
This article aims to:
Discuss the reporting requirements under CARO 2020 
relating to related party and non-cash transactions entered 
into by a company, cash losses, if any incurred by the 
company and assessment of material uncertainty in a 
company’s ability to meet its liabilities by an auditor. 

Chapter 1

CARO 2020: Related 
party and non-cash 
transactions and 
material uncertainty
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Background
The Companies (Auditor’s Report) Order, 2020 
(CARO 2020) with its enhanced reporting 
requirements aims to address the key concerns 
relating to the performance and operations of a 
company and which also forms an area of focus 
for its stakeholders, in particular investors. 

Companies may enter into several transactions 
with various parties including related parties in 
the course of conduct of their business. However, 
high volume of transactions with related parties 
calls for greater scrutiny. If these transactions are 
not in compliance with the relevant provisions of 
the Companies Act, 2013 (2013 Act) or LODR1 (in 
case of a listed company), they are likely to pose 
severe corporate governance implications for a 
company including imposition of penal provisions. 
Additionally, 2013 Act also restricts companies 
from undertaking non-cash transactions with 
directors or persons connected with them. 
Reporting of compliances with these provisions 

in the auditor’s report is expected to provide 
credibility to the operations and performance of a 
company. 

Further, in order to assess and depict the liquidity 
position of a company, CARO 2020 requires an 
auditor to specifically comment on cash losses, if 
any incurred by it in a financial year and material 
uncertainty as to the company’s ability to meet its 
liabilities as and when they fall due.

In this article, we aim to discuss these key 
reporting requirements under CARO 2020 and 
also highlight the related guidance provided by 
the Institute of Chartered Accountants of India 
(ICAI) in its guidance note issued in this regard.

© 2020 KPMG Assurance and Consulting Services LLP, an Indian Limited Liability Partnership and a member firm of the KPMG global organization of independent member firms 
affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved.

02  |  Accounting and Auditing Update - Issue no. 53/2020

Related Party Transactions (RPTs)
CARO 2020 requires an auditor to report on whether 
all transactions with the related parties are in 
compliance with Section 177 and 188 of the 2013 
Act, where applicable. Also, an auditor is required 
to report whether the company has disclosed the 
details about such transactions in the financial 
statements etc., as required by the applicable 
accounting standards (i.e. AS 18/Ind AS 24, Related 
Party Disclosures). 

Requirements of the 2013 Act

Approval of RPTs by board of directors and 
shareholders
As per Section 188 of the 2013 Act, transactions with 
related parties that are not in the ordinary course of 
business and which are not at an arm’s length would 
require consent of the board of directors of the 
company. Additionally, certain specified transactions 
would require prior shareholders’ approval by an 
ordinary resolution. Those transactions are as 
follows:

(*Applies to transaction or transactions to be entered into either individually or taken together with the previous transactions during a 
financial year.)

(Source: KPMG in India’s analysis, 2020 basis the provisions of Section 188 of the 2013 Act and Rule 15 of the Companies 
(Meetings of Board and its Powers) Rules, 2014) 

Prescribed transaction categories
Amount beyond which shareholder’s approval is 
required

Sale, purchase or supply of any goods or materials 
(directly or through an agent)

Amounting to 10 per cent or more of the turnover of 
the company* 

Selling or otherwise disposing of or buying property 
of any kind (directly or through an agent)

Amounting to 10 per cent or more of net worth of 
the company* 

Leasing of property of any kind Amounting to 10 per cent or more of the turnover of 
the company*

Availing or rendering of any services (directly or 
through an agent)

Amounting to 10 per cent or more of the turnover of 
the company*

Appointment to any office or place of profit in the 
company, subsidiary company or associate company Remuneration exceeding INR2.5 lakh 

Underwriting the subscription of any securities or 
derivatives of the company

Remuneration exceeding one per cent of the net 
worth

1. Securities and Exchange Board of India (SEBI) (Listing Obligations and 
Disclosure Requirements) Regulations, 2015. 
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Approval of RPTs by an audit committee

All RPTs are also required to be approved by an audit 
committee as per the requirements of Section 177 
of the 2013 Act. An audit committee can make an 
omnibus approval for RPTs proposed to be entered 
into by the company subject to specified conditions. 
For transactions that are not covered under Section 
188 of the 2013 Act, the audit committee can give 
recommendations to the board of directors, in case it 
does not approve the transaction.

Additionally, a transaction (involving an amount up 
to INR1 crore) is voidable at the option of the audit 
committee if it has been entered into by a director or 
officer of the company without its approval and has 
not been ratified by it within three months from the 
date of the transaction.

Exemption from approval

Approval of shareholders and audit committee is not 
required for transactions entered into between a 
holding company and its wholly-owned subsidiary.

Transactions entered into by a director or an 
employee

If a contract/arrangement/transaction has been 
entered into by a director or any other employee, 
without obtaining the consent of the board 
of directors, approval by a resolution or audit 
committee2 and such a contract/arrangement/
transaction has not been ratified by the board of 
directors/ shareholders/audit committee within 
three months from the date on which such contract/
arrangement/transaction was entered into, then such 
contract/arrangement/transaction should be voidable 
at the option of the board of directors/shareholders/
audit committee, as the case may be.

Disclosures

Every company is required to disclose in its board’s 
report details of contracts or arrangements entered 
into by it with related parties in Form AOC-2. Form 
AOC-2 requires disclosure of: 

• Contracts/arrangements/transactions entered by a 
company with related parties which are not at an 
arm’s length basis and 

• Material contracts/arrangement/transactions 
entered by a company with related parties at an 
arm’s length basis.

Specific disclosures have also been prescribed under 
AS 18 and Ind AS 24. Those, inter alia, include the 
following:

• Names of the related parties.

• Relationships between a parent and its 
subsidiaries irrespective of whether there have 
been transactions between them.

• Compensation to Key Management Personnel 
(KMP) (in total) and for each of the given 
categories:

a. Short-term employee benefits

b. Post-employment benefits

c. Other long-term benefits

d. Termination benefits and

e. Share-based payment.

• If the company has had RPTs during the periods 
covered by the financial statements, it should 
disclose the nature of the related party relationship 
as well as information about those transactions 
and outstanding balances, including commitments 
necessary for users to understand the potential 
effect of the relationship on the financial 
statements. 

These disclosures should be made separately for 
the parent, subsidiary, associates, joint ventures, 
entities with joint control of, or significant influence 
over the entity, KMP and other related parties.

Guidance by ICAI

Ordinary course of business

The term ‘ordinary course of business’ has not been 
defined under the 2013 Act. As per the guidance 
note, it will cover the usual transactions, customs 
and practices of a business and a company. Some of 
the transactions which would be considered outside 
the company’s normal course of business include:

• Complex equity transactions such as corporate 
restructurings or acquisitions

• Transactions with offshore entities in jurisdictions 
with weak corporate laws

• Sales transactions with unusually large discounts 
or returns

• Transactions under contracts whose terms are 
changed before expiry

• Leasing of premises or the rendering of 
management services by the entity to another 
party if no consideration is exchanged.

Accordingly, the assessment of whether a 
transaction is in the ordinary course of business is 
likely to be very subjective, judgemental and will vary 
on a case-to-case basis. 

2. A transaction involving an amount up to INR1 crore is voidable at the option of an audit committee.
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Arm’s length transaction

While determining whether a transaction is at 
arm’s length or not, several factors would need 
to be considered by an auditor such as benefits/
consideration for each of the parties to enter into 
the agreement, prevalent market/industry practice, 
economic circumstances, the specific contractual 
understanding and/or terms between the parties and 
similar contracts executed between other unrelated 
parties. An auditor may also test the transaction 
on the transfer pricing mechanism in use for the 
purposes of Income Tax Act, 1961. 

Companies would need to provide details of all their 
related parties and transactions entered into with 
them along with documentary proofs as to the fact 
that the said transactions are on an arm’s length 
basis to facilitate reporting under this clause by an 
auditor. An auditor may seek written representation 
in case of RPTs specifically approved by those 
charged with governance that materially affect the 
financial statements or involve management. Further, 
register of contracts/arrangements in which directors 
are interested maintained by the company under 
Section 1893 of the 2013 Act and declarations made 
by the directors thereunder would also be evaluated 
by an auditor while reporting under this clause. 

Companies should also ensure making adequate 
disclosures (laid down under AS 18/Ind AS 24, as 
applicable) with respect to the related parties and 
RPTs entered into by them as non-compliances with 
the requirements would be reported in the auditor’s 
report. 

Non-cash transactions
An auditor is also required to report on whether a 
company has entered into any non-cash transactions 
with directors or persons connected with him/her. If 
yes, then an auditor is further required to comment 
on whether the provisions of Section 192 of the 2013 
Act have been complied with.

Requirements of the 2013 Act

A company is prohibited from entering into the 
following types of arrangements (under Section 192 
of the 2013 Act):

a. An arrangement by which a director of the 
company or its holding, subsidiary or associate 
company or a person connected with such director 
acquires or is to acquire assets for consideration 
other than cash, from the company.

b. An arrangement by which the company acquires 
or is to acquire assets for consideration other than 
cash, from such director or person so connected.

However, the arrangements are permissible if both 
the following conditions have been fulfilled by the 
company:

• Prior approval for such an arrangement has been 
taken through an ordinary resolution in the general 
meeting and 

• If the concerned director or connected person 
is also a director of its holding company, similar 
approval has been obtained by the holding 
company through an ordinary resolution in its 
general meeting.

The notice for approval of the resolution by the 
company or holding company should include the 
particulars of the arrangement along with the value 
of the assets involved in such arrangement duly 
calculated by a registered valuer.

An arrangement entered into by a company or its 
holding company in contravention of these provisions 
would be voidable at the instance of the company 
unless: 

• The restitution of any money or other 
consideration which is the subject matter of 
the arrangement is no longer possible and the 
company has been indemnified by any other 
person for any loss or damage caused to it or

• Any rights are acquired bona fide for value and 
without notice of the contravention by any other 
person.

Guidance by ICAI

Non-cash transactions 

Transactions involving change in the assets or 
liabilities of a company but not involving ‘cash’ or 
‘cash equivalents’ as defined under AS 3/Ind AS 7, 
Cash Flow Statement (as may be applicable), would 
be considered as non-cash transactions. For instance:

a. Acquisition of assets either by assuming directly 
related liabilities or by means of a finance lease

b. Acquisition of an entity by means of issue of 
shares

c. Conversion of debt to equity. 

3.  Every company is required to maintain one or more registers in Form MBP 4 with particulars of:
a. Company(ies) or bodies corporate, firms or other association of individuals, in which any director has any concern or interest
b. Contracts or arrangements with a body corporate, firm or other entity in which any director is, directly or indirectly, concerned or interested and
c. Contracts or arrangements with a related party with respect to transactions to which Section 188 applies.
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As per the guidance note, following transactions 
would not be considered as non-cash transactions: 

• Where acquisition of an asset and the 
corresponding liability is created in the financial 
statements in a given year, however, the 
corresponding settlement is made in the following 
year.

• Mergers under court schemes subject to requisite 
approvals of court.

Person connected with the director

The term ‘person connected with the director’ has 
not been defined under the 2013 Act. As per the 
guidance note, reference should be made to the 
definition of ‘any person in whom any of the director 
of the company is interested’ under the 2013 Act for 
the purpose of reporting under this clause. 

Those, inter alia, include: 

a. Any private company of which any such director is 
a director or member or 

b. Any body corporate at a general meeting of 
which not less than 25 per cent of the total voting 
power may be exercised or controlled by any 
such director, or by two or more such directors, 
together.

For the purpose of reporting under this clause, an 
auditor may seek following documents/records from 
a company:

• Form No. MBP 1, Notice of interest by a director

• Form No. MBP 2, Register of loans, guarantee, 
security and acquisition made by the company

• Form No. MBP 4, Register of contracts with 
related party and contracts and bodies etc., in 
which directors are interested

• Movements in the property, plant and equipment 
register

• Minutes of board and audit committee meetings

• Report on annual general meeting in Form No. 
MGT 15.

Management may also be asked to provide details of 
its intention to enter into transactions covered under 
Section 192 of the 2013 Act, after the date of the 
financial statements under audit.

Cash losses 
CARO 2020 has introduced a new reporting 
requirement which requires an auditor to comment 
on whether the company has incurred cash losses in 
the financial year (i.e. the period covered by the audit 
report) and in the immediately preceding financial 
year. If yes, then an auditor is further required to 
state the amount of cash losses for the period 
covered under audit and immediately preceding 
financial year.

Guidance by ICAI

The term ‘cash losses’ is neither defined under the 
2013 Act nor in the accounting standards. As per 
the guidance note, the term ‘cash losses’ needs 
to be distinguished from ‘distributable surplus’ 
and ‘realised profits/losses’. Also, it may not be 
appropriate to consider cash flows from operating 
activities for the specific and limited purpose of this 
clause as items such as interest income/expense are 
also relevant for determination of cash losses. 

Accordingly, following approach is suggested to 
compute the amount of cash losses:

• Amount of net Profit/Loss After Taxes (PLAT) (in 
case financial statements are prepared under AS)/
profit or loss (excluding Other Comprehensive 
Income (OCI)) (in case financial statements are 
prepared under Ind AS) shown by the statement 
of profit and loss is adjusted for the effects 
of transactions of non-cash nature such as 
depreciation, amortisation and impairment loss or 
its reversal. No adjustment is required in respect 
of items of expenses of contingent nature such as 
claims not acknowledged as due by the company, 
etc.

• Cash profits/cash losses realised and recognised 
in OCI before their reclassification to statement 
of profit and loss, should be considered in 
determination of cash losses. However, its 
subsequent reclassifications into statement of 
profit and loss, being a non-cash adjustment, 
should not be considered. 

• In case of restatement of financial statements 
for the previous financial year as per Ind AS 8, 
Accounting Policies, Changes in Accounting 
Estimates and Errors, net PLAT determined after 
such restatement should be considered.

• Cash losses of the company for the financial year 
covered by the audit report and the immediately 
preceding financial year should also be adjusted 
for the effect of qualifications in the respective 
audit reports to the extent the qualifications are 
quantified.
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Material uncertainty
Another newly introduced reporting requirement 
under CARO 2020 requires an auditor to comment 
on whether the auditor is of the opinion that no 
material uncertainty exists as on the date of the audit 
report about the company’s capability of meeting its 
liabilities existing at the date of balance sheet as and 
when they fall due within a period of one year from 
the balance sheet date. An auditor needs to form an 
opinion on the basis of the following: 

• Financial ratios

• Ageing and expected dates of realisation of 
financial assets and payment of financial liabilities 

• Other information accompanying the financial 
statements, for example, the director’s report

• Auditor’s knowledge of the board of directors and 
management plans.

Guidance by ICAI

Financial assets and financial liabilities 

In the absence of definition of financial assets 
and financial liabilities under any other standard or 
the Act, the definitions as per Ind AS 32, Financial 
Instruments: Presentation may be considered for the 
purpose of reporting under this clause.

Company’s ability to meet its liabilities

An auditor is required to comment on a company’s 
ability to meet its liabilities existing at the date of 
balance sheet as and when they fall due within a 
period of one year from the balance sheet date. 
Accordingly, the liabilities should exist at the date of 
balance sheet which fall due within a period of one 
year from the balance sheet date. Also, ‘liabilities 
falling due within a period of one year’ and ‘current 
liabilities’ should not be construed as same.

For the purpose of reporting, an auditor would 
consider the guidance given in SA 570 (Revised), 
Going Concern and the related implementation guide 
to the extent relevant. Accordingly, if the main audit 
report contains a paragraph on ‘material uncertainty 
related to going concern or key audit matter on going 
concern indicators’, it would be duly considered by an 
auditor while making comment under this clause. 

The test of existence of material uncertainty would 
be done as on the date of audit report for the 
position of liabilities existing at the date of balance 
sheet. Therefore, an auditor would also consider 
the subsequent period transactions of a company 
between the date of balance sheet and the date of 
audit report while reporting under this clause.

Basis of opinion

The parameters prescribed under the clause i.e. 
financial ratios, ageing and expected dates of 

realisation of financial assets and financial liabilities, 
etc. appear to be inclusive. Accordingly, audit 
procedures based on these parameters would be 
performed by an auditor. 

In order to facilitate reporting, companies would be 
required to provide details of liabilities existing at the 
date of balance sheet along with their due dates of 
payment as per the relevant agreements/ contracts 
along with the underlying documents. Subsequent 
payment status as on the date of audit report or date 
nearer to audit report, of liabilities those existed at 
the date of balance sheet would also be sought by 
an auditor to capture any material deviation as on the 
date of audit report.

Recoverability of financial assets would be tested 
on the basis of agreements/contracts, historical 
trends and the correspondence with the debtors 
and borrowers to assess whether those would be 
sufficient to meet the liabilities as and when they fall 
due for payment. A one-to-one relationship between 
the unpaid liabilities and the realisable financial 
assets is not required. The evaluation would be done 
on an overall basis by an auditor.

Further, financial position and plans of entities to 
whom the company has given commitments or 
guarantees on behalf of other entities including its 
subsidiaries, joint ventures and associates would also 
be evaluated to determine whether there would be 
an outflow of resources from the company which 
may impair its ability to meet its own liabilities. 

Conclusion

The increase in reporting under CARO 2020 
requires companies to put in place adequate 
systems and processes so that the information 
sought for reporting by an auditor is easily 
made available along with proper underlying 
documentary proofs. For instance, it should 
maintain sufficient systems to trace all its related 
parties in accordance with the requirements of 
the 2013 Act with detailed policies/contracts/ 
arrangements so as to confirm the transactions 
held with them were in the normal course of 
business and at an arm’s length basis. Separate 
records would be required for any kind of 
arrangement under which it ought to acquire 
any asset other than cash along with necessary 
approvals. 

Additional records to substantiate its ability to 
meet liabilities as and when they fall due need 
to be maintained by a company for an auditor to 
verify e.g., cash flow projections for the future 
period of 12 months from the date of balance 
sheet and better communication of information in 
the auditor’s report.
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