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Proposed Special Audit Provisions - Another 
Exemplification of Overturning the Settled Law?

An Audit can be of various types – statutory audit, 
cost audit, quality audit, energy audit, tax audit, etc. 
But, whatever be the type, an audit is commonly 
perceived as a cumbersome procedure and a resource-
intensive exercise for any corporate. In the taxation 
world, most common is the tax audit as provided 
under section 44AB of the Income-tax Act, 1961 (‘the 
Act’). The Act also prescribes Special Audit under 
the provisions of section 142(2A). This provision, 
rightly so, has generally not been resorted to by tax 
authorities, and has been a rare phenomenon until 
now. However, with recent amendments proposed by 

CA. Sanjiv K. Chaudhary and CA. Amit Gupta

(The authors are members of the Institute. They can be 
reached at casanjivkchaudhary@gmail.com)

The tax authorities have, on rare occasions, resorted to provisions of Special Audit as contained 
in section 142(2A) of the Income-tax Act, 1961. However, with some proposed amendments 
through the Finance Bill 2013, the special audits, which are more or less of investigative 
nature, may no longer be rare and will have adverse ramifications for the assessee. It will not 
only leave them stultified and more prone to possible arbitrariness of AO but will also lead 
to protracted increased litigation. The proposed amendments seem to nullify the landmark 
judgments pronounced to curb possible arbitrariness of tax authorities, and thus need a very 
serious review at the earliest. Read on to know more…
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   1 Sahara India (Firm) vs. CIT (300 ITR 403) (2008)
 

Finance Bill, 2013, will “special audit” still continue 
to be rare? We shall learn more about special audit 
and the ramifications of the proposed amendments by 
Finance Act, 2013 as we go along in this article. 

What is Special Audit
Section 142 of the Act provides that for the purpose 
of making an assessment under the Act, the Assessing 
Officer (AO) may make necessary enquiry by serving 
a notice upon the assessee.

Sub section 2A of section 142 of the Act provides 
that at any stage of the proceedings, if the AO considers 
it necessary, he may direct the assessee to get the 
accounts audited by an accountant who is nominated 
by the Commissioner or the Chief Commissioner. 
The AO may resort to the above section only in the 
following circumstances: 
 In the opinion of the AO, there is a complexity in 

the account of the assessee;
 Directing for special audit would be in the interest 

of the revenue; and
 The AO has taken a previous approval of the 

Commissioner / Chief Commissioner.
All the above conditions need to be cumulatively 

satisfied in order to enable the AO to order for a special 
audit.

What are the Repercussions on Assessee
An assessee undergoes the process of statutory audit 
each year as per the timelines prescribed under the 
Companies Act, 1956. Coupled with this statutory 
annual audit, the Act prescribes tax audit under section 
44AB of the Act for all assessees having turnover 
exceeding Rs. 60 lakhs. It is not only tedious, but also 
comes to the assessee with its own share of costs (the 
time cost of auditors, the time / fixed costs of resources 
of the assessee who are involved in the process and 
other incidental expenses).

If the assessee is also posited with the process of 
special audit, the same results in a very tedious exercise 
of audit being faced multiple times for a single year. 
To add to the difficulties, since the special audit can 
be directed only during the course of the assessment 
proceedings, it would relate to a much earlier year 
– which creates the problem of fetching old data, 
information, etc. Special Audit, being more in the 
nature of investigation, has its own civil consequences. 
Also, as held by the Apex court in the case of Sahara 
India1, Special Audit is more or less in the nature of 
an investigation and in some cases, may even turn 

out to be stigmatic. Even after the obligation to pay 
auditor’s fees and incidental expenses has been taken 
over by the Central Government, civil consequences 
would still ensue on the passing of an order for the 
special audit. It is on account of these reasons that the 
recourse to provisions of special audit has to be done 
only and only if there is complexity in the accounts 
and the interest of the revenue will be protected if the 
audit is carried out in a relevant case.

Looking at it from assessee’s viewpoint, the special 
audit may not only be undesirable, but may also leave 
the assessee stultified.

Legislative Amendments & Judicial Interpretations that 
Came in to Curb Possible Arbitrariness by Tax Authorities
In the past, several legislative amendments were 
brought into the section and judicial precedents were 
pronounced, which clearly conveyed that the AO or 
the tax department does not have “unbridled powers” 
to direct special audit for an assessee during the course 
of assessment. Some of the noteworthy amendments / 
judicial interpretations are discussed below:
 As per the erstwhile provisions of the Act, the cost 

of the special audit (including the remuneration of 
the auditor and other incidental expenses) as was 
determined by the department, was to be borne by 
the assessee; However, with effect from June 2007, 
the section was amended to provide that the cost 
of the special audit shall be paid by the Central 
Government. Not only this, even the guidelines 
for determination of such expenses have been 
prescribed.

 Earlier, there was no provision in the section which 
required the AO to accord an opportunity of being 
heard to the assessee before directing special audit. 
However, with effect from June 2007, a proviso 
was inserted in the section so as to provide that the 
AO shall not direct the assessee to get his accounts 
audited unless the assessee has been given a 
reasonable opportunity of being heard. This 
amendment was done, to give effect to the decision 
of Supreme Court in the case of Rajesh Kumar vs. 
DCIT (2006) (287 ITR 91).

 There are various judicial precedents which 
provide that “nature and complexity in accounts” 
depending upon which a special audit may be 
directed, should be interpreted in a very restrictive 
manner. The direction for special audit should be 
issued only after careful application of mind: 
 Apex Court in the case of Sahara India1 held 
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that before dubbing the accounts to be complex 
or difficult to understand, there should be a 
genuine and honest attempt on the part of the 
AO to understand the accounts maintained 
by the assessee, appreciate the entries made 
therein and in the event of any doubt, seek 
explanation from the assessee. 

 The AO should not take recourse to this 
provision merely to shift his responsibility of 
scrutinising the accounts of the assessee and 
pass on the buck to the special auditor.

 Allahabad High Court in the case of Swadeshi 
Cotton Mills2 has held that power to direct 
special audit should not be exercised lightly. 
The satisfaction of the authorities should 
not be a subjective satisfaction. The word 
‘complexity’ as used in the section is a 
nebulous word and all that is difficult to 
understand should not be treated as complex. 
What is complex to one could be simple to 
another. Therefore, special audit should not 
be directed after having a cursory look at the 
accounts, but, an honest attempt should be 
made by the AO to understand the accounts of 
the assessee.

 Delhi HC in the case of Delhi Development 
Authority3 held that the accounts do not 
become complex merely because there are 
large number of entries. It is interesting to note 
what the High Court has observed:

 “Detailed scrutiny of large number of 
entries by itself, on a standalone basis, will 
not amount to complexity of accounts. The 
accounts do not become complex because 

merely there are large number of entries, 
e.g. a petrol pump may have substantial 
sales, to thousands of customers daily at 
prices fixed under law/Rules, but this by 
itself will not be the accounts complex. 
Similarly, an Assessing Officer is required 
to scrutinize the entries itself and verify 
them, but this does not require services of 
a Special Auditor or Chartered Accountant 
to undertake the said exercise.”

 Calcutta High Court  in the case of Bata India 
Ltd4 has held that mere need for obtaining 
information not ascertainable from the accounts 
does not come within the term complexity in 
accounts; doubts as to correctness cannot be 
equated with complexity in accounts and 
special audit cannot be directed on the basis of 
suspicion.

The aforesaid judicial precedents had settled the 
position on how complexity should be construed for 
the purpose of directing special audit, with the intent 
that there is a captive and judicious exercise of powers 
by the tax authorities. Once again, the principle laid 
down by the Apex Court in the case of Sahara India1 

requires a mention. It has been held by the Apex Court 
that:

 “The requirement of previous approval of the 
Chief Commissioner or the Commissioner in 
terms of the said provision being an inbuilt 
protection against any arbitrary or unjust 
exercise of power by the Assessing Officer, 
casts a very heavy duty on the said high ranking 
authority to see to it that the requirement of the 
previous approval, envisaged in the section is 
not turned into an empty ritual.”

Ironically, amending the law to overturn certain 
established judicial principles has become newfangled. 
After witnessing a plethora of retrospective 
amendments made by Finance Act 2012, which have 
been enacted to overturn various judicial precedents 
including the decision of apex court in the case of 
Vodafone5, the Finance Bill 2013 has proposed some 
changes in the provisions of section 142(2A)6 of the 
Act that seem to nullify the landmark judgements 
briefly discussed above. 

As per the proposed amendment, AO may direct 
special audit u/s 142(2A) having regard to nature and 

It is worth reiterating that the proposed amendments 
in provisions relating to special audit would have 

very far reaching consequences on the future 
assessments and tax litigation. All medium to large 

business entities  shall have the sword of special 
audit hanging as their accounts shall always be 
voluminous, even if not complex, and an AO can 

always be skeptical about whatever an assessee 
does. These provisions, if not reviewed on priority, 
the term “Special Audit” will become a vernacular 

term in the corporate world! 

   2     Swadeshi Cotton MillsCo. Ltd. vs. CIT (171 ITR 634) (1987)
  3      Delhi Development Authority vs. Union of India (350 ITR 432) (2012)
   4      Bata India Ltd. vs. CIT (257 ITR 622 @ 631) (2002)
   5     Vodafone International Holdings B.V. vs. UOI and Anr. (341 ITR 1) (2012)
   6     This amendment is proposed to take effect from June 1, 2013
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complexity of accounts and in addition, may also 
consider factors like: volume of the accounts, doubts 
about the correctness of the accounts, multiplicity 
of transactions in the accounts or specialised nature 
of business activity of the assessee, and interests of 
the Revenue.

Voluminous data or accounts are not uncommon in 
today’s corporate scenario. Does this mean that every 
business which has a voluminous data can be asked to 
undergo a special audit? Further, all of us would agree 
and this point does not require any discussion that 
doubt about correctness of accounts is exceedingly 
subjective. It will be very easy for the AO to allege 
that he has doubts about the correctness of accounts 
produced before him and the assessee will have to get 
a special audit done.

Can this be the intention of the law makers? Here, 
it may be important to note what the Hon’ble Finance 
Minister announced in his Budget Speech at the time 
of presenting the direct tax proposals in Finance Bill 
2013:

‘When I took over in August, 2012, I made a 
statement that “clarity in tax laws, a stable tax 
regime, a non-adversarial tax administration, a 
fair mechanism for dispute resolution, and an 

independent judiciary will provide great assurance.” 
That statement is the underlying theme of my tax 
proposals, both on the direct taxes side and on the 
indirect taxes side’.

While on one hand, the Government is coming out 
with new concepts like Safe Harbour Rules, Advance 
Pricing Agreements, etc. to reduce the tax litigation in 
line with the above-stated intent, the amendment under 
section 142(2A) is in complete contrast. The proposed 
amendment will again confer unbridled powers to the 
AO/Department to issue directions for special audit 
and in turn would lead to increase in litigation. 

In the above background, it is worth reiterating 
that the proposed amendments in provisions relating 
to special audit would have very far reaching 
consequences on the future assessments and tax 
litigation. All medium to large business entities shall 
have the sword of special audit hanging as their 
accounts shall always be voluminous, even if not 
complex, and an AO can always be sceptical about 
whatever an assessee does. These provisions, if not 
reviewed on priority, the term “Special Audit” will 
become a vernacular term in the corporate world! It is 
our view that the settled law in regard to the provisions 
of special audit needed no amendment.n
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Educational Material on 

Indian Accounting Standard (Ind AS) 108

Operating Segments
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The Ind AS (IFRS) Im-
plementation Commit-
tee of the Institute of 
Chartered Accountants of 
India has issued Educa-
tional Material on Indian 
Accounting Standard (Ind  
AS) 108, Operating Seg-
ments, to provide gui-dance 
on the Ind AS. Ind AS 108, 
Operating Segments, re-
quires the entities to follow 
the management approach 
to disclose information about operating segments. It 
requires an entity to disclose information to enable us-
ers of its financial statements to evaluate the nature 
and financial effects of the business activities in which 
it engages and the economic environments in which 
it operates. The purpose of this Educational Material 
is to provide guidance for proper implementation of 

the Standard by way of Frequently Asked Questions 
(FAQs). This publication contains summary of Ind AS 
108 discussing the key requirements of the Standard 
in brief and Frequently Asked Questions (FAQs) on 
issues which are expected to be encountered while 
implementing this Standard. The text of Ind AS 108 
and significant differences between Ind AS 108 and 
AS 17 have been included as Appendices to make this 
publication comprehensive.

Price:
R 75/-

Ordering information 
The publication can be purchased directly from the 
Sales Counters at the ICAI’s Regional Offices or at 
the Head Office. To order by post, requisition may be 
sent to the Postal Sales Department of ICAI at postal-
sales@icai.org or postalsales@icai.in


