to state that in case where the underlying
asset is not traded, the price/ value of the same could be determined using acceptable

valuation techniques.

The Audit Firm disagrees with NFRA regarding applicability of Guidance Note on
Accounting for Derivatives issued by ICAI to derivatives where the underlying shares are
unquoted/unlisted, and states that para 8 of the GN sets out the principles underlying the
Scope of the GN by a clear statement that 'This Guidance Note covers all derivative
contracts that are not covered by an existing notified Accounting Standard.’ The other parts

of para 8 and para 9 to 13 of the GN are clarificatory and illustrative.

The Audit Firm further states that the ET had performed appropriate procedures on the
valuation of Put Option by assessing the validity of the inputs and variables used in the

pricing model including those relating to credit risk.

NFRA has already clarified its view on the applicability of the GN at the DAQRR stage.
The Audit Firm has not advanced any new arguments. This GN does not apply to the
financial instrument under discussion which does not share the tradability characteristics of
the instruments listed in Para 11 of the GN. The Audit Firm’s claim that the ET had

performed appropriate procedures on the valuation of Put Option by assessing the validity
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of the inputs and variables used in the pricing model including those relating to credit risk is
not found tenable in the absence of any sufficient appropriate audit evidence. NFRA, thus,
reiterates that the Audit Firm has not obtained sufficient, appropriate audit evidence for

this “exit” price.

In response to Para 2.5.3 (vii) of DAQRR, the Audit Firm has stated that the Put Option
valuation particulars can be found in page 12.493 in file ‘Sr. No.17 Tata Teleservices Ltd.
(12.484-12. 638)’ in folder 2. 2 IFIN March 2018 File no. 12 — Investment’ in folder ‘Other
work papers of the Audit File. These are also included in the embedded email in Cell No.
C105 and D105 in the Worksheet titled "'TTSL" in work paper attachment 1.310. A summary

of the document is also provided.

NFRA examined this. The Audit Firm previously referred to the WP at 'Page 12.617' of
File 'SR.N0.17 Tata Teleservices Ltd. (12.484-12- 638)" in file '2.2 IFIN March 2018 File
No. I2-Investments' in Folder 'Other work papers' and now refers to ‘page 12.493” of the
Audit File. It also states that the key assumptions were Stock price as on date, compounded
risk-free interest rate, standard deviation, Probability of Default (PD) and Loss Given
Default (LGD) and refers to ‘page 12.488’ to justify that standard deviation was derived
from the comparable volatility of Tata Teleservices Maharashtra for 1 years (which is
similar for a period of 2 years & 8 months). However, as per the text of document which
shows an email, the ET appears to be asking for such confirmation and the confirmation of
stated assumption is found wanting in the stated WP. A further re-examination of the WP
also reveals that the Audit Firm’s expert advised Binomial Model to be more appropriate to
circumstances than Black Scholes model. Further, the Probability of Default (PD) “was
calculated basis actual historical data which was not available on a public data base and
hence could not be verified” (email from Saaransh Kulkarni to Anuj Rawat Page 12 485).
The PD was taken at 10.04 % as given by the Auditee, without any verification/evidence.
For the Loss given Default (LGD), the Audit firm has now come up with some RBI
instructions relating to Banks which was clearly not part of the original audit evidence.
Therefore, the Audit Firm’s argument that PD considered by the client based on its own
portfolio corresponded to PD for a similar tenor for a credit rating of BB which is the last
notch for investment grade rating is not found to be supported by the Audit Firm’s

contentions and submission.

In response to Para 2.5.3 (viii) of the DAQRR, the Audit Firm has stated that although the

issue of provisioning on TTSL shares was raised by the RBI in earlier years, in the year
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they were appointed as auditors, a full provision for TTSL shares was made at their
insistence. This was done after taking into account the findings in the previous RBI
inspection reports and the facts and circumstances. This demonstrates the professional
skepticism and challenge of management by the ET.

However, as noted by NFRA in its prima facie conclusion, the provisioning in TTSL shares
was countered by completely unjustified valuation of the derivative asset (in the form of
the put option) of X184.3 Crores which appears to be a calculated fraud acting in support
of the Management to inflate the profit. This value of the derivative was 90% of the years’
Profit before Tax. The fact that this option contract was brought into the books as of 31
March, 2018, and was not reflected in the Balance Sheets as of 31% March, 2016, or 2017,
only served to confirm the prima facie conclusion of the NFRA that thisaction was only a
method used by the Management to inflate the profit. It is also clear that the ET had actively
assisted the Auditee Company to desist from providing for the loss of 190 Crores on the
OCDs as advised by the RBI.

Further, the Audit Firm has argued that as per Para A2 of SA 510, ‘the current auditor can
place reliance on the closing balances contained in the financial statements for the
preceding period." As part of verification of opening balances, the Audit Firm has claimed,
perusal of the annual report for the previous year indicated that the audit report was
unmodified. However, Para A2 of SA 510 also states that the current auditor can place
reliance on the closing balances contained in the financial statements for the preceding
period, except when during the performance of audit procedures for the current period
the possibility of misstatements in opening balances is indicated. As stated above,
unjustified valuation of the derivative asset (in the form of the put option) of X184.3
Crores appeared to be a calculated fraud and the Audit Firm should have gathered

sufficient appropriate evidence regarding opening balances of investments.

The argument made by the Audit Firm that, “ While acquisition of TTSL shares was made
in the year ended 31% March, 2015, the RBI Inspection Reports for the year ended 31%
March, 2015, or for later period did not raise any issues on the accounting treatment upon
invocation of shares or classified the same as restructuring” is also baseless because the
option contract was valued for the first time in 2017-18. RBI’s Inspection Report dated 14"
September, 2016, had recommended a provision of ¥253.55 Crores as on 31 March, 2015,

(i.e. full value) against the shares of TTSL held by IFIN. Similarly, the same direction was
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reiterated by the RBI in its Inspection Report dated 1% November, 2016. However, no write-
off was done till 2017-18 and which was countered by the introduction of option contract

and also by not providing for the loss of ¥190 Crores on the Siva Green OCDs.

In response to Para 2.5.3 (ix) of DAQRR, the Audit Firm has stated that the matters were
highlighted to the AC because these involved significant judgements and as required by
para 16 of SA 260 (Revised). The Audit Firm has further stated that based on the audit
procedures performed and responses as above to matters raised in para 2.5.3 (i) to (viii) of
the DAQRR, the ET did not believe it was necessary to modify the opinion in the auditor’s
report in accordance with SA 705.

As clearly showed in DAQRR (Para 2.5.3 (ix)), the Audit Firm has failed to gather any
evidence in this matter. Just by highlighting the matter to the Audit Committee, without
any evidence of the discussion held and conclusions reached, the Audit Firm cannot be
absolved from its duty/responsibility. Further, in view of the discussion above, in light of
Para 18 of SA 700 and failure to obtain sufficient appropriate audit evidence regarding the
opening balances, the Audit Firm should have determined whether it is necessary to

modify the opinion in the auditor’s report in accordance with SA 705.

In response to Para 2.5.3 (x), the Audit Firm has stated that their response that “such
decisions are purely business decisions for the Management of the Company to take” was
in response to the NFRA's comment in para 3.2.1 of its letter dated 7 August 2019 that "the
securities (TTSL shares) should have been sold in the beginning itself to close the loss asset,
however, the Company has entered into further agreements with the defaulter group'.
NFRA, as observed in the DAQRR, reiterates that considering the nature of transaction
and as also understood from previously highlighted “Annex V - Norms on Restructuring of
Advances by NBFC” of the “RBI/DNBR/2016-17/45 Master Direction DNBR. PD.
008/03.10.119/2016-17 dated September 01, 2016”, the business decision of the
Management clearly appears to be questionable. However, the Audit Firm, failed to

gather any evidence in this matter to arrive at the stated understanding or conclusion.

Further, the statement that “BSR was for the first time appointed as auditors of IFIN for the
year ended 31 March 2018. Thus, BSR was not even the auditor of the Company in the year
in which the aforesaid decision was made” does not befit a responsible auditor. In fact, the

SAs do not distinguish between first- time auditor or otherwise.
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Further, the Audit Firm has again referred to RBI’s letter dated 13 March 2018 and
Response of the Company dated 16 March 2018 and letter dated 16 May 2018 sent to the
RBI wherein, it had included 'Put Option and Guarantee documents for the Siva Group
exposures' in Annexure I of the said letter (refer S610 to S612 of file ‘4.RBI (Page S470 to
S623)’ in Folder ‘5. IFIN March 2018 File No. S-Others’ in Audit File). The Audit Firm
has further stated that no response was received from the RBI until the date of opinion (28
May 2018) on the standalone financial statements. All these letters were earlier examined
by NFRA at DAQRR stage. Merely writing back again and again to the regulator does not
mean that the clear-cut directions of RBI can be avoided. The RBI’s Inspection Reports

and RBI’s letters, as observed, were conclusive in hature.

2.5.6 NFRA, therefore, reiterates its conclusion that:

a)  The Audit Firm has failed to obtain sufficient appropriate Audit Evidence as required by
Para 9 of SA 500. The Audit Firm has not exercised due diligence, and have been grossly

negligent in the conduct of their professional duties.

b)  The Audit Firm ignored the overwhelmingly clear legal position and chose to accept the
stand taken by the Management without questioning it. The Audit Firm failed to exercise

due diligence and professional skepticism, as required by the SAs.

¢)  The Audit Firm has failed to evaluate the reliability, accuracy and completeness of Audit
Evidence as required by Paras 9 and 11 of SA 500. This shows gross negligence and lack

of due diligence on the part of the Audit Firm.

d)  The valuation of put option and equity shares of TTSL was inappropriate and misleading
reporting of a very serious matter which had a huge impact on the reported profits. The
Audit Firm has failed to obtain sufficient information which was necessary for expression

of opinion.
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2.6 EVALUATION OF RISK OF MATERIAL MISSTATEMENT (ROMM) MATTERS

2.6.1 In its communication dated 7" August, 2019, NFRA had conveyed its prime facie conclusions as

follows:

a) Having examined WP 2.14.1.20 for Risk Assessment and Planning Discussion (RAPD),
NFRA had observed discrepancies in the documentation required in accordance with SA
300. The Audit Firm had claimed the date of discussion on a date by which a large number
of hours had actually been logged in as per the log details separately submitted by the Audit
Firm. The Audit Firm had undertaken ROMM assessment at a very late stage after

completion of 40% of the total hours logged on the engagement.

b)  The Audit Firm had concluded in WP 2.14.1.20 that the “the presumed fraud risk of
revenue recognition was rebutted” at the very planning stage. This was done without
performing any tests of controls or any Audit Procedures as per the relevant SAs. The Audit
Firm had failed to comply with the requirements of Para 47 of SA 240 which, inter alia,
require the auditor to state the reasons if the ROMM due to fraud related to revenue
recognition is not applicable in the circumstances of engagement. The WP mentioned
above itself contains statements made by the Audit Firm that are contradictory to their
outright conclusion of rebuttal of fraud risk. The statements made by the Audit Firm in WP
prove that either the documentation of RAPD is fictitious or the audit documentation in

entirety is dubious.

C) Given the fact that the Auditee is an NBFC, generating its major revenue from interest
income on loans and advances, the ET should have suspected that revenues would be
fundamentally inflated by recognizing revenues that should not be recognized either
because of (a) NPAs, that were suppressed, and defaults ignored; or (b) NPAs that were
made ‘regular’ by ever-greening of loans. The WP no. 2.14.1.10 does not contain any
evidence to substantiate the Audit Strategy and the Audit Plan needed to build in special
procedures to verify the cases in light of Section 143 (1) (a) of the Companies Act, 2013.

d)  On the basis of sample cases i.e. Best and Crompton Engineering Ltd. and Monnet Power
Co. Ltd., it was observed that the ET did not verify the documents submitted by the
borrower as a security against the loans and advances given. The WP No. 3.230 does not

contain any information to substantiate that the ET had either seen the original title deeds
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of the properties mortgaged or at least considered the claims of the other pari-passu charge-
holders. Also, the Audit Firm had not checked, on a sample basis, the actual revenue
generation or repayment capacity and consequent credit worthiness of the Company’s
borrowers and instead just relied upon the collaterals attached to the loans disbursed by the
Company.

e)  The Audit Firm had failed to comply with the requirements of Para 19 of SA 330. The
Auditor had not performed sufficient external confirmation procedures, especially with
respect to RBI. They simply relied upon the document (purported minutes of meeting with
RBI) which holds no legal value, and was provided by the Management (Annexure 5 to the
Audit Firm’s Response dated 6" June, 2019).

f) The Audit Firm had not complied with the requirements of SA 610 (R). The Internal
Auditor’s Report did not form part of the Audit File. Also, the Audit Firm had not
complied with the requirement of Para A1l of SA 315 that requires the auditor to enquire
with appropriate individuals within the internal audit function to assist in identification of
ROMM due to fraud or error.

g)  The ET had not complied with the requirements of Para 6 read with Paras A7- A10 of the
SA 315 which, inter alia, requires the risk assessment in the beginning to include the
Analytical Procedures in order to provide a basis for identification of ROMM at the

Financial Statements and Assertion level.

2.6.2 The Audit Firm in its response dated 10" September, 2019, has stated as follows:

a) In response to the NFRA’s observation that ROMM assessment had been conducted at a
very late stage, the Audit Firm had clarified that the RAPD was actually held on 16" and
21t March, 2018 and not on 15" April, 2018. The same was discussed between the EQCR
Partner and the ET on 4" April, 2018. The discussion during the aforesaid meetings was
summarized on 15" April, 2018 in the WP 2.14.1.20. The Audit Firm has further clarified
that their remark in WP 2.14.1.20 regarding significant matters to be discussed with the
EQCR partner (even after his presence in the said meeting) were recorded mainly to
ensure that EQCR inputs are taken before work on key areas commences and also to agree

with the plan for the EQCR’s review of audit documentation.
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Regarding the ET’s conclusion of rebutting the presumed fraud risk related to revenue
recognition, the Audit Firm has stated that the ET had collectively spent a fair amount of
time understanding the business and risk assessment before the ROMM discussion. ROMM
is required to be determined at the planning stage. Further the Audit Firm has referred to
attachment 2.14.2.10to support their conclusion of rebutting of presumed fraud risk related
to revenue recognition in accordance with Para 47 of SA 240. The Audit Firm has also
clarified that their statement under the heading “Emphasis on the risk of fraud” was just a
reminder to the participants of the RAPD to remain vigilant to the risks of fraud and was
not contradictory to the fraud risk assessment captured in the discussion. The Audit Firm

has submitted additional documents as Annexure 6 with their submission.

The Audit Firm has stated that the presumed fraud ROMM on revenue recognition was
rebutted. The possible suppression of NPAs by ignoring defaults or by making NPA’s
‘regular’ by ever-greening are risks associated with the treatment of loans and directly
linked to the risk of valuation of loans. The Audit Firm has further submitted that their
performance of procedureson loans (with regard to their status as NPAs or otherwise) is in
WP 4.160.

In response to the NFRA’s observation on the Audit Procedures performed by the Audit
Firm on the security given by the borrower as a security against the loans and advances
given, the Audit Firm has referred their working on the internal control system in WP
2.130 and submitted that they relied on the Internal Auditor reports that did not identify
issues in this regard. Regarding the Audit Procedures on the actual revenue generation or
repayment capacity and consequent credit worthiness of the company’s borrowers, the
Audit Firm has not referred to any WP in their response and stated that most of the lending
by the Auditee Company pertains to infrastructural projects which are long term projects
and do not have current earning. Therefore, collateral is an important basis for such lending.
Regarding the past track record of borrowers, the Audit Firm has mentioned that this was
their first year as the auditor of the Company and no concern was raised by the joint auditor

in this regard who had cumulative experience for many years.

Considering the fact that Mr. Arun Kumar Saha’s and Mr. Deepak Pareek’s
communications with the RBI Officials was going to be placed before the Audit Committee
meeting on 28" May, 2018 i.e., the date of signing of Audit Report itself and the other
available information, the Audit Firm did not find any reason to disbelieve the recording

of the various notes of meetings with RBI (Annexure 5 to the Audit Firm’s response dated
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61 June, 2018). The Audit Firm has referred to SA 240 which lists the circumstances where
the auditor has reason to question the authenticity of the document. The auditor mentioned
that they did not come across any such reasons including the fact that RBI had not made
any further communication before the date of signing of Audit Report that raised doubts on

the acceptability of the documents given by the Management.

Regarding the discussion with the Management on the matter of NOF/CRAR raised by the
RBI, the Audit Firm has referred to certain WPs in their audit documentation. The firm
further reiterated that the matter on NOF/ CRAR was a long pending issue with the RBI
and it pertained to a period before their appointment as the Statutory Auditors of the
Company and mentioned that even the EoM Para in the Audit Report and the exception
report to RBI on this matter was done for the first time for FY 2017-18 after their
appointment as the Statutory Auditors. The Audit Firm has further stated that the RBI had
never raised any question on the methodology adopted by the Company till the year ended
31% March, 2015 and no penalty or any other action was initiated by RBI till that time.

f) Regarding NFRA’s observation on the requirements of SA 610 i.e., “Usingthe Work of
Internal Auditor” the Audit Firm had stated that “ET did not use the work of Internal
Auditor- refer documentation in eAudit Screen 2.7.4 of our edAudit File”. Further, at page
59 of its response dated 10" September, 2019, the Audit Firm has stated that WP 2.14.2.10
on Risk Assessment is based on certain procedures performed up to that stage including

enquiries with management, consideration of findings from Internal Audit Reports, etc.

g)  The Audit Firm has submitted that Analytical Procedures were part of their planning
process. Drawing attention to Screen 2.4.1 (Planning Analytical Procedures), they have
stated that they used figures of Interim Unaudited Financials initially and it eventually got
updated with the final figures. The Audit Firm has further stated that based on the analysis
of Interim Unaudited Financials presented to the Board, the Audit Firm had concluded
that there were no significant trends or matters arising therefrom that would have caused

the ET to amend its risk assessment.

2.6.3 The NFRA had examined the above contentions of the Audit Firm and had concluded as follows
in DAQRR:

a) Having examined WP 2.14.1.20 “Risk Assessment and Planning Discussion”, WP
2.14.3.1.0010, WP 2.14.2.10, and the Annexure 2 to the Response by the Audit Firm dated
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6™ June, 2019, NFRA concludes as below:

i. As per the details of number of hours logged on the audit engagement, the EP had
first logged into the engagement on 26 April, 2018, and the EQCR Partner had first
logged on 4™ April, 2018, while the WP on the RAPD demonstrates their presence

during the discussion which clearly questions the validity of the documentation.

ii.  The firm has not complied with the requirement of Para 4 of SA 300 which requires
the EP and Other Key Members to be part of the planning discussion.

iii.  The Audit Firm itself has made a contradictory statement vis-a-vis what is stated in
the WP. While the WP demonstrates the date of discussion to be 15" April, 2018, the
Audit Firm has submitted that the discussion has actually been undertaken on 16%
March, 2018 and 215t March, 2018.

iv.  This brings out the gross negligence of the Audit Firm in documenting important
matters relating to ROMM.

Para 47 of SA 240 requires that:

“When the auditor has concluded that the presumption that there is a risk of material
misstatement due to fraud related to revenue recognition is not applicable in the
circumstances of the engagement, the auditor shall document the reasons for that

conclusion”.

NFRA has examined WP 2.14.1.20 thoroughly. The document does not contain any
evaluation on the presumed ROMM due to fraud in revenue recognition. The document
broadly contains the snapshot of Assets and Revenue. The Audit Firm has failed to
document the reason for their conclusion in support of rebutting the presumed ROMM due
to fraud related to revenue recognition and has failed to comply with the requirement of the
Para 47 of SA 240. NFRA reinforces its observation on the “Empbhasis on the risk of fraud”
documented in the WP 2.14.1.20 as a contradiction to their initial conclusion of rebutting
the presumed fraud ROMM of revenue recognition. The Audit Firm’s own observation
under the heading “Empbhasis on the risk of fraud” was completely ignored while rebutting
the presumed fraud risk related to revenue recognition without documenting the reasons

for the rebuttal. The Audit Firm, thus, failed to exercise due diligence, was grossly
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negligent, and failed to comply with the requirement of Para 47 of SA240.

The presumed ROMM in revenue recognition due to fraud has been rebutted by the Audit
Firm on the grounds of “professional judgement”. However, as per Para 26 of SA 240,
“When identifying and assessing the risks of material misstatement due to fraud, the auditor
shall, based on a presumption that there are risks of fraud in revenue recognition, evaluate
which types of revenue, revenue transactions or assertions give rise to such risks.” No such
documentation has been provided by the Audit Firm. No analysis with respect to the
Revenue Recognition Policy of the Company has also been carried out. Further, in
accordance with Para 12 of SA 240 and Para 15 of SA 200, the auditor should have
maintained professional skepticism throughout the audit, recognizing the possibility that a

material misstatement due to fraud could exist.

The Audit Firm has failed to provide reference to any WP that substantiates their working
in the light of requirements under Section 143 (1) (a) of the Companies Act, 2013. NFRA
would like to reproduce the requirements of Section 143 (1) (a) as: “(a) whether loans and
advances made by the company on the basis of security have been properly secured and
whether the terms on which they have been made are prejudicial to the interests of the
company or its members.” The Auditee Company is a NBFC with major revenue from
interest income on loans and advances sanctioned. Hence, the Audit Strategy and Audit
Plan should have built in special procedures, especially in light of Section 143 (1) (a) of
the Companies Act, 2013.

The Audit Firm in their response has tried to mislead NFRA by making an unacceptable
statement that “The possible suppression of the NPA’s by ignoring defaults or by making
NPA’s ‘regular’ by ever-greening are risks associated with treatment of loans and directly
linked to the risk of valuation of loans . The possible suppression of NPAs or evergreening
are income recognition issues primarily apart from being loan classification and valuation

issues.

NFRA has examined WP 4.160 referred by the Audit Firm in their response as their
performance of procedures on loans with regard to the status as NPA. The said WP does
not contain any evidence of the performance of any Audit Procedures except the

arithmetical verification of the interest computation.

The Audit Firm has, thus, failed to comply with the requirements of Para 12 and Para 26
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of SA 240, Para 15 of SA 200, and Section 143 (1) (a) of the Companies Act, 2013.

The Audit Firm has admitted that no evaluation has been done to check the actual revenue
generation or repayment capacity and consequent credit worthiness of the Company’s
borrowers and that it had, instead, just relied upon the collaterals. Para’5.25 and 5.26 of ICAI
Technical Guide on Audit of NBFCs, gives detailed guidelines regarding Audit Procedures
related to loans and recorded provision for loan losses. Para 5.25 also refers to RBI’s
prudential norms regarding guidance to NBFCs on recognition and measurement of loans,
establishment of loan loss provisions, credit risk disclosure in Financial Statements and
related matters. Para 5.26 further states that the major audit concern is the adequacy of the
recorded provision for loan losses. In establishing the nature, extent and timing of the work
to be performed, the auditor should, besides collateral coverage, also look at KYC
procedures performed, credit approval process, loan documentation, internal credit rating
assigned to borrower, credit monitoring by credit committee, scope and extent of work
performed by internal audit, verify window-dressing/ever greening, etc. Thus, the Audit
Procedures performed by the Audit Firm are completely insufficient when compared with
the stipulations in Paras 5.25 and 5.26 included in Chapter 5 “Areas of Audit Concern” of
the Technical Guide on Audit of NBFCs issued by ICAL.

The Audit Firm’s statement that “With regard to past track record, this was the first year
for us as auditors of the Company”’ cannot relieve them from the performance of any Audit
Procedures required, especially in the light of multiple adverse inspection reports from the

Regulator.

As part of risk assessment, the Audit Firm did a Walkthrough of the lending process (WP
11.1.10). While performing the Walkthrough, the Audit Firm examined only one CAM,
which was attached to the walk-through. The CAM was pertaining to short-term loan
facility of 2270 Crores to New India Structures Private Limited. In the CAM, following
observations have been noted: “A). Proposed loan is 29 times of EBITDA. B). External
credit rating is BB-. C). Though source of repayment is internal accruals/group resources,
refinancing appears to be the only route”. Thus, so many risk factors were identified “in
the only CAM” examined by the Audit Firm as part of risk assessment. The Audit Firm
did not raise these issues with the Management and obtain an understanding about how the
Management granted the loans notwithstanding such adverse reports. The Audit Firm
failed to obtain appropriate Audit Evidence through designing and implementing responses
for the risk identified (as required by SA 330).
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The Audit Firm in the RAPD memo (2.14.1.20) had identified Capital Adequacy of the
Company, RBI Inspection Report and NOF/CRAR issue as significant risk items. As far as
the regulator is concerned, RBI had time and again clarified the matter of “companies in
the same group” which has significant implications for NOF/CRAR and, consequently, for
the presentation of Audited Financial Statements. The RBI in its Inspection Report of 2015
dated 6" May, 2016, has clearly stipulated how the “companies under the same
management” should be considered, and had assessed NOF as negative. The RBI report
has stated that, due to this, the CRAR was also negative and the company has not
maintained adequate capital. Despite the representation given by the company, RBI in its
report dated 14" September, 2016, had again reiterated its stand and had assessed
NOF/CRAR as negative. Further, RBI in its email dated 27" March, 2017 had clearly stated
that the compliance submitted by the company “pertaining to major issues like group
exposure, ... etc. are not accepted”. This clearly shows that RBI had taken a final view
in March 2017. Further, RBI vide its letter dated 13" March, 2018, had clearly rejected the
Company’s request for extension of time in their said communication and had
asked the Company to comply with their inspection report. All this correspondence was
also available with the Audit Firm. Hence, to say that the Audit Firm did not find any
reason to disbelieve the purported recording of the various notes of meetings with RBI is

completely misleading.

The Audit Firm, after having identified the risk, neither obtained external confirmation
from the RBI, (as required by Para 19 of SA 330) nor designed and implemented any
responses to the risk identified (as required by SA 330).

The Audit Firm has stated that they did not use the work of internal auditor. However, at
two different instances, in its response dated 10" September, 2019, the Audit Firm has
referred to the work of the internal auditor. The instances are use of Internal Audit Report
for risk assessment (Page 59), and for verification of existence of collaterals which was in

the scope of work of the internal auditor (Page 67).

As per Para 153 of Guidance Note on Audit of Internal Financial Controls Over Financial
Reporting, “The auditor should form an opinion on the adequacy and operating
effectiveness of internal financial controls over financial reporting by evaluating evidence
obtained from all sources, including the auditor's testing of controls, misstatements
detected during the audit of Financial Statements, and any identified control deficiencies.

Note: As part of this evaluation, the auditor should review reports issued during the year by
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internal audit (or similar functions) that address controls related to internal financial
controls over financial reporting and evaluate control deficiencies identified in those
reports.” As admitted by the Audit Firm, they did not use the Internal Audit Report while
forming an opinion on the adequacy and operating effectiveness of internal financial

controls.

WP 2.14.2.10 refers to a meeting held with the head of the Internal Audit function of the
company documented in WP 2.5.2.20. However, the minutes of this meeting only covers
discussion regarding issues raised by RBI, and valuation of TTSL loans. There is no
discussion regarding identification of ROMM due to fraud or error, as required by Para
A1l of SA 315.

NFRA, therefore, concludes that the Audit Firm has not complied with the requirements
of SA 610, “Guidance Note on Audit of Internal Financial Controls Over Financial
Reporting”, and Para A11 of SA 315. Further, the Audit Firm has tried to mislead NFRA
by giving contradictory statements.

According to Para 6 of SA 315, the risk assessment procedure should include Analytical
Procedures. Para A13 of SA 315 further states that “Analytical Procedures performed as
risk assessment procedures may identify aspects of the entity of which the auditor was
unaware and may assist in assessing the ROMM in order to provide a basis for designing
and implementing responses to the assessed risk. Analytical Procedures performed as risk
assessment procedures may include both financial and non-financial information”. Screen
2.4.1, as referred by the Audit Firm, is just a comparison of opening and closing balances
of certain accounts. The final column shows the percentage change in the balance. Certain
Rows — Provision for Standard Restructured Assets -96%, Current Investments 281%,
Long-term Investment 133%, Provision for Income Tax -674%, Other Advances 822%,
Security Deposit received 15233%, etc. show huge fluctuation in the balances. However,
no further Analytical Procedures have been carried out to identify aspects of the entity
which may assist the Audit Firm in assessing the ROMM. Similarly, the other attachment,
referred to by the Audit Firm, is nothing else but Board Meeting Minutes regarding the
financial and operating performance of the company for the period ended 31 December,
2017. Even here, no further analysis, analytical procedure or Audit Procedure has been
carried out by the Audit Firm. NFRA, therefore, concludes that the Audit Firm has
performed no Analytical Procedures as risk assessment procedures and have failed to
comply with Para A13 to Para A15 of SA 315.
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h) In WP on RAPD Memo (2.14.1.20), the Audit Firm had identified, as significant Risk,
that “the Company grants rollover to both short term and long term loans and there is no
specific mention of how many times the rollover is allowed as mentioned in RBI policy”.
The Audit Firm had also identified cases of Rollover as follows:

Client Facility | Rollover Amount Tenor | Effective Date of Rollover
Name Rollover Maturity
Date
IL&FS ITML | 215Cr 24 ogth February, 2018 28
Wind Projects Months August,
Development 2018
Ltd
Bhopal E- STL 4 Cr 36 27t 27"
Governance Limited Months | February, 2018 August,
2018
As per Para (iii) of Appendix 2 of RBI Master Direction - Non-Banking Financial Company
- Systemically Important Non-Deposit taking Company and Deposit taking Company
(Reserve Bank) Directions, 2016: “In the cases of roll-over of short term loans, where
proper pre-sanction assessment has been made, and the roll-over is allowed based on the
actual requirement of the borrower and no concession has been provided due to credit
weakness of the borrower, then these shall not be considered as restructured accounts.
However, if such accounts are rolled-over more than two times, then third roll-over
onwards the account shall be treated as a restructured account.”
The Audit Firm after having identified the significant risk of Rollover of loans, failed to
design and implement any response to the identified risk, as required by SA 330.
i) The Audit Firm in Client Evaluation Detail Report which forms part of WP No 2.14.1.20

(RAPD) has classified the engagement risk- Final Risk Grade- as “Low”. The 14"
September, 2016, Report of the RBI, which was available with the Audit Firm, brought out
serious issues related to compliance with NOF/CRAR. It also flagged numerous other
issues, such as rolling over of loans (and not making the required provisions), evergreening,
deficiencies in the credit policy, non-disclosure of restructured loans and advances, non-

provisioning for diminution in value of investments etc. Each of these issues individually,
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and certainly collectively, was serious enough to warrant upgrading of risk, and the
planning and carrying out of appropriate audit responses. Even, as far as group exposure
was concerned, it was seen that the amount (in excess of 10% of NOF) ballooned from
%1470.21 Crores as on 31 March, 2015 to ¥5582.42 Crores as on 3 1*March, 2016. Clearly,
the Management was going ahead in lending to the group companies in reckless disregard
of the RBI’s directions. The NOF was recomputed by the RBI at (-) ¥4123.76 Crores as on
31t March, 2016, as compared to (-) ¥45.93 Crores as on 31% March, 2015. This was also
clearly very specific evidence of very risky management practices. It may further be noted
that the Client Company was identified and notified by the RBI as a Systemically Important
(SI) NBFC. Nowhere in the Audit File is there any evidence that the auditors took note of
the SI-NBFC character of the Client Company into its risk assessment. Quite apart from all
other considerations enumerated above, the fact that the Client Company was identified as
a SI-NBFC itself should have qualified it for being put into a very high risk category.

) Surprisingly, the Client Evaluation Detail Report, forming part of WP 2.14.1.20 (RAPD),
which gave the Final Risk Grade- as “Low” to the Auditee Company, was not even seen by
the EQCR. The EQCR has also failed miserably in providing an objective evaluation of the
significant judgements regarding ROMM made by the ET. Thus, the Audit Firm has failed
in complying with various provisions of SQC 1, SA 220 and SA 230.

2.6.4 Having examined the responses of the Audit Firm, NFRA concluded as follows in DAQRR:

a)  There had been a woeful lack of clarity, and utter confusion had prevailed in the ROMM

assessment.

b)  Important aspects of the Auditee Company’s situation, such as its SI-NBFC status, the very
disturbing RBI Inspection Reports on the Company, the wide discrepancies in reporting of

NPAs, etc., had not been given adequate importance in the ROMM assessment.

C) It was observed that the audit responses planned to reduce or mitigate the identified risks
and the actions taken based on the audit responses to such identified risks were insufficient,

improper and inadequately carried out.

d) In crucial matters, the Audit Firm had relied completely on the Management’s

Representations.
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e)  The Audit Firm has failed to comply with the requirements of Para 12, Para 26 and Para 47
of SA 240, Para 15 of SA 200 and Section 143 (1) (a) of the Companies Act, 2013.

f) The Audit Procedures performed by the Audit Firm are completely insufficient in relation
to the requirements laid down in Paras 5.25 and 5.26 of Chapter 5 “Areas of Audit Concern”
of the Technical Guide on Audit of NBFCs issued by ICAI.

g)  The Audit Firm, after having identified the risk, neither obtained external confirmation
from the RBI (as required by Para 19 of SA 330) nor designed and implemented any
responses to the risk identified (as required by SA 330).

h)  The Audit Firm has not complied with the requirements of SA 610, Guidance Note on
Audit of Internal Financial Controls Over Financial Reporting and Para A1l of SA 315.
Further, the Audit Firm has tried to mislead NFRA by giving contradictory statements.

i) The Audit Firm has performed no Analytical Procedures as risk assessment procedure and
have failed to comply with Para A13 to Para A15 of SA 315.

) The Audit Firm after having identified the significant risk of Rollover of loans, failed to

design and implement any response to the identified risk, as required by SA 330.

k)  The EQCR has also failed miserably in providing an objective evaluation of the significant

judgements regarding ROMM made by the ET.

1) The Audit Firm, its EP, and the EQCR were all guilty of professional misconduct arising
out of gross violations of the law and the applicable Accounting Standards. The ET also
failed to exercise due diligence, and failed to obtain sufficient information necessary for

expression of an opinion.

2.6.5 After examining the responses of the Audit Firm to the DAQRR, NFRA concludes as follows:

a)  The Audit Firm has, in their response to Para 2.6.3 (a) of DAQRR, stated that,” We

apologise for any confusion regarding the documentation of the date of the meetings.
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However, we would request you to please consider that the time log is an internal
administrative procedure and should not be misconstrued to be evidence of non-
involvement in the engagement. The electronic sign offs and logs thereof are critical and
determinative evidence of involvement in the engagement. As was clarified earlier, the risk
assessment and planning discussions were held on various dates and with various
stakeholders. The EQCR’s discussions with ET members on risk assessment took place on
4 April 2018. The summary of all these discussions were documented on various dates and
finally compiled on 15 April 2018. Accordingly, we submit that we have complied with the
requirements of Para 4 of the SA 300. We acknowledge that the aspects referred to in the
NFRA’s observation could have been better documented. We submit that the RAPD
document is valid, and the EP and key team members were part of the planning discussion
and there is no gross negligence as alleged.” The Audit Firm has however failed to address
NFRA’s observations made in its DAQRR Report that, “The firm has not complied with the
requirement of Para 4 of SA 300 which requires the EP and Other Key Members to be part
of the planning discussion”. The Audit Firm has failed to show any Audit Evidence
regarding participation of EP and other key members in the planning discussion. The Audit
Firm itself has made a contradictory statement vis-a-vis what is stated in the WP. While
the WP demonstrates the date of discussion to be 15" April, 2018, the Audit Firm has
submitted that the discussion has actually been undertaken on 16" March, 2018 and 21%
March, 2018. The Audit Firm has now tried to camouflage its failure by stating that all
these discussions were documented on various dates and finally compiled on 15 April 2018.
This brings out the gross negligence of the Audit Firm in documenting important matters
relating to ROMM.

In response to Para 2.6.3 (b) of DAQRR, the Audit Firm has stated that, “The ET has
documented in WP 2.14.1.20 of eAudit file that there are limited incentives, rationalizations
and/or opportunities to fraudulently adjust revenue recognition, and hence the fraud risk
related to revenue recognition is not present. Para A30 of the SA 240 states that fraud risk
assumption in revenue recognition may be rebutted. The rationale for rebutting fraud risk
is also explained in detail in WP 2.14.2.10 of our eAudit file. We would also like to draw
your attention to the documentation under the heading ’Interest Income on Loans &
Advances’ and ‘4. Profit and Loss on sale of Investments/Interest Income in
Investments/Interest on Deposits’ in page 7 of WP 2.14.2.10 of our eAudit file, where it is
clearly documented that these processes are ‘system’ based | ‘highly automated with
minimal manual involvement’...” On perusal of WP 2.14.2.10, it is seen that Audit Firm
has identified Interest income on loans, income from investments, lease income, interest

and deposits, debt securitization & distribution fees and consultancy & advisory services
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as the areas with risk of fraud and in the conclusions section, Audit Firm has stated that
“Based on the identified fraud risk factors, there are limited incentives, rationalizations
and/or opportunities to fraudulently adjust revenue recognition, so the fraud risk related
to revenue recognition is not present. Therefore, the presumed fraud risk related to revenue
recognition was rebutted.” There is no documentation of how the conclusions are reached
just after identifying the areas of fraud risk factors, without conducting any audit
procedures. The Audit Firm has also stated in their response that, “We would also like to
draw your attention to the documentation under the heading ’Interest Income on Loans &
Advances’ and ‘A. Profit and Loss on sale of Investments/Interest Income in
Investments/Interest on Deposits’ in page 7 of WP 2.14.2.10 of our eAudIT file, where it
is clearly documented that these processes are ‘system’ based / ‘highly automated with
minimal manual involvement”. After reviewing Page 7 of the WP 2.14.2.10 as referred to
by the Audit Firm, it is observed that there is no documentation of the fact that interest
income on loans & advances, profit and loss on sale of investments, interest income on
investments or interest income on deposits are ‘system’ based or ‘highly automated with
manual involvement’. Hence, the Audit Firm has tried to mislead NFRA by quoting a
sentence which is not supported by its Audit File.

Further, it is to be noted that in accordance with Para 12 of SA 240, the auditor shall
maintain professional skepticism throughout the audit, recognizing the fact that material
misstatement due to fraud could exist, notwithstanding the auditor’s past experience of the
honesty and integrity of the entity’s management and those charged with governance.
Given this requirement of Para 12 of SA 240, the Audit Firm’s contention that, “... We
had discussion with the joint auditors who have been auditing the Company for the last 10
years. They did not highlight any integrity issues about the Management, and we had no
reasons to disbelieve our joint auditors. We had also obtained a ‘No Objection Certificate’
(Refer WP 1.1.1.100 of our eAudit file) from our joint auditors which also indicated that
there was no objection, professional or otherwise in being appointed as joint auditors.
Hence, we emphasize that there is no contradiction on the conclusion to rebut fraud risk in
revenue recognition and the documentation under the heading 'Emphasis on the risk of
fraud' is not in accordance with the requirements of SA 240. Hence, the observations made
by NFRA in its DAQRR, i.e. the Audit Firm has failed to exercise due diligence, was
grossly negligent, and failed to comply with the requirement of Para 47 of SA240 are still

relevant.

Audit Firm has not addressed NFRA’s observations in Para 2.6.3. (c) of DAQRR

regarding documentation to comply with requirements of Para 26 of SA 240, absence of
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analysis with respect to the Revenue Recognition Policy of the Company and maintaining
professional skepticism throughout the audit. This clearly implies that Audit Firm has
accepted this observation.

In response to NFRA’s observations made on Section 143(1)(a) of the Companies Act,
Audit Firm has stated that, “Section 143(1)(a) of the Companies Act, 2013, requires the
auditor to inquire whether loans and advances made by the company on the basis of
security have been properly secured and whether the terms on which they have been made
are prejudicial to the interests of the company or its members. We refer to the "Work done
on security' in WP 3.230 of our eAudit file and Appendix 8 relating toprocedures with
regard to security creation. With regard to inquiring into whether the terms on which loans
have been made are prejudicial to the interests of the company, our procedures in addition
to those described above for security, included observations on rate of interest on loans
given during the year — refer WP attachment 4.160 of our eAudit file vis-a-vis borrowing
cost — refer WP attachment 2. .0010 of our eAudIT file. Based on the above, we observed
that generally the rates were well above the average borrowing rate of the Company.
Accordingly, we submit that we have complied with the requirements of Section 143(1) (a)
of the Companies Act, 2013.” On Perusal of WP 3.230, NFRA notes that Audit Firm has
taken 20 samples for evaluating the securities. However, the Audit Firm has merely
evaluated the securities without actually checking them with the amount of loans
sanctioned by the company. i.e. Security values are not evaluated with respect to the
amount of loans sanctioned. Hence, from this it cannot be established whether the loans are
adequately secured or not and whether the terms on which they are made are not
prejudicial to the interest of the company. Hence, the Audit Firm’s evaluation does not
provide any conclusions as to whether the evaluations as required by Section 143(1)(a) of

the Companies Act are adhered to.

The Audit Firm has not addressed NFRA’s observations made in DAQRR that, “the Audit
Firm in their response has tried to mislead NFRA by making an unacceptable statement
that “The possible suppression of the NPA’s by ignoring defaults or by making NPA’s
‘regular’ by ever-greening are risks associated with treatment of loans and directly linked
to the risk of valuation of loans ”. The possible suppression of NPAs or ever greening are
income recognition issues primarily apart from being loan classification and valuation

issues.

NFRA had examined WP 4.160 as referred by the Audit Firm in their response as their

performance of procedures on loans with regard to the status as NPA. The said WP does
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not contain any evidence of the performance of any Audit Procedures except the
arithmetical verification of the interest computation. Hence, NFRA’s observations still

stands and are deemed to be accepted by the Audit Firm.

In response to Para 2.6.3 (d) of the DAQRR, the Audit Firm has stated that, “As regards
the actual revenue generation of Company’s borrowers, it may also be noted that the loan
exposures of the Company were primarily for companies that are in the business of Real
Estate and Infrastructure development. In many instances, the projects were in progress
and revenue generation would commence upon significant progress in the project or on
completion of the project. Provisioning under Indian GAAP, for loans granted by NBFCs
is governed by RBI prudential norms. The RBI norms in turn are based upon value of
collateral. Thus, for financial reporting purposes under Indian GAAP, value of security
plays a pivotal role. Our audit procedures were designed to examine this aspect.” The Audit
Firm’s contention that in many instances, the projects were in progress and revenue
generation would commence upon significant progress in the project or on completion of
the project is not supported by any of the WPs neither has the Audit Firm referred to any
of the WPs in the eAudit file submitted to NFRA. This statement of the Audit Firm is a
mere written submission without any basis and hence would be construed as an attempt to
mislead NFRA. The Audit Firm has further in its response stated that, “The Technical
Guide requires the auditor to cover the loan booking, approval and disbursement process,
subsequent collections and collateral management and verifying the recorded provisions
for loan losses. As discussed above, our audit procedures included verification of approvals
for loan by the delegated authority. The company had a well-defined procedure in this
regard and the documents provide support that the procedures was duly followed. The
statement of loans approved and sanctioned by the proper delegates were placed before
the Board which included independent directors (for their noting and review). We verified
that the above procedures were followed. The procedures summarized above substantially
cover the procedures required to be performed under Para 5.25 and Para 5.26 of the
technical guide. Accordingly, we respectfully submit that we have obtained appropriate
audit evidence through designing and implementing responses for the risk identified.”
Having noted the requirements of the Technical Guide the Audit Firm has only evaluated
whether the loans were approved by delegated authority, ignoring the other requirements of
the Technical Guide, for instance, subsequent collections, collateral management and
verifying the provisions for loan losses. Hence, NFRA’s observations made in its DAQRR
report that the Audit Procedures performed by the Audit Firm are completely insufficient
when compared with the stipulations in Paras 5.25 and 5.26 of the Technical Guide on
Audit of NBFCs issued by ICAI and that the Audit Firm failed to obtain appropriate Audit
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Evidence through designing and implementing responses for the risk identified (as required
by SA 330), are reconfirmed.

Further, the Audit Firm has remained completely silent on NFRA’s observation in
DAQRR regarding the walkthrough of the lending process (WP 11.1.10). The Audit Firm
did not raise issues identified “in the only CAM” examined by the Audit Firm as part of
risk assessment with the Management and obtain an understanding about how the
Management granted the loans notwithstanding such adverse reports. The Audit Firm has
thus failed to obtain appropriate Audit Evidence through designing and implementing

responses for the risk identified (as required by SA 330).

The Audit Firm in their response to Para 2.6.3 (¢) of DAQRR has stated that, “based on
our review of the communication between the Company and the RBI we did not note the
need to perform any further confirmatory procedures in this regard.” However, this
response of the Audit Firm does not address the observations made by NFRA in its
DAQRR, i.e. “The Audit Firm, after having identified the risk, neither obtained external
confirmation from the RBI, (as required by Para 19 of SA 330) nor designed and
implemented any responses to the risk identified (as required by SA 330).” This is a clear
acceptance by the Audit Firm of its failure to perform the audit procedures as required by
Para 19 of SA 330 and hence, the observations made by NFRA in its DAQRR are still
relevant. For our detailed comments on NOF/CRAR, please refer to section 2.4 of the AQR

report.

The Audit Firm in their response to Para 2.6 3. (f) of DAQRR has stated that, “The ET
would like to highlight the differentiation between the reliance on the work of internal
auditor and consideration of the internal audit report for risk assessment procedures. Para
3(b) of SA 610 (Revised) provides that if based on the auditor’s preliminary understanding
of the internal audit function obtained as a result of procedures performed under the SA 315,
the external auditor does not expect to use the work of the function in obtaining audit
evidence then the requirements in the SA 610 (Revised) relating to using the work of that
function do not apply. We would like to submit that the ET had reviewed the internal audit
reports — Refer WP 2.5.3.30 of eAudit file for the purposes of our risk assessment
procedures as required under Para 153 of the Guidance Note on Audit of Internal
Financial Controls over Financial Reporting (GN on IFC) and under the SA 315 and had
decided not to rely on internal audit work in terms of SA 610 (Revised). Accordingly, we
submit that there is no contradiction in our statements and there is was no intent to mislead

the NFRA. On thebasis of the above, we submit that we have complied with the requirements
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of SA 610, GN on IFC and Para A1l of SA 315.” On perusal of the WP 2.5.3.30 of the
eAudit File, NFRA has noted that the Audit Firm has documented the summary of the
internal audit reports. The Internal Audit Reports are not part of the Audit File. Further, if
the Audit Firm had decided not to rely upon the Internal Audit Report after reviewing the
same, why the Audit Firm in its response did dated 10" September, 2019, refer to the work
of the internal auditor in two instances? The instances are use of Internal Audit Report for
risk assessment (Page 59), and for verification of existence of collaterals which was in the

scope of work of the internal auditor (Page 67).

Further, NFRA has in its DAQRR report stated that, “There is no discussion regarding
identification of ROMM due to fraud or error, as required by Para A1l of SA 315.” The

Audit Firm’s response does not address this observation made by NFRA.

The Audit Firm’s response to Para 2.6.3 (g) of DAQRR does not address the observations
made by NFRA in its report and hence NFRA’s observationsstill holds i.e. Audit Firm has
performed no Analytical Procedures as risk assessment procedures and have failed to
comply with Para A13 to Para A15 of SA 315.

The Audit Firm in their response to Para 2.6.3 (h) of DAQRR has stated that,” As regards
the issue of rollover of loans, as stated in the memo, the matter was included in the RAPD
Memo in view of the issue reported in the RBI inspection report. The Company had provided
its response to the RBI vide its letter dated 30 November 2016 - refer Page No. S526 of
‘File 4.RBI (Pg §470 to §623) " in folder ‘5. IFIN March 2018 File No. S — Others’ in ‘Other
work papers’ folder of our audit file, wherein the Company had explained on page 11 of
the letter, the manner in which the rollovers were in compliance with RBI guidelines. Based
on the submissions of the Company, we were informed that the RBI did not pursue the said
observation. We read the inspection reports for the year ended 31 March 2016 to confirm
this assertion of management. (Refer file “RBI Letter 1 Nov 2017 ” attached in the embedded
zip file in WP attachment 2.5.1.10 of our eAudit file.) After having initially identified the
issue of rollover of loans, the ET obtained a better understanding of the same based on a
reading of the Company's response and the RBI's consideration of the same in its
subsequent inspection reports. Based on audit procedures performed (refer WP attachment
2.260 of eAudit file), the rollovers of loans by the Company during the year were in line
with the Company's policy as explained in Company's letter to the RBI dated 30 November
2016. Accordingly, we submit the issue was satisfactorily addressed in our audit response,
as required by SA330.” NFRA has examined Page No. S526 of ‘File 4.RBI (Page S470 to
$623)’ in folder ‘5. IFIN March 2018 File No. S — Others’ in ‘Other work papers’ folder, as
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referred by the Audit Firm and found that, the company has responded to RBI observations
made in the case of Gayatri Infra Ventures Limited and the company has stated that “roll
over policy adopted by the company in this case is far more strict than prudential norms as
roll over is allowed only once as against two times under prudential norms”. However, there
is no documentation of the Rollover policy of the company as should have been verified by
the Audit Firm. Further, to say that ET obtained a better understanding of the same based
on a reading of the Company's response and the RBI's consideration of the same in its
subsequent inspection reports, clearly indicates that ET has relied on the response of the
company without actually evaluating the Rollover Policy, if any, of the company. NFRA
has examined WP 2.260 as referred by the Audit Firm, and observed that there is no work
done against the Rollover cases, neither the cases identified by the Audit Firm in the
RAPD Memo (WP 2.14.1.20) (also provided in NFRA DAQRR report) were selected for
evaluating the rollover cases. Hence, NFRA reiterates its observation made in DAQRR
that the Audit Firm after having identified the significant risk of Rollover of loans, failed

to design and implement any response to the identified risk, as required by SA 330.

In response to Para 2.6.3 (i), the Audit Firm has stated that,” Whilst the client risk grade
in the document ‘CAF’ was considered as ‘Low’, the engagement risk and the Final
combined risk grade as per EAF has been categorized as ‘High’ as may be noted in the
‘Risk summary’ section of the ‘Engagement Evaluation Detail Report’. Refer the document
‘EAF’ embedded in the ‘Risk formalities’Section of RAPD. The Client Evaluation considers
various aspects of the entity including its governance structure, reputation etc. and
suitability for the Firm to be associated with the Client. In the case of IFIN, at the time of
client acceptance, factors such as presence of independent board of directors, absence of
adverse media reports, high credit rating etc. resulted in a ‘Low’ client risk evaluation.
Upon completion of satisfactory Client Evaluation (including obtaining of necessary
approvals), the Firm considers the risk associated with various services to be provided to
the client. The engagement risk evaluation takes into account the risks at the client level as
well as at the engagement level and is thus a composite and relevant evaluation of the risk
at an overall level. In the case of IFIN, although the risk at Client Evaluation level was
assessed as 'Low', the Engagement Risk for the audit was assessed as 'High' - refer WP
attachment 1.1.1.50 of our eAudit file, primarily due to factors such as the Company being
debt listed, being engaged in financial services sector etc.” On a perusal of WP 1.1.1.50,
NFRA observes that in page 2 of the WP, the Final risk grade is stated as ‘LOW’ and in the
‘Risk Summary section’ the Final risk grade is stated as ‘HIGH’. Further in page 19, in Q.
11.0120 i.e. Is the engagement considered, for other reasons, to be high risk by the
EP/FRP/RMP? The option chosen was ‘NO°. Further there are no justifications provided
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in the entire WP for evaluating the risks. The WP referred by the Audit Firm itself is
contradicting their risk assessments at various places and hence the evaluation of risk for
planning and performing the audit is a complete sham. Further, as stated by the Audit Firm
in their response to NFRA’s DAQRR report, “Engagement Risk for the audit was assessed
as ‘High’, primarily due to factors such as company being debt listed, being engaged in
financial services sector etc.” is nowhere mentioned in the WP 1.1.1.50, as referred by the

Audit Firm and hence is baseless and unacceptable.

)} In response to Para 2.6.3 (j), the Audit Firm, in their response, has stated that, “The client
evaluation report and the engagement evaluation report were embedded in page number 8
of the document 2.14.1.20 RAPD Discussion agenda attached in our eAudit file. This work
paper has been reviewed and signed off by the EQCR. We also submit that, whilst the client
risk was identified to be ‘low’, the engagement risk was categorised as ‘High’ (refer to our
response in para 2.6.3 (i) above). On the basis of our responses to Para 2.6.3 (a) to (i)
above, we submit that the EQCR has not failed to provide an objective evaluation of the
significant judgements regarding ROMM made by the ET. Accordingly, we submit that the
Audit Firm has complied with the provisions of SQC 1, the SA 220 and the SA 230.” For
our comments on Risk Assessment Procedures please refer to Section 2.6.3 (f) and (i) above.
Further, on a perusal of WP Client Evaluation Detail Report, embedded in the WP
2.14.1.20, RAPD Discussion, NFRA reiterates that the WP is not even seen by the EQCR
(Mr. Akeel Master) and hence he has failed miserably in providing an objective evaluation
of the significant judgements regarding ROMM made by the ET. There is no sign-off by
EQCR, neither was he part of list of Approvers of the WP. The response of the Audit Firm,
which is not supported by their WPs, is an attempt to mislead NFRA.

2.6.6 In view of above, NFRA is reinforced in its earlier conclusion that:

a)  There had been a woeful lack of clarity, and utter confusion had prevailed in the ROMM

assessment.

b)  Important aspects of the Auditee Company’s situation, such as its SI-NBFC status, the very
disturbing RBI Inspection Reports on the Company, the wide discrepancies in reporting of

NPAs, etc., had not been given adequate importance in the ROMM assessment.
C) It was observed that the audit responses planned to reduce or mitigate the identified risks

and the actions taken based on the audit responses to such identified risks were insufficient,

improper and inadequately carried out.
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In crucial matters, the Audit Firm had relied completely on the Management’s
Representations.

The Audit Firm has failed to comply with the requirements of Para 12, Para 26 and Para 47
of SA 240, Para 15 of SA 200 and Section 143 (1) (a) of the Companies Act, 2013.

The Audit Procedures performed by the Audit Firm are completely insufficient in relation
to the requirements laid down in Paras 5.25 and 5.26 of Chapter 5 “Areas of Audit Concern”
of the Technical Guide on Audit of NBFCs issued by ICAI.

The Audit Firm, after having identified the risk, neither obtained external confirmation
from the RBI (as required by Para 19 of SA 330), nor designed and implemented any
responses to the risk identified (as required by SA 330).

The Audit Firm has not complied with the requirements of SA 610 and Para A1l of SA
315. Further, the Audit Firm has tried to mislead NFRA by giving contradictory responses.

The Audit Firm has performed no Analytical Procedures as risk assessment procedure and
have failed to comply with Para A13 to Para A15 of SA 315.

The Audit Firm after having identified the significant risk of Rollover of loans, failed to

design and implement any response to the identified risk, as required by SA 330.

The EQCR has also failed miserably in providing an objective evaluation of the significant

judgements regarding ROMM made by the ET.

The Audit Firm, its EP, and the EQCR were all guilty of professional misconduct arising
out of gross violations of the law and the applicable Accounting Standards. The ET also
failed to exercise due diligence, and failed to obtain sufficient information necessary for

expression of an opinion.
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2.7 INTERNAL CONTROLS OVER FINANCIAL REPORTING (ICFR)

2.7.1 In its communication dated 7" August, 2019, NFRA had observed that the Audit Firm had
identified ten specific items of What Can Go Wrong (WCGW). However, none of the specified
items covered the possibility of manual override of controls by management or TCWG.

2.7.2 The Audit Firm intheir response dated 30" August, 2019, had referred to Section 2.7 of the eAudit
File in its entirety for entity level controls which addresses the risk of override of controls by
management. The Audit Firm has also referred to WP on journal entries (Section 2.11 JE, Section
2.9.4, Section 3.1 JE and Section 4.6.1 in eAudit File), which the Audit Firm has claimed to have
details of procedures performed in response to the risk of manual override of controls by

management.

2.7.3 NFRA had examined the above contentions of the Audit Firm and had concluded as follows in
DAQRR:

a) Para 90 of Guidance Note on Audit of Internal Financial Controls over Financial Reporting
Entity-level controls include (a) Controls related to control environment and (b) Controls
over management override. The Note following Para 90 states that controls over
management override are important for effective internal financial controls over financial
reporting for all companies. NFRA having examined the WP 2.7, 2.9.4,2.11,3.1 and 4.6.1,
concludes that controls over management override do not form part of the evaluation of the
internal financial controls over financial reporting. Hence, the Audit Firm has failed to
exercise due diligence to comply with the requirements of Para 90 of the Guidance Note

on Audit of Internal Financial Controls over Financial Reporting.

b)  One of the specific items of WCGW identified by the Audit Firm pertains to “Lending”.
NFRA has examined WP 11.1.10, “Walkthrough — Lending” and WP 2.260 (Credit Review

cases) and concludes as follows:

i NFRA has identified a list of twenty-three Credit Review cases (from WP 2.260)
where RBI and/or the Audit Firm has raised serious concerns regarding the loans
provided by the Auditee Company. The Audit Firm has observed several cases of
ever greening of loans by the Auditee Company. The Audit Firm has also noted that
in several cases the security documents have not been collected by the Auditee

Company. The Management response is either NIL or inadequate. (The list of such
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cases along with the RBI/Audit Firm’s remarks and the Management responses
thereto had been provided in Appendix Il to the DAQRR). The Audit Firm has
failed to perform any further audit procedures on these issues and has instead,
without any examination of evidence, concluded that loan balances are not materially
misstated.

The Audit Firm in WP 11.1.10, has stated that Credit Risk Monitoring Group
maintains the repository of documents and provides other reports such as Perfection
of Document Report, Covenant Report, CAM Review and Loan Classification
Report. However, the Audit Firm’s verification of Covenant Report and Loan
Classification Report and the Audit Firm’s observations thereon, after conducting
the audit procedures, is not available/documented in the Audit File.

As far as verification of “Perfection of Document Report™ is concerned, the Audit
Firm has examined a single CAM of New India Structures Private Limited, which
was granted a short-term loan facility of 32700 Million by the Auditee Company.
WP 11.1.10 clearly states that loans are processed in two ways i.e., Automatic
Approval in system and Manual Approval. The fact that a manual override had to be
undertaken is indicative of the need to relax the conditions of viability,
creditworthiness of the borrower, collaterals required etc. in specific cases. This
would have been clear from an analysis of the CAMs. The Audit File does not provide
any evidence in support of procedures performed and CAMs scrutinized to

understand the reasons for manual override.

The Audit Firm has attached one pdf File of Perfection of Documents, which only
contains a list of documents pending. However, as explained under credit assessment
and distribution section of the Walkthrough, it does not contain what documents are
pending from the borrower, what documents are already collected from them and an
examination of satisfaction with regard to documents collected. The Audit Firm has
not carried out any Audit Procedures with respect to perfection of the documents
already received. The Audit Firm has simply kept a “list of documents pending” in
the Audit File.

The Audit Firm has, thus, failed to satisfy itself that internal controls pertaining to

“Lending” in place were adequate and operating effectively. The Audit Firm has

not exercised due diligence in examination of Credit Review Cases.
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Para 41 of Guidance Note on Audit of Internal Financial Controls Over Financial
Reporting issued by the ICAI, requires the auditor to test the operating effectiveness of the
internal financial controls over financial reporting during the FY under audit and not just as
at the balance sheet date, though the extent of testing at or near the balance sheet date may
be higher. On perusal of the eAudit File submitted to NFRA, it is observed that most of the
controls tested by the Audit Firm have been performed on 26" April, 2018. Further, most
of the controls have been tested as at the balance sheet date. Hence, the Audit Firm has
failed to exercise due diligence to comply with the requirements of Para 41 of the Guidance

Note on Audit of Internal Financial Controls over Financial Reporting.

On perusal of WP 11.1.10, NFRA observes that examination of the role of internal auditors
in the process of evaluating the internal controls over loans and the Internal Audit Reports
neither forms part of the referred WP nor of the eAudit File submitted to NFRA. It is to be
noted that Para 153 of the Guidance Note on Audit of Internal Financial Controls Over
Financial Reporting requires the auditor to review reports issued during the year by the
internal auditor (or similar functions) that address the controls relating to internal financial
controls over financial reporting and evaluate control deficiencies identified in those
reports. Hence, the Audit Firm was grossly negligent and has failed to exercise due
diligence to comply with the requirements of Para 153 of the Guidance Note on Audit of

Internal Financial Controls over Financial Reporting.

Another specific item of WCGW identified by the Audit Firm pertains to PPE. Section 143
(3) (i) of the Companies Act, 2013, requires that the Audit Report should include “whether
the company has adequate internal financial controls with reference to Financial
Statements in place and the operating effectiveness of such controls”. Para 34 of Guidance
Note on Audit of Internal Financial Controls Over Financial Reporting states that “a
company's internal financial control over financial reporting includes those policies and
procedures that (1) pertain to the maintenance of records that, in reasonable detail,
accurately and fairly reflect the transactions and dispositions of the assets of the
company...”. On perusal of the PPE section of eAudit File and WP 80.1.0010, NFRA has
observed that the Audit Firm has performed a walkthrough of a single transaction starting
from raising a requisition of the asset till the passage of accounting entry in the system
(AXAPTA). The Audit Firm has concluded that “the company has adequate internal
financial controls system over financial reporting and such internal financial controls over

financial reporting were operating effectively as at 31% March, 2018 without actually
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evaluating the same as required by the Guidance Note on Audit of Internal Financial
Controls over Financial Reporting. Hence, the Audit Firm has failed to comply with the
provisions of the Companies Act, 2013, and Guidance Note on Audit of Internal Financial
Controls over Financial Reporting. The Audit Firm has also failed to obtain sufficient

information which is necessary for expression of an opinion on internal financial control.

2.7.4 NFRA, therefore, concluded as follows in DAQRR:

a)  The Audit Firm has failed to examine that internal controls pertaining to “Lending” and
“Assets” in place were adequate and operating effectively. The Audit Firm has not
exercised due diligence in examination of Credit Review Cases and was grossly negligent

in the conduct of its professional duties.

b)  The Audit Firm was grossly negligent in the conduct of its professional duties and has
failed to exercise due diligence to comply with the provisions of the Companies Act, 2013,
and Para 41, 90 and 153, Guidance Note on Audit of Internal Financial Controls over

Financial Reporting.

¢)  The Audit Firm has failed to obtain sufficient information which is necessary for
expression of an opinion on internal financial control. This amounts to professional
misconduct as defined by Section 22 of the Chartered Accountants Act (No. 38 of 1949)

read with clause 8 of the Part | of the second schedule to the said Act.

2.7.5 The Audit Firm’s replies in response to the observations of NFRA in the DAQRR have been

examined and NFRA’s conclusions thereon are as follows:

a) In response to Para 2.7.3 (a) of DAQRR, the Audit Firm has stated that, “As stated in our
response dated 30 August 2019, control testing of journal entries which is controls over
management override, was tested and documented in Sections 2.11.JE, 2.9.4 and 3.1.JE in
addition to other procedures documented in eAudit Section 4.6.1. Controls work over
period-end Financial Reporting Process was covered in eAudit section 2 9 3. Further,
controls over related party transactions were tested and documented in eAudit section
2.6.8 and work paper attachment 2.6.8.10 Related Party Assessment. Controls over
provisioning were tested and documented in eAudit section 3.1 attachment reference 2.130
TOC Lending. As regards work done on controls over estimates, please refer to section

2.6.11 of our eAudit file as also our overall evaluation of estimates in section 4.5.1 of our
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eAudit file. Controls related procedures on entity level controls was covered in eAudit
section 2.7. In view of our submissions as above, we reiterate that adequate controls related
work has been performed in respect of various sections which among other areas extend to
Estimates, Unusual and Related Party transactions, Journal Entries, Financial Reporting
Process and Entity Level Controls. These controls, individually and collectively, primarily

address the risk of management override of controls.

NFRA had examined the WP 2.7, 2.9.4, 2.11, 3.1 and 4.6.1 at DAQRR stage and observed
that controls over management override do not form part of the evaluation of the internal
financial controls over financial reporting. NFRA has examined Section 2.9.3 and WP
2.9.3.10, which merely contains the literature on how to check the final closing entries in
the Balance Sheet and do not reflect any of the audit procedures carried out by the Audit
Firm to ensure that controls exist and they are operating effectively. On perusal of eAudit
Section and WP 2.6.8.10, it is observed that with regard to related party transactions, Audit
Firm has obtained a list of related parties from the Management and verified the MBP-1
forms of the Directors and concluded that related party transactions are fairly presented. On
perusal of the WP 4.5.2.0010, it is found that it is a mere repetition of WP 2.6.8.10, hence
our observations noted above stands. NFRA having examined the WPs, reiterates its
conclusion that controls over management override do not form part of the evaluation of

the internal financial controls over financial reporting.

b) (i) There is no response to the point made in para 2.7.3. (b) (i) above that in respect of
23 Credit Review cases the Audit Firm had failed to perform any further audit procedures
on these issues and had instead, without any examination of evidence, concluded that loan
balances were not materially misstated. The Audit Firm has sought to evade the issue of
non-performance of the necessary audit procedures by stating that “As regards the Credit
Review cases (From WP 2.260) listed in Annexure 1l of the DAQRR, while we acknowledge
that the documentation could have been clearer, we have provided references in our audit
file to the information that was obtained, and procedures performed by ET in reaching its
conclusions in respect of these accounts. - Please refer Appendix 3”. Very clearly, what is
not documented is to be regarded as not having been done. However, notwithstanding the
above, NFRA has examined just two entries out of Appendix 3, forming part of the Audit
Firm’s response (and not part of the Audit File) to just showcase that the reply of the Audit

Firm is an afterthought and a sham. The observations of NFRA are as follows:

o ARM Telecom Services Ltd. was provided a loan of X 31.40 cr. The Audit Firm has
noted in their remarks column of WP “Credit Review” embedded in WP 2.260 that
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1. Valuation from preferred valuer (N.M. Raiji) is required, 2. Existence of pledged
shares of Istiva Steels Pvt Ltd. to be verified (Physical shares) 3. Breakup value for
Istiva Steel Pvt Ltd is negative 166.18. Looking at the company performance till FY
16-17, future projections of cash flows does not seem to be viable. Request you
(management) to provide substantiated cash flows for FY 17-18 and 4. ICOMM Tele
Ltd. shares breakup value is negative 31.23. The Audit Firm has in Annexure 3
referred to WP, “18. ARM Telecom Services Limited Page no. V1-564 to V1-587 of
Other Work Papers Folder”. On perusal of the WP, NFRA observes that IFIN had
extended the loan against pledge of 1,08,05,924 shares of ICOMM Tele Ltd.,
mortgage of 1 acre land in Hyderabad owned by Istiva Steel Pvt Ltd along with PGs
of Mr. Ramrao Paturu and Mr. Sumanth Paturu. Further, valuation report of M/s
BRAND & Associates, Chartered Accountants was taken for fair valuation of equity
shares of Istiva Steel Pvt. Ltd. Further, financials of Istiva Steel Pvt Ltd. show
negative net worth of 63 Crores for the FY 16-17 and negative 261.20 Crores for the
FY 15- 16. There is no documentation of the valuation of 1 Acre land in Hyderabad
and the PGs, which were also forming part of the security towards the loan facility.
Audit Firm has not documented as to how they have dealt with the information
provided by the Management and as to their own observations made in WP “Credit

Review”.

Varun LPG Carriers Pvt Ltd was provided a loan of 500 cr. The Audit Firm has
noted in their remarks column of WP “Credit Review” embedded in WP 2.260 that
1. Charge on shares of Varun LPG carriers Pvt Ltd. is not created and the same is
shown as unsecured loan 2. The amount paid by Varun Resources is out of
disbursements made to Varun LPG and 3. Financials of VVarun LPG carriers Pvt Ltd.
is not available. The Audit Firm has in Annexure 3 referred to WP, “12. Varun
Resources Page no. V1-224 to V1-228” On perusal of the WP NFRA observes that
IFIN had extended the loan towards acquisition of new building vessels from China
to be repaid from equity tie-up for the project. In the Current Status section of the
WP it is stated that “In view of NCLT Proceedings and RBI observations, IFIN has
reviewed the classification of exposure and recomputed the provision based on
original schedule and has made provision to the extent of 40% of the outstanding
exposure” Two Valuation reports of Bell Shipping Ltd are provided in the WP. There
is no documentation of Financial Statements of Varun LPG Carriers Pvt Ltd. Further,
Audit Firm’s observations made in WP “Credit Review” also remained
unaddressed. The Audit Firm’s conclusions on such issues were also not

documented.
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The Audit Firm has also made additional observation related to collaterals. As far
as performing audit procedures on collateral is concerned, the contention of the
Audit Firm that “Only when the client is expected not to be able to repay the loan
or when execution of the collateral is relevant for the repayment, the audit
procedures over collateral become relevant’ is completely absurd. Unless the Audit
Firm has devised a mechanism to predict which client will not be able to repay
the loan or when the collateral will become relevant for repayment, the Audit
Procedures for collaterals will be relevant in all circumstances. And this
contention is also despite the fact that the Audit Firm itself has stated that,
performing audit procedures on collateral is important “... to cover specific legal

requirements such as Section 143(1)(a) of the Companies Act, 2013.

b) (ii) In response to Para 2.7.3 (b)(ii) of DAQRR, the Audit Firm has stated that, “As
regards the Loan Classification Report referred to in WP 11.1.10, reference may be made
to WP 2.330 which was prepared from and verified with the Loan Classification Report. In
the course of the verification of creation of security, the ET had verified the same with
reference to this report. The Covenant Report was referred to during the course of the audit
but a copy of the same has not been retained in our file.” NFRA after reviewing WP 2.330
reiterates that evaluation of classification of loans does not form part of the Audit File and
as admitted by the Audit Firm in its response. The Covenant Report also does not form
part of the Audit File.

b (iii) In response to Para 2.7.3 (b)(iii) of DAQRR, the Audit Firm has stated that, “2.7.3
(b)(iii): With regard to the documentation of Manual Approval in WP 11.1.10, the following
is documented in the said work paper ' Loans are processed in two ways i.e. Automatic
Approval in system and Manual Approval. Due to demands of loans in a short period of
time or system inconsistencies the loans are at times approved Manually and then
regularised in the system.” As can be seen from the above, the reasons for Manual Approval
as per the information and explanations provided to the ET was due to legitimate
commercial consideration such as ‘processing in a short period of time or system
inconsistencies'. Accordingly, these were not considered to be manual override of controls
and no specific procedures were performed in this regard”. This is a clear admission of
the Audit Firm about the correctness of NFRA’s observations made in its DAQRR that,
“The fact that a manual override had to be undertaken is indicative of the need to relax the

conditions of viability, creditworthiness of the borrower, collaterals required etc. in
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specific cases. This would have been clear from an analysis of the CAMs. The Audit File
does not provide any evidence in support of procedures performed and CAMs scrutinized
to understand the reasons for manual override”. In fact, apart from documenting the fact
that some loans were processed manually and others were processed electronically, there
is no documentation of the number and the value of loans manually processed and the
number and value of loans processed electronically. This would have been the logical
starting point for any examination of the extent and pervasiveness of manual override of
controls. Without getting a handle on the total magnitude involved, the Audit Firm could
not have had any basis for the design of its audit procedures. The Audit Firm has thus failed
to address NFRA’s observations made in DAQRR and hence it is concluded that the Audit
Firm has failed to exercise due diligence to comply with the requirements of Para 90 of

the Guidance Note on Audit of Internal Financial Controls over Financial Reporting.

b) (iv) The Audit Firm in their response to 2.7.3(b)(iv) has stated that “Page 3 of WP
11.1.10 documents the following 'Perfection of Documentation Report is maintained in
excel and contains a list of documents pending to be received and the document is prepared
monthly under Maker Checker Control'. This report was frequently referred to during the
course of the audit and verification of security in respect where documents have been
received - refer WP eAudit Section 3.1 attachment reference 2.130 TOC Lending. This was
cross verified with pending documents list.” In WP 2.130 TOC Lending the Audit Firm has
documented that, “We have verified for 2 sample months that the Perfection of document
report has been prepared and shared with the respective departments. We have verified for
the month of June that the Perfection of Report document has been prepared. The Officer
(CRMG) has run the Legal OK Checklist for each client and has compiled the items listed
as "Not received" for preparation of Perfection of Document Report. The report has been
checked by Milie Tamboli (Manager, CRMG) and post review the same has been shared
with all the concerned Account Officers. The Perfection of Document Report has been sent
to Jinesh Sanghavi, Dwaipayam Ghosh, Shrikant, Crispin D' Souza, Lokeh Chebium and
Amit Shah.” However, the Audit Firm has failed to address NFRA’s observations made
in DAQRR, i.e. “the Audit Firm has not carried out any Audit Procedures with respect to
perfection of the documents already received. The Audit Firm has simply kept a “list of
documents pending” in the Audit File. The Audit Firm has, thus, failed to satisfy itself that
internal controls pertaining to “Lending” in place were adequate and operating effectively.”

NFRA’s reiterates its observations made in the DAQRR.

The Audit Firm, in their response, has stated that, “With regard to the comment that most

of the controls have been tested as at the balance sheet date, we state that, it is not
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mandatory for the auditor to have performed the testing procedures before the end of the
year. Accordingly, performing the procedures in April 2018 over samples selected
throughout the year ended 31 March2018 and not only at year end, is in compliance with
the Guidance Note.” Guidance Note clearly requires the Audit Firm to test the operating
effectiveness of the internal financial controls during the FY under audit and not just as at
the balance sheet date. Hence the contention of the Audit Firm that it is not mandatory for
the auditor to have performed the testing procedures before the end of the year is not in

accordance with the requirements of Para 41 of the Guidance Note.

d) Para 153 of the Guidance Note on ICFR requires the auditor to review reports issued during
the year by the internal auditor (or similar functions) that address the controls relating to
internal financial controls over financial reporting and evaluate control deficiencies
identified in those reports. Audit Firm, in their response, has stated that, “We refer to WP
11.1.10 of our eAudit file which contain documentation describing the ET’s walkthrough of
the lending process. A review of the Internal Auditors work, and their reports was
separately reviewed and captured in WP attachment 2.5.3.30 of our eAudit file. As can be
seen from the referred work paper, all internal audit reports issued during the year were
reviewed by the ET which includes observations relating to lending business and assessed
for impact on financials as well as on audit procedures. Based on a review of the same,
there were no indications that we could not rely on the internal control environment.” On
perusal of the WP 2.5.3.30 of the eAudit File, NFRA has noted that the Audit Firm has
documented the summary of the internal audit reports. The Internal Audit Reports
themselves do not form part of the Audit File. Further, the Audit Firm’s evaluation of the
control deficiencies as identified by the internal auditors and their conclusions are not
documented. It may also be noted that the Audit Firm in its reply dated 10" September,
2019, had stated that “ET did not use the work of Internal Auditor- refer documentation in
eAudit Screen 2.7.4 of our eAudit File”.

e) Itisto be noted that Para 34 (1) of the Guidance Note on ICFR, requires the Audit Firm to
evaluate the maintenance of records that, in reasonable detail, accurately and fairly reflect
transactions and dispositions of the assets of the company. The Audit Firm, in their
response, has stated that, “The testing of operating effectiveness of the controls over
additions and deletions to PPEare documented in WP C1.0010 FA Additions TOC and WP
C4.0010 FA Deletions TOC. As can be seen from the aforesaid work paper, 25 samples
each for transactions of additions and deletions of PPE that took place through the year
were tested for operating effectiveness of the control.” Further Audit Firm in WP C1.0010
FA Additions TOC and WP C4.0010 FA Deletions has stated that they have obtained the
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fixed assets register and identified the additions and deletions made during the year.
However, on perusal of the Audit File, there is no record of the Fixed Assets traceable.
Further, in the case of Biometric System (1 No) acquired on 31% of December, 2017, it was
found to be capitalized in the books of accounts as on 8" November, 2017 and in the case
of Servers (4 Nos) acquired on 31% May, 2017, they were found to be capitalized in the
books as on 01% April, 2017 much before the assets were actually acquired. This brings out
the casual attitude in which the Audit was carried out. Thus, the Audit Firm has actually
failed to evaluate the internal financial controls system over financial reporting as required

by the Guidance Note on Audit of Internal Financial Controls over Financial Reporting.

2.7.6 In view of above, NFRA is reinforced in its earlier conclusion that:

a)  The Audit Firm has failed to examine that internal controls pertaining to “Lending” and
“Assets” in place were adequate and operating effectively. The Audit Firm has not
exercised due diligence in examination of Credit Review Cases and was grossly negligent
in the conduct of its professional duties.

b)  The Audit Firm was grossly negligent in the conduct of its professional duties and has
failed to exercise due diligence to comply with the provisions of the Companies Act, 2013,
and the Guidance Note on Audit of Internal Financial Controls over Financial Reporting

especially Paras 41, 90 and 153 thereof.

c)  The Audit Firm has failed to obtain sufficient information which is necessary for
expression of an opinion on internal financial control. This amounts to professional
misconduct as defined by Section 22 of the Chartered Accountants Act (No. 38 of 1949)
read with clause 8 of the Part | of the second schedule to the said Act
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2.8 ANALYTICAL PROCEDURES

2.8.1 In its communication dated 7" August, 2019, NFRA had conveyed its prime facie conclusions as

follows:

a) Based upon the audit working papers available, NFRA had observed that the Audit Firm
had not performed the Analytical Procedures in the manner required by of SA 520. The
Audit Firm was found to be ignorant of the essence of the requirement as stated in Para 3(b)
and Para 6 of the SA 520 which provides that the Audit Firm should design and perform
Analytical Procedures near the end of the audit that assist the auditor when forming an
overall conclusion as to whether the Financial Statements are consistent with the auditor’s

understanding of the entity.

b)  The NFRA found that instead of analyzing the trend for a period of minimum 5-10 years,
the Audit Firm had restricted its working on Analytical Procedures to the comparison of

the opening and the closing balances of the Financial Statements for the year under audit.

c) It was found in certain working papers referred by the Audit Firm that they had covered
only the arithmetical verification of the information provided by the Management instead

of Analytical Procedures.

d) NFRA had further noted that it was not clear if the Audit Firm had covered significant
matters, as highlighted by the whistle blower’s letters and RBI inspections reports, in the

Analytical Procedures.

e) NFRA had observed, after going through the working papers referred by the Audit Firm,
that the conclusions arrived at on the basis of the variances had not been documented. Also,
multiple cases of inconsistent variances were found, which had not been countered, neither
in reference to the Audit Committee presentation, nor otherwise as per the requirement of
Para 7 of SA 520.

2.8.2 The Audit Firm, in its response dated 10" September, 2019, had stated asfollows:

a)  Paras A4 and A6 of SA 520 say that it is the auditor’s judgement whether to use or not use

substantive analytical procedures. Substantive analytical procedures are generally more
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applicable to large volumes of transactions that tend to be predictable over time.

b)  Considering the unique nature of the financial operations of the company the trend
analysis of multiple years may not yield meaningful audit evidence.

C) The matters highlighted in the whistle blower’s letters and RBI Inspection Reports
including loans and advances utilization, collateral on loans and borrowings etc. cannot be
covered through analytical procedures. These were covered through WPs on test of details

etc.

d)  Referringto Para A17 of SA 520, the Audit Firm has submitted that there were no instances
of material variances that were inconsistent with the understanding obtained in the analytical

review performed.

2.8.3 NFRA had examined the above contentions of the Audit Firm and had concluded as follows in
the DAQRR:

a)  The Audit Firm in their response had justified their analysis on substantial analytical
procedures with reference to Para A4 read with Para 4 and A6 of SA 520. The NFRA having
examined the response of the Audit Firm has found that the Audit Firm has ignored the
objectives of the audit under clause 3(b) of SA 520 which provides for performance of

Analytical Procedures as mentioned below:

“To design and perform Analytical Procedures near the end of the audit that assist the
auditor when forming an overall conclusion as to whether the Financial Statements are

consistent with the auditor’s understanding of the entity”.

The above referred clause, read with Para 6 and Paras A17-A19 of the SA 520, requires the
Audit Firm to design and perform Analytical Procedures near the end of the audit that
assist the auditor when forming an overall conclusion. This cannot be confused with
objective mentioned in 3(a) read with Para 5 and Para A4 and A5 of SA 520. Further, as
defined in Para 4 of SA 520, “Analytical Procedures” means evaluation of financial
information through analysis of plausible relationships among both financial and non-
financial data. Para Al of SA 520 states that Analytical Procedures include the
consideration of comparisons of the entity’s financial information with comparable
information for prior periods, anticipated results of the entity and similar industry

information. Para A2 of SA 520 states that Analytical Procedures also include
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consideration of relationships amongst elements of financial information that would be
expected to conform to a predictable pattern and also between financial information and
relevant non-financial information. It may be noted that both Para Al and A2 gives an
inclusive illustrative list of Analytical Procedures that has to be carried out by the Audit

Firm.

The Audit Firm was expected to perform these Analytical Procedures which as per the
observation of the NFRA have been neglected by the Audit Firm except the comparison
of the opening and closing balance of the elements of Financial Statements for the same

year.

Appendix to SA 520 gives a list of Analytical Procedures to be carried out. It includes trend
analysis, test of reasonableness, ratio analysis and confirmation of sources of information.
As admitted by the Audit Firm, they have restricted their working on Analytical
Procedures to the comparison of the opening and closing balances for the Financial
Statements for the year under audit (W P no 4.3.1.50). Thus, the Audit Firm has not carried
out the processes, as required under SA 520.

The Audit Firm has referred to WP 4.3.1.50, WP 4.160 (Interest Income Recomputation),
WP 2.0010 and WP 3.170 (Cost of Borrowing) as the proof of carrying out the Analytical
Procedures. NFRA has gone through all the four working papers. They cover only
arithmetical verification. The Audit Firm has kept silent on this observation of NFRA and
has thus, accepted that the only Analytical Procedure carried out was in the form of
arithmetical verification. As per Para A3 of SA520, various methods are to be used to
perform Analytical Procedures. These methods range from performing simple comparisons
to performing complex analysis using advanced statistical techniques. The Audit Firm has
used only simple comparisons and that also for the year under report. The Audit Firm has

clearly failed to carry out Analytical Procedures, as required under SA 520.

The Audit Firm in their response have admitted that with respect to matters which were
highlighted by the Whistle blower letters or RBI Inspection Reports including loans and
advances utilization, collateral on loans and borrowings, sanctioning as per CAM, ever
greening of loans, circuitous transactions, exposure to single entity, risk categorization of
accounts, divergence in NOF, provisions and diminution of value of investments etc. have
not been covered under the Analytical Procedures. The Audit Firm has not complied with

the requirements of Para 5 and 6 of SA 315 which has been separately covered in the Para

Page 121 of 256



f)

File No.NF-20011/5/2019-O/o Chairman

AQR Report No. 1/2020 dated 17.8.2020

on ROMM. Moreover, the Credit Rating Agency ICRA in its report published on 28%"
March, 2018, had reported that the gross NPA had increased to 4.48% in September 2017.
This had been only 0.60 % in March 2012. Similarly, the Net NPA to Net Worth Ratio
had increased to 21% as of September, 2017. This had been only 2.18 % as of March,
2012. This report was publicly available. The report highlighted several vulnerabilities of
IFIN’s business model. The Audit Firm should have carried out proper ratio analysis and
trend analysis as required under the SA 520, and should have investigated the differences
and inconsistent relationships. This would have assisted/enabled the Audit Firm to identify
misstatements while forming an overall conclusion on the Financial Statements of the

Company.

NFRA had observed that the bases of variance have not been documented properly and
multiple cases of inconsistent variances were found. The Audit Firm, however, has
contended that there were no instances of material variances that were inconsistent with the
understanding obtained in the Analytical Review performed. NFRA has gone through the
working paper number 4.3.1.50- Final Analytical review. There is no explanation to the
variances found in more than 50% of the items at assertion level in this working paper.

Moreover, there are many material variances found in the working paper like

i. Note 5 — Variance of 39% i.e. from %450 Crores to 2175 Crores in General

Contingencies,

ii. Note 13 — Variance of 8942% i.e. from %42.93 Lakhs to %38.82 Crores in

Outstanding Trade Receivables for a period exceeding six months from the due date,

iii.  Note 15— Variance of more than 100% in Derivative Assets from 20 to 184
Crores and Variance of more than 100% in income accrued on investments from
%3.55 Crores to X25.7 Crores, d). Note 19 — Variance of 90% in Lease Income from
%5.65 Crores to 354 Lakhs, etc.

As required by Para 7 of SA 520, if Analytical Procedures performed in accordance with
this SA identify fluctuations or relationships that are inconsistent, the auditor shall
investigate such differences. The Audit Firm has not carried out any investigation in all

such cases. Thus, the auditor has failed to comply with Para 7 of SA 520.

There are also many instances in WP no. 4.3.1.50, where wrong formulae are used resulting
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into misleading figures of variances. Note 3, 4, 5 and 6 do not mention FY or mentions
wrong FY and PY. This shows the casual and unprofessional manner in which the audit
has been carried out.

2.8.4 NFRA, therefore, concluded in DAQRR, that the Audit Firm has failed to:

285

a) design and perform Analytical Procedures near the end of the audit asrequired by Para 3(b)
read with Para 5, Para A4 and Para A5 of SA 520.

b)  carry out Analytical Procedures like comparisons with prior periods, anticipated results and
similar industry information, consideration of relationships between financial and non-

financial information, etc. as required by Para Al and A2 of SA 520.

C) carry out the processes of Analytical Procedures as required by Appendix to SA 520.

d)  carry out Analytical Procedures by using various methods as required by Para A3 of SA
520.

e) has failed to identify misstatements while forming an overall conclusion on the Financial
Statements of the company by not carrying out proper Ratio Analysis and Trend Analysis

as required under SA 520.

f) carry out investigation in cases of Material Variances and has thus failed to comply with
Para 7 of SA 520.

After examining the responses of the Audit Firm to the DAQRR, NFRA concludes as follows:

a) Both Para Al and A2 of SA 250 give an inclusive illustrative list of Analytical Procedures
that has to be carried out by the Audit Firm. The Audit Firm was expected to perform
these Analytical Procedures which have been neglected by the Audit Firm except the
comparison of the opening and closing balance of the elements of Financial Statements
(WP 4.3.1.50) for the same year.

b)  As per Para 6 of SA 520, the auditor shall design and perform analytical procedures near

the end of the audit that assist the auditor when forming an overall conclusion as to whether
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the financial statements are consistent with the auditor’s understanding of the entity. Para 6
also gives reference of Para A17- A19 of SA 520. Para A18 states that the results of such
analytical procedures may identify a previously unrecognised risk of material misstatement.
Thus, the statement of the Audit Firm that procedures should be responsive to assessed
ROMM is wrong and misleading.

Since, hardly any analytical procedures were actually carried out, the question of whether
“the ET did not come across anything inconsistent with its understanding of the entity”

does not arise at all.

Clause 3 (b) read with Para 6 and Paras A17-A19 of the SA 520, requires the Audit Firm
to design and perform Analytical Procedures near the end of the audit that assist the auditor
when forming an overall conclusion. As already stated during DAQRR, this cannot be
confused with objective mentioned in 3(a) read with Para 5 and Para A4 and A5 of SA 520.

The Audit Firm has again referred to WP 4.160 (Interest Income Recomputation), WP
2.0010 and WP 3.170 (Cost of Borrowing) as the proof of carrying out the Analytical
Procedures. As clearly brought out during DAQRR, they cover only arithmetical
verification. The Audit Firm has kept silent on this observation of NFRA and has thus,
accepted that the only Analytical Procedure carried out was in the form of arithmetical

verification.

Even though the Appendix to SA 520 may be illustrative in nature, it gives a long list of
Analytical Procedures to be carried out including trend analysis, ratio analysis and
confirmation of sources of information. As admitted by the Audit Firm, they have
restricted their working on Analytical Procedures to the comparison of the opening and

closing balances for the Financial Statements for the year under audit (W P no 4.3.1.50).

There is no evidence in the Audit File that the ET had considered various methods of
Analytical Procedures and decided that the same were inappropriate. Hence, the statement,
“the ET decided that such a trend analysis may not be appropriate for this engagement” is
completely misleading and an afterthought. Further, the Audit Firm has also failed to show
that they had asked for any information for carrying out Analytical Procedures but which

were not maintained by the Company.
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The WP 2. .0010, which the Audit Firm claims as the proof of test of reasonableness for
interest expenses against interest bearing obligation records that “Interest recalculation
done, verified change in rate of Interest”. The main principle of test of reasonableness is
using one event or transaction to predict or assess the reasonableness of others that have a
connection with it. This has not been carried out by the Audit Firm.

The issue regarding RBI report and the whistle blower complaint has been covered in other
parts of the report.

In reply to Para 2.8.3 (a), the Audit Firm has stated that they have performed the relevant
substantive Analytical Procedures. However, in response to Para 2.8.3 (d), the Audit Firm
has stated that they had opted for test of details instead of substantive Analytical Procedures.
This clearly brings out the confusion regarding use of Analytical Procedures and an attempt
to mislead NFRA.

The Audit Firm, as part of due diligence, should have obtained Credit Rating Report from
the Management and should have thoroughly analyzed it. Surprisingly, the Audit Firm
says that they are not aware about such a publicly available document. A copy of the report
is placed at Annexure I1. The ICRA report, in fact, covered period up to 30" September,
i.e. period of the Audit

The Audit Firm has stated that they were aware about the increase in NPAs and referred
to their responses on GCP. In such scenario, the Audit Firm should have investigated the
differences and inconsistent relationships. This would have assisted/enabled the Audit
Firm to identify misstatements while forming an overall conclusion on the Financial
Statements of the Company. However, they completely failed to obtain sufficient
information which is necessary for expression of an opinion while critically evaluating

reversal of General Contingency Provision by Management.

NFRA had observed that the bases of variance have not been documented properly and
multiple cases of inconsistent variances were found. The Audit Firm has acknowledged
that their analysis could have been better documented and they will take steps to strengthen

documentation of such analysis.

NFRA had pointed many material variances found in the working paper number 4.3.1.50-
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Final Analytical review. There is no explanation to the variances found in more than 50%
of the items at assertion level in this working paper. The Audit Firm has now stated that
they were aware of the reasons for the said variances. It appears that the Audit Firm has
carried out the investigation of such differences after the issuance of DAQRR and not at
the time of Audit. Because no such reasoning has been recorded in the Audit File and
especially in the working paper number 4.3.1.50- Final Analytical review. As required by
Para 7 of SA 520, if Analytical Procedures performed in accordance with this SA identify
fluctuations or relationships that are inconsistent, the auditor shall investigate such

differences. Thus, the auditor has failed to comply with Para 7 of SA 520.

0)  The Audit Firm has acknowledged NFRA’s observation regarding arithmetical errors, typo
errors, use of wrong formulae resulting into misleading figures of variances, wrong FY and
PY, etc. This reinforces NFRA’s view that “This shows the casual and unprofessional

manner in which the audit has been carried out”.

In view of above, NFRA is reinforced in its earlier conclusion that the Audit Firm has failed
to:

a) design and perform Analytical Procedures near the end of the audit (except comparison of
the opening and closing balances for the Financial Statements for the year under audit) as
required by Para 3(b) read with Para 5, Para A4 and Para A5 of SA 520.

b) carry out Analytical Procedures like comparisons with prior periods, anticipated results and
similar industry information, consideration of relationships between financial and non-

financial information, etc. as required by Para A1 and A2 of SA 520.

C) carry out the processes of Analytical Procedures as required by Appendix to SA 520.

d) carry out Analytical Procedures by using various methods as required by Para A3 of SA
520.

e) has failed to identify misstatements while forming an overall conclusion on the Financial
Statements of the company by not carrying out proper Ratio Analysis and Trend Analysis

as required under SA 520.

f) carry out investigation in cases of Material Variances and has thus failed to comply with
Para 7 of SA 520.
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29 EVALUATION OF GOING CONCERN

2.9.1 Inits communication dated 7" August, 2019, NFRA had conveyed its prime facie conclusions as

follows:

a) NFRA had observed that the Audit Firm had failed to perform any audit procedures in
compliance with the requirements of Para 10 of SA 570 (Revised) which requires
consideration of any events or conditions existing that may cast significant doubt on the
entity’s ability to continue as a going concern. In so doing the Audit Firm had to make an
evaluation of the Management’s assessment of the entity’s ability to continue as a going

concern.

b)  Such evaluation of the going concern assumption by the Audit Firm as was done was
found to be completely insufficient as a guide to future liquidity. The decrease in the Net
worth of the Company as on 31% March, 2018, and the major reduction in the Profit earned
during the year, were not given due importance. The Audit Firm failed to test the source
of the cash generated and the company’s ability to meet the immediately arising future

liabilities.

¢)  The Audit Firm had not complied with the provisions of Para 11 of SA 570 (Revised) and
had failed to capture the significance of the RBI’s inspection and report regarding non-
compliance of minimum NOF/CRAR requirements to continue in the NBFC business. The
company had repeatedly delayed in submitting as per the RBI directions the compliance

roadmap.

d) It was observed that the Audit Firm has failed significantly to fulfill the requirements
under Para 16, 18, 22, 23,24 and 25 of the SA 570 (Revised) including obtaining the
Management assessment of the going concern assumption and communicating with
TCWG.

e) NFRA concluded that not only the Audit Firm had failed to obtain sufficient evidence, the
Audit Firm had also been negligent about the available evidence. Also, there had been no
instance of the Audit Firm communicating with TCWG, or considering the implications

of the going concern assumption for the auditor’s report.
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f) NFRA noted that the Audit Firm had not obtained any independent/corroborative
evidence. It had not shown the required professional skepticism. NFRA had also shown that
the claim of the Audit Firm that they had discussed with the Management and understood
the plans they had drawn up to comply with the RBI requirements was FALSE. No such

plan was found in the Audit File.

2.9.2 The Audit Firm, in its response dated 30" August, 2019, has stated asfollows:

a)  The Audit Firm has quoted the decision in Tri-Sure India Limited v. A.F. Ferguson & Co.
to contend that the evaluation of the going concern assumption should be made based upon
the situation that prevailed at the time of the original audit, excluding all the facts that have

come to light subsequently.

b)  The Audit Firm has referred to WP 4.6.2.10 where the overall assessment of the Going
Concern assumption has been documented, based on the information and explanations
provided to them and the facts, events and conditions existing on the date of the audit

opinion.

C) Regarding the Management assessment in this regard, the Audit Firm has referred only to
Para 8 in page 4 of “Management Representation Letter- Standalone” in attachment
4.7.2.10 of the eAudit File. The said Para states that “The Standalone Financial Statements
are prepared on the accrual basis. The going concern assumption is appropriate in the

circumstances of the company”.

d)  The Audit Firm has quoted Para 7 of SA 570 (Revised) which provides that:

“7. However, as described in SA 200, the potential effects of inherent limitations on the
auditor’s ability to detect material misstatements are greater for future events or conditions
that may cause an entity to cease to continue as a going concern. The auditor cannot predict
such future events or conditions. Accordingly, the absence of any reference to a material
uncertainty about the entity’s ability to continue as a going concern in an auditor’s report

cannot be viewed as a guarantee as to entity’s ability to continue as a going concern.”
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The Audit Firm has argued that they considered various aspects of the company including
NPAs, operating cash flows, the maturity profile disclosure, credit ratings, repayment
record, legal proceedings, indication of liquidation of the entity or ceasing the operation of
the company etc. and concluded that even if some of the indicators pointed towards a
deteriorating situation they were not severe enough, individually or collectively with other
events or conditions, to cast significant doubt on the entity’s ability to continue as a going

concern.

The Audit Firm has clarified that the decrease in net worth of the Company is on account
of the declaration of final dividend for the FY 2017 during the year 2017-18. They also
have said that the reduction in profits for the year was not severe enough to be taken as an

adverse condition or event.

Regarding the observation of the RBI inspection, the Audit Firm has contended that the
issue of NOF/CRAR identified and reported by RBI was one of regulatory capital
computation and not one of solvency and hence not related to the going concern assumption
of the company. Further the Managementhad drawn up a plan to achieve the reduction in
group exposure to the required level by 31 March, 2019. This plan was approved by the
BOD on 28" May, 2018, (refer Point V in Page 4 of the Management Representation (RBI)
embedded in cell E10 of the attachment 4.7.2.10 to the eAudit File) and the Audit Firm
did not find any reason to believe that these group exposures highlighted in the RBI

inspection could not be reduced in compliance with the RBI directions.

Multiple rating agencies including ICRA, CARE and India Rating had provided high credit

rating against various instruments.

The Audit Firm has mentioned that the RBI SCN regarding potential cancellation of
registration had not been received by the company till the date of issuance of the Audit
Report on its standalone Financial Statements. The fact of receipt of the notice before the
issuance of the auditor’s report on consolidated Financial Statements was not intimated to
the auditors by the company. Based upon the information available with them, they were not

aware of the notice by the RBI.

In the light of the above, the Audit Firm felt justified that neither written communication
with TCWG nor EoM in the Audit Report was required.
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2.9.3 The NFRA has examined the above contentions of the Audit Firm and had concluded as follows
in the DAQRR:

a) NFRA is reinforced in its prime facie conclusion that there was no management assessment
of the entity’s ability to continue as a going concern required by SA 570 (Revised). NFRA
finds the Audit Firm grossly negligent in compliance with SA 570 (Revised) in
considering the below mentioned statement (Para 8 in page 4 in the Management
Representation WP 4.7.2.10) as the Management Assessment of the entity’s ability to

continue as a going concern:

“The Standalone Financial Statements are prepared on the accrual basis. The going

concern assumption is appropriate in the circumstances of the company

The above referred statement neither contains any assessment nor any analysis from the
Management. It is a mere bold assertion bereft of any justification or supporting evidence.
The stand of the Audit Firm is not only violative of the spirit but also the very letter of SA
570 (Revised). As clearly provided by Para 10(b) of SA 570 (Revised), the auditor was
duty bound to discuss with the Management the basis for the intended use of the going
concern assumption in a situation where the Management had itself not performed such an
assessment, as was the admitted situation in this case. Para 16(a) of SA 570 (Revised) also
provides that when management has not yet performed an assessment of the entity’s ability
to continue as a going concern, the Audit Firm shall request the Management to make the

assessment. No such request has been included in the Audit File.

b)  Para 10(b) of SA 570 (Revised) is under the requirement portion of the SA. As is the
convention relating to the Requirements portion, all such requirements are made
Unconditional and Mandatory by the use of the word “shall”. Given the situation
described in the paragraph, the Audit Firm did not have any discretion in the matter. The
discussion with the Management and enquiry with them required by the SA had to be
complied with and the same had to be documented as per the requirements of the SA relating
to documentation. Their reference to the working paper in this regard leads to a confirmed
admission that the Audit Firm has not conducted any such discussions and enquiry; neither

is any other proof of such discussion and enquiry available in the Audit File.

C) The Audit Firm has not provided any evidence to show that they scrutinized or otherwise
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performed any procedures at all to review the cash flow forecasts for at least a 12-month
period from the Balance Sheet date. No working papers or references in the Audit File have
been provided in this connection.

Tri-Sure India Limited v. A.F. Ferguson & Co. is not of any use in the circumstances of the
present case since the Audit Firm had not fulfilled the requirements of the SA 570
(Revised) with regard to the evaluation of the going concern assumption even based on
available facts at the time of the audit as concluded in our prime facie observation as well
as our conclusion in this report. At any rate, the decision in Tri-sure antedates the coming
into force of SA 570 (Revised), and has no value as against the specific mandatory
requirements of this SA.

The Audit Firm has failed significantly to exercise due professional skepticism while
performing the risk assessment procedures related to events and conditions or conditions
that could cast significant doubt on the entity’s ability to continue as a going concern. Para
A7 of SA 570 (Revised) documented in WP 4.6.2.10 as well as the Para 11 of SA 570
(Revised) that requires the auditor to remain alert throughout the audit for audit evidence of
events or conditions that may cast significant doubt on the entity’s ability to continue as a
going concern. The Audit Firm’s contention that the NOF/CRAR issue as identified and
reported by RBI was one of the regulatory capital computation and not one of solvency and
hence not related to the going concern of the company is not acceptable at all, the checklist
provided under Para A3 of SA 570 (Revised) itself provides that “Non-compliance with
capital or other statutory or regulatory requirements, such as solvency or liquidity
requirements for financial institutions” as an indicator of the events or conditions that,
individually or collectively, may cast significant doubt on the entity’s ability to continue as
a going concern. The Audit Firm has completely ignored the fact that the RBI, at multiple

times had rejected the requests and submissions made by the company.

The Audit Firm’s assertions about the approval of the compliance plan by the Board are
found to be unsupported by Audit File evidence. Para V at Page 4 of Management
Representation (RBI) clearly refers only to the disclosures (termed as “Representation’)
proposed in the Financial Statements and the Directors Report. The Management
Representation itself does not speak of a well thought out and finalized action plan, but is
only a tentative indication of the likely shape that it could take. The Management appeared

to be still in the hope of persuading the RBI to extend the deadline and was preparing to
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work out a plan only “in the unlikely event RBI does not permit extension of timeline”. In

the light of the earlier RBI refusals to extend the deadline, this appeared to be an unjustified

position. Besides, when there was no action plan for ensuring compliance, the Audit

Firm’s assertion that they were convinced that there were no doubts about the feasibility

of such “action plan” is bereft of any meaning. Further as tabulated below, the chronology

of the communication with RBI nowhere indicates that the RBI had accepted the company’s

plea to permit the submission of the compliance roadmap by the 30" June, 2019, and the

company had been found to continuously deferring the compliance fulfillment since the

initial due date of submission of the roadmap i.e., 14" November, 2016.

S. No. Date Sender Particulars

1 [14" September, 2016 RBI  [To submit the roadmap for compliance within two
months and comply by 318t March, 2019 i.e.14th
November, 2016

2 [30" November, 2016 IFIN  |Request to provide an opportunity of being heard

3 prth March, 2017 RBI Rejection of submission made on 30th November,
2016

4 3rdApri|, 2017 IFIN  |Request to give time to discuss the steps taken and
future plans for reduction of exposure by Company

5 16th May IFIN  |[General Submission by IFIN to RBI

2017

6  [1%November, 2017 RBI  [To submit the roadmap for compliance and comply
by 31" March, 2019

7 22" November, 2017 IFIN  Request to allow time till 315t January, 2018 to
submit the roadmap

8 4t December, 2017 RBI RBI raised the concern of ignorance of serious
regulatory violations by the Company

9 8" December, 2017 IFIN  [Sought time to meet the CGM DNBS on 14"

December, 2017
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S. No. Date Sender Particulars

10 26" December, 2017 IFIN | Acknowledgement by BOD of due date of 31
March, 2019 for making the compliance and to
request RBI to extend the
date till 31*March, 2021

11 | 7" February, 2018 IFIN Request to RBI to extend the due date for
compliance till 31%*March, 2021

12 | 13" March, 2018 RBI Regarding  non-submission  of  Planned
Roadmap and Rejection of request for extension
of date till 31" March, 2021

13 | 16" March, 2018 IFIN Submission of Profit related details in response to
letter dated 13" March, 2019

14 | 23“March, 2018 RBI To submit the planned roadmap

15 | 17" April, 2018 IFIN Informed RBI that they expect to submit the
roadmap by 30" June, 2018

16 | 16" May, 2018 IFIN | Reiterated that they will submit the roadmap by 30t
June, 2018

17 | 5™  June, 2018 RBI SCN for Cancellation of Certificate of
Registration

0) NFRA reiterates that the maturity pattern of certain assets and liabilities as disclosed in the

h)

notes to accounts of the Financial Statements has been prepared by the Management only.

NFRA could not find any document at all in the Audit File to substantiate any kind of audit

procedures performed by the auditor to evaluate the authenticity of any such information.

Para 7.6 of RBI circular Ref/ No. DNBS (PD). CC.N0.15/02/01/2000-200 1 Dated 27% June
2001, clearly provides that the mismatches (negative gap) in the 1-30/31 days’ bucket

course may not exceed 15% of the cash outflows in the normal course in this time bucket.

Notwithstanding a clear breach of this condition, the Audit Firm has not pointed this out.

NFRA analysed the WP referred by the Audit Firm in its response regarding loans and

advances but it was observed that the checking/testing of classification by the Audit Firm
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is limited to the calculation of dates and no other factor has been considered by the Audit

Firm.

With reference to the SCN Letter bearing reference no. DNBS, MRO, CMD
N0.2120/13.09.050/2017-18 dated 5" June, 2018, by which the RBI has issued notice to
the company to show cause why their certificate of registration as NBFC should not be
cancelled, the Audit Firm has failed to consider the same in accordance with the provisions
of Para 16 of SA 570 (Revised) “Going Concern” in their Audit Report on Consolidated
Financial Statements of the Company issued on 28" June, 2018. The SA, inter alia, says
that the Audit Firm has the responsibility that if the events or conditions have been
identified that may cast significant doubt on the entity’s ability to continue as a going
concern, the auditor has to obtain sufficient appropriate audit evidence to determine
whether or not a material uncertainty exists related to events or conditions that may cast
significant doubt on the entity’s ability to continue as a going concern through performing

additional audit procedures, including consideration of mitigating factors.

Para 1.1(e.) of the EL dated 1% February, 2018, says as follows:

(e) informing us of the subsequent events that require adjustments to or disclosure in the
Financial Statements in accordance with the SA560 (Revised), “Subsequent Events” issued
by ICAI, and as prescribed by the Central Government in accordance with Section 143 (10)
of the Companies Act, 2013. This would include:

° Events occurring between the date of the Financial Statements and the date of the

auditor’s report;

. Facts which become known to the Management after the date of the Auditor’s report

but before the date of Financial Statements are issued; and

. Facts which become known to the Management after the Financial Statements have

been issued

Which if they had been known at the time of approval of Financial Statements or the

Audit Report date, may have caused the Financial Statements to be amended.
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If the Management had, on its own, not provided an updated Management Representation
prior to the signing of the Audit Report on the Consolidated Financial Statements on 28™
June, 2018, the Audit Firm was duty bound to ask the Management for the same and obtain

it. The Audit Firm has seriously failed in not doing so.

The minutes of the Audit Committee meeting dated 29" August, 2018, clearly indicate that
the details of the SCN must have been brought to the notice of the Audit Firm on or before
the date of the meeting through the meeting agenda. Given this, the Audit Firm is held to
be grossly negligent in complying with SA 560 “Subsequent Events” dealing with
procedures to be performed on the facts which become known to the Auditor after the Date
of the Auditor’s report but before/after the date on which the Financial Statements have
been issued. The auditor has failed to emphasize the importance of any such communication
from the regulator, RBI, and its possible effects on the Financial Statements and “Going
Concern Assumption” of the Company. No record of any procedures performed or action
taken or communication been made with the Management or TCWG is found in the Audit
File.

2.9.4 On a consideration of all the above, NFRA concluded that the Audit Firm had completely failed
to obtain sufficient, appropriate audit evidence to assess the Management’s use of the going

concern assumption.

2.9.5 NFRA has examined the responses of the Audit Firm tothe DAQRR and has concluded as follows:

a)  Written representation from the Management regarding its assessment of the entity’s ability
to continue as a going concern in the WP is a mere assertion lacking any justification or
supporting reasoning. As clearly provided by Para 10(b) of SA 570 (Revised), the auditor
was duty bound to discuss with the Management the basis for the intended use of the going
concern assumption in a situation where the Management had itself not performed such an

assessment, as was the admitted situation in this case.

b)  The claim made by the Audit Firm that the final overall conclusion of the Management
was considered appropriate as documented in Page 7 of WP 4.6.2.10 under the heading

‘Conclusion’ which says

“Based on our understanding and work done, we believe that material uncertainty does
not exists and we need not report on going concern issue in the audit report or the financial

’»

Statements.

Page 135 of 256



d)

File No.NF-20011/5/2019-O/o Chairman

AQR Report No. 1/2020 dated 17.8.2020

is only an assertion by the Audit Firm which lacks any justified evidentiary audit
procedures conducted by the firm.

e-Audit screen 2.14.1 is a Risk assessment and planning discussion which answers the
guestion “Has management performed an assessment of the entity's ability to continue as a
going concern?” in affirmative. An answer in the affirmative to this question was clearly
not in order, in view of the absence of any such assessment performed by the Management.
It then refers to WP 4.6.2.0010 for the evaluation of management's assessment of the entity's
ability to continue as going concern. e-Audit screen 4.2.2 is a risk assessment update in a
Yes/No question format. It just says that based on the audit procedures performed and the
audit evidence obtained throughout the audit, going concern events and conditions
including management's assessment thereof are still appropriate. As required by Para 17 of
SA 570 (Revised), the auditor shall evaluate whether sufficient appropriate audit evidence
has been obtained regarding, and shall conclude on, the appropriateness of management’s
use of the going concern basis of accounting in the preparation of the financial statements.
No such audit evidence has been found in the Audit File.

WP 4.6.2.10 does not provide any explanation/ justification regarding the grounds of
management’s use of going concern basis of accounting. It does not provide any mention
about the Audit Firm’s discussion with management and TCWG except on the matter of
loss of key management personnel(?) without replacement, which is not a sufficient matter
to evaluate the going concern assumption. It basically states the auditor’s and management
responsibility which is otherwise stated in SA 570 (Revised), rather than the work done by
management on the assessment of use of going concern basis of accounting. The claims of
the Audit Firm regarding assessment of factors and conditions affecting going concern
assumption also does not hold true as there were no audit procedures done by Audit Firm
to assess the various factors. Brief statements of factual information regarding some events

can not suffice and substitute for the assessment required to be made.

Considering points (a) to (c) above, the Audit Firm has clearly failed to comply with Para
10 of SA 570 (Revised)

NFRA reiterates its views that no evidence was produced to show that cash flow forecasts
for at least 12 months’ periods from Balance sheet date was performed. Maturity profile

analysis, as referred in WP, was prepared by management only. Audit Firm’s analysis was
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limited to recalculation of maturity dates based on the data given by management only. No
other audit procedure was conducted by the Audit Firm. The claim by Audit Firm
regarding work done on projected cash flows and liquidity is misleading, as no such work
was found in the WPs mentioned by the Audit Firm.

For Loans and Advances classification, the work done by the Audit Firm was unable to
impart any meaning, as the only work done, that is Formulas used, are incomplete/false. The
“Asset Liability Management Maturity pattern of certain items of Assets and Liabilities”,
which has been disclosed in the Financial Statements by the Management is not a substitute

for future cash flow analysis.

The reference of Expert Advisory Committee of ICAI issued in December 2009 is not
applicable in this case, as that expert opinion relates only to Public Financial Institutions.
Loan disbursement of about 9 times of previous year when the operating cash flows were
low as compared to previous FY, cannot be justified, as it has led to negative operating
cash flow. As AS3 says, “The amount of cash flows arising from operating activities is a
key indicator of the extent to which the operations of the enterprise have generated
sufficient cash flows to maintain the operating capability of the enterprise”. Negative
operating cash flow could hamper the operating capability of the enterprise and ultimately

the very existence of the company.

As far as the Tri-Sure India Limited v. A.F. Ferguson & Co case is concerned, the Audit
Firm is now of the view that this case was mentioned only for the evaluation of going
concern assumption. Based on all the facts detailed above, NFRA is reinforced in its
conclusion that the Audit Firm had not fulfilled the requirements of the SA 570 (Revised)
with regard to the evaluation of the going concern assumption even based on available facts

at the time of the audit.

The Audit Firm’s opinion on impact of NOF/CRAR on assessment of going concern, has
already been examined by NFRA in its DAQRR. The impact of non-compliance with
minimum NOF/CRAR requirements squarely falls within the scope of matters discussed in
Para A3 of SA 570 (Revised) and cast a significant doubt on the entity’s ability to continue
as a going concern. The Audit Firm’s contention that the NOF/CRAR issue as identified

and reported by RBI was merely one of regulatory capital computation, and not one of
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solvency, and hence not related to the going concern of the company is not acceptable at
all. The checklist provided under Para A3 of SA 570 (Revised) itself includes “Non-
compliance with capital or other statutory or regulatory requirements, such as solvency or
liquidity requirements for financial institutions” as an indicator of the events or conditions
that, individually or collectively, may cast significant doubt on the entity’s ability to
continue as a going concern. Moreover, RBI was continuously asking for a detailed
roadmap to meet the minimum NOF and CRAR requirements which the company was
unable to submit even when the deadlines for doing so were repeatedly breached. This led
to issuance of notice to show cause about cancellation of certificate of registration. This
was a matter that certainly had a definite impact on the going concern assessment for the

Company.

NFRA has already examined, in DAQRR, the issue related to the Management Plan. The
Management Plan was not an approved plan, but only a tentative plan to be submitted in
case RBI disapproved its time-extension request. Thus, the Audit Firm has failed
significantly to fulfill the requirements under Paras 16 and 23 of the SA 570 (Revised)
including obtaining the Management assessment of the going concern assumption and

communicating with TCWG.

With regard to the matter of SCN being known to the company only after the date of audit
report, there was no communication found in the Audit Files regarding the discussion with
the Management (CFO) immediately after knowing the above fact, as asserted by the Audit
Firm. Exclusion of documentation with regard to SCN from the Audit File cannot be
justified in any case. If the Management had, on its own, not provided an updated
Management Representation prior to the signing of the Audit Report on the Consolidated
Financial Statements on 28" June, 2018, the Audit Firm was duty bound to ask the
Management for the same and obtain it. The Audit Firm has seriously failed in not doing
so. The auditor has failed to emphasize the importance of any such communication from the
regulator, RBI, and its possible effects on the Financial Statements and “Going Concern
Assumption” of the Company. No record of any procedures performed or action taken or
communication made with the Management or TCWG is found in the Audit File. NFRA
reiterates its conclusion that the Audit Firm was grossly negligent in complying with SA
560 “Subsequent Events” and has failed to emphasize the importance of any such
communication from the regulator, RBI, and its possible effects on the Financial Statements

and “Going Concern Assumption” of the Company.
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J) As the Audit Firm has given no explanation regarding the breach of ALM guidelines by
the company, NFRA reiterates its conclusion that mismatches (negative gap) in the 1-30/31
days’ bucket exceeds 15% of the cash outflows in this time bucket. The company has failed
to comply with the ALM guidelines and the Audit Firm has failed to point this out.

2.9.6 Having examined the responses of the Audit Firm to its prime facie
observations/comments/conclusions, NFRA is reinforced in its conclusion that:

a)  The Audit Firm had not obtained the Management’s assessment of the applicability of the

going concern assumption; consequently, no evaluation of such assessment has been made.

b)  The evidence discussed above indicated that there were serious doubts about the
justification for the use of the Going Concern assumption in the present case. The Audit
Firm has completely failed in displaying the required professional skepticism and

obtaining sufficient appropriate evidence on this matter.

c)  The Audit Firm, therefore, has clearly not complied with SA 570 (Revised).

d)  The Audit Firms assertions and response are thus found not sufficient, not appropriate and
not conclusive in support of discharge of their obligations to test and evaluate and report

on the Going Concern assumption as regards the Company.

e) It is therefore concluded that the Audit Firm has:

i. Failed to disclose a material fact known to them which is not disclosed in the
Financial Statements, but disclosure of which is necessary in making such Financial
Statements where they are concerned with that Financial Statements in a professional

capacity;

ii.  Failed to report a material misstatement known to them to appear in a Financial

Statements with which they are concerned in a professional capacity.

iii.  Not exercised due diligence and has been grossly negligent in the conduct of their

professional duties;

iv.  Failed to obtain sufficient information which is necessary for expression of an
opinion or its expression are sufficiently material to negate the expression of an

opinion.
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2.10 MATERIALITY

2.10.1 In its communication dated 7" August, 2019, NFRA had conveyed its prime facie conclusions

as follows:

a) NFRA had referred to the attachment 2.2.1.10 and noted that the WP is not in compliance
with the SAs prescribed by Section 143 (9) read with Section 2 (7) and Section 143 (10) of
the Companies Act, 2013.

b) Further, NFRA had observed that the rationale for ascertaining Materiality at the rate of
4.5% is not explained or supported by any calculation or reasoning anywhere.

2.10.2 The Audit Firm, in its response dated 30" August, 2019, has stat