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Preface

It gives us immense pleasure to place the Self Instructional Material

(SIM) of Advanced Accountancy (Paper-II & IV). This book has been

written keeping in mind the requirements of the students of distance

education, though it may be helpful to teachers also.

The entire book is devided into two parts the first being audit and

the second being income tax. The section devoted to audit describes

the meaning, origin, scope and types of audit. It also emphasises on

divisible profit, audit of banks, insurance companies. It elaborates

further the audit of computerised accounting. The details about audit

report are also included in this book.

The second section is devoted to income tax which describes the

basic provisions of income tax, computation of taxable income of

various entities from individual to company. It also includes provisions

relating to clubbing of income set off and carry forward of losses and

service tax.

The book has been written keeping in mind 'teach yourself'

technique. The language used is lucid and illustrations are also given

wherever necessary. At the end of each unit, objective type questions,

long answer questions as well as short notes are given for practice.

We are thankful to the authors who have contributed significantly

in this book. We are also thankful to offfice beares of the university as

well as distance education centre for facilitating this book to the

readers. We hope that the stakeholders find this book useful and we

also appeal that if there are few suggestions, please let us know so

that this can be further improved.

(v)

Dr. Kedar V. Marulkar

Assistant Professor

Deptt. of Commerce & Mgmt.

Shivaji University, Kolhapur

n   Editors  n

Dr. P. V. Mhoite
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Each Unit begins with the section objectives -

Objectives are directive and indicative of :

1. what has been presented in the unit and

2. what is expected from you

3. what you are expected to know pertaining to the specific unit,

once you have completed working on the unit.

The self check exercises with possible answers will help you

understand the unit in the right perspective. Go through the possible

answers only after you write your answers. These exercises are not to

be submitted to us for evaluation. They have been provided to you as

study tools to keep you in the right track as you study the unit.

Dear Students

The SIM is simply a supporting material for the study of this paper.

It is also advised to see the new syllabus 2013-14 and study the

reference books & other related material for the detailed study of the

paper.
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Objectives :

AFTER STUDYING THIS UNIT YOU WILL BE ABLE TO UNDERSTAND

B the concept of auditing

B the objects of auditing

B the importance of auditing and assurance standards

B the various types of audit

1. Structure

1. Introduction

2. Auditing and Assurance standards

3. Internal Audit

4. Statutory Audit

5. Tax  Audit

6. Cost Audit

7. Management Audit

8. Summary

9. Key Terms

10. Self Assement Questions

11. Further Reading

1. INTRODUCTION :

Financial statements are used by variety of sections of society. There are multiple

uses of these statements. On the basis of the financial statements, the entities like

bankers, shareholders, government authorities, employees can initiate the decision

M.Com. - I / Advance Accountancy ..... 1

UNIT - 1

Concept of Auditing with reference to

Auditing standards



1234567890123456789012345678901212345
1234567890123456789012345678901212345

1234567890123456789012345678901212345
12345678901234567890123456789012123452

1234567890123456789012345678901212345
1234567890123456789012345678901212345

1234567890123456789012345678901212345
12345678901234567890123456789012123452

1234567890123456789012345678901212345
1234567890123456789012345678901212345

1234567890123456789012345678901212345
12345678901234567890123456789012123452

1234567890123456789012345678901212345
1234567890123456789012345678901212345

1234567890123456789012345678901212345
12345678901234567890123456789012123452

making process. For example, on the basis of financial statements, banks can decide

whether the loan can be sanctioned or not. Therefore, reliability of the financial

statements becomes an important issue. Economic decisions in every society must

be based upon the information available at the time the decision is made. For example,

the decision of a bank to make a loan to a business is based upon previous financial

relationships with that business, the financial condition of the company as reflected by

its financial statements and other factors. If decisions are to be consistent with the

intention of the decision makers, the information used in the decision process must be

reliable. Unreliable information can cause inefficient use of resources to the detriment

of the society and to the decision makers themselves. In the lending decision example,

assume that the barfly makes the loan on the basis of misleading financial statements

and the borrower Company is ultimately unable to repay. As a result the bank has lost

both the principal and the interest. In addition, another company that could have used

the funds effectively was deprived of the money. As society become more complex,

there is an increased likelihood that unreliable information will be provided to decision

makers. There are several reasons for this: remoteness of information, voluminous

data and the existence of complex exchange transactions.

As a means of overcoming the problem of unreliable information, the decision-

maker must develop a method of assuring him that the information is sufficiently reliable

for these decisions. In doing this he must weigh the cost of obtaining more reliable

information against the expected benefits. A common way to obtain such reliable

information is to have some type of verification (audit) performed by independent

persons. The audited information is then used in the decision making process on the

assumption that it is reasonably complete, accurate and unbiased.

B ORIGIN AND EVOLUTION

The term audit is derived from the Latin term ‘audire,’ which means to hear. In

early days an auditor used to listen to the accounts read over by an accountant in order

to check them Auditing is as old as accounting. It was in use in all ancient countries

such as Mesopotamia, Greece, Egypt. Rome, U.K. and India. The Vedas contain

reference to accounts and auditing. Arthasashthra byKautilya detailed rules for

accounting and auditing of public finances. The original objective of auditing was to
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detect and prevent errors and frauds Auditing evolved and grew rapidly after the industrial

revolution in the 18th century With the growth of the joint stock companies the ownership

and management became separate. The shareholders who were the owners needed

a report from an independent expert on the accounts of the company managed by the

board of directors who were the employees. The objective of audit shifted and audit

was expected to ascertain whether the accounts were true and fair rather than detection

of errors and frauds. In India the companies Act 1913 made audit of company accounts

compulsory

With the increase in the size of the companies and the volume of transactions the

main objective of audit shifted to ascertaining whether the accounts were true and fair

rather than true and correct. Hence the emphasis was not on arithmetical accuracy but

on a fair representation of the financial efforts. The companies Act.1913 also prescribed

for the first time the qualification of auditors The International Accounting Standards

Committee and the Accounting Standard board of the Institute of Chartered Accountants

of India have developed standard accounting and auditing practices to guide the

accountants and auditors in the day to day work The later developments in auditing

pertain to the use of computers in accounting and auditing. In conclusion it can be said

that auditing has come a long way from hearing of accounts to taking the help of

computers to examine computerised accounts.

B DEFINITION AND NATURE :

The term auditing has been defined by different authorities.

1. Spicer and Pegler : “Auditing is such an examination of books of accounts and

vouchers of business, as will enable the auditors to satisfy himself that the balance

sheet is properly drawn up, so as to give a true and fair view of the state of affairs of the

business and that the profit and loss account gives true and fair view of the profit/loss

for the financial period, according to the best of information and explanation given to

him and as shown by the books; and if not, in what respect he is not satisfied.”

2. Prof. L.R.Dicksee. “Auditing is an examination of accounting records undertaken

with a view to establish whether they correctly and completely reflect the transactions

to which they relate.

3 The book “An introduction to Indian Government accounts and audit issued by
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the Comptroller and Auditor General of India, defines audit “An instrument of financial

control. It acts as a safeguard on behalf of the proprietor (whether an individual or group

of persons) against extravagance, carelessness or fraud on the part of the proprietor’s

agents or servants in the realization and utilisation of the money or other assets and it

ensures on the proprietor’s behalf that the accounts maintained truly representfacts

and that the expenditure has been incurred with due regularity and propriety. The agency

employed for this purpose is called an auditor.”

From these definitions, the term audit can be understood with following features

B Audit is a systematic and scientific examination of the books of accounts of a

business;

B Audit is undertaken by an independent person or body of persons who are duly

qualified for the job.

B Audit is a verification of the results shown by the profit and loss account and the

state of affairs as shown by the balance sheet.

B Audit is a critical review of the system of accounting and internal control.

B Audit is done with the help of vouchers, documents, information and explanations

received from the authorities.

B The auditor has to satisfy himself with the authenticity of the financial statements

and report that they exhibit a true and fair view of the state of affairs of the concern.

B The auditor has to inspect, compare, check, review, scrutinize the vouchers

supporting the transactions and examine correspondence, minute books of share

holders, directors, Memorandum of Association and Articles of association etc., in

order to establish correctness of the books of accounts.

B OBJECTIVES OF AUDITING

There are two main objectives of auditing. The primary objective and the

secondaryobjective .

a) Primary objective :

as per Section 227 of the Companies Act 1956, the primary duty (objective) of the
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auditor is to report to the owners whether the balance sheet gives a true and fair view of

the Company’s state of affairs and the profit and loss accountgives a correct figure of

profit of loss for the financial year.

b. Secondary objective :

it is also called the incidental objective as it is incidental to the satisfaction of the

main objective. The incidental objective of auditing are:

i. Detection and prevention of Frauds, and

ii. Detection and prevention of Errors.

Detection of material frauds and errors as an incidental objective of independent

financial auditing flows from the main objective of determining whether or not the financial

statements give a true and fair view. As the Statement on auditing Practices issued by

the Institute of Chartered Accountants of India states, an auditor should bear in mind

the possibility of the existence of frauds or errors in the accounts under audit since they

may cause the financial position to be mis-stated. Fraud refers to intentional

misrepresentation of financial information with the intention to deceive. Frauds can

take place in the form of manipulation of accounts, misappropriation of cash and

misappropriation of goods. It is of great importance for the auditor to detect any frauds,

and prevent their recurrence. Errors refer to unintentional mistake in the financial

information arising on account of ignorance of accounting principles i.e. principle errors,

or error arising out of negligence of accounting staff i.e Clerical errors.

2.  AUDITING & ASSURANCE STANDARDS :

B AAS-1 : Basic Principles governing an Audit

This Auditing and Assurance Standard was the first standard on auditing issued by

the Institute.  As the name suggests, it seeks to lie down and briefly explain the basic

principles which govern the auditor’s professional responsibilities and which should be

complied with whenever an audit is carried out. These principles are, namely, integrity,

objectivity and independence, confidentiality, skills and competence, work performed

by others, documentation, planning,  audit evidence, accounting system and internal

control, and, finally, audit conclusions and reporting.
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Effective Date : -The AAS is effective for all audits relating to accounting periods

beginning on or after April 1, 1985.

B AAS-2 : Objective and Scope of the Audit of Financial Statements

This Standard describes the overall objective and scope of the audit of general-

purpose financial statements of an enterprise by an independent auditor. The Standards

deals with the following  important aspects of an audit:

Objective of an Audit: expression of opinion, the concept of true and fair view,

Responsibility for Financial Statements: responsibility of the management vis-a-vis

auditor, Scope of Audit: factors determining scope, reliability and sufficiency of audit

evidence,  disclosure aspects, undiscovered material misstatements, etc.

Effective Date : -The Standard is effective for all audits relating to accounting

periods  beginning on or after April 1, 1985.

B AAS-3 :Documentation

Principle that the auditor should document matters which are important in providing

evidence  that the audit was carried out in accordance with the generally accepted

auditing standards in  India. The Standard explains as to what constitute working papers,

need for working papers. The Standard also touches upon the following areas:

Form and Content : factors affecting form and content, quantum of working papers,

permanent  audit file, and current audit file., Ownership and Custody of Working Papers

Effective Date : -The AAS is effective for all audits relating to accounting periods

beginning on or after July 1, 1985.

B AAS-4 (Revised)

The Auditor’s Responsibility to Consider Fraud and Error in an Audit of Financial

Statements

As the name indicates, the purpose of this AAS is to establish standards on the

auditor’s responsibility to consider fraud and error in an audit of financial statements.

The following would give an overview of the contents of the AAS:

Fraud and error and their characteristics
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Responsibility of those charged with governance

Responsibility of management

Responsibility of the auditor

Indication of possible misstatement

Evaluation and disposition of misstatements.

Effect on auditor’s report

Documentation

Management representations Communication

Auditor unable to complete engagement

The appendices to the AAS contain examples of risk factors relating to

misstatements resulting from fraud/ error, examples of modifications in auditor’s

procedures, and indicators of possible fraud or error.

Effective Date: -The AAS is effective for all audits relating to accounting periods  beginning

on or after April 1, 2003.

B AAS-5 : Audit Evidence

The purpose of this AAS is to establish standards on the basic principle that the

auditor should  obtain sufficient appropriate audit evidence through compliance and

substantive procedures to  enable him to draw reasonable conclusions there from on

which to base his opinion on the  financial information. The AAS also explains the concept

of sufficient appropriate audit evidence, factors affecting it as also the various types of

assertions, internal vis-a-vis external evidence. The Standard also deals with the

methods of obtaining evidence, namely, inspection, observation, inquiry and confirmation,

computation and analytical review.

Effective Date : This AAS is effective for all audits relating to accounting periods

beginning on or after January 1, 1989.

B AAS-6 (Revised): Risk Assessment and Internal Control :

The purpose of this AAS is to establish Standards on the procedures to be followed

to obtain an understanding of the accounting and internal control systems and on audit
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risk and its components: inherent risk, control risk and detection risk. The standard

also extensively deals with aspects such as meaning of audit risk and its three

components, meaning and inherent limitations of accounting and internal control

systems, control environment, control risk and its assessment, tests of control,

assessment of inherent risk and its relationship with control risk, assessment of detection

risk, audit risk in small business and communication of weaknesses.

Effective Date : The AAS is effective for all audits related to accounting period

beginning on or after April 1, 2002.

B AAS-7 : Relying on the Work of an Internal Auditor :

The AAS establishes standards on the procedures that should be adopted by the

external auditor to assess the work of an internal auditor for placing reliance upon that

work. The Standard touches upon topics like scope and objective of internal audit function,

relationship between internal and external auditor, aspects to be considered in evaluating

the internal audit function, coordination between internal and external auditor, evaluating

specific internal audit work

Effective Date :The Standard is effective for all audits relating to accounting periods

beginning on or after April 1, 1989.

B AAS-8: Audit Planning :

The basic objective of the AAS is to establish standards on the principle that the

auditor should plan his work to enable him to conduct an effective audit in an efficient

manner and that the plan should be based on the knowledge of the client’s business.

The AAS covers topics such as advantages of audit planning, sources of obtaining

knowledge of the client’s business, topics on which discussion with client might be

useful, factors to consider in development of an overall plan, developing an audit

Programme etc.

Effective Date :The AAS is effective for all audits relating to accounting periods

commencing on or after April 1, 1989.

B AAS-9 :Using the Work of an Expert :

This AAS discusses the auditor’s responsibility in relation to, and the procedures
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the auditor  should consider in, using the work of an expert as audit evidence. The AAS

explains the concept of an ‘expert’, situations in which the need for using the work of an

expert might arise, factors to consider when deciding whether to use the work of an

expert or not, evaluating the skills and competence and objectivity of an expert,

procedures for evaluating the work of an expert, references to an expert auditor’s report,

etc.

Effective Date : The AAS is effective for all audits relating to accounting periods

beginning on or after April 1, 1991.

B AAS-10 (Revised) :Using the Work of another Auditor :

This AAS discusses the procedures to be applied in situations where an

independent auditor (principal auditor) reporting on the financial statements of the entity

uses the work of another auditor (other auditor) with respect to the financial statements

of one or more components included in the financial statements of the entity. The AAS

explains the concept of component. It also deals in detail with the procedures to be

adopted by the principal auditor when using the work of the ‘other auditor’, need for

evaluating the professional competence of the ‘other’ auditor, documentation,

coordination between principal and other auditor, reporting considerations for the principal

auditor, and division of responsibility.

Effective Date : The revised AAS is effective for all audits relating to accounting

periods beginning on or after April 1, 2002.

B AAS-11: Representations by the Management :

The AAS was issued to establish standards on the use of management

representations as audit evidence, the procedures to be applied in evaluating and

documenting management representations, and the action to be taken if management

refuses to provide appropriate representations. The Standard touches upon topics

including situations in which the auditor should obtain management representations,

management representation vis-a-vis other audit evidence, documentation of such

representations, types of management representations, basic elements of management

representation letters, etc. the Standard also contains example of a management

representation letter on the different elements of the financial statements.
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Effective Date : The AAS is effective for all audits relating to accounting periods

commencing on or after April 1, 1995.

B AAS-12: Responsibility of Joint Auditors :

The practice of appointing more than one auditor to conduct the audit of large

entities has been in vogue for a long time. Such auditors, known as joint auditors,

conduct the audit jointly and report on the financial statements of the entity. This AAS

deals with the professional responsibilities which the auditors undertake in accepting

such appointments as joint auditors. The important aspect of joint audit assignments

as covered by this AAS include possible bases of division of work among joint auditors,

coordination among joint auditors, joint and several liability of joint auditors, responsibility

for obtaining and evaluating information and explanation from management, responsibility

for scrutiny of branch accounts and returns, need for review of work performed by one

joint auditor by other joint auditor(s), reporting responsibilities etc.

Effective Date : The AAS is effective for all audits relating to accounting periods

beginning on or after April 1, 1996.

B AAS-13: Audit Materiality :

Information is material if its misstatement (i.e., omission or erroneous statement)

could influence the economic decisions of users taken on the basis of the financial

information. Materiality provides a cut-off point rather than being primary qualitative

characteristics which the information must have if it is to be useful. This AAS establishes

standards on the concept of  materiality and its relationship with audit risk. Accordingly,

the AAS deals with aspects such as  establishment of acceptable materiality levels,

relationship between materiality and audit risk,  procedures to reduce audit risk,

materiality and audit risk in evaluating audit evidence,  components of aggregate of

uncorrected misstatements and auditor’s plan of action, review of materiality level and

subsequent changes therein, etc.

Effective Date : The AAS is effective for all audits relating to accounting periods

commencing on or after April 1, 1996.

B AAS-14 :Analytical Procedures :

“Analytical procedures” means the analysis of significant ratios and trends, including
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resulting investigation of fluctuations and relationships that are inconsistent with other

relevant information or which deviate from predicted amounts. The purpose of this AAS

is to establish standards on the application of analytical procedures during an audit.

The AAS, accordingly, deals with aspects like nature and purpose of analytical

procedures, analytical procedures in planning the audit, analytical procedures as

substantive procedures, analytical procedures in the overall review at the end of the

audit, extent of reliance on analytical procedures, investigating unusual items etc.

Effective Date : The AAS is effective for all audits relating to accounting periods

beginning on or after April 1, 1997

B AAS-15: Audit Sampling :

“Audit Sampling” means the application of audit procedures to less than 100% of

the items within an account balance or class of transactions to enable the auditor to

obtain and evaluate audit evidence about some characteristics of the items selected in

order to form or assist in  forming a conclusion concerning the population. The purpose

of AAS is to establish standards  on the design and selection of an audit sample and the

evaluation of sample results and applies equally to statistical and non-statistical sampling.

The areas covered by the AAS include design  of sample, audit objectives, population,

stratification, sample size and risk, tolerable and  expected error, selection of sample,

evaluation of sample results, analysis of errors in the  sample, projection of errors,

reassessing sampling risk.

Effective Date : The AAS is effective for all audits relating to accounting periods

commencing on or after April 1, 1998.

B AAS-16: Going Concern :

Going concern is one of the fundamental assumptions underlying the preparation

of the financial statements. The objective of this AAS is to establish standards on the

auditor’s responsibilities in the audit of financial statements regarding the

appropriateness of the going concern assumption as the basis for the preparation of

the financial statements. The AAS deals with the relevant areas in this regard such as

indications - financial, operating and other - of appropriateness or otherwise of the

going concern assumption, audit evidence, illustrative audit conclusions and reporting
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in case going concern assumption considered appropriate/ going concern question

not resolved/ going concern assumption considered inappropriate.

Effective Date : The AAS is effective for all audits relating to accounting periods

beginning on or after April 1, 1999.

B AAS-17: Quality Control for Audit Work :

The purpose of this Standard is to establish standards on quality control policies

and procedures of an audit firm regarding audit work generally; and procedures regarding

the work delegated to assistants on an individual audit. The AAS deals with the such

aspects of the quality control for audit work, namely, objectives of the quality control

policies to be adopted by audit firm, direction to be provided to the assistants to whom

work has been delegated, supervision of the work being performed by the assistants,

review of the work being performed by assistants and factors to be considered therein.

Effective Date : The AAS is effective for all audits relating to accounting periods

beginning on or after April 1, 1999.

B AAS-18: Audit of Accounting Estimates :

Accounting Estimates means an approximation of the amount of an item in the

absence of a precise means of measurement. This AAS, as the name suggests,

establishes standards on the  audit of accounting estimates. The AAS, accordingly,

deals with such aspects, including, nature  of accounting estimates, audit procedures,

reviewing and testing the process used by  management, evaluation of data and

consideration of assumptions, testing of calculations, comparison of previous estimates

with actual results, use of independent estimates, review of subsequent events,

evaluation of results of audit procedures.

Effective Date : The AAS is effective for all audits commencing on or after April 1,

2000.

B AAS-19: Subsequent Events :

Subsequent events refer to significant events occurring between the balance sheet

date and the date of the auditor’s report. This AAS lays down the responsibility of the

auditor in respect of subsequent events. It also provides the audit procedures for
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identification of relevant subsequent events, for example, reading minutes; reviewing

management procedures, inquiries of management and other concerned persons etc.

the Standard also guides the auditor on his reporting responsibilities in respect of

subsequent events.

Effective Date : The AAS is effective for all audits commencing on or after April 1,

2000.

The exposure draft on the revised AAS-19 the term “subsequent events” has been

used to refer to both events occurring between the date of the date of the financial

statement and the date of the auditors report, and facts discovered after the date of

auditors’ report.

Effective date of application has not yet been prescribed.

B AAS-20: Knowledge of the Business

This Standard establishes standards on what is knowledge of the business, why it

is important to the auditor, and to the audit staff working on an engagement. It also

establishes standards on why knowledge of the business is relevant to all phases of an

audit and how the auditor obtains and uses that knowledge. The AAS therefore deals

with the relevant topics such as, obtaining knowledge of the business before and after

accepting the assignment, sources of knowledge, using the knowledge, areas affected

by the knowledge of the client’s business etc.

Effective Date : The AAS is effective for all audits commencing on or after April 1,

2000.

B AAS-21: Consideration of Laws and Regulations in an Audit of Financial

Statements.

This AAS lays down standards on auditor’s responsibility regarding consideration

of laws and regulations in an audit of financial statements. The AAS therefore deals

with aspects such as responsibility of the management for compliance with laws and

regulations, auditor’s consideration of compliance with laws and regulations, audit

procedures where non compliance is discovered, communicating/ reporting non

compliance to management/users of audited financial statements/ regulators, and
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situations for withdrawal from engagement. The Appendix to the AAS contains indications

that non compliance might have occurred.

Effective Date : This AAS is effective for all audits commencing on or after July 1,

2001.

B AAS-22: Initial Engagements-Opening Balances :

“Initial engagements” mean when the financial statements are audited for the first

time or when the financial statements for the preceding period were audited by another

auditor. “Opening balances” means those account balances which exist at the beginning

of the period. This AAS establishes standards regarding audit of opening balances in

case of initial engagements. The Standard, therefore, deals with audit procedures for

obtaining sufficient appropriate evidence in respect of opening balances. The Standard

also provides guidance to the auditors on situations warranting qualified opinion/

disclaimer of opinion.

Effective Date :  This AAS is effective for all audits commencing on or after July

1, 2001.

B AAS-23: Related Parties :

The Institute had issued Accounting Standard (AS) 18 on Related Party Disclosures.

The purpose of this AAS is to lay standards on auditor’s responsibilities and audit

procedures regarding related parties and related party transaction, as defined in AS 18.

The AAS covers areas including, existence and disclosure of related parties, transactions

with related parties, examining unidentified related party transactions, management

representations, audit conclusions and reporting. The appendix to AAS contains an

illustrative management representation letter regarding related parties.

Effective Date : This AAS is effective for all audits relating to accounting periods

commencing on or after April 1, 2001.

B AAS-24: Audit Considerations relating to Entities Using Service

Organizations :

This AAS lays down standards for an auditor whose client uses a service

organization. This AAS also describes the reports of the auditors of the service
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organization, which may be obtained, by the auditor of the client. The AAS therefore

first explains the concept of a “service organisation” and then goes on to describe the

considerations for the auditor of the client, factors to be considered in determining the

significance of the activities of the service organisation to the client and their relevance

to audit, obtaining necessary information from service organizations, auditor’s

procedures in case such information is insufficient etc.

Effective Date : This AAS is effective for all audits related to accounting periods

beginning on or after April 1, 2003

B AAS-25: Comparatives :

The purpose of this Auditing and Assurance Standard (AAS) is to establish standards

on the auditor’s responsibilities regarding comparatives. It does not however deal with

situations when summarized financial statements or data are presented with the audited

financial statements. The AAS therefore explains the concept of comparatives in financial

statements, corresponding figures and comparative financial statements. It also deals

with the requirement for obtaining sufficient appropriate audit evidence in respect of

comparatives, audit procedures where prior period financial statements are unaudited,

audit procedures in case of material misstatements in comparatives or where prior

period audit report contains a modified opinion, etc. The AAS also contains a discussion

on financial reporting frameworks for comparatives and also illustrative auditor’s report

in circumstances described in the Standard.

Effective Date : This AAS is operative for all audits relating to accounting periods

beginning on or after April 1, 2003.

B AAS-26 : Terms of Audit Engagement :

This AAS establishes standards on agreeing to the terms of engagement with the

client and the auditor’s response to a request by client to change the terms of an

engagement to one that provides lower level of assurance. The AAS discusses principal

contents of an audit engagement letter, audit engagement letter in case of audit of

components, factors affecting audit engagement letter in case of recurring audits. The

AAS also extensively deals with the duties and responsibilities of the auditors in case of

a change in engagement.
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Effective Date : The AAS is effective for all audits relating to accounting periods

beginning on or after 1st April, 2003 and replaces Guidance Note on Audit Engagement

Letters issued by the Institute.

B AAS-27 : Communications of Audit Matters with Those Charged with

Governance

The term “governance” as used in this AAS refers to the role of persons entrusted

with the supervision, control and direction of an entity. “Those charged with governance”

are ordinarily accountable for ensuring that the entity achieves its objectives, financial

reporting, and reporting to interested parties. The AAS establishes standards on

communications of audit matters arising from the audit of financial statements between

the auditor and those charged with governance of an entity. The AAS therefore provides

guidance to auditors as to procedures to identify relevant persons, what are the audit

matters of general interest to be communicated, forms of communication, factors

affecting communication, confidentiality requirements, laws and regulations etc.

Effective Date : This AAS is effective for all audits related to accounting periods

commencing on or after April 1, 2003.

B AAS-28: The Auditor’s Report on Financial Statements :

The purpose of this AAS is to establish standards on the form and content of the

auditor’s report issued as a result of an audit performed by an auditor of the financial

statements of an entity. Much of the standards laid down by this AAS can be adapted to

auditor’s reports on financial information other than financial statements. The AAS deals

extensively with the concepts such as the basic elements of an auditor’s report, what

is an unqualified opinion, the concept of modified audit report - qualified opinion, adverse

opinion, disclaimer opinion, matters that affect the auditor’s opinion and matters that

do not affect the auditor’s opinion, emphasis of matter paragraphs, illustrative audit

reports in each case.

Effective Date : This Auditing and Assurance Standard becomes operative for all

audits relating to accounting periods beginning on or after 1st April 2003.

B AAS-29:  Auditing in a Computer Information Systems Environment :

A CIS environment exists when one or more computer(s) of any type or size is
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(are) involved in the processing of financial information, including quantitative data, of

significance to the audit, whether those computers are operated by the entity or by a

third party. The purpose of this Auditing and Assurance Standard (AAS) is to establish

standards on procedures to be followed when an audit is conducted in a computer

information systems (CIS) environment. The AAS lays down standard in respect of

skills and competence needed by the auditor to conduct an audit of CIS environment,

factors to consider while planning such an audit, peculiar features of a CIS environment,

assessment of risk, audit procedures to reduce audit risk, documentation in such audits.

Effective Date : This Auditing and Assurance Standard (AAS) becomes operative

for all audits related to accounting periods beginning on or after 1st April, 2003.

B AAS-30: External Confirmations :

This Auditing and Assurance Standard deals with an important form of audit

evidence, viz., external confirmations. The Standard touches upon in details, with the

various important aspects related to external confirmations. For example, relationship

of external confirmation procedures to the inherent and control risks, assertions

addressed by external confirmations, timing of external confirmations, design of the

external confirmation request, nature of information being confirmed, form of

confirmations - positive and negative, characteristics of respondents, evaluation of the

results of the confirmation process, management requests etc.

Effective Date : This Auditing and Assurance Standard is effective for all audits

relating to accounting periods commencing on or after April 1, 2003.

B AAS-31: Engagements to Compile Financial Information :

The salient feature of a compilation engagement is that in such types of

engagements, the accountant uses accounting expertise as against auditing expertise

to collect, classify and summarize financial information. Ordinarily, a compilation

engagement involves reducing data to a manageable and understandable form and

does not require the accountant to test the assertions underlying the concerned

information. Moreover, the procedures adopted by the accountant in carrying out a

compilation engagement do not enable him to express any assurance or opinion on

that financial information. The AAS deals extensively with significant issues such as

M.Com. - I / Advance Accountancy ..... 2
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the objective of a compilation engagement, basic principles in a compilation engagement,

including the ethical requirements, responsibility of the management, the essential

ingredients of the terms of a compilation engagement, planning, documentation and

procedural aspects of a compilation engagement. The AAS also deals with the special

considerations in case of clients having an identified financial reporting framework,

clients having no financial reporting framework and situations of non compliance with

the accounting standards by the client, estimates made by the client. The AAS also

provides detailed guidance as to the reporting aspects in a compilation engagement.

The AAS also contains an illustrative engagement letter for compilation engagements

and also sample compilation reports covering different situations for the benefit of the

members.

Effective Date : This Auditing and Assurance Standard is effective for all audits

relating to accounting periods commencing on or after April 1, 2004.

B AAS-32:  Engagements to Perform Agreed upon Procedures regarding

Financial Information :

In an engagement to perform agreed upon procedures, the auditor is usually

required to give a report on the factual findings, based on specified procedures performed

on specified subject matters of specified elements, accounts or items of financial

statements. The basic purpose of the AAS is to establish standards on the auditor’s

professional responsibilities when an engagement to perform agreed upon procedures

regarding financial information is undertaken and on the form and content of the report

that the auditor issues in connection with such an engagement. The AAS can, however,

also be used as a guide to perform agreed upon procedures regarding non-financial

information. The AAS 32 thus, provides detailed guidance to the members as to the

objectives of an agreed upon procedures engagement, basic principles involved in an

agreed upon procedures engagement, including ethical principles, the essential aspects

of the terms of the engagement. The AAS also deals with the planning, documentation

and procedures and evidence aspects of such engagements. The AAS also contains

standards in respect of report to be issued by the auditor and its essential elements.

The AAS also contains an illustrative engagement letter and an illustrative format of the

report to be issued by the auditor.
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Effective Date : This Auditing and Assurance Standard is effective for all audits

relating to accounting periods commencing on or after April 1, 2004.

B AAS-33: Engagement to Review Financial Statements :

Unlike an audit, a review engagement is based mainly on analytical procedures

and inquiries conducted by the auditor. The quarterly unaudited financial results of

companies listed on stock exchanges in India are subject to limited review by the

chartered accountants. The AAS on Engagements to Review Financial Statements

provides extensive guidance on the types of such procedures and enquiries to be

employed by the auditors. The AAS establishes standards and provide guidance on the

auditor’s professional responsibilities and on the form and content of the report that the

auditor issues in connection with a review. The AAS deals with issues such as scope

of the review engagement, level of assurance, terms of engagement, planning,

documentation, review procedures, conclusions and reporting requirements in the review

engagements. The AAS also illustrates format of engagement letter to be issued, review

procedures to be applied and format of Review reports to be issued for qualified as well

as unqualified opinion.

Effective Date : The AAS is operative for all review engagements relating to

accounting periods beginning on or after 1 April 2005.

B AAS-34:  Audit Evidence – Additional Consideration for Specific Items :

The objective of this AAS is to establish standards on auditor’s responsibilities,

audit procedures and provide guidance, in addition to that provided in AAS-5, “Audit

Evidence”, with respect to certain specific financial statement amounts and other

disclosures. This AAS assists the auditor to obtain audit evidence with respect to

following aspects:

Part A  : Attendance at Physical Inventory Counting.

Part B  : Inquiry Regarding Litigation and claims.

Part C  : Valuation and Disclosure of Long Term Investments.

Part D  : Segment Information.

This AAS provides a detailed insight into each of these aspects. It provides guidance
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with respect to definition, procedures, management representations and audit

conclusions and reporting for each of these parts.

Effective Date : The AAS becomes operative for all audits related to accounting

periods beginning on or after 1 April 2005.

B AAS-35: The Examination of Prospective Financial Information :

The purpose of this Auditing and Assurance standards (AAS) is to establish

standards and provide guidance on engagements to examine and report on prospective

financial information including examination procedures for best estimates and

hypothetical assumptions. The auditor is required to obtain sufficient appropriate

evidence to determine whether Management’s best estimates, assumptions on which

the prospective financial information is based are not unreasonable, they have been

properly prepared and presented and all material assumptions are adequately disclosed

and that they have been prepared on consistent basis with historical financial statements

using appropriate accounting principles. Effective Date:- This AAS is effective in relation

to reports on projections / forecasts, issued on or after, 01.04.2007.

B AUDIT TYPES: MEANING :

Audit is not legally obligatory for all types of business organizations or institutions.

On this basis audits may be of two broad categories i.e., audit required under law and

voluntary audits.

i) Audit required under law : The organizations which require audit under law are the

following:

(a) companies governed by the Companies Act, 1956;

(b) banking companies governed by the Banking Regulation Act,1949;

(c) electricity supply companies governed by the Electricity Supply Act, 1948;

(d) co-operative societies registered under the co-operative Societies Act, 1912;

(e) public and charitable trusts registered under various Religious and Endowment

Acts;

(f) corporations set up under an Act of parliament or State Legislature such as
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the Life Insurance Corporation of India.

(g) Specified entities under various sections of the Income-tax Act, 1961.

(ii) In the voluntary category are the audits of the accounts of proprietary entities,

partnership firms, Hindu undivided families, etc. in respect of such accounts, there

is no basic legal requirement of audit. Many of such enterprises as a matter of

internal rules require audit. Some may be required to get their accounts audited on

the directives of Government for various purpose like sanction of grants, loans,

etc. But the important motive for getting accounts audited lies in the advantages

that follow from an independent professional audit. This is perhaps the reason

why large numbers of proprietary and partnership business get their accounts

audited. Government companies have some special feature which will be seen

later.

3. INTERNAL AUDIT :

Internal audit is described as the verification of the operations within the business

by a specially assigned staff. It is an important tool of management to evaluate the

correctness of records on a continuous basis in an organisation. The term internal

audit has been defined as “an independent appraisal of activity” within an organisation

for review of operations as a basis of service to management. It is a managerial control

which functions by measuring and evaluating the effectiveness of other controls.

B Internal Audit : Meaning :

According to Howard F. Stettler, “Internal auditing is an independent appraisal activity

within an organisation for the review of operations as a service to management.” The

overall objective of internal auditing, therefore, is to assist the management in the effective

discharge of their responsibilities by furnishing them with objective analysis, appraisals,

recommendations and pertinent comments concerning the activities reviewed. In short

internal audit assures the management that the system of internal check and other

types of controls are effective in design and operation. Thus, internal audit is a thorough

examination of the accounting transactions to ensure that –

B The transactions are properly recorded.

B The accounts are maintained systematically and
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B There is no possibility for manipulation of accounts or misappropriation of property

of the business.

In modern times, an internal auditor carries a new task. The traditional function of

checking the arithmetical correctness of the accounts with the help of vouchers and

documents and verification of few items such as stock, cash and fixed assets is not

sufficient. The duty of internal auditor now is to chart the procedure, examine the

efficiency and work on programs of improvement of assessing the effectiveness of

controls. He is expected to plan and arrange his task for effective functioning, set clear

objectives of his own section, phase his objectives, gain the confidence of the

management and demonstrate the value of his functions in areas of performance. The

internal audit is carried out generally in the same manner as is followed for a professional

audit. However, it varies in form from enterprise to enterprise according to its size and

specific needs. It is installed in large organisation and is carried out by the salaried staff

who are qualified to conduct professional audit. Being the employee of the organisation

he has to ensure that there is no waste in the organisation. Internal auditor has to follow

the provisions of law, standard auditing practices and procedure prescribed for

professional auditors and by the professional bodies controlling the audit system in the

country. At the same time internal auditor must be aware of the policies and programs

of the enterprise he should be professionally competent to carry out a detailed

examination of the working of the business. Equipped with professional expertise and

knowledge of the business, he will be in a better position to make the internal audit

system more effective.

B Objectives of internal audit :

The main objectives of internal audit are as under:-

B To verify the correctness and authenticity of the financial records and statistical

records presented to the management.

B To ensure that the standard accounting practices are strictly followed in the

organisation.

B To facilitate early detection of errors and frauds.

B To ensure that all the transactions have been carried out under a proper authority
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and by persons authorised for the same in the business.

B To review the system of internal check from time to time to advice the management

on improvement of the system and to undertake special investigation for the

management.

B To confirm that the liabilities have been incurred by the organization for legitimate

activities.

Thus, efficiency of internal audit depends on the efficiency of the staff employed

for the purpose, internal audit can be effective only if the internal auditor is given wider

authority to investigate the transactions not only from financial angles but also from

other organizational activities. Internal auditor should report directly to the top

management. He must operate independently of the accounting and other staff. He

must be given an independent status as an important functionary and a part of the

management.

4. STATUTORY AUDIT :

Internal audit helps the statutory audit to a large extent. Both the internal auditor

and the statutory auditor have a common interest as far as authenticity of the accounts

are concerned. However soundness of internal audit relieves the statutory auditor from

detailed checking. The internal auditor reviews the operations and performs such

functions as evaluation, compliance, verification and ensures that policies,procedures,

rules and other type of controls of the business are carried out efficiently. He is helpful

to statutory auditor in the matter of examination of books of accounts. Generally, the

statutory auditor accepts some of the detailed checking made by the internal auditor.

However, the area of cooperation between internal auditor and statutory auditor is

somewhat limited as the statutory auditor has a responsibility under law to various

authorities, while the internal auditor is responsible only to the management. The

statutory auditor has to carry out his duties in accordance with standard accounting

and auditing practices and provisions of law which govern the organisation. Before

accepting the checking of accounts and other documents carried out by internal auditor,

the statutory auditor must undertake such test checks necessary to find out the

effectiveness of internal audit.
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Both internal auditor and statutory auditor carry out examination of records and

documents and make physical and other verifications. Despite these similarities there

are differences in the status, responsibilities, approach and scope of work of internal

auditor and statutory auditor.

B Feature of Statutory Audit :

1 Statutory audit is compulsory in case of business houses incorporated under

the Companies Act and other acts.

2 Statutory audit can be carried out only by those who are qualified for

appointment as per the provision of the Companies Act and other acts.

3 The rights, duties, responsibilities and liabilities of auditors are governed by

the provisions of law.

4 The auditor is independent of management.

5 The statutory auditor is concerned with the legality and validity of the

transactions of business. His audit work is based on the financial statement

prepared by the business.

The statutory auditor’s professional responsibilities are performed as below, as

prescribed by AAS 1 which describes the basic principles, which govern the auditor’s

professional responsibilities and which should be complied with whenever an statutory

audit is carried out.

1. Integrity, objectivity and independence :

The auditor should be straightforward, honest and sincere in his approach to his

professional work. He must be fair and must not allow prejudice or bias to override his

objectivity. He should maintain an impartial attitude and appear to be free of any interest

which might be regarded. Whatever it’s actual effect, as being incompatible with integrity

and objectivity.

2. Confidentiality :

The auditor should respect the confidentiality of information acquired in the course

of his work and should not disclose any such information to a third party without specific

authority or unless there
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is legal or professional duty to disclose. It is remarked that an auditor should keep his

ears and eyes open but his mouth shut.

3. Skill and competence :

The audit should be performed and the report prepared with due professional care

by persons who have adequate training, experience and competence. This can be

acquired through a combination of general education, technical knowledge obtained

through study and formal courses concluded by a qualifying examination recognized

for this purpose and practical experience under proper supervision.

4. Work performed by others :

When the auditor delegates work to assistant* or uses work performed by other

auditors or experts, he will continue to be responsible for forming and expressing his

opinion on the financial information. At the same time he is entitled to rely on work

performed by others provided he exercises adequate skills and care and is not aware

of any reason to believe that he should not have relied. The auditor should carefully

direct, supervise & review work delegated by assistants. He should obtain reasonable

assurance that work performed by other auditors or experts is adequate for this purpose.

5. Documentation :

The auditor should document matters, which are important in providing evidence

that the audit was carried out in accordance with the basic principles.

6. Planning :

The auditor should plan his work to enable him to conduct an effective audit in an

efficient and timely manner. Plans should be based on knowledge of client’s business.

They should be further developed and revised, if required, during the course of audit.

7. Audit evidence :

The auditor should obtain sufficient appropriate audit evidence through the

performance of compliance and substantive test procedure. It will enable him to draw

reasonable conclusions there from on which he has to base his opinion on the financial

information.
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8. Accounting system & internal control :

The auditor should gain an understanding of the accounting system and related

internal controls. He should study and evaluate the operation of those internal controls

upon which he wishes to rely in determining the nature, timing and extent of other audit

procedures.

9. Audit conclusions and reporting :

The auditor should review and assess the conclusions drawn from the audit

evidence obtained and from his knowledge of business of the entity as the basis for the

expression of his opinion on the financial information. The audit report should contain a

written expression of opinion of the financial information. It should comply with the legal

requirements. In case of a qualified opinion, adverse opinion or disclaimer of opinion is

given or reservation on any matter is to be made reasons thereof.

5. Tax Audit

Tax audit is governed under section 44 AB of Income Tax Act. Tax audit is applicable

to the concerns whose turnover during the financial year crosses Rs. 1 crore (in case

of trading / manufacturing) or Rs. 60 Lakh (in case of professional)

FORM NO. 3CA

[See rule 6G(1)(a)]

Audit report under section 44AB of the Income - tax Act, 1961,

in a case where the accounts of the business or profession of a person

have been audited under any other law

*I / we report that the statutory audit of  M/s. ______________________________

( Name  & Address of the Asseessee with PAN No. ) was conducted by *me / us / M/s.

____________________________________________________in pursuance of the

provisions of the___________________________Act, and*I/we annex hereto a copy

of *my / our / their audit report date _______________________along with a copy of

each of

(a) the audited *profit and loss account / income and expenditure account for the
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year ended on 31st March,______________________

(b) the audited balance sheet as at 31st March, _____; and

(c) documents declared by the said Act to be part of, or annexed to, the *profit

and loss account / income and expenditure account and balance sheet.

2. The Statement of particulars required to be furnished under section 44AB is annexed

here - with in Form No. 3CD.

3. In *my / our opinion and to the best of *my / our information and according to

explanations given to *me / us, the particulars given in the said Form No.3 CD and

annexure thereto are true and correct.

Place    :

Date      : ______________

Notes :

1. * Delete whichever is not applicable

2. **This report has to be signed by -

(i) a chartered accountant within the meaning of the Chartered Accountants Act,

1949 (38 of 1949); or

(ii) any person who, in relation to any State, is, by virtue of the provisions of sub-

section ( 2 ) of section 226 of the Companies Act, 1956 (1 of 1956 ), entitled to

be appointed to act as an auditor of companies registered in that State; or

(iii) any person who is, by virtue of any other law, entitled to audit the accounts of

the assessee for the relevant previous year.

3. Where any of the requirements in this Form is answered in the negative or with

qualification, give reason therefor.

4. The Person who signs this audit report, shall indicate referred of his membership

number / certificate of practice / authority under which he is entitled to sign this

report.
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FORM NO. 3CB

[See rule 6G(1)(b)]

Audit report under section 44AB of the Income-tax Act, 1961 in the case of a person

referred to in clause (b) of sub-rule (1) of rule 6G

* I/We have examined the balance sheet as at 31st March ____________________

and the * profit and loss account/income and expenditure account for the year ended

on that date, attached herewith, of  _______________________________________

mention name and address of the assessee with permanent account number]

2. * I/We certify that the balance sheet and the * profit and loss account/income and

expenditure account are in agreement with the books of account maintained at the

head office at __________   and **  ____________ branches.

3. (a) * I/We report the following observations/comments/discrepancies/

inconsistencies; if any: __________________________________________________

(b) Subject to above,-

(A) * I/We have obtained all the information and explanations which, to the best of

* my/our knowledge and belief, were necessary for the purposes of the audit.

(B) In * my/our opinion, proper books of account have been kept by the head office

and branches of the assessee so far as  appears from * my/our examination of the

books.

(C) In * my/our opinion and to the best of * my/our information and according to the

explanations given to * me/us, the said accounts, read with notes thereon, if any, give a

true and fair view:-

(i) in the case of the balance sheet, of the state of the affairs of the assessee as

at 31st March, _________; and

(ii) in the case of the * profit and loss account/income and expenditure account

of the * profit/loss or * surplus/deficit of  the assessee for the year ended on

that date.

4. The statement of particulars required to be furnished under section 44AB is annexed

herewith in Form No. 3CD.
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5. In * my/our opinion and to the best of * my/our information and according to

explanations given to * me/us, the particulars given in the said Form No. 3CD and the

Annexure thereto are true and correct.

 *** Signed

Place _____________ Name : ________________________

Date ______________ Address : ______________________

Notes :

1. *Delete whichever is not applicable.

2. **Mention the total number of branches.

3. ***This report has to be signed by-

(i) a chartered accountant within the meaning of the Chartered Accountants Act,

1949 (38 of 1949); or

(ii) any person who, in relation to any State, is, by virtue of the provisions of sub-

section (2) of section 226 of the  Companies Act, 1956 (1 of 1956), entitled to

be appointed to act as an auditor of companies registered in that State.

4. The person, who signs this audit report, shall indicate reference of his membership

number/certificate of practice  number/authority under which he is entitled to sign this

report.

6. COST AUDIT :

CIMA has defined cost audit as “the verification of the correctness of cost accounts

nad of the adherence to the cost accounting plan.” Cost auditior plays a role of an

advisor in this respect. Cost auditor has to form a judgment as to whether the size and

channels of expenditue are fit to yield best results and optimum returns from expenditure

are expected. Section 233 B of the companies Act deals with cost audit. This section

empowers central Government to order the audit of cost accounts in respect of such

companies.
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B Objectives of cost audit :

1. To assist the Government in fixation of proper prices.

2. To ensure that informatio presents to the management is reliable.

3. To assist the Goernment in calculatng excise duty and taking decision regarding

grant of tariff protection to a specific industry.

4. To help in defecting inefficiencies that a rise in the utilisation of scarce

resouces.

5. To make sure that cost accounting records are correct and cost accounting

principles have been property followed.

B The mandatory records to be assessed by the cost auditor are as follows :-

1. Stores and Raw material - Bin Card, Stores Larger.

2. Salaries and wages - Wages sheets, salary slips, Leave records.

3. Overheads - Machine hours, Labour horus, Production time.

4. Working Process - Process Accounts, Stock Register.

5. Finished Products - Stock Register

6. Production - Out report, Spoilage, defective, Scrap etc.

7. Sales - Sales register.

8. Other data - Fixed aset register, overheads register, Reconciliation of profit.

B Cost Audit Programme :

Cost auditor prepare the programme of cost audit in the light of following

requirements -

1. Disclosure Requirements under cost audit (Report) Rules.

2. Manufacturing process.

3. Product \ Range  Specifications

4. Cost accounting system

5. Marketing / Distribution channels
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6. Internal control system.

7. Knowledge about company / organisational structure.

A details cost audit programme also includes review of entire cost accounting

system, arithmatical accuracy of cost records, operational efficiency evaluation etc.

7. MANAGEMENT AUDIT :

Management audit is a comprehensive and thorough examination of an organization

or one of its components. The audit is implemented to identify problems or significant

weaknesses in the organization or corporation, thus providing management with a tool

to address and repair the problem area.

The audit is not a new or recent idea. History tells us of the presence of auditors in

Pharaoh’s Egypt and the classical periods of Greek and Roman history. As businesses

developed and grew over the centuries of recorded history, the need for controls became

increasingly important. Financial audit became a standard in American businesses and,

following the lead of New York State, certification for accountants was enacted as

legislation in many states. The financial audit is now fully integrated into business

practices. The internal audit follows the spirit of financial auditing and surpasses it to

examine operational matters as well. Another natural extension is operational auditing.

While internal audit is conducted by employees within the organization, an operational

audit is generally completed by an internal task force or external analysts.

The management audit is defined by its scope and objectives. The scope is broad

and generally includes all functions of the organization, including objectives

and strategy, corporate structure, organizational planning, the budgeting process,

human and financial resources management, decision making, research and

development, marketing, equipment and operations, and management information

system. This breadth extends to recent, present, and future operations and covers

external issues as well as internal concerns. Objectives of the management audit include

the development of recommendations and improvements, as well as increased

awareness of the credibility and acceptance of the audit’s results. The process is more

an audit of management, in order to enhance corporate and financial stability.

The audit follows a logical, step-by-step format, including initial interviews with key



1234567890123456789012345678901212345
1234567890123456789012345678901212345

1234567890123456789012345678901212345
123456789012345678901234567890121234532

1234567890123456789012345678901212345
1234567890123456789012345678901212345

1234567890123456789012345678901212345
123456789012345678901234567890121234532

1234567890123456789012345678901212345
1234567890123456789012345678901212345

1234567890123456789012345678901212345
123456789012345678901234567890121234532

1234567890123456789012345678901212345
1234567890123456789012345678901212345

1234567890123456789012345678901212345
123456789012345678901234567890121234532

managers. A study team uses the interview process to define the scope of the audit,

including the areas or functions to be studied. Next, the team requests various forms of

documentation, including budgets, planning documents, corporate reports, financial

statements, policy and procedure manuals, biographical material, and various other

documents. Following this stage, the study team then prepares a schedule and detailed

plan of study, all aimed at proceeding to the internal fact finding step. Fact-finding relies

once again on interviews, documentation, and personal observation of facilities and

organizational work patterns. By the time these steps are completed, the study team

develops a thorough understanding of organizational structure and operations.

The team generally turns next to an external review, using interviews to determine

the opinions and attitudes key people outside the organization have about its operations.

Examples of those interviewed are customers, representatives of financial

institutions, and employees of federal agencies having contact with the audited

organization. These interviews provide the team with more objective evaluations, and

lead to an analysis of all the information and data now gathered. Organisational

performance is profiled, then efficiency and effectiveness are evaluated and compared

against industry norms. While many criteria can be measured quantitatively, team

members have to use sound judgment and objectivity when evaluating issues that

cannot be measured. In turn, the organization’s management has to be receptive to the

audit process and demonstrate clear acceptance of audit findings.

The study team then develops conclusions and recommendations which are

communicated to the organization’s management. These final two stages—

conclusions/recommendations and communication—are essential to the management

audit process. The audit is expected to identify corporate strengths and weaknesses,

sources of problems, and potential problem areas. Recommendations for correction

are presented to top management. The final report comes in the form of an overall plan

of action, which includes prioritized recommendations, the specific units and individuals

expected to carry out the recommendations, a schedule for action, and expected results.

When conducted with thoroughness, objectivity, and timeliness, the management audit

becomes a powerful tool for corporate and organizational executives who seek to

improve effectiveness and efficiency.
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An important aspect of the management audit is the composition of the study

team. Both internal and external analysts are frequently used on audit teams; the

composition depends on several factors, including the need for independent appraisal,

the lack of human or financial resources to conduct the audit, and the need to provide

an external audit to contrast against internal findings. In some instances, associations

such as the American Institute of Management (AIM) provide audit teams. The AIM has

developed ten categories of the management audit, and many audits apply these same

categories. They include:

1. economic function

2. corporate structure

3. health of earnings

4. service to stockholders

5. research and development

6. directorate analysis

7. fiscal policies

8. production efficiency

9. sales vigor

10. executive evaluation

Management audits are not limited to business corporations. Nonprofit

organizations—including educational institutions, hospitals, and churches—often use

the management audit to attempt to improve operations. When conducted effectively,

and when recommendations are applied properly, the management audit has proved

its usefulness as a management technique.

8. Summary :

Though the word audit is normally used in restricted sense referring to corporates

only, it may be useful in various stages for even small business organisations and non-

corporate organisations also. It has origin even in Kautiya’s Arth Shastra also. Audit is

basically an independent examination of books of accounts for the purpose of expression

of opinion of financial statements. For smooth conduct of audit, the Institute of Chartered

M.Com. - I / Advance Accountancy ..... 3
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Accounts of India has issued guidelines as well as few standards which are known as

uditing and assurance standards. These standards help in minimising auditors

subjectivity and help to prepare on objective audit report. There are different types of

audit based on its legal requirement as well as scope of that audit. While statutory audit

is a comprehensive audit, internal audit is limited in its scope. Tax audit gives the details

about matters important for taxation purpose while cost audit considers cost records

and their overview. Management audit is conducted by the management itself.

9. Key Terms :

Audit :  An examination of accounting records undertaken with a view to establish

its accuracy and relatedness.

Internal Audit : Independent appraisal activity within an organisation for the review

of operations as a service to management.

Statutory Audit : An audit concerned with the legality and validity of the business

transactions and financial statements.

Tax Audit : An audit governed under section 44AB of Income Tax Act.

Cost Audit : Verification of the correctness of cost accounts and of the adherence

to the cost accounting plan.

Management Audit : An audit implemented to identity problems or significant

weaknesses in the organisation and to repair the problem area.

10. Self Assessment Questions :

A) Fill in the blanks with appropriate alternatives.

i) Cost audit is governed by Section ................. of company.

a) 226 b) 233, c) 209 d) 224

ii) Primary objective of an audit is ...................

a) to express opinio on financial statements b) to detect frauds

c) to detect errors d) to advise company.

iii) ................. audit is compulsory by law.

a) Statutory b) Management c) Internal d) all
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iv) .................. audit is applicable for manufacturing concerns only.

a) management b) internal c) statutory d) cost

v) A fundamental assumption that a business entity has a long life and operations

would continue further termed as ...................

a) going concern b) consistency c) accrual d) matching concept

B) State whether the following statements are true or false.

i) Internal audit is ordered by Central Governent.

ii) Cost audit is applicable to all the org unisations.

iii) Frauds and errors are one and the same.

iv) Tax audit can be conducted by Chartered Accountants only.

v) Statutory audit is conducted once in two years.

vi) Basic objective of an audit is to detect frauds and errors.

Answer :

A) i) - b ii) - a iii)  - a iv) - d        v) - a

B) i) - false, ii) - false iii)  - false iv) - True     v) False    vi) - false

B B B
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Objectives :

After studying this unit, you will able to understand

B Concept of divisible profit

B Financial considerations

B Policy considerations

B Legal considerations involved in dividend decisions.

Structure :

1. Introduction

2. Dividend and interest

3. Legal considerations for declaring

4. Financial considerawtions.

5. Policy considerations.

6. Summary

7. Key terms

8. Self Assessment questions.

9. Further Readings.

1. Introduction :

Divisible profits are profits out of which dividends can be declared.  Dividends are

the returns given to shareholders of a company.  It is actually a share in the profit of the

company.  It is necessary that the dividends should be paid out of profits and not out of

capital.  For this reason the concept of divisible profits is important.  The Companies

UNIT - 2

Divisible Profits – Financial, Legal and

Policy considerations
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Act lays down certain provisions regarding declaring and paying dividends.

2. Distinction between dividend and interest :

1. Equity and Preference Shareholders (Owners) get dividend.  Debenture holders,

Credit supplying agencies get interest.

2. Dividends can be paid out of profits.  Interest may be paid out of capital also.

3. Dividend is an appropriation of profit.  Interest is a charge against profit.

4. Dividend becomes a debt only after it is declared.  Interest is a debt from the

beginning.

5. Dividend declaration is voluntary.  Even if there are profits the company may not

declare dividends.  Interest payment is compulsory.  Even if the company runs

into losses, interest is required to be paid.

B Types of dividend

1. Proposed dividend :

The Board of directors has powers to propose a dividend u/s 134 of the Companies

Act 2013.  The Directors’ Report specifies the rate of proposed dividends.  If the board

does not propose dividends, dividends cannot be declared.

2. Final Dividend :

The shareholders declare the dividends in the Annual General Meeting (AGM).  It is

called the final dividend.  The shareholders may declare a lower rate of dividend in AGM

than recommended by the board.   However, higher rate of dividend cannot be declared.

Thus the final dividend can be equal to or less than the proposed dividend.  It cannot be

greater than the proposed dividend.

3. Interim Dividend :

The board may declare interim dividend between two AGMs.  There is no need of

specific provision in the Articles of Association.  The Board may estimate interim profit

and declare interim dividend.  The provisions applicable to final dividend are applicable

to interim dividend also.  When paying final dividend the interim dividend paid is deducted

from it.   For example the interim dividend is paid at Rs. 15 per share and the final
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dividend is Rs. 30 per share, Rs. 15 will be paid as final dividend.

4. Preference dividend :

Dividend on preference shares has following characteristics:

a. It has preference over equity shareholders.  It is to be paid first and then the

dividend on equity can be paid

b. The rate of preference dividend is fixed.  It cannot be changed.  It is included

in the name of the preference share e.g. 10% Preference Shares mean the

dividend rate is 10%.

c. There are participating preference shares wherein the preference shareholders

participate in equity dividend also.  They get the normal preference dividend

and also the equity dividend.

d. Cumulative Preference Shares can accumulate unpaid/undeclared dividends

for maximum three years.  If this feature is absent (non cumulative Preference

Shares) dividends lapse and do not accumulate. For example if there are

insufficient divisible profits for the year 2011-12, preference dividends may

not be declared for that year.  In the next year 2012-13 cumulative preference

shares are entitled to dividends for both the years. Non cumulative preference

shares can claim dividends for 2012-13 only, their claim for 2011-12 lapses.

Definition of dividend: Section 2(35) of Companies Act 2013 defines dividend as

“dividend includes interim dividend”

Oxford Dictionary defines dividends as “A sum of money paid regularly (typically

annually) by a company to its shareholders out of its profits (or reserves)”

Income Tax Act 1961 defines dividends as

B Section (2) (22) ”dividend” includes —

(a) any distribution by a company of accumulated profits, whether capitalised or not,

if such distribution entails the release by the company to its shareholders of all or

any part of the assets of the company;

(b) any distribution to its shareholders by a company of debentures, debenture-stock,
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or deposit certificates in any form, whether with or without interest, and any

distribution to its preference shareholders of shares by way of bonus, to the extent

to which the company possesses accumulated profits, whether capitalised or

not;

(c) any distribution made to the shareholders of a company on its liquidation, to the

extent to which the distribution is attributable to the accumulated profits of the

company immediately before its liquidation, whether capitalised or not;

(d) any distribution to its shareholders by a company on the reduction of its capital, to

the extent to which the company possesses accumulated profits which arose

after the end of the previous year ending next before the 1st day of April, 1933,

whether such accumulated profits have been capitalised or not ;

(e) any payment by a company, not being a company in which the public are

substantially interested, of any sum (whether as representing a part of the assets

of the company or otherwise)  [made after the 31st day of May, 1987, by way of

advance or loan to a shareholder, being a person who is the beneficial owner of

shares (not being shares entitled to a fixed rate of dividend whether with or without

a right to participate in profits) holding not less than ten per cent of the voting

power, or to any concern in which such shareholder is a member or a partner and

in which he has a substantial interest (hereafter in this clause referred to as the

said concern)] or any payment by any such company on behalf, or for the individual

benefit, of any such shareholder, to the extent to which the company in either case

possesses accumulated profits ;

but “dividend” does not include—

(i) a distribution made in accordance with sub-clause (c) or sub-clause (d) in

respect of any share issued for full cash consideration, where the holder of

the share is not entitled in the event of liquidation to participate in the surplus

assets ;

(ia)  a distribution made in accordance with sub-clause (c) or sub-clause (d) in so

far as such distribution is attributable to the capitalised profits of the company

representing bonus shares allotted to its equity shareholders after the 31st
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day of March, 1964,  [and before the 1st day of April, 1965] ;]

(ii) any advance or loan made to a shareholder [or the said concern] by a company

in the ordinary course of its business, where the lending of money is a

substantial part of the business of the company;

(iii) any dividend paid by a company which is set off by the company against the

whole or any part of any sum previously paid by it and treated as a dividend

within the meaning of sub-clause (e), to the extent to which it is so set off;

(iv) any payment made by a company on purchase of its own shares from a

shareholder in accordance with the provisions of section 77A of the Companies

Act, 1956 (1 of 1956);

(v) any distribution of shares pursuant to a demerger by the resulting company

to the shareholders of the demerged company (whether or not there is a

reduction of capital in the demerged company).

Explanation 1.— The expression “accumulated profits”, wherever it occurs in

this clause, shall not include capital gains arising before the 1st day of April, 1946, or

after the 31st day of March, 1948, and before the 1st day of April, 1956.

Explanation 2.— The expression “accumulated profits” in sub-clauses (a), (b),

(d) and (e), shall include all profits of the company up to the date of distribution or

payment referred to in those sub-clauses, and in sub-clause (c) shall include all profits

of the company up to the date of liquidation,  [but shall not, where the liquidation is

consequent on the compulsory acquisition of its undertaking by the Government or a

corporation owned or controlled by the Government under any law for the time being in

force, include any profits of the company prior to three successive previous years

immediately preceding the previous year in which such acquisition took place.

[Explanation 3.— For the purposes of this clause,—

(a) “concern” means a Hindu undivided family, or a firm or an association of

persons or a body of individuals or a company;

(b) a person shall be deemed to have a substantial interest in a concern, other

than a company, if he is, at any time during the previous year, beneficially

entitled to not less than twenty per cent of the income of such concern ;
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3. Legal considerations for declaring dividends :

Chapter VIII of the Companies Act 2013 deals with declaration and payment of

dividends.

The main provisions are summarized below:

1. Authority to declare :

The dividends can be declared by shareholders in General Meeting only.  The

Board of Directors recommend the rate of dividends in the Directors’ Report.  The

shareholders can declare the dividend at that recommended rate or a rate below the

recommended rate.  They cannot declare dividend at a rate exceeding the rate

recommended by the Board [Section 80].  If the Articles of Association provides for

such higher rate declaration, that clause is void.  This applies to Final Dividend only.

The interim dividend can be declared by the Board [Section 81 and 123(3)].  The interim

dividend so declared and paid is required to be ratified by the shareholders at General

Meeting.  Declaration of dividends is a normal business in case of Annual General

Meeting (AGM) (Section 102 of the Companies Act 2013).  However, the members may

declare dividends at an Extra Ordinary General Meeting. But in this meeting it is a

special business.

2. Dividends on partly paid shares :

If the Articles of Association provides, the company may pay dividends in proportion

to the amount paid up on each share (Section 51).  Generally the dividends are paid on

the nominal or face value of the shares.  No dividends can be paid on calls-in-advance

[Section 83].

3. Time Limits :

The dividends are required to be paid within thirty days from their declaration.

(Section 127).  Failure to pay within this limit entails penalty both for directors and the

company.  The fine is Rs. 1,000 per day till the default continues plus imprisonment up

to two years for directors.  The company is required to pay simple interest @ 18% p.a.

for the period of delay. The amount of declared dividend is to be deposited in a separate

bank account within five days from the date of declaration. If the dividend remains

unpaid for thirty days, the unpaid amount is to be deposited in a separate bank account



1234567890123456789012345678901212345
1234567890123456789012345678901212345

1234567890123456789012345678901212345
123456789012345678901234567890121234542

1234567890123456789012345678901212345
1234567890123456789012345678901212345

1234567890123456789012345678901212345
123456789012345678901234567890121234542

1234567890123456789012345678901212345
1234567890123456789012345678901212345

1234567890123456789012345678901212345
123456789012345678901234567890121234542

1234567890123456789012345678901212345
1234567890123456789012345678901212345

1234567890123456789012345678901212345
123456789012345678901234567890121234542

named “Unpaid Dividend Account of XYZ Company Ltd.” in a scheduled bank within

seven days [Section 124].  A list of such shareholders shall be put on the website of the

company. If the amount lies in the unpaid dividends account, it shall be transferred to

Investors Education and Protection Fund after the expiry of seven years.

When the penalty u/s 127 is not attracted?

i. If the non payment is due to operation of any law.

ii. If the directions given by the shareholder cannot be complied with and the

fact has been communicated to him.

iii. If there is a dispute regarding the right to the dividend.

iv. If the dividend amount has been lawfully adjusted against the amount due

from the shareholder. And

v. Any other reason beyond the control of the company.

4. Dividends out of reserves :

The Companies (Declaration and Payment of Dividends) Rules 2014 provide that,

if the company intends to declare dividends out of past accumulated profits or reserves,

following conditions shall be fulfilled.

i. The rate of dividend shall not exceed the average of rates at which the dividend

was declared during the last three years. (This does not apply to a company

which has not declared any dividends in the last three years.)

ii. The total amount drawn from accumulated profits shall not exceed one tenth

of the paid up share capital plus free reserves.

iii. The amount so drawn shall first be applied to set off the losses of the year in

which dividend is being declared.

iv. The balance of accumulated profits or reserves shall not fall below 15% of

the paid share capital as appearing in the latest audited balance sheet.

v. Dividends cannot be declared unless carried over previous losses and

depreciation not provided in previous year/s are set off against profit of the

current year[Amendment Notification dated 12.06.2014]
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5. Other conditions :

i. Bonus shares issued are not dividends [Section 63]

ii. A company failing to comply with provisions of section 73 and 74 (regarding

acceptance and repayment of public deposits) cannot declare dividend till the

default continues [Section 123(6)]

6. Revocation of dividends :

The dividend once declared becomes a debt payable by the company.  Therefore,

dividend once declared cannot be revoked without consent of the shareholders.  However,

if the dividend declared is ultra vires i.e. it is illegally declared, it can be revoked.  If this

illegal dividend has been paid, the directors are personally liable.  If the company ceases

to be a going concern, the dividends may be revoked.

7. Payment of dividends :

The dividends cannot be paid in kind.  They can be paid either in cash, through

bank (cheque, draft, ECS payments) or dividend warrants.  Once the dividend is

declared, the shareholders get a right to dividend.  They cannot compel the company to

declare dividend.  The dividend is to be paid to the registered shareholders.  The concepts

of record date and book closure are important here.  The names of the shareholders on

the record date are considered for payment of dividend.  To facilitate the register of

members is closed for a period of time.  It is called book closure.  Generally the record

date is in between the book closure.  In case of joint shareholders the dividend is paid

to the person (among the joint holders) whose name appears first in the Register of

Members.   If the transfer deed has been submitted to the company, but transferee’s

name has not been recorded in the Register of Members, the dividend payment is kept

in abeyance.  If the transferor has not authorized the company to pay the dividend to the

transferee in writing, the amount of such dividend shall be transferred to Unpaid Dividend

Account.  When the name of the transferee is registered, the dividend can be paid to

him.  However, if the transferor has authorised the company in writing to pay the dividend

to transferee, the dividend can be paid to the transferee instead of transferor. If the

company has rejected the transfer deed for the reason of signature of the transferor

not tallying, section 126 is not attracted.  In case of shares allotted during the financial
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year, pro-rata dividends can be paid.  The period from date of allotment to the year

ending date shall be considered for calculation of pro-rata dividend.

8.  Deleted Provisions :

The Companies Act 1956 had following provisions governing the dividends which

have not been incorporated in the Companies Act 2013.

i. Transfer to reserve : The company was required to transfer following

percentage of current profits to reserve for declaring dividend

Dividend Rate Percentage of current profits

transferred to reserve

Below 10% NIL

Above 10% but below 12.5% 2.5%

Above 12.5% but below 15% 5%

Above 15% but below 20% 7.5%

Above 20% 10%

This provision is done away with in Companies 2013 Act.  The company may or

may not transfer any current profit to reserve.

ii. Preference Shares Defaults : Under Section 80A of the Companies Act

1956, it was stipulated that if the company fails to pay dividends on irredeemable

preference shares or repayment of irredeemable preference shares, shall not declare

dividend on equity shares till such default continues.  This provision has been deleted

in Companies Act 2013.

iii. In case of interim dividends there is a further restriction put on the company.

If there is a loss in current year up to the quarter in which the interim dividend is to be

declared, the rate of dividend cannot exceed the average of rates of dividends declared

during the last three financial years.

9. Sources of dividends :

Dividends can be paid out of
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i. Profits of current year after providing for depreciation as per Schedule II

ii. Accumulated profits of previous years

iii.  Money given by Central Government or State Government as per guarantee

given by it.

10. Dividends and Capital Profits :

Generally capital profits are not allowed to be distributed as dividends as they do

not fall under divisible profits.  However if the Articles of Association so permit, the

capital profits have been actually realised and capital profits remains after valuation of

whole of assets and liabilities; capital profits can be distributed as dividends. [Lubbock

v The British Bank of South America Ltd. and Foster v The New Trinidad Lake Asphalte

Co. Ltd.]. If the dividend is paid out of capital, it will tantamount to unauthorized reduction

in capital.  The directors are personally liable to make good the loss suffered by the

company due to dividends out of capital.

11. Some other cases :

i. Bond v The Barrow Haematite Steel Co. Ltd.: Preference shareholders cannot

claim the dividends out of current profits as a matter of right.

ii. Stapley v Read Brothers Ltd.: Company which has excessively written down

its assets out of profits may write them back to that extent.  This amount can

be utilised for payment of dividends.

iii. There are case laws wherein dividends were permitted even though

depreciation has not been provided.  But they have become inapplicable, due

to provisions of the Companies Act 2013 making charging of depreciation

mandatory, before deciding divisible profits.  Some of them are Wilmer v

McNamara & Co. Ltd.; Lee v Neuchatel Asphalt Co. Ltd. ; Bolton v Natal land

& Colonization Co. Ltd. etc.

12. Other Legal considerations :

A company may be governed by some other law. If there are any provisions

regarding determining profits, they should be complied with before paying the dividends.

For example banking company, insurance company, electricity company etc.  Also the
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Income Tax Act provides for Dividend Distribution tax (DDT), these provisions are

required to be complied with.

4) Financial considerations :

The following are the factors that affect the decision of payment of dividends:

1. Type of industry :

The industry might be having even income/uneven income.  In case the income

accrues evenly and is constant over a period of time, the company can declare higher

and constant dividends.  If the income of the company is uneven and fluctuating over a

period of time, the company may not be able to declare constant dividends.  It is likely

that when profits are high, high dividend is given.  When profits are low, low rate of

dividend is preferred.  In case of this company a provision for fluctuating profits, foreseen

losses, even in the years of high profits company may declare low dividends.

2. Age of the company :

Generally a new company would try to keep profits for future expansion etc., than

distributing as dividends.  The rate of dividends may be low in such cases.  Old

companies can spare more amounts for dividends.  Their rate of dividends may be

high.

3. Closely held/widely held companies :

If the company is closely held, the number of members is very small.  Consent for

lower rate of dividends or no dividends decision can be obtained easily. In case of

widely held company, the number of shareholders is high.  It becomes difficult to get

consent for low/NIL dividend decision.

4. Additional capital needed :

A company while taking a dividend decision has to consider additional capital needed

in near future.  The capital structure decision is also important here.  If the company is

having need of capital in immediate future, the directors may retain the profits than

distributing as dividends.  However the capital needed is to be raised through some

other source, dividends may be distributed at higher rates.  On the other hand, company

not needing capital in near future may be willing to distribute profits as dividends.
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5. Business cycle phase :

The rate of dividend also depends up on the phase of trade cycle in which the

industry is.  In case of boom, the profits being high, dividends will also be high.  On the

other hand in case of depression, profits will be low, so also the dividends.

6. Government policies :

The government policies have impact on the profits of a company.  The industrial

policy my favour certain industry, making them more profitable.  They may give more

dividends.  The economic policy may put restrictions on growth of certain industries,

thereby hampering their profits and reducing the dividends.  The fiscal policy may put

more taxes thereby reducing the funds available to equity holders.  This will reduce the

dividend rates.

7. Trend of profits :

The trend of profits plays an important role in dividend decision.  If the company is

having a rising trend of profits and expects it to continue, the dividends at a higher rate

may be declared.  On the other hand a company having declining trend of profits may

go for paying low rate of dividends.

8. Taxation policy :

Both indirect and direct taxes put pressure on the profits earned by a company.

Though the indirect taxes are just to be collected from customers (not entering the

profit and loss account) affect the sale of the company.  Indirectly they reduce the

profits.  For example if the MVAT rate is increased from 5% to 12.5%, the sale may

come down, as the product becomes costlier to the customer.  The direct tax has a

direct impact on the funds available for dividend distribution.  The Income Tax rate if

raised from 30% to 40% will reduce the funds available for dividend distribution.

9. Cash balance :

We have seen that the dividends are to be paid in cash.  Dividends in kind cannot

be given.  So while declaring dividends, the company has to check the cash position.

Also we have seen that, the amount of dividends is to be kept in a separate bank

account within five days from the date of declaration.  So even if the company has
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sufficient divisible profits it may not be able to declare dividends due to paucity of cash

balance (including bank balance).  If sufficient cash is available higher dividends may

be declared.

10. Stock dividends/bonus shares :

Though bonus shares are not treated as dividends, for all practical purposes they

are capitalization of accumulated profits.  The shareholders get bonus shares free of

cost.  So if the company intends to issue bonus shares, it may reduce the dividend

rates.

5) Policy considerations :

The decision of dividend payment is a policy decision.  So the company may

formulate a specific policy and implement it year after year.  The following are the types

of dividend policy.

1. Regular dividend policy :

This policy is followed by a company having regular even profits.  The dividends

are paid at a usual rate.  Generally this policy is used if shareholders are retired persons,

so that they can get reasonable income by way of dividends.  Of course, the rate of

dividend may be slightly varying based on the market conditions.

2. Stable dividend :

In this policy the company gives constant dividends.  It has following sub types:

a. Constant DPS: This policy tries to give constant Dividend Per Share.  For

example the dividend may be given at Rs. 2 per share every year.

b. Constant payout ratio: Under this policy the payout ratio is maintained. For

example a company may decide that 20% of EPS to be distributed as cash

dividends.  If the EPS is Rs. 20, Rs. 4 may be distributed as dividends.  If the

EPS is Rs. 40, the dividend will be Rs.8.  In this policy the amount of dividend

per share may change over a period of time.

c. Stable Rupee dividend + extra dividend: In case the company is having irregular

profits, this policy may be adopted.  Generally a low rate of regular dividend is
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maintained.  As and when the profits increase an additional dividend is declared

along with regular dividend.

3. Irregular dividends :

Under this policy, the company does not have a regular dividend policy.  The dividend

changes as per the profits earned by the company.  If profits are high, high dividend is

given.  In case of low profits, the dividend rate is also reduced.

4. No dividends :

If the management of the company is conservative and intends to keep the profits

for expansion of business, the company may follow this policy.  In this policy the company

does not declare any dividends, even if there are sufficient profits. This policy can be

implemented in case of closely held companies easily.

6) Summary :

Profit is the bottomline of the financial statements, particularly profit and loss

account. All the business entitles need profit for their long term survival. This profit

needs to be properly utilised and appropriated Shareholders invest their money in the

company and they have to be paid returns in the form of dividend as they provide

capital to the company. While declaring and paying the dividend, some consideration

have to kept in mind. Particularly financial, legal and policy considerations are important

while distributing dividend to the shareholders.

7) Key terms :

Dividend - Return given to shareholders which is paid though profit of the company.

Divisible profit - Profit available with the company which can be distributed as

dividend.

Proposed dividend - The dividend proposed U/s. 134 of the companies act.

Final dividend - The dividend declared in Annual General Meeting of the company.

Interim dividend - The dividend which is declared in between two annual general

meetings of company.

M.Com. - I / Advance Accountancy ..... 4
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8) Questions:

Multiple choice questions:

1. Dividends can be declared out of ___________

a. Current profits b. Accumulated past profits

c. Grant from Govt. d. All of the above.

2. A company follows constant payout ratio policy, if the EPS is Rs. 60 and the payout

ratio is 40%, the dividend will be Rs. ______ per share

a.  23.50 b. 24 c. 26 d None of the above

3. The dividends once declared are to be paid within ______ days from declaration.

a. 30 b. 60 c.90 d. None of the above.

4. Record Date is _______.

a. The date on which dividend is paid b. The date on which dividend is

    declared.

c. Date of registration of shares d. None of the above.

5. In case of depression the rate of dividend will generally be ______.

a.  High b. Medium c. Low d. None of the above.

B Fill in the blanks :

1. After ____ years the dividends unpaid are to be transferred to Investors’ Education

and Protection Fund.

2. A _____ held company can use no dividend policy easily.

3. ______ profits are generally not distributed as dividends.

4. _______ shares have a fixed rate of dividend.

5. Depreciation as per schedule ___ of the Companies Act 2013, is required to be

provided before declaring dividends.

B State whether true or false.

1. The dividend declared cannot exceed the recommended dividend.
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2. Stable dividend policy increases the market value of the shares.

3. Dividend can be paid in kind

4. Issue of bonus shares is a type of dividend.

5. Dividend can be revoked, if it has been declared ultra vires.

B Long answer questions :

1. Explain fully the legal constraints in declaring dividends.

2. What financial factors are considered before declaring dividends?

3. Explain fully the various dividend policies.

4. Elucidate the important provisions regarding dividends in the Companies Act

2013.

5. “Dividends cannot be paid out of capital” why?

6. Distinguish between final dividend and interim dividend.

7. Distinguish between dividend and interest.

B Write short notes on

1. Unpaid/unclaimed dividends

2. Types of dividends

3. Payment of dividend

4.  Procedure of declaration of dividend.

5. Revocation of dividends

B Answers to Objective questions :

Multiple choice questions:

1. d - All of above 2. b - 24

3. a - 30 4. d - Non of the aboe

5. c - Low
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Fill in the Blanks

1. Seven 2. closely

3. capital 4. preference

5. II

Ture or False

1. False 2. True

3. False 4. False

5. True

B Further readings:

1. Contemporary Auditing: Kamal Gupta

2. Practical Auditing : B.N. Tandon.

3. Companies Act 2013

4. Companies (Declaration and Payment of Dividends) Rules 2014.

5. www.mca.gov.in

6. Companies Act 1956

B B B
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Objectives :

B After studying tis unit, you will be able to understand -

B Important considerations in bank audit.

B Important consideration in audit of insurance companies

B Slgnificance / features of audit of computerised accounting.

Structure :

1. Introduction

2. Bank Audit

3. Audit of Insurance Companies

4. Audit of Computerised Accounting

5. Summary

6. Key Terms

7. Self Assessment Questions

8. Further Reading

1) Introduction :

In the financial sector, banks and insurance companies play a dominant role with

increasing complexities of busienss, it is necesary to study the accounting and audit-

ing of banks and insurance companies. Similarly as computer is being widely used in

all organisations, computerised accounting and its audit complance is also necessary

to know.

UNIT - 3

Audit of Banks and Insurance Companies

Audit of Computerized Accounting
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2) Audit of Banks

B Introduction :

The Banking Regulation Act 1949 is the principal Act applicable, either partly or

fully, to various types of banks in India. The main object of the Act is to regulate the

banking business in India. Its provisions are in addition to the various Acts applicable to

various types of banks or any other law in force, unless otherwise provided. According

to Section 5 (b) of the Act, banking means “the accepting for the purpose of lending or

investment deposits of money from the public repayable on demand or otherwise and

withdrawals by cheque, draft, order or otherwise”.

Banks have the following special features, which distinguish them from other

commercial organizations –

1. Banks have custody of large volume of cash, negotiable instruments and

other monetary items.

2. Banks are engaged in large volume and variety of transactions in terms of

both number and value.

3. Generally, banks operate their business through wide network of branches.

4. Banks are regulated by concerned laws and Reserve Bank of India and in

some cases also governmental authorities.

5. ‘Advances’ is the major component of banking business which draws great

attention and care.

6. Any change in banking business directly and immediately effect on financial

system and economy of the country.

Banks are important part of the financial system and play vital role in overall

development of a nation. Audit plays a key role in keeping a check on the working of

banks especially on advances. All banks irrespective of their size, volume of operations

and nature, must get their accounts audited by the statutory auditor every year.

B Special Features of Bank Audit

The auditor of any bank must exercise highest care, as the banks are having

enormous liquid assets at their disposal, work with high risk and affect the public
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confidence directly. Following are some of the special points which an auditor must

take into consideration while auditing accounts of a bank.

1. Types of Bank :

There are various types of banking institutions having different features and nature.

Different Acts or Laws are applicable to different types of banks in addition to regulations

and control of Reserve Bank of India.

Type of Bank              Acts Applicable

a) State Bank of India and its State Bank of India Act, 1955, State Bank

Subsidiaries - of India (Subsidiary Banks) Act, 1959 and

Banking Regulation Act 1949

b) Nationalised Banks - First 14 nationalised banks – Banking

Companies (Acquisition and Transfer of

Undertakings) Act, 1970, next 6

nationalised banks - Banking  Companies

(Acquisition and Transfer of  Undertakings)

Act, 1980 and Banking Regulation Act 1949

c) Non-nationalised Banking Companies Act, 1956 and Banking

Companies - Regulation Act 1949

d) Regional Rural Banks - Regional Rural Banks Act, 1976 and

Banking Regulation Act 1949

e) Cooperative Banks - Cooperative Societies Act, 1912,

Cooperative  Societies Act of the

respective State (e.g. The Maharashtra

Cooperative Societies Act, 1960) and

Banking Regulation Act 1949

Scheduled Banks are the banks included in the Second Schedule to the Reserve

Bank of India Act, 1934. The Reserve Bank of India includes a bank in this Schedule if

it fulfills certain conditions and gives certain facilities to such banks.
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2. Important Legal Provisions :

The important provisions of the Banking Regulation Act, 1949, which are relevant

for the purpose of audit, are –

Section 8 – Banks are prohibited to engage themselves directly or indirectly in the

buying, selling or bartering of goods.

Section 12 (1) – Subscribed Capital of a banking company should not be less than

50% of Authorised Capital and Paid-up Capital should not be less than 50% of Subscribed

Capital. In general, capital shall consist of only ordinary shares.

Section 13 – Commission, brokerage, discount etc. paid in connection with the

issue of shares should not exceed 2.5% of the paid up value of such shares.

Section 14 – Without having prior permission of RBI banks cannot create floating

charge on its undertaking or any property.

Section 17 – A banking company must transfer 20% of its profits to Reserve Fund

each year before declaring dividends.

Section 18 – Every banking company not being a scheduled bank, must maintain

cash reserve with itself or with RBI or in combination of both for a sum equal to 3% of

its time and demand liabilities as on last Friday of the second preceding fortnight. By

virtue of Section 42 (1) of the RBI Act, every scheduled bank must maintain average

daily balance with RBI for a sum equal to 3% of its demand and time liabilities.

Section 20 – No banking company can make any loans or advance on the security

of its own shares and grants any loan or advance to any of its directors and any firm or

company in which any of its directors is interested as a partner / director, manager,

employee or guarantor or otherwise.

Section 24 – Statutory Liquidity Ratio should not be less than 25% of the total of

time and demand liabilities as on last Friday of the second preceding fortnight and is to

be maintained in the form of cash, gold or unencumbered approved securities.

3. Returns to be filled with the RBI :

Banks are required to file a number of returns with the Reserve Bank of India.

Some of the returns are –
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a) Return on demand & time liabilities on each alternate Friday.

b) Monthly return on assets maintained in India.

c) Monthly and Quarterly return on assets and liabilities in India.

d) Quarterly return of offices in India.

e) Half yearly status report on compliance with all instructions or directives issued

by RBI on various matters.

f) Annual return of unclosed account, which have not been operated for 10 years

or more.

g) Any other information required by RBI from time to time such as stock of

foreign currency, cases of frauds etc.

4. Books of Accounts :

Banks are required to maintain proper books of account and have to make certain

that its accounts are kept accurate and up to date. Entries in the personal ledgers are

made directly from the vouchers and summarized every day. The totals of personal

ledgers are posted to General Ledger and trial balance is agreed every day. Banks

keep General Ledger and Profit & Loss Ledger as principal books of account and in

addition to this subsidiary books, memoranda books and statistical books are maintained.

At the end of the financial year i.e. 31st March, prepare Balance Sheet and Profit & Loss

Account in the form set out in the Third Schedule of the Banking Regulation Act, 1949.

5. Audit Objective and Approach :

The primary objective of audit is to report on the view presented by the balance

sheet and the profit and loss account. It means the auditor has to express independent

expert opinion on the financial statements. In general, bank audit is a balance audit, a

system audit and mostly an audit of advances. Because, the main task of any bank is

to provide loans and advances in various forms to the customers according to their

needs, which involves high risk and expect utmost care.

6. Steps in Bank Audit :

Systematic audit of banks generally involves the following steps –
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a) Preliminary Work – Generally it includes –

i. Familiarizing with the provisions of concerned Acts, Laws and Rules.

ii. Acquiring knowledge of banking business.

iii. Acquainting with the nature of books of accounts, records and terminology

used for various types of transactions.

iv. Obtaining relevant instructions.

v. Examining reports of last year audit, internal audit, branch audit and concurrent

audit.

b) Evaluation of Internal Control System – Banks deal with cash and readily

encashable documents with enormous volume of transactions, it is very essential to

take precaution against errors and frauds committed by internal or external parties.

Generally, every bank has well designed internal control system. The auditor should

study and evaluate these control system to enable him to perform more effective audit.

It helps him to determine the nature, time and extent of audit procedure.

c) Preparation of Audit Programme – Audit Programme is an outline of

procedures to be followed in order to arrive at an opinion concerning the financial

statements of banks. It gives list and procedure of examination and verification of various

items. ICAI suggested that every auditor should prepare a written audit programme.

After having familiarized with the requirements of audit and evaluation of internal control

system, a bank auditor prepares an audit programme for substantive testing which

clears the scope of his work.

d) Execution of Audit Work – At this stage, the auditor executes his plan of audit.

Auditor actually verifies and examines the books of accounts and related records. During

the course of audit, audit notes are taken and working papers are collected which

facilitates preparation of audit report.

e) Preparation and Submission of Audit Report – After completing the work of

audit, an auditor prepares the audit report giving details of the work done. By submitting

the report, an auditor conveys his observations and comments on financial statements

to the concerned parties and authorities.
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7. Evaluation of Risks :

During the course of audit, an auditor should evaluate various types of risks

associated with the banking business.

a) Credit Risk – Risk arising from uncertainty of recovery of loans and advances

and interest thereon.

b) Interest Rate Risk – Banks get interest on loans and advances and pay interest

on deposits and borrowings. The rate of interest on loans and advances is always

higher than the rate of interest on deposits and borrowings. This the margin of the bank

from which, expenditures are met and profit is earned. The gap between these two

rates creates risk. Lower the gap, higher the risk and vice versa.

c) Liquidity Risk – Bank must repay the deposits whenever it is demanded. For

this purpose a bank should keep sufficient cash balance in hand, which is called as

liquidity. But bank utilize deposits for loans and advances. Thus, recovery of loans and

repayment of deposits must be matched. If there is mismatch, it leads to liquidity risk.

d) Market Risk – Banks generally invest money in various securities of stock

market. The prices of such securities change according to market conditions, which

lead to market risk.

e) Fiduciary Risk – Banks advance against various assets such as goods,

vehicles, movable property, estates etc. There is risk of mismanagement of such assets.

Such risk is called as fiduciary risk.

f) Currency Risk – Such type of risk arises from fluctuation in exchange rates of

foreign currencies, which the bank is either holding such currencies or transacting with

such currencies or both.

g) Operating Risk – This risk arises from internal sources or day to day operation

of the bank. An employee may commit mistakes or frauds, defects in loan documents,

incomplete or inaccurate vouchers, supporting documents, forms etc. create such

risk.

8. Auditor’s Duty regarding Verification of Balance Sheet :

Due to huge number of transactions, it is not possible to check each and every
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transaction thoroughly. Generally test checking is applied and balance sheet audit is

used. Balance Sheet of a bank is prepared in the Form A given in Third Schedule of

Banking Regulation Act, 1949. Auditor’s duty as regards to various items appearing in

the balance sheet is as below.

A) Verification of Assets :

a) Cash in hand –

i. Ensure that the cash balance as per cash book and as per the certificate

given by the bank is equal.

ii. Verify the cash in hand on the date of balance sheet through physical count.

iii. Verify foreign currency by actual inspection and also check the value of such

currency in Indian currency, considering the exchange rate on the date of

balance sheet.

b) Balance with RBI –

i. Verify the balances with RBI with the bank confirmation certificates and

reconciliation statements at 30th Sept. and 31st March of the financial year

under audit.

c) Balances with other Banks –

i. Verify the balances with the pass books or the statements of accounts,

certificates of confirmation and original deposit receipts.

d) Money at Call and Short Notice –

i. Examine Money at Call and Short Notice are properly authorized.

ii. Verify Money at Call and Short Notice with the certificates of borrowers and

the receipts.

iii. Check the calculation of interest and adjustment of outstanding interest.

e) Investments –

i. Study the instructions or guidelines issued by RBI in this regard and investment

policy of the bank.
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ii. Conduct physical inspection of all investments and examine their valuation.

iii. Examine income from investments is properly accounted for.

f) Loans and Advances –

i. Check balances in customers’ accounts with the ledger and see that the limit

is not exceeded.

ii. Check the performance of the accounts and see that whether these are window

dressed.

iii. Check whether any undue practices are following such as repaying loan at

the end of the year and drawing further advance at the beginning of the next

year.

iv. Check that interest is charged on all accounts regularly and calculation is

made correctly.

v. Examine the loan application forms, agreements and all related documents.

g) Fixed Assets –

i. Verify first the ownership of fixed assets by examining title deeds and other

documents.

ii. Any additions during the year should be verified with the bills and vouchers.

iii. If a part of such assets is disposed off during the year, verify it with sale deed,

receipts and other related documents.

iv. Examine the depreciation charged, rate of depreciation, profit or loss on sale

of assets, obsolete assets etc. carefully.

h) Non-banking assets –

i. Examine contract of settlement, order of the court, award of arbitration etc.

ii. In case of dispute, check all the related documents and see whether provision

for such liability has been made.

iii. See that the assets are acquired in settlement of claims by following proper

procedure.
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B) Verification of Capital and Liabilities

a) Share Capital –

i. See that the capital is issued as per the provisions of the concerned act,

Memorandum and Articles of the Bank and it is recorded properly.

b) Reserves and Surplus –

i. Ensure that the provisions of the concerned act have been duly complied

with.

ii. Examine transfer to and from the various reserve funds are properly authorised

for.

c) Deposits –

i. Verify different types of deposits from the relevant ledgers.

ii. Check balances calculation of interest, commission, bank charges etc. on a

sample basis.

iii. See that sufficient provision has been made for interest outstanding on deposits.

d) Borrowings –

i. See that the borrowings are duly authorised.

ii. Check the interest paid and payable on sample basis.

e) Other Liabilities and Provisions –

i. Check all the items under this head with the relevant ledgers.

f) Contingent Liabilities –

i. Examine whether the uncalled amount on partly paid shares and debentures

are shown as contingent liability.

ii. Verify all other claims with the relevant evidences such as forward exchange

contracts, broker’s note, letters of guarantees, bills accepted & endorsed,

letters of credit etc.

9. Auditor’s Duty regarding Verification of Profit and Loss Account :

According to Section 30 of the Banking Regulation Act, 1949 an auditor of a bank
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has to state that the profit and loss account of the bank gives true and fair view of the

profit or loss for the concerned financial year. The Profit & Loss Account of a bank is

prepared in the Form B given in the Third Schedule of the Act. Auditor’s duty as regards

to Income, Expenditures and Appropriations is as below.

a) Income –

i. Check the rates of interest, verify the amounts by actual calculation by test

checking, examine interest charged on all accounts and interest accrued is

properly recorded.

ii. Check discount on bills are properly calculated and recorded and rebate on

bill discounted is properly adjusted.

iii. See that interest subsidy received is correctly computed and recorded.

iv. In case of sale of investments, see that it was authorised, properly made and

profit or loss is calculated and recorded correctly.

v. In case of revaluation of investments, see that it has been done in a proper

manner and under proper authority.

vi. In case of sale of fixed and other assets, see that it was authorised, properly

done and profit or loss is calculated and recorded correctly.

vii. Verify sundry income with available evidences.

b) Expenditures –

i. Check the rates of interest on deposits, test check the calculations of interest

paid and payable and see that it is properly recorded.

ii. Check the operating expenses with the vouchers and related documentary

evidences. Pay more attention towards directors’ fees and allowances as

well as travelling expenses.

c) Appropriations –

i. See that the appropriations are made as per the Section 11, 12 and 17 of the

Act.
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ii. Examine transfer from and to the reserve fund and other funds are duly

authorised.

B Special Features / Considerations of Bank Audit

1) Non performing Assets (NPA)

These are the loans disbursed by the banks on which recovery of principal amount

and / or interest receivable is due but not received. If the prblem persists, the loans

given would not yield the return in the form of interest. The loans are lategorised as -

A) Standard Loans

B) Substandard Assets

C) Doubtful Assets

D) Loss Assets.

Standard loans are fully recoverable but other three categories are treated as NPA.

Interest receivable as well as principal amount of loan is not recovered / recoverable an

such loans. Therefore, banks have to make provisions for loss expected from such

loans.

2) Capital Adequacy Ratio :

This ratio considers the safety of capital of a bank considering the risk involved in

banking business, all the assets are given weightages with reference to their recovery

and liquidity.

3) Business Per Employe :

This is a measure of bank’s efficiency. Total deposits and advances are devided

by the number of employees and accordingly business per employee is calculated. It is

calculated branchwise to study branch-wise performance and then it is consolidated at

the bank level.

4) CD Ratio :

It is the ratio of credit to deposit i.e. the amount of loan is devided by the amount of

deposits as on a particular date. This ratio is expected ground 60 to 70%. Higher or

lower ratio from the given range would create problem in bank. Lower ratio affects the
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profitability and higher ratio increases the risk.

B Specimen Audit Report in case of Nationalised Bank

To,

The President of India

1. We have audited the attached balance sheet of ______ Bank as on 31st March,

_____ and also the profit and loss account annexed thereto for the year ended

on that date in which, are incorporated the returns of __ branches audited by

us, ___ branches audited by other auditors and ___ foreign branches audited

by ___ auditors. The branches audited by us and those audited by other

auditors have been selected by the Bank, in accordance with the guidelines

issued to the Bank by the Reserve Bank of India. Also incorporated in the

balance sheet and the profit and loss account are the returns from ___

branches which have not been subjected to audit. These unaudited branches

account for ___ per cent of advances, __ per cent of deposits, __ per cent of

interest income and __ per cent of interest expense.

2. The balance sheet and the profit and loss account have been drawn up in

Form A and B respectively in the Third Schedule of the Banking Regulation

Act, 1949.

3. Subject to the limitation of the audit indicated in paragraph 1 above and as

required by the Banking Companies (Acquisition and Transfer of Undertakings)

Act 1970 / 1980 and subject also to the limitations of disclosure required

therein, we report that –

a) In our opinion and to the best of our information and according to the

explanations given to us and as shown by the books of the bank:

i. the balance sheet read with the notes thereon is a full and fair

balance sheet containing the necessary particulars and is properly drawn

up so as to exhibit a true and fair view of the affairs of the bank as on 31st

March, ___.

ii. the profit and loss account read with the notes thereon shows a

M.Com. - I / Advance Accountancy ..... 5
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true balance of profit or loss for the year covered by the account.

b) We have obtained all the information and explanations which to the best

of our knowledge and belief were necessary for the purposes of our audit

and have found them to be satisfactory.

c)  The transactions of the Bank which have come to our notice have been

within the powers of the Bank.

d) The returns received from the offices and branches of the Bank have

been found adequate for the purposes of our audit.

Place – ____ & Co.

Date - Chartered Accountants

B Specimen Audit Report in case of Banking Company

To,

_______________________

_______________________

We have audited the attached balance sheet of ______ Bank as on 31st March,

_____ and also the profit and loss account annexed thereto for the year ended on that

date in which, are incorporated the returns of __ branches audited by us, ___ branches

audited by branch auditors and unaudited returns of ___ branches in respect of which

exemption has been granted by the Central Government under Rule 4 (1) (a) of the

Companies (Branch Audit Exemption) Rules, 1961 from the provisions of Sub sections

(1) and (3) of Section 228 of the Companies Act, 1956. These unaudited branches

account for __ per cent of advances, __ per cent of deposits, __ per cent of interest

income and __ per cent of interest expense.

The balance sheet and the profit and loss account have been drawn up in

accordance with the provisions of Section 29 of the Banking Regulation Act, 1949 read

with Section 211 of the Companies Act, 1956.

The reports of the accounts of the branches audited by branch auditors have been

dealt with in preparing our report in the manner considered necessary by us.
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We report that

a) We have obtained all the information and explanations which to the best of

our knowledge and belief were necessary for the purposes of our audit and

have found them to be satisfactory.

b) The transactions of the Bank which have come to our notice have been within

the powers of the Bank.

c) In our opinion, proper books of account as required by law have been kept by

the Bank so far as appears from our examination of those gooks and proper

returns adequate for the purpose of our audit have been received from the

branches of the Bank.

d) The bank’s balance sheet and profit and loss account dealt with by this report

are in agreement with the books of account and the returns.

e) In our opinion and to the best of our information and according to the

explanations given to us, the said accounts together with the notes thereon

give the information required by the Companies Act, 1956 in the manner so

required for banking companies, and on such basis, the said balance sheet

gives a true and fair view of the state of affairs of the bank as on 31st March

____, and the profit and loss account shows a true and fair balance of profit/

loss for the year ended on that date.

Place – ____ & Co.

Date - Chartered Accountants

3) Audit of Insurance Companies

B Introduction

Insurance is a contract between the insurer and the insured under which the insurer

undertake to compensate the insured for the loss arising from the risk insured against

and in consideration, the insured agrees to pay a premium regularly.
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The insurance companies in India were governed and controlled by the Insurance

Act, 1938. In the year 1956, the Government of India nationalised life insurance business

by passing The Life Insurance Corporation Act, 1956. Further the Government passed

the General Insurance Business (Nationalization) Act, 1972 and nationalised the general

insurance business i.e. fire, marine and miscellaneous insurance. As a part of the LPG

policy, the Government established Insurance Regulatory and Development Authority

by passing a special act viz. Insurance Regulatory and Development Authority (IRDA)

Act, 1999. It ended the monopoly of Life Insurance Corporation of India and General

Insurance Corporation of India in the insurance sector. Now the insurance business in

India is controlled and coordinated by the Insurance Regulatory and Development

Authority, popularly known as IRDA.

B Special Features of Audit of Insurance Companies

Following are some of the special points which an auditor must take into

consideration while auditing accounts of an insurance company.

1. Enactments controlling, coordinating and regulating insurance business –

The following acts are applicable to the insurance companies.

i. The Insurance Act, 1938

ii. In case of Life Insurance Corporation of India, Life Insurance Corporation Act,

1956

iii. In case of General Insurance Corporation of India, The General Insurance

Business (Nationalization) Act, 1972

iv. The companies Act, 1956

v. The Insurance Regulatory and Development Authority (IRDA) Act, 1999

2. IRDA Regulations :

IRDA is empowered to frame regulations relating to insurance business.

Accordingly, IRDA has issued 15 regulations in various areas of the insurance business

in the year 2000 and 2001. Insurance business is carried out according to the provisions

of these regulations.
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3. Preparation of Financial Statements :

The Schedule B of IRDA (Preparation of Financial Statements and Auditor’s Report

of Insurance Companies) Regulations, 2000 contains five parts –

Part I deals with Accounting Principles to be followed in preparation of financial

statements.

Pat II deals with the disclosures forming part of financial statements.

Part III deals with general instructions for preparation of financial statements.

Part IV specifies the contents of confirmation, declaration, certification or disclosure

to be made in Management Report.

Part V deals with the format of financial statements i.e. Revenue Account, Profit

and Loss Account, and Balance Sheet. It also specifies about preparation of Cash

Flow Statement.

4. Auditor’s Report :

The Schedule C of the IRDA (Preparation of Financial Statements and Auditor’s

Report of Insurance Companies) Regulations, 2000 specified the matters to be set out

in Auditor’s Report. It has four parts –

A) Fact Part -

a) That they have obtained all the necessary information and explanation.

b) Whether proper books of accounts have been maintained.

c) Whether proper returns from branches and other offices have been received.

d) Whether financial statements are in agreement with the books of accounts

and returns.

e) Whether the actuarial valuation of liabilities is duly certified by the appointed

actuary.

B) Opinion Part :

a) Whether the Balance Sheetgives a true and fair view of the insurer’s affairs

as at the end of the financial year, Revenue Account gives a true and fair view
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of the surplus or deficit for the financial year, Receipts and Payments Account

gives a true and fair view of the receipts and payments for the financial year.

b) The financial statements are prepared in accordance with the requirements

of the concerned Acts.

c) Investments have been properly valued.

d) The Accounting Policies selected are appropriate and are in compliance with

the Accounting Standards, Principles and Directions by the IRDA.

C) The Auditor shall Further State that :

a) They have reviewed the Management Report and that there is no an apparent

mistake or material inconsistencies.

b) The insurer has complied with the terms and conditions of the registration.

D) Certification Part :

An auditor should give certificates in respect of following matters

a) They have verified the cash balance and the securities.

b) The extent to which they have verified the Investments and transactions relating

to any trusts undertaken.

c) No part of the assets of the policy holder’s funds has been applied in

contravention of the provisions of the Insurance Act, 1938.

5. Primary Work :

The auditor should note the following points before starting the audit of an insurance

company.

a) Study the related provisions of the concerned Acts and the Rules or Orders

or Directives issued by the IRDA affecting accounting and auditing procedure.

b) Evaluate carefully the internal control system in force and determine to what

extent he can rely on the system.

c) Ascertain the types of insurance business carrying by the insurance company

and check whether separate accounts are maintained for each type of

insurance.
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d) Ensure that all the statutory registers are maintained by the insurance company

in the prescribed form.

6. Accounting Code of Conduct :

Important points in respect of accounting and finalizing the accounts are –

a) Statutory Registers – According to Section 14 of the Insurance Act, 1938, any

insurance company is required to keep three statutory registers i.e. Register of Policy,

Register of Claims and Register of Agents.

b) Final Accounts – According to Section 11 of the Act, every insurance company

shall prepare Balance Sheet, Profit and loss Account and separate Revenue Accounts

for each class of insurance business, at the end of the financial year in the prescribed

form amended time to time.

c) Minimum Reserve or Provision for Unexpired Risk – The insurance

companies are required to maintain a minimum reserve of 50% of the net income of

the year in the case of fire and miscellaneous insurance and 100% in the case of

marine insurance.

d) Minimum Security Margin – The assets of such companies must be excess

than their liabilities by at least rupees 50 lakhs or 10% of net premium income whichever

is higher.

e) Premium – These companies should collect premium before the

commencement of the risk except in the case of bank guarantee or sufficient deposit.

f) Payment of Expenses, Commission and Claims – Such payments should be

made by cheques, crossed cheques or order cheques.

7. Audit of Revenue Account :

While examining the Revenue Account an auditor should pay more attention

towards the premium, claims, commission and operating expenses. Auditor’s duty in

respect of these items is briefed below.

a) Premium –

i. Study the revenue recognition policy of the company.
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ii. Verify allocation of Premium – premium received in advance, premium for the

current year and provision for unexpired risk.

iii. Ascertain premium deficiency.

iv. Substantial checking of the premium income. Take cross verification with

various vouchers like receipts, cover notes, policy copy etc.

v. Check premium due to and due from other insurance companies in respect

of reinsurance and coinsurance.

vi. Check carefully premium received through agents.

vii. In the case refund of premium, ensure that it was authorized and the

commission allowed is reversed and properly adjusted.

b) Claims –

i. Apply test checking and take cross verification with claims register, claims

docket, bank pass book, acknowledgement etc. See that proper procedure

has been followed for claim estimation, claim determination, claim acceptance

and claim settlement.

ii. Check the expenses relating to claims such as surveyor’s fees, legal

expenses etc. are properly adjusted.

iii. Check carefully claims admitted in the last year but paid during the year and

claims due but not paid.

iv. Check the provision for claims unreported.

v. Verify the claims shared by coinsurer, claims received under reinsurance

and claims paid under reinsurance.

vi. Check claims pending for a long period of time.

c) Commission –

i. Verify commission with as many documents as possible such as agents

register, statement of account signed by agents, premium register,

commission rate chart, bank pass book, acknowledgement etc.

ii. Ensure that the tax is deducted at source and it has been remitted to Income

Tax office in time.
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iii. Examine last year’s commission paid during the year and see that

commission due but not paid during the year is provided for.

iv. Check whether commission has been paid in respect of the policies which

are cancelled or rejected.

d) Operating Expenses –

i. Verify only direct expenses are charged to Revenue Account and all indirect

expenses are charged to Profit & Loss Account.

ii. Check the allocation of aggregate expenses to different revenue accounts

and confirm that it is justifiable.

iii. Check that all expenses incurred are charged. There is no omission,

duplication, under or over charge. Have a certificate signed by the chairman,

two directors and principal officer in this respect.

iv. Confirm that any expense which constitute more than 1% of net premium or

‘ 5 lakhs whichever is higher, is specifically indicated in a sub-head or schedule.

v. Check carefully expenses outstanding in the last year paid during the year,

expenses incurred but not paid during the year and provision made for such

expenses.

8. Audit of Balance Sheet :

Auditor’s duty regarding important items in Balance Sheet is summarized in the

following lines.

a) Agents Balances -

i. Examine schedule of agents’ balances, control accounts and agents’ ledger

accounts and see that they tally with each other.

ii. Generally, agents’ balances shows credit balance, but if it is showing debit

balance, check the schedule very carefully and find recoverable and

unrecoverable balances. Check that the unrecoverable balances are duly

provided for.

iii. If there is any differences due to routine causes, check it with reconciliation

statement.
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iv. Check that the agents’ balances do not include balances of other ledgers

such as, outstanding premiums, dues from employees, dues from other

insurance companies etc.

b) Investments –

i. Verify that the investments have been valued in accordance with the provisions

of the Act and regulations thereunder. Confirm that no part of the assets of the

policy holders’ funds have been directly or indirectly applied in contravention

of the provisions of the Act.

ii. Verify that all the investments are made in approved securities. In case the

investment is made other than approved securities, confirm that proper

procedure has been followed and all the conditions in this regard are fulfilled.

According to IRDA (Investment) Regulations 2000 and IRDA (investment)

(Amendment) Regulations 2001, 20% or more of total assets should be

invested in Central Government securities, 30% or more in State Governments

and guaranteed securities and 10% or more in approved securities.

iii. See that all the investments are grouped as short term and long term

investments, classified category-wise and disclosed in the balance sheet

properly.

c) Loans –

i. Obtain a schedule of balances on loan accounts.

ii. Check that the loans are shown at its realizable values. Necessary provision

for bad and doubtful debts is made and maintained.

iii. See that the loans are shown in the balance sheet as – security-wise, borrower-

wise, maturity-wise and performing and non-performing.

iv. Verify that the interests outstanding on loans are properly recorded.

9. Re-insurance :

 Re-insurance ceded and re-insurance accepted – When one insurance company

passes on a part or whole of the risk undertaken to another insurance company, it is

called as reinsurance. When the risk is passed on to another company, it is called as
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reinsurance ceded and when the risk is accepted from the other company, it is called

as reinsurance accepted. Auditor’s responsibility in respect of this is –

i. In the case of reinsurance ceded, verify the premium paid for reinsurance

and the claims recovered under these policies during the year.

ii. In the case of acceptance of reinsurance, verify the premium received and

claims settled.

iii. Ensure that all the commissions on reinsurance accepted or ceded has been

disclosed in the revenue account. Amount due to or recoverable from are

properly recorded in the books of account and disclosed in the revenue

account.

4) Audit of Computerized Accounting :

B Introduction :

Electronic devices, particularly computers, are now being used in every sector.

Computer Information System (CIS) or Electronic Data Processing System (EDPS) is

established in most of the business and service organisations. A large number of

enterprises have switched over to computerized accounting and the trend is on. When

computer is involved in the recording and processing of financial and accounting

information, it is called as Computerized Accounting. There may be one or more

computers of different types and sizes operated by the entity itself or outside service

providers.

The use of computers changes the processing, storage, retrieval and

communication of financial information as well as accounting system. Use of computers

increased the capacity of accounting facet to receive, store, retrieve, control, correlate,

compare, modification and anlyse large volume of data to suit different requirements.  It

increased the speed of processing financial data with the highest arithmetical and

technical accuracy and getting results thereof which would be very difficult to process

manually. With the help of computers, any type of statements or analytical review or

any financial result can be obtained easily, quickly and accurately.

The adoption of computer for accounting and administration lent new dimensions

to the approach of auditing. Now auditor should have sufficient knowledge of CIS or
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EDPS.  The computer based accounting system requires an auditor to employ computer

assisted audit techniques which comprise audit software and test data. The basic

objectives and scope of an audit do not change in computer accounting. Further, it

requires more skill and competence as it involves more risk.

B Nature of Risk in Computer Accounting

1. Absence of vouchers and authorization :

In a computerized accounting many transactions may be fed directly without

authorization record in the conventional form of vouchers. Contra entries, transfer entries,

self evident entries etc. (automatic transactions) are directly processed, without making

hard copies, with the help of programmes set.

2. Manipulations :

Computers obey the orders of the operators without thinking whether it is right or

wrong. In feeding the data there is possibility of manipulation of record. Besides,

manipulation may be done in arithmetical calculations with the help of parameters of

such arithmetic already set in the programme.

3. Repetition of error :

Due to uniform processing, an error in programme or hardware will result in errors

in all transactions.

4. No audit trail :

In manual accounting, transactions are recorded at various stages, creating records

and documents at each stage till the final accounts. While auditing, it facilitates visible

audit trail. The computer environment may not allow intermediary stages of recording.

Feeding of basic transactions directly results in final output. Understandable and visible

audit trail may not be available.

5. Storage Risk :

The programme and recorded data is saved in hard disk, in discs and USBs (pen

drives). If these are not carefully stored and guarded, there is a possibility of loss of

such physical devices and manipulations of the recorded data.
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6. Computer frauds :

Computer frauds are of different types such as unauthorized use of computers,

physical manipulation of framework of the system, theft of confidential output, taping,

intercepting and edition of final output etc. It is very difficult to search for such frauds

because these are committed very intelligently.

7. Computer virus :

Computer virus is programme that affects badly the working of target area of the

computer. Due to this, the computer become sick and gives different or absurd results

or some time becomes dead.

B Audit of Computerised Accounting

1. Audit Approach :

The computerization of accounting does not give any relaxation from the duties

and responsibilities of the auditor. The auditor has to exercise his skill, competence

and knowledge to ensure that the picture presented through output of the computer

accounting does not show any distorted version of the transactions and events of the

entity and is true and fair representation of the financial results for the period under

audit.

2. Primary Work :

Auditor should evaluate the Computerized Accounting System and Internal Control

System very carefully and check that whether the system –

a) Ensures correct and complete inputs, processing and output.

b) Provides for timely detection of errors and frauds and data security.

c) Prevents unauthorized changes to programmes, data, reports etc.

3. Audit Procedures :

The auditor would need to readjust his audit procedures, approach and technical

capabilities so as to be able to form an opinion on the accounts processed through

computerization. Auditing may be carried out by Auditing around the Computers or

Auditing though the Computers.
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a) Auditing around the Computers

When the auditor follow a substantive audit procedure, it is called as auditing around

the computers. It involves arriving at conclusion through examining the internal control

system and input and output for application system. Auditor gives opinion about the

quality of the processing carried out on the basis of the basis of the input and output of

the application system. In this method application system processing is not examined

directly. In other words, it means carrying out the audit in a traditional manner by

comparing the print-outs generated in the system.

B Suitability of the Auditing around the Computers  :

1. When the installed application system is simple, batch oriented and uses

generalized software that is well tested and used widely by many installations.

2. The system logic is straight forward and there are no special routines.

3. Input transactions are batched and control can be exercised through the

normal methods.

4. Processing mainly consists of sorting the input data and updating the master

file sequentially.

5. There is clear audit trail and detailed reports are prepared at key processing

points within the system.

6. The environment is more or less constant.

Advantages of auditing around the computers

1. It is very simple.

2. Requires little technical knowledge of computers to perform the audit.

Disadvantages of auditing around the computers

1. It has restricted suitability. It should not be used for systems having any

complexity in terms of size or type of processing.

2. The auditor cannot audit well if the environment changes.

b) Auditing through the Computers :

The auditing through computers makes use of computer in auditing. It involves
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audit of systems and programmes used by the concern. In this procedure, the auditor

reviews and tests general and application controls and determines their effectiveness.

Duties of the auditor :

1. Gather evidences about the general control through inquiry, observation and

documentation.

2. Test application control by using Computer Assisted Audit Techniques (CAAT).

3. Test the logic and controls existing within the system and the records produced

by the system by using computer.

Need of the Auditing through Computers :

In the following circumstances the procedure must be followed.

1. The application system processes large volumes of input and produces large

volumes of output.

2. Significant parts of the internal control system are embodied in the computer

system.

3. The logic of the system is complex.

4. There are large portions that facilitate use of the system for efficient

processing.

5. There are substantial gaps in the visible audit trail.

Advantages of the Auditing through Computers :

1. Computer system is effectively tested.

2. Auditor gets confidence that the data processing is correct.

3. Auditor can assess the system’s ability to cope with the changes in

environment.

Disadvantages of the Auditing through Computers

1. It requires high cost.

2. Generally it requires extensive technical expertise.
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Computer Assisted Auditing Techniques (CAAT)

The techniques which make use of computer system in auditing are known as

Computer Assisted Auditing Techniques. The important techniques are briefed below.

1. Test Data or Test Pack :

Through this test, an auditor tests the effectiveness of the programme in use.

Such test can be taken by three ways –

a) Contrived Test – Under this, auditor prepares a set of input consisting different

varieties of fictitious or imaginary transactions involving valid and invalid conditions with

solutions. The results of the system are tested with the predetermined solutions.

Effectiveness of the system is checked with the result of valid transactions and how it

responds to the invalid transactions.

b) Real Test – Under this, the auditor picks up certain representative transactions

from real situation of the client’s business, process these transactions manually and

then these transactions are processed through the computer system in use. The results

are compared with the predetermined solutions and thus the effectiveness of the

systems is tested.

c) Controlled Test – Under this, auditor presents himself in the system department

of the client’s business organisation and observes the processing of transactions.

Sometime he asks to repeat the process and verify the results or output.

2. Special Computer Programmes for Audit :

Now specially devised computer programmes are available which can be used

for the purpose of audit. By using such programmes, an auditor may obtain a print of

any information, contained in the client’s computerized accounting system, in the suitable

form. Such programmes can be used to have a routine test, checking of calculations

and computations, verifying the results of process and also for reporting.

B Advantages of CAAT

1. It increases the effectiveness and efficiency of audit.

2. Accounting process can be checked through repetition of the process.
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3. Unusual transactions or items can be reviewed.

4. It saves time of the auditor.

5. Effective test checking and detailed examination is possible.

6. Reduces monotony of work.

7. Enhances reliability of the audit.

8. Reduces cost of audit

B Disadvantages of CAAT :

1. All the reports may not have in printed form. Part of the data may remain only

in machine readable form and it may exist for a limited period of time.

2. Computer programme and recorded data may be altered.

3. Data may be entered directly into the computer system without documentary

support. For example, online transactions may not have authorization or

documentary evidence.

4. It requires expert knowledge of the computer system.

Though CAAT provide help to an auditor, be aware that, these are not substitute to

the professional skill and judgment of the auditor.

5) Summary :

The primary function of a banking institution is accepting, for the purpose lending

or investment, deposits of money from the public repayable on demand or otherwise.

Now a days the banks have changed their traditional way of doing business. Similarly

insurance companies have also diversified their business. At the same time computer

is being widely used in almost all business organisations with vast range of applications.

Therefore, audit in all these respect has changed tremendously. Bank audit, audit of

insurance company and audit of computerised accounting, therefoe needs careful

attention by the auditor.

6) Key terms :

Banking Regulation Act : In act which regulates the banking business in India.

M.Com. - I / Advance Accountancy ..... 6
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Nationalised Banks : Banking companies in which the shareholding of the

government is more than 50%.

RRBs : Banks established under RRB Act, 1976.

Credit Risk : Risk arising from uncertainty of recovery of loans and advances and

interest thereon.

Insurance : A contract between insurer and insured under which insurer undertakes

to compensate the loss arising from risk insured.

Permium : An amount paid by the insured to the insurer for commencing / continuing

the risk.

Reinsurance : Premium is passed on by one insurance company to another

insurance company as risk is also (whole or in part) undertaken by more than one

companies.

CAAT : Techniques which make use of computer system in auditing.

7) Self Assessment Questions :

A) Fill in the banks with appropriate alternaties

i) NPA stands for ...................

a) Non performing Assets b) Net profit Account

c) Non profiteering Account, d) Non productive Account.

ii) When two or more companies share the risk, there is a case of ................

a) reinsurance b) expenses c) revenue d) Loans

iii) Computerised accounting facilities .................

a) speed b) accuracy c) reports d) all of the above.

iv) CAAT stands for ....................

a) Computerised Accounting Audit tools

b) Computer Assisted Audit Techniques

c) Computerised Accounting Audit tools

d) Non of the above.
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v) Productivity in bank is measured by ...................

a) profit b) expenses,

c) revenue d) business per employee

B) State whether the following statements are true or false.

i) Bank audit is restricted to nationalised banks only.

ii) NPA affects the profitability of the banks.

iii) Revenue audit is conducted once in a year in hands.

iv) Reinsurance and consuarance are one and the same.

v) Computerised accounting does not require audit.

Answers :

A) i)  - a, ii) - a, iii) - d,   iv) - b,   v) - d

B) i)  - False, ii) - True iii) - False,         iv) - False,       v) - False

C) Long Answer Questions.

1) Explain the important considerations in case of audit of banks.

2) Explain the important, provisions inrespect of audit of insurance companies.

3) What are the advantages of audit of computerised accounting ?

4) As a chartered accountant, being an auditor, you are asked to draft an audit

report of nationalises bank.

Short Notes :

1) Non performing Assets

2) Coinsurance.

3) Reinsurance

8) Further Readings :

1 Ravinder Kumar, Virender Sharma, (2013), Auditing Principles and Practice,

PHI Learning Private Limited, New Delhi.
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2 Varsha Ainapure, Mukund Ainapure (2009), Auditing and Assurance, PHI
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3 B. N. Tandon, S. Sudharsanam, S. Sundharabahu, (2007), A Handbook of

Practical Auditing, S. Chand & Company Ltd., New Delhi.

4 R. G. Saxena, (2007), Principles and Practice of Auditing, Himalaya Publishing

House, Mumbai.

5 Jagdish Prakash, (1995), Auditing Principles, Practices and Problems, Kalyani
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6 B. N. Tandon, (1970), A Handbook of Practical Auditing, S. Chand & Co., New
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Objectives :

After studying this unit, you will be able to understand -

Compect of audit report

Types of audit report

Significant events occurring after the Balance Sheet.

Structrure :

1) Introduction

2) Audit Report

3) Tyeps of Audit Report

4) Drafting of Audit Report

5) Significant events occurring after the Balance sheet date

6) Summary

7) key terms

8) Self Assessment Questions

9) Further Readings.

1) Introduction :

The auditor’s report is a formal opinion, or disclaimer thereof, issued by either an

internal auditor or an independent external auditor as a result of an internal or external

audit or evaluation performed on a legal entity or subdivision thereof (called an “auditee”).

The report is subsequently provided to a “user” (such as an individual, a group of persons,

a company, a government, or even the general public, among others) as an assurance

service in order for the user to make decisions based on the results of the audit.

UNIT - 4

Audit Reports
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An auditor’s report is considered an essential tool when reporting financial

information to users, particularly in business. Since many third-party users prefer, or even

require financial information to be certified by an independent external auditor, many auditees

rely on auditor reports to certify their information in order to attract investors, obtain

loans, and improve public appearance. Some have even stated that financial information

without an auditor’s report is “essentially worthless” for investing purposes.

2) Audit Report :

“An auditor’s report provides an opinion of the validity and reliability of a company

or organization’s financial statements”.

The audit report evaluates the validity and reliability of a company or organization’s

financial statements. .The goal of an auditor’s report is ultimately to document reasonable

assurance that a company’s financial statements are free from material error.

“A report is a statement of collected and considered facts, so drawn up as to give

clear and concise information to persons who are not in possession of the full facts of the

subject matter of the report. According to Joseph Lancaster, “A report is a medium of

expressing an opinion to persons concerned in order to give clear and summarised

information based on collected facts and figures”.

B Significance of audit report :

The auditor’s report is of great value not only to the members of the company, i.e., the

shareholders, but also to those persons who are interested in the affairs of the business,

i.e., investors, creditors, employees, government and other financial institutions who require

the audited Balance Sheet and Profit and Loss Account for the purpose of granting loans.

The most important value of the auditor’s report is reflected through its checking and verifying

procedure as to accuracy and fairness of the facts and figures that appear in the books of

accounts of the company. The audit report does not add anything more than what is

provided in the books of accounts.

In view of changing socio-economic condition where the society demands more

disclosure of accounting information, the auditor should insist on more disclosure by

his clients to appraise the actual financial position of the business. It is a fact that the

auditor makes his report on the available information supplied to him. So, his tests and
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examinations are confined to available information supplied to him. His duty is to report

if certain items appear to him suspicious and he has no other motive.

B Scope of audit report :

Sub-sections 2 and 3 of Section 227 provide that it is the duty of the auditor to

report to the members of the company on the accounts examined by him and on the

Balance Sheet and Profit and Loss Account and every other documents declared by

the Act to be part of or annexed to the Balance Sheet and the Profit and Loss Account,

laid before the company in general meeting during the tenure of his office, also that the

report shall confirm the position, envisaged in the under mentioned manner in which

the requirements are to be met.

Sub-section 2 specifically requires that the auditor should report whether in his

opinion and to the best of his information and according to the explanations given to

him, the said accounts give the information required by the Companies Act, 1956 in the

manner so required and the Balance Sheet gives a true and fair view of the company’s

affairs at the end of the financial year and the Profit and Loss Account gives a true and

fair view of the profit and loss for the financial year.

B Qualities of good audit report :

The essentials of good audit report are as follows:

Simplicity

Simplicity should be one of the important characteristics of good audit report. It

should be as clear as understandable. It implies that ambiguous terms and facts should

not be included in the audit report.

Clarity

The term ‘clarity’ implies cleanness in audit report. This indicates that the audit

report should not conceal material information, which is required for evaluating and

appraising the performance of the business.

Brevity

The term ‘brevity’ signifies the conciseness in audit report. Repetition of facts and

figures should be avoided in order to control the length of the report.
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Firmness

The report should clearly indicate the scope of work to be done and should clearly

indicate whether the wbooks of accounts exhibit ‘true and fair’ view of the state of

affairs of the business.

B Constituents of Audit Report :

It is important to know about what is contained in an audit report. Besides, it is also

important for the auditor to examine the financial statements of a company prior to

issuing the audit report. These financial statements are required to be presented fairly

in terms of cash flows, results of operations, and financial status in compliance with

Generally Accepted Accounting Principles (GAAP).

As per the provisions of Section 227 of the Companies Act, 1956 the following

matters are required to be included in the auditor’s report of a company

In addition to the letterhead of the auditing firm, the key elements included in an

audit report are as follows:

•    a title indicative of the word “independent”,

•    that the financial statement, which is the subject of the report, was audited,

•    a  statement   stating  that  the  financial   statements  are  a  responsibility  of the

management and the auditor is just giving his opinion,

•    the audit was created in line with the generally accepted auditing standards,

•    a statement that the auditor planned and accomplished the audit

In addition to the aforesaid constituents, an audit report must feature a declaration

that the auditor believes that there is a reasonable basis for the opinion. Also, it should

state an opinion that the financial statements are presented fairly in all material aspects.

Moreover, in the closing part, the report should essentially contain the signature of the

auditor’s firm, either manually or printed form, and the date on which the audit report

was created.

B Types of Audit Reports :

An audit report is an independent statement about a company’s financial position.
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An audit report is an appraisal of a small business’s complete financial status. Completed

by an independent accounting professional, this document covers a company’s assets

and liabilities, and presents the auditor’s educated assessment of the firm’s financial

position and future. Audit reports are required by law if a company is publicly traded or

in an industry regulated by the Securities and Exchange Commission (SEC). Companies

seeking funding, as well as those looking to improve internal controls, also find this

information valuable. There are four types of audit reports.

1)  Unqualified Opinion

Often called a clean opinion, an unqualified opinion is an audit report that is issued

when an auditor determines that each of the financial records provided by the small

business is free of any misrepresentations. In addition, an unqualified opinion indicates

that the financial records have been maintained in accordance with the standards known

as Generally Accepted Accounting Principles (GAAP). This is the best type of report a

business can receive.

Typically, an unqualified report consists of a title that includes the word

“independent.” This is done to illustrate that it was prepared by an unbiased third party.

The title is followed by the main body. Made up of three paragraphs, the main body

highlights the responsibilities of the auditor, the purpose of the audit and the auditor’s

findings. The auditor signs and dates the document, including his address.

2)  Qualified Opinion

In situations when a company’s financial records have not been maintained in

accordance with GAAP but no misrepresentations are identified, an auditor will issue a

qualified opinion. The writing of a qualified opinion is extremely similar to that of an

unqualified opinion. A qualified opinion, however, will include an additional paragraph

that highlights the reason why the audit report is not unqualified.

3)  Adverse Opinion

The worst type of financial report that can be issued to a business is an adverse

opinion. This indicates that the firm’s financial records do not conform to GAAP. In

addition, the financial records provided by the business have been grossly

misrepresented. Although this may occur by error, it is often an indication of fraud.
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When this type of report is issued, a company must correct its financial statement and

have it re-audited, as investors, lenders and other requesting parties will generally not

accept it.

4)  Disclaimer of Opinion

On some occasions, an auditor is unable to complete an accurate audit report.

This may occur for a variety of reasons, such as an absence of appropriate financial

records. When this happens, the auditor issues a disclaimer of opinion, stating that an

opinion of the firm’s financial status could not be determined.

B Signing of the audit report

According to Section 229 of the Companies Act, only the person appointed as the

auditor of the company or where a firm is so appointed, only a partner in the firm

practicing in India may sign the auditor’s report.

The Department of Company Affairs, Government of India, in a communication

dated 29.7.1972 has expressed the view that when a single chartered accountant is

practicing, there cannot be any question of any firm name. Further, it is stated that

Section 229 of the Act clearly provides that if a firm of chartered accountants is appointed

as auditor, only a partner in the firm may sign the auditor’s report or sign or authenticate

any other document required by law to be signed by the auditor. The practice of merely

affixing the ‘firm name’ on the report or such other document is the correct approach in

the eye of law.

4) Drafting of Audit Report :

1. Title :

An auditor report must have appropriate title, such as “Auditor’s Report”. It is helpful

for the reader to identify the auditor’s report. It is easy to distinguish it from other reports.

The management can issue any report about the business performance. The title of

the report is essential.

2. Addressee :

The addressee may be shareholder or board of director of a company. The auditor

can audit financial statements of any business unit as per agreement. The report should
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be appropriately addressed as required by engagement letter and legal requirements.

The report is usually addresses to the shareholders or the board of directors.

3. Identification :

The audit report should identify the financial statement that have audited. The

financial statement may include trading profit and loss accounts, balance sheet and

statement of changes in financial position and sources and application of frauds

statement. The report should include the name of the entity. Moreover the data and

period covered by the financial statement are also stated in it.

4. Reference to Auditing Standards :

The audit report should indicate the auditing standard or practice followed in

conducting the audit. The international auditing guidelines need assurance that the

audit has been conducted as per set standards.

5. Opinion :

The auditor’s report should clearly state the auditor’s opinion on the presentation

in the financial statement of the entity’s financial position and the result of its operations.

The statement give a true and fair view is an auditor’s opinion. This opinion is usually

based on national standard or international accounting standards.

6. Signature :

The audit report should be signed in the name of the audit firm, the personal name

of the auditor or both as appropriate.

7. Auditor’s Address :

The address of auditor is stated in the audit report. The name of city is stated in

the report for information of the readers.

8. Date of Report :

The report should be dated. It informs the reader that the auditor considered the

effect on the financial statements and in his report of events or transactions about

which he become aware the occurred up to that date.

B Modified reports :

An auditor’s report is considered to be modified when it includes:
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a)    Matters that do not affect the auditor’s opinion

b)    Matters that do affect the auditor’s opinion

a) Matters That Do Not Affect the Auditor’s Opinion

In certain circumstances, an auditor’s report may be modified by adding an

emphasis of matter paragraph to highlight a matter affecting the financial statements,

which is included in a note to the financial statements that more extensively discusses

the matter. The addition of such an emphasis of matter paragraph does not affect the

auditor’s opinion.

b) Matters That Do Affect the Auditor’s Opinion

An auditor may not be able to express an unqualified opinion when either of the

following two circumstances exists and in the auditor’s judgement, the effect of the

matter is or may be material to the financial statements:

There is a limitation on the scope of the auditor’s work; or

There is a disagreement with management regarding the acceptability of the

accounting policies selected, the method of their application or the adequacy of financial

statement disclosures.

The circumstances described in (a) above could lead to a qualified opinion or a

disclaimer of opinion. The circumstances described in (b) above could lead to a qualified

opinion or an adverse opinion.

5) Significant events occurring after the Balance Sheet: Accounting Standard

(AS)

B What is meant by events after the balance sheet date?

Events occurring after the balance sheet date are those significant events both

favourable and unfavourable that occur between the balance sheet date and the date

on which the financial statements are approved.

Events after the balance sheet date are significant financial events that occur after

the date of the balance sheet, but prior to the date that the financial statements are

issued. For example, a company’s balance sheet that has the heading of December
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31, 2012 might not be finalized and distributed until February 1, 2013. During January

new information may arise that has financial significance. Perhaps there is an event

that provides more information about the conditions actually existing on December 31.

The second type of event would be a new January event that does not change the

December 31 amounts, but needs to be disclosed to the readers of the December 31

financial statements.

An example of the first situation might be that a customer owes Darshan Company

Ltd Rs. 3,00,000 on December 31 and Darshan Company Ltd assumed that the

customer was financially sound. As a result Darshan Company Ltd did not provide any

allowance for the customer’s account being uncollectable. Then on January 28, the

customer filed for bankruptcy and Darshan Company Ltd learns that none of the Rs.

3,00,000 receivable will be collected. If the customer’s financial condition on December

31 was already in bankruptcy condition, Darshan Company Ltd will need to adjust its

December 31 balance sheet and its income statement for the year 2012 for this Rs.

3,00,000 of bad debts expense.

An example of the second situation might be a loss arising from a catastrophe

occurring on January 16, 2013. The amounts reported as of December 31, 2012 will

not be adjusted since those amounts were correct as of December 31. However, the

readers of the December 31 balance sheet and the 2012 income statement should be

informed through a disclosure that something significant has occurred to the company’s

financial position since December 31. The events after the balance sheet date are

often referred to as subsequent events or post balance sheet events.

B Events Occurring after the Balance Sheet Date :

1) Events which occur between the balance sheet date and the date on which

the financial statements are approved, may indicate the need for adjustments to assets

and liabilities as at the balance sheet date or may require disclosure.

2) Adjustments to assets and liabilities are required for events occurring after

the balance sheet date that provide additional information materially affecting the

determination of the amounts relating to conditions existing at the balance sheet date.

For example, an adjustment may be made for a loss on a trade receivable account
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which is confirmed by the insolvency of a customer which occurs after the balance

sheet date.

3) Adjustments to assets and liabilities are not appropriate for events occurring

after the balance sheet date, if such events do not relate to conditions existing at the

balance sheet date. An example is the decline in market value of investments between

the balance sheet date and the date on which the financial statements are approved.

Ordinary fluctuations in market values do not normally relate to the condition of the

investments at the balance sheet date, but reflect circumstances which have occurred

in the following period.

4) Events occurring after the balance sheet date which do not affect the figures

stated in the financial statements would not normally require disclosure in the financial

statements although they may be of such significance that they may require a disclosure

in the report of the approving authority to enable users of financial statements to make

proper evaluations and decisions.

5) There are events which, although they take place after the balance sheet

date, are sometimes reflected in the financial statements because of statutory

requirements or because of their special nature. Such items include the amount of

dividend proposed or declared by the enterprise after the balance sheet date in respect

of the period covered by the financial statements.

6) Events occurring after the balance sheet date may indicate that the enterprise

ceases to be a going concern. A deterioration in operating results and financial position,

or unusual changes affecting the existence or substratum of the enterprise after the

balance sheet date (e.g., destruction of a major production plant by a fire after the

balance sheet date) may indicate a need to consider whether it is proper to use the

fundamental accounting assumption of going concern in the preparation of the financial

statements.

B Disclosure :

1. The disclosure requirements herein referred to apply only in respect of those

events which affect the financial position to a material extent.

2. When the events occurring after the balance sheet date are disclosed in the
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report of the approving authority, the information given comprises the nature of the

events and an estimate of their financial effects or a statement that such an estimate

cannot be made.

Main Principles

B Events Occurring after the Balance Sheet Date :

1. Assets and liabilities should be adjusted for events occurring after the balance

sheet date that provide additional evidence to assist the estimation of amounts relating

to conditions existing at the balance sheet date or that indicate that the fundamental

accounting assumption of going concern (i.e., the continuance of existence or

substratum of the enterprise) is not appropriate.

2. Dividends stated to be in respect of the period covered by the financial

statements, which are proposed or declared by the enterprise after the balance sheet

date but before approval of the financial statements, should be adjusted.

3. Disclosure should be made in the report of the approving authority of those

events occurring after the balance sheet date that represent material changes and

commitments affecting the financial position of the enterprise.

If disclosure of events occurring after the balance sheet date in the report of the

approving authority is required by paragraph 15 of AS-4, the following information should

be provided:

(a) the nature of the event;

(b) an estimate of the financial effect, or a statement that such an estimate can

not be made.

I AS 10; Events after the Reporting Period (Balance Sheet Date) :

B Introduction :

Events may occur between the end of the reporting period and the date when

financial statements are authorized for issue which may present information that should

be considered in the preparation of financial statements. IAS 10 Events after the

Reporting Period provides guidance as to which events should lead to adjustments in
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the financial statements and which events shall be disclosed in the notes to financial

statements.

B Date of Authorization for Issue :

Events after Reporting Period are those that occur between the end of the reporting

period and when the financial statements are authorized for issue.

The date of authorization for issue is usually taken to be the date when the board

of directors authorizes the issue of financial statements. Where management is required

to issue its financial statements to a supervisory board or shareholders for approval,

the authorization is considered to be complete upon the management’s authorization

for issue of financial statements rather than when the supervisory board or shareholders

give their approval.

B Events after the Reporting Period

Events after the end of reporting period may be classified into two types:

    Adjusting Events - Those events that provide further evidence about conditions

that existed at the end of reporting period.

    Non-Adjusting Events - Those events that reflect conditions that arose after the

end of reporting period.

Adjusting Events - If any events occur after the end of the reporting period that

provide further evidence of conditions that existed at the end of reporting period (i.e.

Adjusting Events), then the financial statements must be adjusted accordingly.

B Examples of Adjusting Events include:

Settlement of litigation against the entity after the reporting date, in respect of events

that occurred before the end of reporting period, may provide evidence of the existence

and amount of liability at the reporting date. A liability in respect of the litigation may be

recorded in the financial statements if not recognized initially or the amount of liability

may be adjusted in accordance with IAS 37 Provisions, Contingent Liabilities and

Contingent Assets.

Declaration of bankruptcy by a long outstanding receivable after the reporting date
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may provide evidence that the receivable was impaired at the reporting date. Impairment

may be recognized in the financial statements by reducing the amount of receivable to

its recoverable amount, if any.

Detection of fraud or errors after the reporting period may indicate that the financial

statements are misstated. Financial statements may be adjusted to reflect accounting

for those errors or frauds that relate to the present or prior reporting periods in accordance

with IAS 8 Accounting Policies, Changes in Accounting Estimates and Errors.

B Non-Adjusting Events :

Entity shall not adjust the financial statements in respect of those events after the

end of reporting period that reflect conditions that arose after the end of reporting period

(i.e. Non-Adjusting Events).

B Examples of Non-Adjusting Events include:

Declaration of dividends after the reporting date does not indicate existence of

liability to pay dividends at the reporting date and shall not therefore trigger the recognition

of liability in financial statements in accordance with I AS 37 Provisions, Contingent

Liabilities and Contingent Assets.

Destruction of assets of the entity by floods occurring after the reporting period

does not indicate that the assets of the entity were impaired at the end of reporting

period. Hence, the financial statements should not be adjusted to account for the

impairment loss that arose after the end of reporting period.

Initiation of litigation against the company arising out of events that occurred after

the reporting period does not indicate the existence of liability at the reporting date and

shall not therefore trigger the recognition of liability in the financial statements in

accordance with IAS 37 Provisions, Contingent Liabilities and Contingent Assets.

The nature and estimate of the financial impact of material non-adjusting events

shall be disclosed in the financial statements.

Non-Adjusting Events are considered material if they could influence the economic

and financial decisions of the users of financial statements.

M.Com. - I / Advance Accountancy ..... 7
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B Examples of material non-adjusting events include :

1. Management’s plan to discontinue or significantly curtail its activities in major

geographic segments.

2. Initiation of a major litigation against the company arising out of events that

occurred after the reporting period.

3. Major losses suffered as a result of a natural disaster occurring after the end

of reporting period.

B Going Concern Exception :

Entity shall not prepare financial statements on the going concern basis if events

after the reporting period indicate that the entity shall not be able to continue as a going

concern irrespective of whether such events are indicative of conditions that arose

after the end of reporting period or not.

If financial statements are not prepared on the going concern basis, it shall disclose

this fact in the financial statements along with any major uncertainties that may cast

considerable doubt regarding the entity’s ability to operate as a going concern.

B Exercise:-

1.   What is Audit Report? Explain the qualities of good Audit Report?

2.   What are the constituents of Audit Report?

3.   Explain the various types of Audit Report?

4.   What factors to be considered while drafting the Audit Report?

5.   What is meaning of ‘Events after the balance sheet date’?

6.   Explain the significant events occurring after the balance sheet date?

7.   Explain IAS 10: events after the reporting period (Balance Sheet Date)?

Short Notes:

1.   Significance of audit report

2.   Scope of audit report
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3.   Qualities of good audit report

4.   Modified Audit Reports

5.   Adjusting Events

6.   Non-Adjusting Events

6) Summary :

Audit report is a formal opinion expressed by the auditor about financial statements

of an organisation. Firstly auditor checks the confirmation of financial statements with

reference to books of accounts. Therafter, whether these financial statements are true

and fair is also expressed by auditor. There can be clean qualified or disclaimer type of

report. Audit report intended for various stakeholders like employees, bankers,

customers, debtors, creditors and even government for different purposes.

7) Self Assessment Questions.

A) Fill in the blaks with appropriate alternative.

i) Audit report has to be ..................

a) clear b) concise c)objective d) All

ii) Audit report can be in .................... form.

a) clean b) qualified c) disclaimer d) any of the above

iii) Significant events occurred after B/s date are recorded as per ................

a) AS-4 b) AS-10 c) AS-15 d) AS-20

B) State whether the following statements are true or false.

i) Audit report is always negative.

ii) Clean and qualified report are the same.

iii) Events occurring after balance sheet date are not adjusted in books of

accounts.

Answers : A)     (i) - d,            (ii) - d,             (iii) - a

B)     (i) - false       (ii) - false,       (iii) - false
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8) Further Readings :-

Saxena R. G. –  Principles and Practice of Audit

Tandon B. MN. – Practical Auditing

ICAI, New Delhi – Study Material of Audit

Kumar, Sharma - Auditing.

B B B
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Objectives :

After studying this unit, you will be able to understand -

Concept of Income tax

Provisions of exemptions U/s. 10

Provisions of deduction under chapter VI - A

Structure :

1. Introduction

2. Exemption U/s. 10

3. Deduction under chapter VI- A

4. Summary

5. Key Terms

6. Self Assessment Questions

7. Further Readings.

1) Introduction :

The provisions of income tax are contained in Income –tax Act 1961 which extends

to whole of India and become effective from 1.4.1962. Since the Income –tax Act 1961

is a revenue law, there are bound to be amendments from time to time in this law.

Every person whose total income of previous year exceeds the maximum amount

which is not chargeable to income tax, is an assessee and chargeable to income tax in

the assessment year at the rate prescribed in Finance Act for that relevant assessment

year.  Every income is taxable under income tax-law whether it is received in cash or in

kind, whether it is capital or revenue income, but still some incomes are given exemption

from tax. In this section we will study incomes which are exempt from tax.

UNIT - 1

Income Tax Act, 1961
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The aggregate of income computed under each head after giving effect to the

provisions for clubbing of income and set of losses, is known as Gross Total Income. In

computing the total income of an assessee, certain deductions are permissible under

sections 80C to 80U from gross total income.

(I) Important Definitions / Concepts Under Income Tax Act -1961

B Person [Section 2(31)] : Person includes:

(i)     An Individual;

(ii)     A Hindu Undivided Family (HUF);

(iii)    A Company;

(iv)    A Firm;

(v)    An Association of Person (AOP) or Body  of Individuals (BOI), whether incorporated

or not;

(vi)   A local authority;

(vii)   Every artificial juridical person not falling within any of the preceding sub-clauses.

a) An individual means a natural person i.e. a human being. It includes a male, female,

minor child.  However, the income of minor is now generally included in the income

of a parent. Sometimes the minor is himself liable to tax on income earned by him.

Since minor is not competent to contract, his income shall be taxable through his

legal guardian.

b) A Hindu undivided family has not been defined under the tax laws. However, as per

the Hindu law, it means a family which consist of all person lineally descended

from a common ancestor including their wives and daughters. For detailed

discussion refer Chapter 14.

c) A firm shall have the meaning assigned to it in the Indian partnership Act, 1932 and

shall include a limited liability partnership as defined in the Limited Liability Partnership

Act, 2008.

d) Association of persons: The Income –tax Act does not define an association of

persons (AOP). In the absence of any definition, the words must be construed in
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their plain ordinary meaning.

Association of persons means two or more persons who join for a common

purpose with a view to earn an income. It need not be on the basis of a contract.

Therefore, if two or more persons join hands to carry on a business but do not

constitute a partnership, they may be assessed as an Association of Person (AOP).

e) Body of individuals (BOI) means a conglomeration of individuals who carry on

some activity with the objective of earning some income. It would consist only of

individuals. Entities like companies or firms cannot be members of a body of

individuals. Normally, income- tax shall not be payable by an assessee in respect

of the receipt of share of income by him from BOI/AOP if the tax has already been

paid by such BOI/AOP.

B Distinction between AOP and BOI

1. An AOP may consist of non- individual but a BOI has to consist of individuals

only. If two or more persons (like firm, company, HUF, individual etc.) join

together, it is called an AOP. But if only individuals join together then it is called

a BOI. For example, where X, ABC Ltd. and PQ & Co. (A firm) join together for

a particular venture then they may be referred to as a body of individuals.

2. An AOP implies a voluntary getting together for a common design or combined

will to engage in an income producing activities, whereas a BOI may not have

such common design or will.

f) A local authority: The expression local authority means:

i. Village Panchayat; or

ii. Municipality; or

iii. Municipal Committee and district Board, legally entitled to, or entrusted by the

Government with, the control or management of a Municipal or local funds; or

iv. Cantonment Board.

g) Artificial juridical person are entities which are not natural person but are separate

entities in the eyes of law. Though they may not be sued directly in a court of law

but they can be sued through persons managing them.
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B Assessment year [Section 2(9)]:

Assessment year means the period of 12 months commencing on the first day of

April every year. It is, therefore, the period from 1st of April to 31st of March, for example,

the assessment year 2014-15 will commence on 1.4.2014 and will end on 31.3.2015.

The tax is levied, in each assessment year, with respect to or on the total income

earned by the assessee in the previous year.

B Previous year [Section 3]:

According to section 3, previous year means the financial year immediately

preceding the assessment year. Financial year means a year which starts on 1st April

and ends on 31st March.

1 Income- tax is payable on the income earned during the previous year and it is

assessed in the immediately succeeding financial year which is called an

assessment year. Therefore, the income earned during the previous year 1.4.2013

to 31.3.2014 will be assessed or charged to tax in the year 2014-15.

2 All assesses are required to follow a uniform previous year i.e. the financial year

(1st April to 31st March) as their previous year. Previous year, for Income Tax

purpose, will be financial year which ends on 31st of march although the assessee

can close his books of account on any other date e.g. an assessee may maintain

books of account on calendar year basis but his previous year, for Income Tax

purpose, will be financial year and not the calendar year.

B Assessee [Section 2(7)]:

Assessee means a person by whom any other sum of money is payable under

this Act and includes the following:

i. Every person in respect of whom any proceeding under the Income-tax Act has

been taken:

a) for the assessment of his income or the income of any other person in respect

of which he is assessable; or

b) to determine the loss sustained by him or by such other person; or

c) to determine the amount of refund due to him or to such other person.
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ii. A person who is deemed to be an assessee under any provision of this Act i.e. a

person who is treated as an assessee. This would include the legal representative

of a deceased person or the legal guardian of minor if minor is taxable separately.

iii. Every person who is deemed to be an assessee in default under any provision of

this Act. A person is said to be an assessee in default if he fails to comply with the

duties imposed upon him under the Income-tax Act. For example: a person, paying

interest to another person, is responsible for deducting tax at source on this amount

and to deposit the tax with the Government. If he fails in either of these duties i.e.,

if he does not deduct the tax, or deduct the tax but does not deposit it with the

Government, he shall be deemed to be an assessee in default.

B Income [Section 2(24)]: Income includes:

i. profits and gains;

ii. dividend;

iii. voluntary contribution received by a trust created wholly or partly for charitable or

religious purposes or by an institution established wholly or partly for such religious

purpose or by an association or institution referred to in section 10(21), 10(23) or

10(23C) (iv), (v), (vi) and (via) or by a electoral trust;

iv. the value of any perquisite or profit in lieu of salary taxable under section 17(2) and

(3);

v. any special allowance or benefit, other than perquisite included under (iv) above,

specifically granted to the assessee to meet expenses wholly, necessarily and

exclusively for the performance of the duties of an office or employment of profit;

vi. any allowance granted to the assessee either to meet the personal  expenses at

the place where the duties of his office or employment of profit are ordinarily

performed by him or at a place where he ordinarily resides or to compensate him

for the increased cost of living;

vii. the value of any benefit or perquisite, whether convertible into money or not, obtained

from a company either by a director or by a person who has a substantial interest

in the company, or by a relative of the director or such person, and any some paid
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by any such company in respect of any obligation which, but for such payment,

would have been payable by the director or other person aforesaid;

viii. the value of any benefit or perquisite, whether convertible into money or not, obtained

by any representative assessee mentioned in clause (iii) or clause (iv) of sub-

section (1) of section 160 or by any person on whose behalf or for whose benefit

any income is receivable by the representative assessee (such person being

hereafter in this sub- clauses referred to as the ‘beneficiary’) and any sum paid by

the representative assessee in respect of any obligation which, but for such

payment, would have been payable by the beneficiary;

ix. any sum chargeable to income- tax under section 28(ii), (iii), (iiia), (iiib) and (iiic) or

section 41 or section 59;

x. the value of any benefit or perquisite taxable under section 28(iv);

xi. any sum chargeable to Income-tax under section 28(v);

xii. any capital gains chargeable under section 45;

xiii. the profits and gains of any business of insurance carried on by a mutual insurance

company or by a co-operative society;

(xiiia) the profits and gains of any business of banking (including providing credit facilities)

carried on by a co-operative society with its member;

xiv. any winnings from lotteries, crossword puzzles, races including horse races, card

games and other games of any sort of from gambling or betting of any form or

nature whatsoever;

xv. any sum received by the assessee from his employees as contribution to any

provident fund or superannuation fund or any fund set up under the provisions of

the employees State Insurance Act, 1948 or any other fund for the welfare;

xvi. any sum received under a Key-man Insurance Policy including the sum allocated

by way of bonus on such policy;

xvii. any sum referred to in section 28(vi) (See Chapter 6);

xviii.any sum referred to in section 56(2)(vii) i.e. gift of money and property exceeding

Rs.50,000 (See Chapter 8);
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xix. the value of property referred to in section 56(2)(villa).

xx. where a company, not being a company in which the public are substantially

interested, receives, in any previous year, from any person being a resident, any

consideration for issue of shares that exceeds the face value of such shares, the

aggregate consideration received for such shares as exceeds the fair market value

of the shares. [Section 56(2) (viib)].

2. EXEMPTION UNDER SECTION 10

        Every income is taxable under income tax law, whether it is received in cash or in

kind, whether it is capital or revenue income, but still some incomes are given exemption

from tax. In this section we will study those incomes which are exempt from tax.

B AGRICULTURAL INCOME

As per section 10(1), agricultural income is exempt from tax if it comes within the

definition of “agricultural income” as given in section 2(1A). In some cases, however,

agricultural income is taken into consideration to find out tax on non-agricultural income.

B RECEIPTS BY A MEMBER FROM A HINDU UNDIVIDED FAMILY

As per section 10(2), any sum received by an individual as a member of a Hindu

undivided family either out of income of the family or out of income of estate belonging

to the family is exempt from tax. Such receipts are not chargeable to tax in the hands of

an individual member even if tax is not paid or payable by the family on its total income.

B SHARE OF PROFIT FROM PARTNERSHIP FIRM

As per section 10(2A), share of profit received by partners from a firm is not taxable

in the hand of partners.

B LEAVE TRAVEL CONCESSION

As per section 10(5), the amount exempt under section 10(5) is the value of any

travel concession or assistance received or due to the assessee from his employer for

himself and his family in connection with his proceeding on leave to any place in India.

The amount exempt can in no case exceed the expenditure actually incurred for the

purpose of such travel. Only two journeys in a block of four years is exempt. Exemption

is available in respect of travel fare only and also with respect to the shortest route.



1234567890123456789012345678901212345
1234567890123456789012345678901212345

1234567890123456789012345678901212345
1234567890123456789012345678901212345108

1234567890123456789012345678901212345
1234567890123456789012345678901212345

1234567890123456789012345678901212345
1234567890123456789012345678901212345108

1234567890123456789012345678901212345
1234567890123456789012345678901212345

1234567890123456789012345678901212345
1234567890123456789012345678901212345108

1234567890123456789012345678901212345
1234567890123456789012345678901212345

1234567890123456789012345678901212345
1234567890123456789012345678901212345108

B FOREIGN ALLOWANCE

As per section 10(7), any allowance paid or allowed outside India by the Government

to an Indian citizen for rendering service outside India is wholly exempt from tax.

B TAX ON PERQUISITE PAID BY EMPLOYER

As per section 10(10CC), the amount of tax actually paid by an employer, at his

option, on non-monetary perquisites on behalf of an employee, is not taxable in the

hands of the employee. Such tax paid by the employer shall not be treated as an allowable

expenditure in the hands of the employer under section 40.

B AMOUNT PAID ON LIFE INSURANCE POLICIES

As per section 10(10D), any sum received on life insurance policy (including bonus)

is not chargeable to tax. Exemption is, however, not available in respect of the amount

received on the following policies –

a. any sum received under section 80DD (3) or 80DDA (3);

b. any sum received under a Key-man insurance policy;

c. any sum received under an insurance policy (issued after March 31, 2003) in

respect of which the premium payable for any of the years during the term of

policy, exceeds 20 per cent of the actual sum assured.

In respect of (c) (supra) the following points should be noted –

1. Any sum received under such policy on the death of a person shall continue

to be exempt.

2. The value of any premiums agreed to be returned or of any benefit by way of

bonus or otherwise, over and above the sum actually assured, which is

received under the policy by any person, shall not be taken into account for

the purpose of calculating the actual capital sum assured under this clause.

B EDUCATIONAL SCHOLARSHIPS

As per section 10(16), scholarship granted to meet the cost education is exempt

from tax. In order to avail the exemption it is not necessary that the Government should

finance scholarship.
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B DAILY ALLOWNCES OF MEMBERS OF PARLIAMENT

Clause (17) of section 10 provides exemption to Members of Parliament and State

Legislature in respect of the following allowances:

a) Daily allowance- Entire amount is exempt

b) Any other allowance received by a member of parliament under  - Entire amount

is exempt the Members of parliament (Constitution  Allowance) Rules, 1986

c) all allowances received by any person by reason of his membership – up

to Rs.2000 P.m.in of any state Legislature or any committee thereof

aggregate

B FAMILY PENSION RECEIEVED BY MEMBERS OF ARMED FORCES

As per section 10(19), family pension received by the window (or children or

nominated heirs) of a member of the armed forces (including Para - military forces) of

the Union is not chargeable to tax from the assessment year 2005-06, if death is occurred

in such circumstances given below—

a. acts of violence or kidnapping or attacks by terrorists or anti-social elements;

b. action against extremists or anti-social elements;

c. enemy action in the international war;

d. action during deployment with a peace keeping mission abroad;

e. border skirmishes;

f. laying or clearance of mines including enemy mines as also mine sweeping

operations;

g. explosions of mines while laying operationally oriented mine-fields or lifting or

negotiation mine-fields laid by the enemy or own forces in operational areas

near international borders or the line of control;

h. in the aid of civil power in dealing with natural calamities and rescue operations;

and

i. in the aid of civil power in quelling agitation or riots or revolts by demonstrators.
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B INCOME OF MINOR :

As per section 10(32), in case the income of an individual includes the income of

his minor child in terms of section 64(1A), such individual shall be entitled to exemption

of Rs. 1,500 in respect of each minor child if the income of such minor as includible

under section (641A) exceeds that amount. Where, however, the income of any minor

so includible is less than Rs. 1,500, the aforesaid exemption shall be restricted to the

income so included in the total income of the individual.

B DIVIDENDS AND INTEREST ON UNITS :

As per section 10(34)/ (35), the following income is not chargeable to tax –

a. any income by way of dividend referred to in section 115-O [i.e., dividend, not

being covered by section 2(22) (e), from a domestic company];

b. any income in respect of units of mutual fund;

c. income from units received by a unit holder of UTI [i.e., from the administrator

of the specified undertaking as defined in Unit Trust of India (Transfer of

Undertaking and Repeal) Act, 2002];

d. income in respect of units from the specified company.

B CAPITAL GAIN ON COMPULSORY ACQUISITION OF URBAN

AGRICULTURAL LAND

As per section 10(37), in the case of an individual/Hindu undivided family, capital

gain arising on transfer by way of compulsory acquisition of urban agricultural land is

not chargeable to tax from the assessment year 2005-06 if such compensation is

received after March 31, 2004 and the agricultural land was used by the assessee (or

by any of his parents) for agricultural purposes during 2 years immediately prior to

transfer.

B LONG-TERM CAPITAL GAINS ON TRANSFER OF EQUITY SHARES/UNITS

IN CASES COVERED BY SECURITIES TRANSACTION TAX

As per section 10(38), Long-term capital gains arising on transfer of equity shares

or unit of equity oriented mutual fund is not chargeable to tax from the assessment year

2005-06 if such a transaction is covered by securities transaction tax.
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The securities transaction tax is applicable if equity shares or units of equity-oriented

mutual fund are transferred on or after October 1, 2004 in a recognized stock exchange

in India (or units are transferred to the mutual fund). If the securities transaction tax is

applicable, long-term capital gain is not chargeable to tax; short-term capital gain is

taxable @ 10 per cent (plus SC and EC). If income is shown as business income, the

taxpayer can claim rebate under section 88E.

(III) DEDUCTION FROM GROSS TOTAL INCOME UNDER CHAPTER VIA

B Basics

Sec 80A General Rules for deduction to be made in computing total income

Sec 80AB Deduction pertaining to specified incomes

Sec 80AC Deduction not to be allowed unless return if income is furnished.

B Deduction pertaining to investment

80C investment in provident fund, life insurance, equity shares

80CCC Contribution to pension funds

80CCD Contribution to a notified pension scheme

80CCE Limit on deduction

80CCF Subscription to long term infrastructure bonds

B Deduction pertaining to medical treatment and expenses

80D Health insurance and contribution to Central Government Health Scheme

80DD Maintenance of a dependant person with disability

80DDB Medical treatment

80U Individual with disability

B Deduction pertaining to certain contributions

80G Donation to certain funds, Charitable Institution, etc

80GGA Donation for Scientific Research or Rural Development

80GGB Contribution to Political Parties by Companies

80GGC Contribution to Political Parties
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B Deduction pertaining to expenditure

80E Payment towards Interest on Education Loan

80GG Payment towards Rent

B Deduction pertaining to Industrial Undertakings

80IA Deduction in respect of profit and gains by undertaking or enterprises

engaged in infrastructure development etc

80IAB Deduction in respect of profit and gains by undertaking or enterprises

engaged in development of special Economic Zone

80IB Deduction in respect of profit and gains by undertakings other than

infrastructural Development Undertaking

80IC Deduction in respect of certain undertakings or enterprises in certain

Special Economic Zone

80ID Deduction in respect of profit and gains from business of Hotels and

Convention  Centers in specified Areas

80IE Deduction in respect of undertaking in North Eastern States

B Deduction pertaining to Specified Business

80JJA Deduction in respect of profit and gains from business of collecting and

processing of bio-degradable waste

80JJAA Deduction in respect of employment of New Workman

80LA Deduction in respect of certain Income of Offshore Banking Units and

International Financial Center

80P Deduction in respect of income of Co-Operative Societies

B Deduction pertaining of certain Incomes

80QQB Deduction in respect of Royalty Income etc., of authors of certain books

other than text books

80RRB Deduction in respect of Royalty on Patents
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“DEDUCTIONS” for the purpose of this chapter refers to deductions available

from gross total income. A set of specific deductions considering various socio economic

factors have been provided under this chapter. As a learner of the subject, try to

understand the logical reasoning behind each and every deduction, this would help you

to appreciate the provisions. India has a saving to GDP ratio of over 35% which is

significant and was one of the prime factors to protect the economy from the recent

global economic recession. One of the main reason for such high saving ratio, apart

from the conservative nature of the Indian population, is the tax incentives which are

made available to promote long term saving. This and many more incentives are being

offered for various classes of person to promote social and economic causes. The

total set of deductions available can be broadly categorized as;

S/No Category Section Classification as per Act

1 Basics 80A,80AB,80AC Deduction pertaining to

certain payments

2 Deduction pertaining to 80C,80CCC, 80CCD,

investments 80CCE,80CCF Deduction pertaining to

3 Deduction pertaining to 80D, 80DD, 80DDB, certain payments

medical treatment and 80U

expenses

4 Deduction pertaining to 80G, 80GGA, 80GGB, 80U is classified under

certain contribution 80GGC “other deductions”

5 Deduction pertaining to 80E, 80GG

expenditure

6 Deduction pertaining to 80IA, 80IAB,80IB,80IC,

industrial undertakings 80ID,80IE

7 Deduction pertaining to 80JJA,80JJAA,80LA, “Deduction pertaining to

specified businesses 80P certain incomes”

8 Deduction pertaining to 80QQB, 80RRB

certain Incomes

M.Com. - I / Advance Accountancy ..... 8
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Let us now look into each of these deductions in some details.

B General rules for deduction to be made in computing total income-Sec 80A

1 Deduction cannot exceed gross total income:

Deduction u/s 80C to 80U shall be allowed against the gross total income of an

assessee. Aggregate of deductions under this chapter cannot exceed the gross total

income of an assessee

2 No deduction in the case of members of AOP and BOI if allowed to an AOP/

BOI :

Where a deduction has been allowed under this chapter for an AOP or BOI, no

deduction for the same payment / income shall be made in computing the total income

of a member of the AOP or BOI in relation to the share of such member in the income

of the AOP or BOI.

3 Specific provisions for assessee claiming deduction u/s 10A, 10AA, 10B,

10BA or u/s 80IA to 80RRB (“Deduction pertaining to certain incomes”) - sec

80IA(7) to(11)

B Deduction pertaining to investment

This set of section consists of tax incentives available for making certain specified

investments. The benefits of investment incentives are however restricted only to

individual or HUF assesses. Deduction for investment is contained in the following

section:

Section Eligible assessee Description

80C Individual or HUF Investment in provident fund, life insurance, equity

shares etc

80CCC Individual Contribution to pension funds

80CCD Individual Contribution to a notified pension

80CCE NA Limit on deduction u/s 80C, 80CCC and 80CCD

80CCF Individual or HUF Subscription to long term infrastructure bonds

Let us now look into each of these section in some detail
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B Contribution to pension funds - Sec 80CCC

Particulars Provisions

Eligible assessee - individual assessees only

Eligible investment - Contribution to a contract of any annuity plan of LIC or

any other approved insurer for receiving pension from a

fund set up by LIC or any other insurer referred u/s

10(23AAB)

Quantum of deduction - Amount invested or Rs 1 lakh whichever is lower

Rs. 1.5 lakhs for A. Y. 2015-16)

Consideration on maturity/ - The following amounts received from the fund shall be

Sec 80CCC (2) closure chargeable to taxation in the year of receipts as

income of the assessee / nominee:

B  Any amount on surrender of the annuity plan either

whether in whole or in part

B  Pension received from the annuity plan

Conditions - Investment has to be made out of income

chargeable to tax

Deduction is available only on payment basis

Where a deduction has been allowed under this section,

no deduction shall be allowed u/s 80C for the same

contribution

B Contribution to a notified pension scheme - Sec 80CCD

Particulars Provisions

Eligible assessee All Individual assesses

Eligible investment Contribution to a pension scheme notified by the Central

Government

Quantum of deduction In case of employee assesses: In case any other

A:Contribution by employee: individual assesses:

Lower of actual contribution or

10% of salary for the previous

year. Lower of actual contribution
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B: Contribution by employer: or 10% of gross total

Lower of actual contribution or income  for the previous

10% of salary for the previous year

year.

Consideration on The following amounts received from the fund shall be

maturity/ closure- chargeable to taxation in the year of receipt as income of the

Sec 80CCD(3) assessee/ nominee:

B Any amount on closure or opting out of pension scheme

B  Pension received from the annuity plan

No income shall however arise u/s 80CCD (3) if the amount

received is used for purchasing an annuity plan in the same

previous year.

  Conditions Deduction is available only on payment basis

B Limit on deduction u/s 80C, 80CCC and 80CCD - 80CCE

Aggregate deduction u/s 80C, 80CCC and 80CCD cannot exceed Rs 1 lakh.

Rs. 1.5 lakhs for A. Y. 2015-16)

B Deduction pertaining to medical treatment and expenses

Here, we shall look at deduction which are available for various expenses pertaining

to medical treatment, insurance and maintenance. These deduction can be broadly

classified as:

Section        Eligible           Description

80D Individual or HUF Health insurance and contribution to Central

Government Health Scheme

80DD Resident Individual and HUF Maintenance of a dependant person with

disability

80DDB Resident Individual and HUF Medical treatment etc

80U Resident Individual Individual with disability

Let us now look into each of these sections in some detail.
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B Health insurance and contribution to central Government Health Scheme-

Sec 80D

Eligible assessee - Individual and HUF

Eligible expenditure - Medical insurance premium, contribution to Central

Government Health and payment for preventive health check up

Quantum of deduction - In the case of an individual

For family : Rs 15,000

For parents : Rs 15,000

In the case of HUF : Rs 15,000

Additional deduction of Rs 5,000 is available where the payment is made for the

benefit of a senior citizen-

B Condition - Payment shall be made by any mode other than cash.

Payment shall be made out of income chargeable to tax.

Family means Spouse and Dependent Children

In case of HUF policy can be taken on any member of the HUF

B Maintenance of a dependant person with disability - Sec 80DD

Eligible assessee - Resident Individual and Resident HUF

B Eligible expenditure -

1 Medical treatment, training and rehabilitation of a dependant suffering from

permanent physical disability OR

2 Amount deposited in an approved scheme of LIC/UTI for the benefit of the

dependant relative.

B Quantum of deduction - Fixed Deduction of Rs 50,000 irrespective of actual

expenditure incurred /amount deposited

In case of sever disability (80% or more) deduction enhanced to Rs 1,00,000.

B Conditions - Disability to be certified by a medical authority and a copy of the

same to be furnished with ITR.
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Relative is not dependant on any other person and does not claim deduction u/s

80U.

Where the dependant relative pre deceases the assessee, any amount received

from the scheme shall be treated as income of the assessee in the year of such receipt.

Where condition of disability is temporary and requires reassessment after a

specified period, the certificate shall be valid for the period starting from the assessment

year relevant to the previous year during which the certificate was issued and ending

with the assessment year relevant to the previous year during which the validity of the

certificate expires

B Medical treatment etc - 80DDB :

Eligible assessee - Resident Individual and resident HUF

Eligible expenditure - In case of an individual, amount paid for medical Treatment

of specified diseases for self or dependant. In case of HUF amount paid for medical

treatment of specified diseases for any member of HUF

B Quantum of deduction - Rs 40,000 or actual expenditure whichever is less

Rs 60,000 or actual whichever is less for senior citizens

B Conditions - Certificate by a specified medical authority to be filed with the ITR .

Any reimbursement from employer or insurance company should be reduced from the

amount of deduction

Specified diseases include neurological / Cancer/ AIDS/ Renal failure/ Hemophilia/

Thalassaemia

Dependent means spouse, children, parents, brothers and sisters of the individual

or any of them.

B Specified Diseases means

1 Neurological Diseases i.e. (a) Dementia (b) Dystonia Musculoram Deformans,

(c) Motor Neuron Disease, (d) Ataxia, (e) Chorea, (f) Hemiballismus, (g)

Aphasia (h) Parkinsons Disease - Where it is certified to be 40% and above.

2 Malignant Cancer
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3 Full Blown Acquired Immuno Deficiency Syndrome (AIDS)

4 Chronic Renal Failure

5 Haemophilia

6 Thalassaemia

B Deductions pertaining to certain contributions

The deductions discussed under this classification relate to incentives given to

the assessee in respect of contributing towards specified causes and institutions. The

provisions are aimed to provide an incentive to person to make active contributions for

social and welfare causes. These deductions are provide under the following section

Section Eligible assessee Description

80G All Assessees Donations to Certain Funds, charitable Institutions,

etc.

80GGA Assessee without Donations for Scientific Research or Rural

business income  Development

80GGB Indian Company Contribution to Political Parties by Companies

80GGC Any Assessee except Contribution to Political Parties

Local Authority

B Donations to Certain Funds, Charitable Institutions, etc. - Sec 80G

Eligible assessee  - All Assessees

Eligible Contributions - Donations in money made to specified institutions / funds.

List of donations are discussed later

B Quantum of deduction - Deductions are generally available on the following basis

based on the type of donation made.

1. Eligible for 100% deductions without qualifying limits

2. Eligible for 50% deductions without qualifying limits

3. Eligible for 100% deductions with qualifying limits

4. Eligible for 50% deductions with qualifying limits
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Maximum Deduction in respect of the aggregate Donations made where qualifying

limit is applicable is restricted to 10% of adjusted gross Total Income. Other Donations

are allowed to the extent paid.

Determination of Adjusted Gross Total Income is discussed below

B Conditions - Donations in kind is not considered for this section

Approval once granted u/s. 80G (5) (vi) shall continue to be valid to perpetuity

B Donations eligible for 100% deduction without qualifying limits :

1. National Defense Fund set up by Central Government

2. Prime Minister’s National Relief Fund

3. Prime Minister’s Armenia  Earthquake Relief Fund

4. Africa (Public Contributions India) Fund

5. National Foundation For Communal Harmony

6. Approved University/Educational Institution Of National Eminence

7. Maharashtra CM’s Earthquake Relief Fund

8. Any fund set up by State Govt. of Gujarat, exclusively for providing relief to

victims of earthquake in Gujarat

9.  Zila Saksharata Samiti

10. National /State Blood Transfusion Council

11. Fund set up by State Govt. to provide medical relief to the poor

12. Army Central Welfare Fund / Indian Naval Benevolent Fund/ Air Force Central

Welfare Fund

13. Andhra Pradesh CM’s Cyclone Relief Fund, 1996

14. National Illness Assistance Fund

15. Chief Minister’s Relief Fund or Lt Governor’s Relief Fund

16. National Sports Fund set up by Central Govt.

17. National Cultural Fund set up by the Central Govt.
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18. Fund For Technology Development and Application, set up by the Central

Govt.

19. National Trust for Welfare of Persons with Autism, Cerebral Palsy, Mental

Retardation and Multiple Disabilities

B Donations eligible for 50% deduction without qualifying limits

1. Jawaharlal Nehru Memorial Fund

2. PM’s Drought Relief Fund

3. National Children’s Fund

4. Indira Gandhi Memorial Trust

5. Rajiv Gandhi Foundation

B Donations eligible for 100% deduction WITH qualifying limits

1. Donation to Govt. or any approved local authority or association for promoting

family planning

2. Donation by a company assessee, to Indian Olympic Association or to any

such other similar association notified by Central Govt. for the development

infrastructure for sports and games or the sponsorship of sports and games

in India.

B Donation eligible for 50% WITH qualifying limits

1. Govt. or any approved local authority / institution or association to be utilized

for any charitable purpose other than family planning

2. Any other fund fulfilling the conditions of 80G(5)

3. To any authority constituted in India by or under any law for satisfying the need

for housing accommodation or for the purpose of planning development or

improvement of cities, towns and villages or both

4. Corporation promoting the interests of minority community

5. Notified mosque, temple, church, gurudwara or other place notified by the

Central Govt. to be of historic, artistic importance
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B Donation for Scientific Research or Rural Development - Sec 80GGA

Eligible assessee - Assessee not having any Business or Professional Income

Eligible Contribution - Contribution to any approved research association /

University, College or Other Institution which has as its object, the undertaking of

scientific research in social science or statistical research

Contribution to an Association engaged in Rural development or eradication of

poverty-

Quantum of deduction - 100% of Sum Paid

Conditions - NA

B Contributions to Political Parties by Companies - Sec 80GGB

Eligible assessee - Indian Company

Eligible Contributions - Contribution to a political party or an electoral trust

Quantum of deduction - 100% of Sum Paid

Conditions - Political Party means a political party registered under section 29A

of the Representation of the people Act, 1951

B Payment towards Interest on Education Loan - Sec 80E

Eligible assessee - Individual assessees

Eligible expenditure - Any Sum paid by the individual in the previous year by way

of interest on educational loan.

Quantum of deduction - 100% of Sum Paid

Conditions - Loan should have been taken from any financial institution or any

approved charitable institution

Loan must have been taken for pursuing higher education of self or relatives

Deduction shall be allowed for 8 assessment year starting from the assessment

year in which the assessee starts paying the interest on loan or until the interest thereon

is paid in full, whichever is earlier

1 Higher education means any course of study pursued after passing the Senior
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Secondary examination or its equivalent from any school, board or university

recognized by the central Government or State Government or Local Authority

2 Relative means the spouse and children of the individual or the student for

whom the individual is the legal guardian

3 Principal component of education loan repaid shall not qualify for any

deduction.

B Deduction in respect of profit and gains by undertakings or enterprises

engaged in development of Special Economic Zone - Sec 80IAB

Eligible assessee - Undertaking or enterprise engaged in development of Special

Economic Zone notified on or after 01.04.2005 under the Special Economic Zones Act,

2005

Eligible Income - Profits and gains derived by above undertakings or enterprises

Quantum of deduction - 100% of profits and gains derived by such business for

any 10 consecutive assessment year out of 15 years beginning with the year in which

the Special Economic Zone has been notified by the government.

Conditions - Profits and Gains of eligible business for the purpose of section

80IAB shall be computed as if such eligible business were the only source of income of

the assessee during the previous year

Accounts to be mandatorily audited. Refer Para 11.1 for further conditions under

section 80IA

Existing Developers of Special Economic Zones will get deduction only for the un-

expired period of 10 consecutive assessment years

Where a Developer who develops SEZ on or after 01.04.2005 transfers the

operation and maintenance of SEZ to another Developer, the deduction shall be allowed

to such transferee Developer for the remaining period in the 10 consecutive assessment

years as if no transfer had taken place.

B Deduction pertaining to Specified Business :

This set of deductions consists of tax incentives available to certain business

units. These deductions have been given in order to promote certain types of business
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keeping the larger interest of the nation. Deduction against income of such business is

contained in the following section:

Section Eligible assessee Description

80JJA All Assessees in business of Deduction in respects of profits and

conversion of bio degradable processing of bio degradable waste

waste into productive resources

80JJAA Indian Company Deduction in respect of Employment

of New Workmen

80LA Offshore Banking Units and Deduction in respect of Certain Income

International Financial Centre of Offshore Banking Units and

International Financial Centre

80P Co Operative Societies Deduction in respect of income of

Co-Operative Societies

B Deductions to be made in Computing Total Income Summarized Provisions

Basic rules of deductions(80A/AB/AC) - Deductions cannot exceeds GTI,

Deductions N/A to members if allowed to AOP/BOI, Deduction allowed only when claimed

by the assessee, Assessee’s duty to place relevant material

B Deduction in respect of life insurance premium, Contribution to Provident

fund, etc 80C-

Life Insurance : individual, spouse, child, for policy issued after 1.4.2012 premium

allowed 10% and before 1.4.2012 premium allowed 20% of capital sum assured for

policy issued on or after 1.4.2013 in case the person insured is a person with disability

or suffering from specified ailment or disease premium allowed - 15% of capital sum

assured.

RPF/SPF: only to individual

RPF: Individual, spouse, child

National saving certificate : Principal amount plus interest both deemed to be

invested
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Tuition fees : For 2 children, Not towards development fees/donation, At time of

admission or thereafter, Full time education

B Residential house property:

installment of self Finance by authority engaged in construction/ownership, Co

Operative Society , Bank, Govt., LIC, National housing bank, any co. where he is

substantially interested, Employer, Expenses(stamp duty, registration fees etc.) for

transfer of such house property included

B Others :

ULIP of UTI, Approved Superannuation fund, Notified Deposit Scheme of PSU/

authority by law for development of housing projects or development of cities/towns/

village, investment in Debentures and equity shares of public company, Sum deposited

in Scheduled bank/post office for 5 years in term deposit, Bonds of NABARD, saving in

senior citizens saving scheme

B Deduction in respect of contribution to pension funds (80CCC):

For Annuity plan of LIC or any other insurer & for receiving pension from LIC or any

other insurer

B Deduction in respect of contribution to notified pension scheme of Central

Government (80CCD):

Employer and employee contribution not exceeding 10% of salary in each case,

Limited to 10% of GTI

B Limit on deductions under sections 80C, 80CCC & 80CCD (80CCE):

The aggregate amount is excluding employers contribution to pension scheme

B Deduction in respect of investment made in an equity saving scheme

(notified)            ( 80CCG):

Acquisition of listed equity shares or units of equity oriented fund for 3 years (lock

in period), GTI of assessee shall not exceed Rs.12,00,000, If the assessee fails to

comply with condition, the deduction allowed shall deemed to be the income of that

previous year
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B Deduction in respect of medical insurance premia, Payment on health check

up (From A.Y.2013-2014) Contribution to Central Govt. Health Scheme or other

similar scheme (80D):

For medi- claim insurance of spouse, child, dependent parents. HUF any member,

For Health Check up of spouse, child dependent parents, For Govt. Scheme only

individual, Not paid in cash

B Deduction in respect of dependant who is a person with disability (80DD):

Deduction in respect of medical treatment, etc. (80DDB):

Need to furnish a certificate from Govt. hospital doctor, Amount received from

insurance company to be deducted from Rs. 40,000/60,000

B Deduction for interest paid on loan taken for pursuing higher education

(80E):

For a period of 8 yrs from the year he starts paying interest, Self, Spouse, child

B Deduction in respect of interest on loan sanctioned during financial year

2013-2014 for acquiring residential house (80EE):

The loan is sanctioned by the financial institution during the period beginning on

1.4.2013 and ending on 31.3.2014, the amount of loan sanctioned for acquisition of the

residential house property does not exceed Rs.25,00,000, the value of the residential

house property does not exceed Rs.40,00,000, the assessee does not own any

residential house property on the date of sanction of the loan.

B Deduction in respect of donation to certain funds, charitable institutions,

etc. (80G):

Donation in kind do not qualify and if more then Rs. 10,000 payment should not be

made in cash, Calculation of Adjusted GTI

B Deduction in respect of rent paid (80GG):

Individual, spouse, minor child or a HUF of which of he is member should not own

house at a place of residence or the place of work, If assessee (individual) owns any

residential house property at any other place then such property should not be assessed

as self occupied in the hands of the assessee u/h house property.
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B Deduction in respect of certain donations for scientific research or rural

development, etc. (80GGA):

For scientific research, Research in social sciences or statistical research, PSU

or local authority for eligible project, Rural development or urban poverty eradication

Deduction in respect of contributions given by companies to political parties

(80GGB):

Political party, Electoral trust

Deduction in respect of contributions given by any person to political parties

(80GGC):

Political party, Electoral trust

Deduction in respect of profits and gains from industrial undertakings or

enterprises engaged in infrastructure development etc. (80-IA):

It is up to assessee to choose any consecutive 10years, out of first 15/20 years of

operations

Deduction in respect of profits and gains of an undertaking or a enterprise

engaged in development of Special Economic Zone (80-IAB):

Deduction in respect of profits and gains from certain industrial

undertakings other than infrastructure development, etc. (80-IB):

Deduction in respect of certain undertakings or enterprises in certain

special category States (80-IC):

Specified Area include Export processing zone, industrial estate, Software park,

Theme Park, Himachal Pradesh and Uttarakhand

Deduction in respect of profits and gains from business of hotels in specified

area or world heritage site and convention centers in specified area (80-ID):

Special provisions in respect certain undertakings in North Eastern States

(80-IE):

From 1.4.2007 to 1.4.2017, For manufacturing eligible article, substantial expansion

to manufacture, carry any eligible business
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Deduction in respect of profits and gains from business of collecting and

processing of bio degradable waste (80JJA):

Deduction in respect of employment of new workmen (80JJAA):

Deduction in respect of certain incomes of Offshore Banking Units (80LA):

Deduction in respect of income of co-operative societies (80P):

Deduction in respect of royalty income, etc. of authors of certain books

other than text books (80QQB):

Book for literary, artistic or scientific in nature, Derived by him in due course of his

profession

Deduction in respect of royalty on patents (80RRB):

Deduction in respect of interest on deposits in saving accounts (80TTA):

Saving account with bank, co-operative bank or post office

Deduction in the case of a person with disability (80U):

Deduction available for the person himself.

4. Summary :

Income tax is a tax on income. Tax is not a term of recent origin even some hundred

of  year ago, there was existence of tax. Now a days, income tax is an important aspect

of direct tax. Even assessee needs to pay the tax and submit the return of his income

and taxes paid. Income earned during the previous year is tax in the assessment year.

For the purpose of calculating income and tax some concessions are available.

Exemptions U/s. 10 and deductions U/s. 80 (Chapter VI - A) are such concessions

beneficial to the tax payer / assessee.

5. Key Terms

Exemption : An amount of incoem not included while calculating taxable income of

assessee.

Dedution : An allowance / expenditure incurred during the year deducted from

gross total income of the assessee.
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Assessee : Every person is respect of whom tax or anyother sum in payable

under the act.

Assessment year : Period of 12 month commencing from 1st day of April every

year and ending on 31st March.

Previous Year : Financial year immediately preceding the asessment year.

6. Self Assessment Questions :

A) Fill in the blanks with appropriate alternatives

i) The term person includes ...................

a) An individual b) A firm c) A company, d) All of these

ii) If previous year is 2013-14, assesment year will be ...................

a) 2012-13 b) 2013-14 c) 2014-15 d) can’t say

iii) Exemptions are given under section ................... of Income Tax Act

a)  80 b)  4 c)  88 d)  10

iv) Income includes ...................

a) profit b) Salary c) dividend d) all of these

v) Section 80C provides deduction inrespect of ...................

a) life insurance premium b) donation

c) dividend d) education loan interest

B) State whether the following statements are true or false.

i) Exemption and deduction are one and the same.

ii) A local authority is not included in ‘person’.

iii) Previous year comes after assessment year.

iv) Person with disability are eligible to get deduction u/s. 80U

v) Income tax is an indirect tax.

Answers : A) i) - i, ii)  - c, iii) - d iv) - d     v)  -  a

B) i) false, ii) - false, iii) - false iv) true    v) false

M.Com. - I / Advance Accountancy ..... 9
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C) Long Questions :

1. Explain any four exemption u/s. 10 of Income Tax Act.

2. What is difference between exemption and deduction? Explain with examples.

3. Write a note on any four deductions under chapter VI A.

Short Answer Questions.

1. Explain the trm ‘Person’

2. What do you mean by ‘Income’ ?

3. what are sources of income ?

4. What is provision relating to deduction u/s. 80C ?

5. What do you mean by ‘Agricultural Income’. ?

7. Further Reading :

Manoharan, T. N. - Income Tax.

Singhunia, V.K. - Student’s Guide to Income Tax

Bare Act - Income Tax Act, Finance (No. 2) Act.

ICAI, New Delhi - Study Material on Income Tax.

B B B
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Objective:

After studying this unit, students will be able to understand –

To understand theory and practical computation of incomes of assesses of various

kinds such as individuals, Hindu Undivided Family, Firm and Association of Persons

Structure :

1. Introduction

2. Individual – Computation of taxable income and Tax liablity

3. HUF – Computation of taxable income and Tax liablity

4. Firm – Computation of taxable income and Tax liablity

5. AOP – Computation of taxable income and Tax liablity

6. Company – Computation of taxable income and Tax liablity

7. Summary

8. Key terms

9. Self Assessment Questions

10. Further Reading.

1) Introduction :

This chapter deals with computation of income and tax liablity in respect of different

types of assessees.

An individual means a human beings including male, female, minor, major or a

person of unsound mind. The assessment of individual refers to the computation of the

total income of an individual for income tax purpose.  The procedure of such computation

includes following steps.

(1) Ascertain the income of an individual as per the provisions in the Act under

M.Com. - I / Advance Accountancy ..... 1
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the various heads such as salaries, income from house property, profits and

gains of business or profession, capital gains and income from other sources.

The residential status of an individual should be taken into consideration while

computing such income under various heads.

(2) The proper effect should be given to the unabsorbed losses and allowances

brought forward from the earlier years.

(3) The gross total income should be calculated by editing the incomes of an

individual from all the heads.

(4) The deductions under section 80 CCC to 80 U, (if any), should be claimed

from the gross total income.  The balance represents to total taxable income

of an individual.

(5) Finally, tax liability on total taxable income should be computed by taking into

consideration the rebates u/s 88 and relief’s u/s 89 and advance tax, if any,

paid by him.

B Points to be remembered  :

While computing the total income of an individual assessee the following points

also should be remembered:

(1) Income as a member of Hindu Undivided Family :

A share received by an individual as a member of HUF is exempt from tax

u/s 10 (2) even though HUF has not paid any tax on its income.

(2) Income received as a partner of a firm :

The share in the profits of a firm (which is assessed as a firm) received by an

individual as a partner is exempt from tax.  But, the remuneration in the form of a salary,

bonus, commission or any interest received by him from the firm in the capacity of

working partner is taxable as income from business.  No standard deduction can be

claimed by him in respect of such salary income.

(3) Income received as a member of AOP or BOI :

A share received by an individual as a member of ‘Association of Persons’ or



1234567890123456789012345678901212345
1234567890123456789012345678901212345

1234567890123456789012345678901212345
1234567890123456789012345678901212345133

1234567890123456789012345678901212345
1234567890123456789012345678901212345

1234567890123456789012345678901212345
1234567890123456789012345678901212345133

1234567890123456789012345678901212345
1234567890123456789012345678901212345

1234567890123456789012345678901212345
1234567890123456789012345678901212345133

1234567890123456789012345678901212345
1234567890123456789012345678901212345

1234567890123456789012345678901212345
1234567890123456789012345678901212345133

‘Body of Individuals’ is dealt with as under u/s 67 (A).

(a) In case the total income of the association or body is taxable at maximum

marginal rates or at any higher rate the share received by member from its

income will not be included.

(b) In case the total income of association or body is taxable at the usual rates

the share of a member is included in his total income.  However, he is entitled

for a rebate of tax at an average rate on such income.

(c) In case the total income of association or body is not liable for tax, the share

of member in such income is included in his total income.  But, he is not

entitled for a rebate of tax.

(4) Dividend received as a member of domestic company :

It is exempt from tax u/s 10 (33) hence not included in his individual income.

(5) Dividend received as a member of cooperative institution :

 It is included in the individual income of a member.

B Pro-forma of computation of taxable income of individual

Legal Status : Previous year :

Residential Status : Assessment year :

Particulars Rs. Rs.

I) Income from salary x x

II) Income from house property :

a)  Self occupied x x

b)  Let out x x x x

III) Income from business or profession x x

IV) Capital gains x x

V) Income from other sources :  x x

Gross Total income (Total I to V) x x
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Less : Deductions under Chapter VI A

          (1)  u/s 80 CCC to 80 U x x

Total taxable income x x

A) Tax payable x x

B) Add :  Education cess at 3% on tax x x

Total Tax Payable x x

B Illustrations

Illustration 1 :

Mr. Ramprasad, who is an employer of a company at Pune ( Population exceeds

30 lakhs) furnishes the following particulars of his income.

(1) Basic salary Rs. 3,000 per month.

(2) Dearness Allowance Rs. 500 per month (not eligible for retirement benefits)

(3) Bonus Rs. 10,000 p.a.

(4) Commission fixed Rs. 25,000

(5) Employees contribution to Recognized Provident Fund Rs. 5,000 to which

employer contributes a matching sum.

(6) Interest credited to Provident Fund at 10% p.a. Rs. 6,000.

(7) Entertainment Allowance Rs. 600 per month (He was receiving from the

company Rs. 300 per month prior to 1.4.1955).

(8) He was provided with a rent free accommodation of fair rent of Rs. 20,000

per year.  The cost of furniture provided amounted to Rs. 10,000.

Mr. Ramprasad is the owner of a house property of the Municipal value of Rs.

18,000.  It has been let out at Rs. 2,000 per month.  Municipal taxes amount to 10% of

the municipal value and 30% of the municipal taxes are borne by the tenant.  The house

remained vacant for two months during the year.

Besides he has received Rs. 70,000 as interest on bank deposits.  His investments

and expenditure during the year were :
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     Payment of LIC Premium on own life Rs. 3,000. Donation to Prime Minister’s National

Relief Fund Rs. 5,000. Professional tax Rs. 200 p.m. Medi-claim insurance premium

for family Rs. 1,200.

Compute his total income for the A.Y. 2014 – 15.

Solution :

Computation of the total income of Mr. Ramprasad

Legal Status : Individual Previous year : 2013– 14

Residential Status :Resident Assessment year : 2014– 15

 Particulars Rs. Rs Rs.

I) Income from salary

Basic salary 36,000

Dearness Allowance 6,000

Bonus 10,000

Commission 25,000

Annual Accretion to RPF

Employers contribution 5,000

Less : 12% of salary (Rs. 36,000) 4,320 680

Interest exceeding 9.5% (i.e. 6000 x .5/10) 300

Entertainment Allowance @ Rs. 600 p.m. 7,200

Rent free furnished accommodation (W.Note 1) 12,730

Gross Salary 97,910

Less : 1)  Professional Tax u/s 16 (iii) 2,400 95,510

II) Income from House Property (Let Out)

Gross Annual Value :

(a) Municipal Value 18,000

(b) Fair rent ….

( c) Rental Value 24,000



1234567890123456789012345678901212345
1234567890123456789012345678901212345

1234567890123456789012345678901212345
1234567890123456789012345678901212345136

1234567890123456789012345678901212345
1234567890123456789012345678901212345

1234567890123456789012345678901212345
1234567890123456789012345678901212345136

1234567890123456789012345678901212345
1234567890123456789012345678901212345

1234567890123456789012345678901212345
1234567890123456789012345678901212345136

1234567890123456789012345678901212345
1234567890123456789012345678901212345

1234567890123456789012345678901212345
1234567890123456789012345678901212345136

Annual Lettable Value [Higher of (a) and (b) above] 18,000

       (e) Gross Annual Value

[ Higher of ( c) and (d) above] 24,000

Less: Vacancy period rent 4,000 20,000

Less :   Municipal Taxes paid by owner 1,260

(70% of Rs. 1,800)

Annual Value 18,740

Less: Deductions u/s 24

(i)  Standard Deduction 5,622 13,118

(30% of Annual Value)

III) Income from other sources

Interest on Bank Deposits 70,000

Gross Total Income 1,78,628

Less :  Deductions u/s 80

(1)   LIC , RPF etc. u/s 80 (C) 8,000

(2)   Donations u/s 80 (G) 5,000

(3)   Medi-claim u/s 80 (D) 1,200 14,200

Total Taxable Income 1,64,240

Working Note :

1) Valuation of rent free furnished accommodation at Pune (Population exceeds 25

lakh)

Salary : Rs. 15% of salary of Rs. 78,200 i.e. 11,730

Basic 36,000 Add 10% of cost of Furniture 1,000

DA (if enters) Nil Value of furnished house 12,730

Bonus 10,000 (F.R.V. not to be considered for the

Commission 25,000 valuation of  accommodation )

Taxable Ent. Allow. 7,200

  78,200
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2) Deduction for entertainment allowance u/s 16 (ii) : cannot be claimed as assessee

is non government employee. Until P.Y. 2000-01 non govt. employees were eligible

for this deduction. And while computing this deduction the entertainment allowance

received prior to 1.4.1955 was one of the limits.

3) Assessee can claim Deduction u/s 80 ( C) in respect of his contribution to RPF &

payment of LIC Premium.

4) DA does not enter retirement benefit and commission is fixed ( i.e. not based on

turnover ) hence not included in salary for the purpose of calculation of RPF

Illustration 2 :

Mr. Rajmani is employed with M/s Expressions Pvt. Ltd., Mapusa.  From the following

information pertaining to the year ending 31st March, 2014, compute his total income :

Rs.

Basic salary (after TDS and own contribution to Recognized PF) 60,000

Tax deducted at source 8,000

Bonus 10,000

Employer’s contribution to recognized PF 9,000

(Employee also contributes an equal amount)

Entertainment Allowance 9,500

House Rent Allowance 6,000

Mr. Rajmani was in continuous service with the same employer since 5th July,

2003.  He also received entertainment allowance @ Rs. 400 per month for 2003 – 04

and @ Rs. 500 per month after 2003 – 04.

He is also the owner of a residential house property, which he has let out to his

friend Murlidhar for annual rent of Rs. 48,000.  The fair rent is Rs. 50,000 and Municipal

valuation Rs. 45,000.  He incurred the following expenses in connection with the said

property during the previous year 2013 – 14.

(i) Municipal taxes @ 10%

(ii) Repairs and white wash due but not paid Rs. 5,000.
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(iii) Insurance premium paid Rs. 4,000

(iv) Ground rent due but not paid Rs. 1,000

(v) Interest paid on capital borrowed by his late father for constructing this property

Rs. 10,500.

(vi) Salary to rent collector Rs. 3,000.

Mr. Rajmani donated Rs. 8,000 to Goa University and spent Rs. 5,500 on medical

treatment of his dependent son who is permanently physically handicapped.  He paid a

rent of Rs. 1,000 per month for a house where he stays and professional tax of Rs. 250

p.m.

Solution :

Computation of the total taxable income of Mr. Rajmani for A.Y. 2014-15

 Particulars Rs. Rs Rs.

I) Income from salary

Basic pay (Net) 60,000

Add : (1) Tax deducted at source 8,000

(2) Contribution to RPF 9,000 77,000

Bonus 10,000

Employers’ contribution to RPF

Exceeding 12% of salary Rs. 77,000 Nil

Entertainment Allowance 9,500

House Rent Allowance 6,000

Less : Exempt u/s 10 (13 A) (W.N.1) 4,300 1,700

Gross Salary 98,200

Less :  (1) Professional Tax U/s 16 (iii) 3,000

   (2) Entertainment Allowance (W.N.2) NIL 3,000 95,200

II) Income from House Property (Let Out)
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Gross Annual Value :

(a) Municipal Value 45,000

(b) Fair Rental Value 50,000

(c) Annual Rental Value 48,000

(d) Annual Lettable Value [ Higher of (a) & (b) above] 50,000

(e) Gross Annual Value ([ Higher of ( c) and (d) above] 50,000

Less : Municipal Taxes paid 10% of M.V. 4,500

Annual Value 45,500

Less : Deduction u/s 24 (1)

Standard Deduction  (30% of AV) 13,650

Insurance premium paid NIL

Ground Rent due NIL

Interest on Housing Loan 10,500 24,150 21,350

Gross Total Income 1,16,550

Less :  (1) Deduction for RPF Contribution u/s 80 ( C) 9,000

   (2) Deduction for handicapped dependent

         u/s 80 (DD) 50,000

   (2)  Deduction for donation u/s 80 (G) 8,000 67,000

Total Taxable Income 49,550

Working Notes :

1)Exemption for House Rent Allowance u/s 10 (13A)

Salary : a)  Actual HRA received 6,000

Basic 77,000 b)  Rent paid 12,000

D.A.(if enters) Nil      Less: 10% of salary      7,700

77,000    4,300

Rent paid 12,000 c)  40% of salary 30,800

     whichever is less is exempt i.e. 4,300
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2) Deduction for Entertainment Allowance u/s 16 (ii) As the assessee is non govt.

employee he cannot claim deduction in respect of entertainment  allowance.

Entertainment allowance received by him during 1953-54 or 1954-55 are of no relevance

to him for calculation of deduction  u/s 16 (ii)

Notes : (1) Deductions in respect of following items from annual value of house

property are not to be considered.

(i) Repairs and white wash expenses and salary of rent collector (because

they are covered by standard deduction of 30% of A.V.)

(ii) Interest on capital borrowed by father for construction is allowable deduction.

Illustration 3 :

Mr. Babu of Bangalore submits the following trading and profit and loss account

for the year ending 31-3-2014 :

Particulars Rs. Particulars Rs.

To Opening Stock 60,000 By Sales 4,20,000

To Purchases 3,80,000 By Closing Stock 80,000

To Freight 15,000

To Gross Profit c/d 45,000

5,00,000 5,00,000

To Salaries & wages 14,800 By Gross Profit b/d 45,000

To Rent and taxes 3,800 By Dividend from Co-op

To Income tax 600      Society 2,000

To Household expenses 4,200 By Rent from Buildings

To Postage and telegram 400       Let out 4,800

To Donation 500

To Audit Fees 200
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To Provision for bad debts 680

To Bad Debts 420

To Miscellaneous Expenses 600

To Depreciation 500

To Net Profit 25,100

51,800 51,800

The following information is available :

(a) He is also an employee in a cinema company and receives salary of Rs. 60,000

during the year and paid professional tax @ Rs. 100 p.m.

(b) Purchases include Rs. 5,000 being advance to suppliers in March, 2013 against

goods to be delivered in April, 2013.

(c) Rent and taxes include Rs. 2,300 being municipal taxes paid for the building let

out.

(d) Donation is paid to the Indian Naval Benevolent Fund.

(e) Miscellaneous expenses include Rs. 400 being purchase of books for the

employment.

(f) Depreciation allowable as per rules is Rs. 400.

Compute his total income for the A.Y. 2014 – 15.

Solution :

Computation of the total income of Mr. Babu for A.Y. 2014-15

 Particulars Rs. Rs Rs.

I) Income from salary

Gross Salary 60,000

Less : Professional Tax u/s 16 (iii) 1,200 58,800

II) Income from House Property

Gross Annual Value – Rent 4,800
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Less : Municipal Taxes paid 2,300

Annual Value 2,500

Less : Standard Deduction

(30% of annual vlaue) 750 1,750

III) Income from business:

Net Profit 25,100

Add : Inadmissible expenses :

Advances included in purchase 5,000

Income Tax 600

Household expenses 4,200

Donation 500

Provision for bad debts 680

Books for employment 400

Depreciation 500

Municipal Taxes 2,300 14,180

39,280

Less : Inadmissible incomes :

Dividend from co-operative society 2,000

Rent from buildings (let out) 4,800 6,800

32,480

Less : Depreciation as per rules 400 32,080

IV) Income from other sources :

Dividend from co-operative society 2,000

Gross Total Income 94,630

Less : Deduction for donations u/s 80 G 500

 Total Taxable Income 94,130

Note : (1)  Advance for purchase is inadmissible because it is not actual purchase.
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Illustration 4

The following is the summary of cash transactions of Dr. V. Kumar for the previous

year ending 31-3-2014 :

Particulars Rs. Particulars Rs.

Opening balance 24,350 Rent of hospital 26,000

Consultation fees 1,50,000 Staff salary 28,000

Rent from house property 24,000 Cost of medicines 25,000

Visiting fees 48,000 Surgical equipments 30,000

Sale of medicines 78,000 Income tax 6,000

Gifts 30,000 Medical books 8,000

Pathological fees 40,000 Magazines 4,000

Interest on National Def. Gold Bond. 3,000 General expenses 8,000

Interest on bank S.B. Account 4,000 Household expenses 1,42,000

Dividend from Indian Company 8,000 Municipal taxes 2,000

Lottery Income (Net) 35,000 Repairs 4,000

Fire Insurance 600

Wealth Tax 14,000

Deposits in post office 30,000

Car expenses 4,000

Donations 18,000

Charity 1,000

Laboratory expenses 6,000

Collection charges 500

Closing balance 87,250

4,44,350 4,44,350
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Other information :

(a) Municipal taxes, fire insurance and repairs are in connection with house property

let out.

(b) On 31-3-2014 there was a stock of medicines of Rs. 5,000

(c) Gifts include Rs. 8,000 from father-in-law and the balance from patients

(d) Depreciation as per rules Rs. 10,000 on all blocks of assets including on books

and the portion applicable on car.

(e) Magazines of Rs. 2,000 only were related to profession.

(f) Household expenses included Rs. 2,000 payment made by cheque on “mediclaim”

scheme and Rs. 12,000 paid to ‘Jeevan Suraksha’ Policy of LIC.

(g) One-fourth of car expenses were related to personal use.

(h) Collection charges Rs. 100 for dividend and Rs. 400 for house property.

(i) Donations were given to National Blood Transfusion Council.

Compute his total income for the assessment year 2014 – 15.

Solution :

Computation of the total income of Dr. V. Kumar for A.Y.  2014-15

 Particulars Rs. Rs Rs.

I) Income from profession :

Allowable profession incomes :

Consultation fees 1,50,000

Visiting fees 48,000

Sale of medicines 78,000

Gifts from patients (30,000 – 8,000) 22,000

Pathological test fees 40,000 3,38,000

Less: Allowable deductions:

Rent of hospital 26,000

Staff salary 28,000
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Cost of medicines (25,000 – 5,000) 20,000

Magazines of profession 2,000

General expenses 8,000

Laboratory expenses 6,000

Depreciation 10,000

Car expenses (4,000 x 3/4 office) 3,000 1,03,000 2,35,000

II) Income from house property (Let out)

Gross Annual Value – Rent 24,000

Less : Municipal taxes paid 2,000

Annual Value 22,000

Less : Standard deduction

(30% of A.V.) 6,600

Fire Insurance — 6,600 15,400

III) Income from other sources :

Interest on Savings Bank Account 4,000

Interest on National Defense Gold Bonds 1980 3,000

Less :Exempt u/s 10 (15) 3,000 Nil

Dividend from Indian Company 8,000

Less: Exempt u/s 10 (34) 8,000 Nil

Lottery Income 50,000

(35,000 x 100 / 70,000) 54,000

Gross Total Income 3,04,400

Less :(1)  Deduction for Jeevan Suraksha Plan

       u/s 80 ccc 10,000

(2)  Deduction in respect of mediclaim u/s

       80 D 2,000

 (3)  Deduction in respect of Donations u/s 80 G 18,000

 (4)  Deduction for interest on S.B. A/c  u/s 80 TTA 4,000 34,000

Total Taxable Income     2,70400

M.Com. - I / Advance Accountancy ..... 10
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3.  Assessment of Hindu Undivided Family(HUF)

Hindu undivided family (H.U.F.) is treated as a separate entity in the course of

income tax assessment under the Hindu Law, the term Hindu Undivided Family refers

to a family which consists of all persons lineally descended from a common ancestor

and includes their wives and unmarried daughters. There should be two or more persons

whether male or female to constitute a H.U.F. The relation of a H.U.F does not arise

from a contract but from status.

1) Hindu Coparcenaries :

A Hindu joint family consists of two types of members :

(i) Members entitled for maintenance only :

The female members of family are entitled only for maintenance out of the

family property but they do not enjoy right to enforce partition.

(ii) Coparcenaries :

The sons, grand sons and great grand sons of the holder of the property for

the time being, who are entitled to demand their shares on a partition of the family

are called coparcenary.

2) Two schools according to Hindu Law :

According to Hindu Law the Hindu Undivided Families are governed by two

schools viz. Mitakshara and Dayabhanga.

(i) Mitakshara :

It applies to whole of India except West Bengal and Assam and some part of

Orissa.  Under this school of law, each son acquires, by birth an equal interest in his

father’s ancestral property by mere birth and has right to demand partition. However,

the self acquired property of the father remains his personal property.

(ii) Dayabhanga :

It applies to West Bengal and Assam and some parts of Orissa. Under this

school of law a son does not acquire any interest by birth in an ancestral property. He

acquires such interest only after the death if his father. Hence the son enjoys the right
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to demand partition only after the death of father. In view of this, the father enjoys an

absolute right to dispose of the property of the family according to his desire. Thus

there is no coparcener in Dayabhanga school of law, till the death of father. After the

death of father the sons became coparceners in respect of property left by father and

income arising therefrom is taxable as income of Hindus Undivided Family.

3) Jain & Sikh Undivided Families :

Jain and Sikh families are treated as Hindu Undivided Families for the

purpose of the income tax act though they are not governed by Hindu Law.

2.2.1 Assessment of Hindu Undivided Family :

Conditions Income of a joint Hindu family is assessed for tax as Hindu Undivided

Family if the following conditions are fulfilled :

(i) There is a coparcener ship :

It should be noted that once a joint family income is assessed as H.U.F it

continues to be assessed as such in the subsequent assessment years till the partition

is claimed by coparceners.

(ii) There is joint family property :

The joint family property consists of ancestral property, property acquired

with the aid of ancestral property and property transferred by its members to H.U.F.

Ancestral property means the property inherited by a man from any of his three immediate

male ancestors i.e. father, grand father and great grand father.

  Allowable expenses of H.U.F (Some critical items) :

(i) Salary paid to members of the family :

Any genuine and reasonable salary paid by H.U.F to its members for the

services rendered to earn an income is allowable deduction in computing the taxable

income of H.U.F. Similarly any remuneration paid to Karta of family is allowable as

deduction if there is an agreement to that effect.

(ii) Fees and remuneration as director or partner :

In the case the funds of H.U.F are invested in a company or a firm the
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remuneration or fees received by any of its members as a director or a partner is

treated as income of family. But if such fees or remuneration is earned essentially for

services rendered by the member in personal capacity it is treated as personal income

of the member.

B Income not allowable as H.U.F Income :

The following incomes are not treated as H.U.F income.

(a) Income of members in personal capacity :

Any income earned by the members of H.U.F in their personal capacity are

taxable in the hands of such individual members. They are not treated as H.U.F income.

(b) Income from self acquired property of father :

It is taxable as an individual income of father and not treated as income of

H.U.F.

(c) Profit of members of family :

The profit earned by an individual member of the family is treated as his

individual income even if he has borrowed the capital for such business from H.U.F.

(d) Profits of members of H.U.F from firm :

The profits earned by members of H.U.F from partnership business are treated

as their personal income & not the income of H.U.F.

(e) Income from ancestral property under Dayabhanga law :

Where Dayabhanga law is applicable the income from ancestral property is

taxable as an individual member of father and not of H.U.F

(f) Income from impartible estate :

Income from impartible estate is taxable in the hands of individual member

holding such estate.

(g) Income from converted self acquired property :

The income from self acquired property converted (or transferred without

adequate consideration) after 31st December, 1969 into joint family property is not

taxable in the hand of H.U.F.
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(h) Income from funds given  to wife and daughter of Karta :

Any income from the amount allocated to wife of Karta and unmarried

daughters for marriage expenses at the time of partition is not includible  in income of

H.U.F.

(i) Income from Stridhan :

As ‘Shridhan’ is an absolute property of a women the income arising therefrom

to any female member of H.U.F is treated as her personal income & not of H.U.F.

B INCOMES ALLOWABLE AS H.U.F. INCOMES (Critical items) :

(a) Income from partnership firm :

Incomes received from a partnership firm by Karta or any other member H.U.F

by investing the funds of family as capital will be treated as under:

(i) Share in profits :

The share in profits received by the H.U.F from firm is treated as income of

H.U.F from business but as it is exempt from tax u/s 10(2A) it is not included in its

taxable income.

(ii) Interest on capital :

The interest on capital invested received from such firm is taxable in the hands

of H.U.F as income from business u/s 28

(iii) Remuneration from firm :

Any remuneration received (in the form of salary, bonus, commission etc.) by

the Karta or other member as working partner from such firm is also taxable as business

income in the hands of H.U.F. However, the reasonable remuneration payable to him

as per the agreement is also deductible from such income received from firm.

(b) Income from Investments :

If the funds of the family are invested in some securities such as shares,

debentures, government bonds etc. the income arising from such securities will be

treated as income of H.U.F.
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(c) Income from H.U.F business & property :

Normally, all incomes arising from the business carried by H.U.F and assets

and property owned by it is treated as H.U.F income

B Partition of H.U.F :

There are two kinds of partition of H.U.F viz.

(a) Total partition and (b) Partial partition :

Total partition means the physical division of the entire property of the family and

the members. After such partition joint hindu family ceases its existence.

Partial partition, on the other hand, means separation of few members from joint

family. After such separation the family continues its existence with the remaining

members and the property.

Incase of total partition the assessing officer issues the notice to all the members

of the family and conducts the enquiry and finally the date of partition. The family is

assessed as H.U.F till such date whereas incase of partial partition the family is

continued to be assessed as such even after the date of partition.

B Clubbing and adjustment of losses :

Income belonging to some other person, may be clubbed and taxed as income of

H.U.F u/s 60 to 63 Eg. Any income transferred by H.U.F without transferring an asset is

clubbed with the income of H.U.F.  Similarly, income of an asset transferred under

revocable transfer by family is clubbed with the income of H.U.F and taxable in its

hands.

Losses of current year as well as preceeding years are set off u/s 70 to 80 of the

Act.

The total income of family from five heads after aforesaid adjustments will be the

Gross Total Income of H.U.F.

B Deduction from Gross Total Income  :

From the Gross Total Income of H.U.F the following deduction can be claimed

under chapter VI A:
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80 ( C), 80 D, 80 DD, 80 DDB, 80 G, 80 GGA, 80 GGC, 80 I, 80 IA, 80 IB, 80 JJA.

B Tax Rates & Rebate :

A H.U.F is taxable at the rates applicable to individuals or Association of Person or

artificial juridical person.

2.2.2 ILLUSTRATIONS

Illustration 1 :

From the following details furnished by Mr. Mahesh, Karta of Hindu Undivided Family

compute total income for the assessment year 2014 – 15 :

     Rs.

Profit from business 60,000

Salary received by a member of the family from his services in a college 10,000

LIC Premium on life of family member paid by Karta 2,000

Directors fees received by the Karta 6,570

Annual rental value of the property let out 12,000

Municipal taxes paid 600

Interest on bank deposit 450

Donation to Veershaiv college (approved one) 8,000

Marriage expenses of daughter of Karta 10,000

The family has sold on 1.12.2013 its open site for Rs. 78,880 which was purchased

on 1.6.1987 for Rs. 15,000.The cost inflation index for the financial years 1987 – 88 and

2013-14 were 150 and 939 respectively.
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Solution :

Computation of total income of H.U.F for A. Y. 2014 – 15

Particulars Rs. Rs.

I) Income from house property (let out) :

Gross annual value (rent received) 12,000

Less : Municipal Taxes Paid      600

Annual value 11,400

Less : Standard deduction (30% A.V.)   3,420 7,980

II) Income from business :

Profit from business 60,000

III) Capital gains :

Sale proceeds of open site 1,43,900

Less : Indexed cost of acquisition

(15,000 x 939/150) 93,900 50,000

IV) Income from other sources:

Interest on bank deposits      450

Gross total Income 1,18,430

Less : Deduction under chapter VI A :

Donation to Veershair College u/s 80G ( W.Note 1) 3,399

 Interest on Bank deposits  u/s 80TTA     450   3,849

Total taxable income 1,14,581

Working  Notes :

1) Computation of deduction u/s 80G:        Rs.

Donation approved to Veershaiv college (approved) 8,000

Qualifying amount should not exceed 10% of adjusted
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Gross Total Income of Rs. 67980 [i.e. G.T.I

Rs. 118430 – 50000 capital gains – 450 deduction u/s 80TTA) i.e. Rs 6,855

Deduction is 50% of qualifying Amount of Rs. 6,798 i.e.                       Rs 3,399

Illustration 2 :

A Hindu Undivided Family consists of Amar and his two younger brother’s Avinash

and Arvind. From the following particulars compute the total income of the family for the

assessment year 2014 – 15 :

(a) Interest on government securities held out of family funds Rs. 6,000.

(b) The family owns a house property consisting of the identical units, the actual

value of them being Rs. 20,000. Municipal tax paid is at 10% of the municipal

value. One unit is occupied by the family for its own residence and the other

one is let out at a rent of Rs. 800 per month. Let out portion remained vacant

for one month during the year.

(c) Profit from family business managed by the Karta is Rs. 1,00,000 before

deducting Rs. 15,000 paid to him as salary but after charging speculation

loss of Rs. 5,000.

(d) On 1.3.2014  the family sold its shares for Rs. 85,820 which were purchased

by it on 1.10.1987 for Rs. 21,000. The selling expenses of the same amounted

to Rs. 500. The cost inflation index for the financial year 1987 – 88 and 2013

– 14 were 150 and 939 respectively.

(e) Avinash received salary of Rs. 24,000 by working in a private company.

(f) The family spent Rs. 15,000 on medical treatment of a specified disease of a

member of the family and paid Rs. 5,000 as donation to National Blood

Transfusion Council and paid a premium of Rs. 6,000 on Life Insurance Policy

of Members of Family.
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Solution :

Computation of total taxable income of H.U.F for A. Y. 2014 – 15

 Particulars Rs. Rs Rs.

I) Income from house property :

(A) Half portion – Let out

Gross Annual value

(a) Municipal value (1/2 x 20,000) 10,000

(b) Rent received @ Rs. 800 p.m.   9,600

       ( c) Gross Annual Value

[ Higher of (a) and (b) above 10,000

Less: Vacancy Period Rent not adjustable Nil 10,000

as MV is higher

Less :  Municipal tax @ 10% of M.V.   1,000

Annual value 9,000

Less :Standard deduction

(30% of A. value) 2,700

Income from let out unit 6,300

(B) Income from half portion self occupied

Annual value     NIL 6,300

II) Income from business:

Profit from family business 1,00,000

Add : Speculation loss wrongly debited     5,000

1,05,000

Less :Salary to Karta    15,000 90,000

III) Capital gains :

Sale proceeds of shares 85,820

Less :Selling expenses        500

Net sales proceeds 85,320
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Less : Indexed cost of acquisition

(21,000 x 939/150) 1,31,460

Long term capital loss carried forward - 46140 —

IV) Income from other sources:

Interest on government securities       6,000

Gross total income 1,02,300

Less : Deductions under Chapter VI A :

(1) Medical treatment of specified

disease of members u/s 80(DDB) 15,000

(2) Donation u/s 80(G) 5,000

(3) Interest u/s 80(L) 6,000 26,000

Total Taxable Income    76,300

Notes :

(1) Salary received by Mr. Avinash is his individual income

(2) Donation to Blood Transfussion Council is 100% deductible. It has no upper

ceiling too.

(3) Speculation loss of Rs. 5,000 cannot be set off against any other income

except speculation profit

(4) A reasonable and genuine salary payment to Karta paid in the interest of H.U.F

is allowable deduction.

(5)    Capital loss of Rs.(-)46140 cannot be set off against any other income hence

carried forward.

Illustration 3 :

A hindu undivided family consisting of three members X, Y and Z of whom X is

Karta. From the profit and loss account of the family and the information given below

compute its total income for the assessment year 2014 – 15
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Expenditure Rs. Incomes Rs.

Salaries 45,000 Gross Profit 1,16,550

Office rent 6,000 Rent from house property 9,000

General expenses 9,000 Interest on 7% Saving Bonds 2005 15,000

Interest on loan 4,500 Profit from smuggling 7,950

Income tax 15,000 Profit on sale of building 18,000

Advertisement 3,000 (Bought on 1.1.1995)

Bad debts 1,500

Provision for bad debts 3,000

Fire insurance 300

Municipal taxes 900

Household expenses 23,550

Donation 3,000

Depreciation 5,250

Net profit 46,500

1,66,500 1,66,500

Additional Information :

(a) Salaries include Rs. 9,000 paid to X who is looking after the affairs of the

family business and Rs. 6,000 paid to Y who is working as accountant.

(b) General expenses include Rs. 2,000 paid as tips to police and Rs. 1,000 a

penalty both relating to smuggling business.

(c) Donations paid are related to an approved institution.

(d) Depreciation allowable on other block of assets amounts to Rs. 5,000.

(e) Fire insurance and municipal taxes are relating to house property let out.

(f) Building (a block of assets) of written down value of Rs. 80,000 is sold for Rs.

98,000 during the year.
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Solution:

Computation of total taxable income of H.U.F for A.Y. 2014 – 15.

 Particulars Rs. Rs Rs.

I) Income form business:

Net profit as per P & L A/c 46,500

Add : Expenses disallowed :

Penalty (in general expenses) 1,000

Income tax 15,000

Provision for bad debts 3,000

Fire insurance 300

Municipal taxes 900

Household expenses 23,550

Donation 3,000

Depreciation 5,250 52,000

Less : Incomes taxable under other heads : 98,500

Rent from house property 9,000

Interest on 7% Saving Bonds 202 15,000

Profit on sale of building 18000 42000

56,500

Less : Depreciation as per rules 5,000 51,500

II) Income form house property (Let out) :

Gross Annual Value (Rent) 9,000

Less :  Municipal taxes paid 900

Annual value 8,100
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Less : Standard deduction 2,430

(30% A. Value)

Fire insurance NIL 2,430 5,670

III) Capital gains (short term) :

Sale proceeds of buildings 98,000

Less :  Written down value 80,000 18,000

Gross Total Income 75,170

Less :  Deductions under chapter VI A

Donation u/s 80(G)

(50% of Rs. 3,000) 1,500

Total taxable income :  73,670

Notes :

(1) Salaries of members of H.U.F Mr. X and Mr. Y are allowable deduction being

reasonable & in the interest of business.

(2) Tips paid to police in respect of smuggling business is allowable deduction

but the penalty paid is disallowed.

(3)    Interest on 7% Saving Bonds 2002 is exempt from tax u/s 10(15).

2.3 Assessment of Firm

Indian partnership Act, 1932 (section 4) defines partnership as “a relationship

between persons who have agreed to share the profits of a business carried by all or

any of them acting for all”. Persons who have entered into partnership with one another

are called individually “partners” and collectively a “firm”. Under section 2(23) of Indian

Income Tax Act, ‘firm’, ‘partner’ and ‘partnership’ have the meanings respectively

assigned to them in the Indian partnership act, but the expression ‘partner’ shall also

include any minor person who, has been admitted to the benefit of partnership.  In case

a minor is to be admitted to the benefits of the partnership there must be atleast two

adults to form a legal partnership. An individual or a company or a trust can become a

partner but H.U.F or firm cannot become a partner in a firm.
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B Assessment of Firm (sec. 184) :

The salient features of the scheme introduced from the assessment year 1993 –

94 for the taxation of firms are as under :

(a) The firm will be taxed as a separate entity. These will be no distinction between

registered and unregistered firms.

(b) The share of the partner in the income of the firm will be exempt u/s 10 (2A) in

computing the individual income of partner.

(c) Remuneration to partners in the form of salary, bonus, commission or by

whatever name called will be allowed as a deduction in computing the income

of firm subject to certain restrictions.

(d) The firm paying interest on funds employed by partners can claim deduction

in respect of such interest paid upto a maximum of 12% p.a.

(e) The income of the firm will be taxed at a flat rate of 35%.

(f) The partnership firms will be assessed in two ways :

(i) Partnership firm assessed as such (PFAS)

(ii) Partnership firm assessed as association of persons (PF AOP)

(I) Partnership Firm Assessed as Such (PFAS):

In order to avail the status of PFAS a firm should satisfy the following five

conditions :

1) A firm must be evidenced by an instrument (such as partnership)

2) Individual share of partners should be specified in instrument.

3) A certified copy of instrument should be submitted along with the first return

of income of firm.

4) Revised instrument must be furnished with the returns whenever there are

changes in constitution or profit sharing ratio.

5) There should not be any failures as mentioned in section 144 which are :

(a) Failure of firm to submit its return of income even after receiving notice.
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(b) Failure to comply with all the terms of notice u/s 142(1) requiring the firm to

produce specified accounts, documents or information or to get the accounts

audited.

(c) Failure to comply with all the terms of notice u/s 143(2) requiring an attendance

before assessing officer or the production of evidence in support of return

filed.

Once a firm is assessed as a PFAS by fulfilling the aforesaid conditions, it will

be assessed as PFAS for every subsequent year unless there is a change in

constitution or profit sharing ratio.

II) Partnership Firm assessed as association of persons (PFAOP) sec. 184

& 185

A firm is assessed as an association of persons if :

(a) It does not comply with the provisions specified u/s 184 (referred above)

(b) It commits failures referred in section144 (referred above)

If the firm is assessed as association of persons a different provisions of the Act

will be applicable to it.

B Computation of total income of firm :

The total income of a firm shall be computed under the various heads of income in

usual manner keeping in view the residential status of firm. However, while computing

the income from business or profession the following important points should be carefully

considered.

1) Interest to partner : Interest paid to partners exceding12% p.a. is disallowed.

2) Remuneration to partners : The remuneration paid to partners in the form of

salary, bonus, commission etc is allowed as deduction if :

(i) It is paid only to a working partner.

(ii) It is authorised by the partnership deed.

(iii) It does not pertain to period prior to partnership deed.

(iv) It does not exceed permissible limits.
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(1) Remuneration allowable to working partners u/s 40(b) :

Book profit Maximum amount deductible in respect of

remuneration to partners u/s 40 (b) with

effect from the assessment year 2010-11

If book profit is negative Rs. 1,50,000

In case book profit is positive –

a) On first 3 lakh of book profit Rs. 1,50,000 or 90 percent of book profit,

b) On balance of the book profit whichever is more 60 percent of book profit

Note : 1) ‘Book profit’ refers to the net profit shown in the Profit & Loss A/c in the

manner indicated u/s 28 to 44D of the Act before debiting the remuneration to

partners.

2) ‘Profession U/s 44 AA’ : Includes legal, medical, engineering, architectural

profession, or profession of accountancy or technical consultancy or interior

decoration or any other profession notified by Board.

3) Rent to Partners : Rent paid to partner of the firm who is the owner of

premises is allowable deduction after considering the above points.  The profits

& gains of firm from business and profession are computed in usual manner

given under chapter ‘Income from business or profession’.

B Deduction from Gross Total Income :

In order to ascertain total taxable income of the firm the following deductions can

be claimed under chapter VIA from the gross total income of the firm :

80G, 80GGA, 80HHB, 80HHBA, 80HHC, 80HHC 80HHD, 80HHE, 80HHF, 80I, 80IA,

80IB, 80JJA and 80O.

However the deduction in respect of long term capital gains are not allowed from

the aforesaid sections.

B Computation of incomes of partner :

The individual income of partners of a firm are computed under different heads as

M.Com. - I / Advance Accountancy ..... 11
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per the provisions of the Act. In computing the incomes of a partner from the firm,

however, the following points should be carefully considered.

(a) Remuneration from the firm :

Any salary, bonus, commission or remuneration by whatever name called

receivable or received by partner from the firm as per the provisions of partnership

deed [but not exceeding provisions u/s 40 (b)] is taxable in the hands of the partner

as ‘profits and gains from business or profession’ u/s 28(v). Hence the partner

can claim deduction in respect of any expenses incurred by him wholly and

exclusively for the purpose of earning such income. Such remuneration received

from the firm is not taxable under the head ‘Income from salary’ because partner

of the firm is not an employee of the firm. Secondly, the standard deduction u/s

16(i) cannot be claimed by the partner in respect of such remuneration.

(b) Interest from the firm :

Any interest received by a partner as per the provisions of the partnership deed

not exceeding 12% p.a. is shown as income from business or profession in the

computation of income of the partner.

(c) Rent from the firm :

Any rent received by the partner for the premises let out to the firm shall be shown

under the head ‘Income from house property’.

(d) Perquisites from the firm :

Any perquisites in the form of rent free accommodation, free gas, electricity etc.

provided to the partner are disallowed in the hands of the firm. As a result, they are

not assessable in the hands of the partner to prevent double taxation.

(e) Share in profits of the firm :

The share received by the partner from the profits of the firm is exempt u/s 10(2A)

(f) Deduction allowable :

From the income of the partner from firm chargeable under the heads ‘Profit and

Gains of Business’ the following deductions can be claimed.
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(i) Interest on funds borrowed for investment in firm.

(ii) Interest paid to firm on deficit capital, if any, on failure to maintain minimum

required capital.

(iii) Incidental expenses to earn remuneration from firm.

Format for computation of Total Income of Firm

Particulars Rs. Rs.

I) Income from business / profession :

Net profit as per profit & loss A/c x x x

Add : Inadmissible expenses debited to P & L A/c :

Payments to retiring partners x x x

Interest paid to partners exceeding 12% x x x

Excess depreciation debited x x x

Partnership deed, stamp paper, fees x x x

Loss of cash at partners residence x x x

Private loans irrecoverable x x x

Expenses chargeable under other heads x x x

Capital expenditure x x x

Loss of stock by fire, theft etc. x x x

Fines & penalties x x x

Donations & charity x x x

Personal expenses of partners x x x

Income tax or wealth tax x x x

Provisions for bad debts x x x

Provisions for income tax x x x

Loss on sale of capital assets x x x

Gift tax or estate duty x x x
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Preliminary expenses x x x

Payments in excess of Rs. 20,000

(not made by cheque) x x x x x x

Less : Incomes chargeable under other heads or exempt :

Rent from house property x x x

Income from investments x x x

Interest on bank deposits x x x

Profit in sale of capital assets x x x

Interest on Post Office SB A/c x x x

Bad debts recovered previously allowed

Incomes chargeable under the head

Incomes from other sources x x x

Refunds of taxes x x x x x x

Add : Remuneration of partners in the form of salary,

Bonus, commission etc. (if debited to P & F A/c) x x x

BOOK PROFIT x x x

Less : Remuneration allowable to working partners

u/s 40(b) (W. Note 1) x x x

Income from business or profession x x x

II) Income taxable under the other heads

(to be computed as per Provisions of Act) x x x

Gross Total Income x x x

Less : Deduction allowable u/s 80G to 80 GGA x x x

Total Taxable income x x x

W. Note : (1) Remuneration allowable to working partners u/s 40(b) :
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Book profit Maximum amount deductible in respect of

remuneration to partners u/s 40 (b) with

effect from the assessment year 2010-11

If book profit is negative Rs. 1,50,000

In case book profit is positive –

c) On first 3 lakh of book profit Rs. 1,50,000 or 90 percent of book profit,

d) On balance of the book profit whichever is more 60 percent of book profit

2.3.2 Illustrations :

Illustration 1 :

A and B are the working partners in a firm sharing profits and losses in the ratio

3:2. The profit and loss account of the firm showed a net profit of Rs. 56,000 for the

year ending 31-3-2014 after charging the following :

(a) Interest on capital at 20%: A Rs. 7,500 and B Rs. 2,500

(b) Salary of partners: A Rs. 80,000 and B Rs. 80,000.

Compute the income of the firm for the assessment year 2014 – 15

Solution :

Computation of total income for A. Y. 2014 – 15

Particulars Rs. Rs.

 (i) If Professional firm :

Net profit as per profit & loss A/c 56,000

Add : Excess interest disallowed :

On capital of A @ 8% (i.e.7,500 x 8/20) 3,000

On capital of B @ 8% (i.e. 2500 x 8/20) 1,000 4,000

60,000
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Add : Salary to partners debited to P & L A/c :

                                     A 80,000

                                     B 80,000 1,60,000

Book Profit 2,20,000

Less : Salary allowable to working partners :

(a) Salary actually paid to A & B 1,60,000

OR

(b) Salary allowable u/s 40(b)

      90% on first Rs. 2,20,000 1,98,000

      whichever is less i.e. 1,60,000

Taxable Income from Business 60,000

Illustration 2 :

X Y and Z are the partners in a firm sharing profits and losses in the ratio of

1:2:3. The profit & Loss account of the firm showed a net profit of Rs. 40,000 for the

year ending 31.3.2014 after charging the following :

Salary of Rs. 30,000 and Rs. 20,000 to X and Y respectively. Interest on capital

calculated at the rate of 15% p.a. of Rs. 1,250  and Rs. 7,500 and Rs. 6,250 to X,Y and

Z respectively. Bonus for Z of Rs. 15,000; commission of Rs. 5,000; Rs. 12,500 and

Rs. 17,500 to X, Y and Z respectively.

Z had borrowed money for his capital investments in the firm and had paid interest

of Rs. 37,500 separately to the lender.

X and Y are the working partners in the firm.

Compute the total income of the firm and the taxable income of the three partners

from the firm for the assessment year 2014 – 15.
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Solution :

Computation of total income of firm for A. Y. 2014 – 15

Particulars Rs. Rs.

Net profit as per Profit & Loss A/c 40,000

Add : Excess interest (over 12%) disallowed :

X (1250 x 3/15) 250

Y 7500 x 3/15) 1500

Z (6,250 x 3/15) 1250 3000

Add : Remuneration to partners (debited to P & L A/c) : 43,000

Salary to  X 30,000

           to Y 20,000

Bonus to  Z 15,000

Commission to X 5,000

                   -   Y 12,500

                   -  Z 17500 1,00,000

Book profits 1,43,000

Less :  Salary allowable to working partners X & Y :

(a) Actual salary & commission paid to X & Y

     (50,000 + 17,500) 67,500

OR

(b) Salary allowable u/s 40(b)

      90% of first Rs. 1,28,700 (book profit) 1,28,700 1,28,700

      Whichever is less 67,500

Total income of firm 75,500
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Taxable income of partners from firm :

X Y Z

Salary 30,000 20,000 —-

Interest on capital @ 12% 1,000 6000 5000

Share in profits (exempt u/s 10(2A) —- —- —-

Commission   5,000  12,500        —-

Total income from firm 36,000 38,500 5,000

Note : Interest on loan taken for capital investment in the firm by Mr. Z is allowable

deduction from his individual taxable income.

Illustration 3 :

A, B and C are the partners in a firm sharing profits and losses in the ratio of 4:3:3.

The following is the profit and loss account of the firm for the year ending 31.3.2014 :

Particulars Rs. Particulars Rs.

Salaries 35,000 Gross profit 2,40,000

Rent 5,000 Profit on sale of car 21,000

Miscellaneous expenses 10,000 Bad debts recovered 5,000

Car expenses 6,000 (previously taxed)

Advertisement 5,000 Interest on bank deposits 5,000

Income tax 25,000 Dividend form Indian Co. 10,000

Loss of cash kept at the

residence of partner 13,000

Donations 2,000

Commission partner A 20,000

Salary to partners :
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          B 30,000

          C 15,000 45,000

Interest on capital :

          A 6,000

          B 3,750

          C 5,250 15,000

Depreciation 20,000

Net profit transferred :

          A 32,000

          B 24,000

          C 24,000 80,000

2,81,000 2,81,000

Additional information :

a) Miscellaneous expenses paid for the private expenses of partner B Rs. 5,000

b) Advertisement includes Rs. 2,000 which is not related to business

c) 1/3 of car expenses relate to personal use of the partners.

d) Donations are paid to municipal corporation for promoting family planning.

e) Depreciation allowable as per the rules is Rs.15,000 (for business).

f) Rate of interest charged on capital is at 15% p.a.

g) A and B were the working partners.

h) The car purchased on 1.2.1997 for Rs. 1,10,000 was sold on 31.12.2013 for

Rs. 61,000 and its written down value as on 1.4.2013 was Rs. 40,000 and it

was the only asset in that block of assets.

Compute the total income of the firm for a. Y. 2014 – 15
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Solution :

Computation of the total income of the firm for A. Y. 2014– 15

Particulars Rs. Rs.

I) Income from business :

Net Profit as per P & L A/c 80,000

Add : Inadmissible expenses :

Private expenses of partner B 5,000

Car expenses (1/3rd personal) 2,000

Advertisement not related to business 2,000

Income tax 25,000

Loss of cash at residence of partner 13,000

Donations 2,000

Interest on capital (exceeding 12%) (15,000 x 3/15) 3,000

Depreciation (20,000 – 15,000) in excess 5,000    57,000

1,37,000

Less :  Incomes taxable under other heads :

But debts (previously disallowed) 5,000

Profit on sale of car 21,000

Interest on bank deposits 5,000

Dividend from Indian Co. 10,000 41,000

96,000

Add : Remuneration to partners (debited to P & L a/c) :

Salary to B & C 45,000

Commission to A 20,000 65,000

Book profits 1,61,000



1234567890123456789012345678901212345
1234567890123456789012345678901212345

1234567890123456789012345678901212345
1234567890123456789012345678901212345171

1234567890123456789012345678901212345
1234567890123456789012345678901212345

1234567890123456789012345678901212345
1234567890123456789012345678901212345171

1234567890123456789012345678901212345
1234567890123456789012345678901212345

1234567890123456789012345678901212345
1234567890123456789012345678901212345171

1234567890123456789012345678901212345
1234567890123456789012345678901212345

1234567890123456789012345678901212345
1234567890123456789012345678901212345171

Less :  Salary allowable to working partners A & B :

(a) Actual remuneration (salary & commission)

     paid to A & B (30000 + 20,000 50,000

                        OR

(b) Salary allowable u/s 40(b):

      90% of first Rs. 1,61, 000 (book profit) 1,44,900

      Whichever is less of (a) & (b) above i.e.    50,000

      Income from business 1,11,000

  II) Short term capital gains (on sale of car) 21,000

  III) Income from  other sources :

Interest on bank deposit 5,000

Dividend from Indian Co 10,000     15,000

Gross Total Income 1,47,000

Less :  Deduction under chapter VI A

(1) Deduction for donations u/s 80(G)

(not exceeding 10% of adjusted G.T.I of Rs. 1,47,000) 2,000 2,000

Total taxable income 1,45,000

Notes : (1) Bad debts recovered previously taxed are exempt since they were taxed

earlier.

(2) Profit on sale of car is short term capital gain as car is depreciable asset.

5. Assessment of Association of Persons (AOP) :

When two or more persons come together to protect their common interest or

perform a joint business activity, it is called association of persons, provided it is not a

Firm or Hindu Undivided Family, Company or a local authority.  The basic conditions for

Association Of Persons (AOP) are :
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(i) There should be a joint venture,

(ii) The aim of such joint venture is to earn a revenue, and

(iii) It should not be a firm or H.U.F. or Company or local authority.

The association of persons (AOP) is also called Body of Individuals (BOI).

In case of co-owners of the property if their shares are not definite and ascertainable,

they will be as an association of persons.

In case a partnership firm fails to fulfil the conditions laid down in section 184 for

any assessment year, it shall be assessed as an association of persons for that

assessment year.

B Computation of share of a member u/s 67 A. :

A) Where shares of members of A.O.P or B.O.I. are known :

The income of members shall be computed as under –

(1) Any interest, salary, commission or other remuneration paid to members is

deducted from the total income of A.O.P. and the remaining balance is

apportioned among the members.

(2) If the balance apportioned among the members as above is profit the interest,

salary, commission or other remuneration of members is added to their

respective shares in profit.

But, if the balance apportioned among the members is loss the interest, salary,

commission or other remuneration of members is adjusted suitably to the

share in loss of respective members.

(3) The different kinds of income of members of A.O.P. as ascertained in the

above two steps is to be shown under proper heads of income.

(4) The interest paid on funds borrowed by member for the purpose of making

investment in the association is deducted from his share in the income from

business or profession.  In case the net share of a member in the income of

A.O.P. is a loss, it cannot be set off from his individual income.
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B Computation of total income of A.O.P. :

The total income of A.O.P. from various sources is computed under different heads

as per the provisions of income tax.  But, the salary, interest, bonus, commission or

other remuneration to members is not allowed as deduction there from.

B Exemption to members in respect of share from A.O.P. :

The share of income received by member from A.O.P. is treated as under:

(1) If A.O.P. is taxed at the maximum marginal rate or any higher rate, the share

of member from AOP is exempt from tax while computing his total income.

(2) If AOP is not subject to any income tax, the share of member from AOP is

taxable in his individual hands.

(3) If AOP has paid tax at normal rates, the share received by member from AOP

is included in his individual income but, he is entitled for a rebate of tax at an

average rate thereon.

B) Where share of members of AOP or BOI are unknown :

In case the shares of members of AOP in the whole or any part of income of such

AOP are indeterminate or unknown the tax is charged on its total income at the maximum

marginal rate.  But, if the total income of any member of AOP is chargeable to tax at a

rate higher than maximum marginal rate, the tax shall be charged on its total income at

such higher rate.

On discontinuance of the business or profession carried on by AOP, there is no

bar to continue the proceedings already instituted or to initiate any proceedings for

assessment purposes.  The AOP shall be treated as in existence until such

proceedings are finalized.

B Glossary :

HUF : Hindu Undivided Family

AOP : Association of Persons

6. Company :

Company is a separate form of organisation with own identity. As per section 2(17),
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company means an Indian Company, body corporate, association / institution declared

as company.

B Computation of taxable income of Companies :

Companies have to adopt a specific procedue for computation of taxable in come

and tax liablity. The deductions under chapter VI A is respect of companies are not the

same as they are for individuals / HUFs the taxliability of company is based on its book

profit for this purpose profit and loss Account is requried to be adjusted with the help of

following points.

- Income tax paid or payable and provision for the same.

- amount transfered to reserve in any name

- provisions made for meeting liabilities

- dividend paid or payable

- expenditure on exempted income u/s. 10 and 11

- amount of provision for deferred tax

- unalowed depreciation

- income exempt from tax, but credit to P & L A/c

- unabsorbed depreciation

- profit of sick unit

As per these adjustments, the taxable profit is to be calculated.

Illustration :

Adarsh Textiles Ltd., has given the following details

Dr.

Particulars Rs. Particulars Rs.

Stores 10,50,000 Sales 70,34,000

Salaries & Wages 19,40,000 Closing stock 7,21,000

General Exp. 11,60,000 Dividend 51,000
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Donation 25,000 Transfer fees 18,000

Office Exp. 10,000

Audit fees 5,000

Depreciations 5,55,000

Legal charges 25,000

Income tax 70,000

Net Profit 29,84,000

78,24,000 78,24,000

1. Legal charges include Rs. 5,00 for personal case of director.

2. Dep. as per rules is Rs. 6,05,000/- computation of taxable Income of Adarsh

Textile Ltd.,

Net Profit as per P & L Rs. 29,84,000

Add : Disallowed Expenses

Donation Rs. 25,000

Income Tax Rs. 70,000

Legal Charges Rs. 5,000

Depreciation Rs. 5,55,000

Rs. 36,39,000

Lessi Allowable Expenses & Income

Depreciation Rs. 6,05,000

Dividend Rs. 51,000

Rs. 6,56,000

Taxable Income Rs. 29,83,000
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7. Summary :

Total taxable income is calculated as per the respective type / category of person.

Individual, firm, AOP, Company have to calculate their income considering applicable I

exemptions and deductions of the respective entily. The tax liability depends upon total

taxable income. Provisions of deduction Particularly the subsections of section 80 have

to be carefully applied for computation of taxable income. For example, section 80C

deductions are mostly applicable to individual / huf, but not aplicable for company / firm.

8. Key Terms :

Company – A company egistered under Indian Companies Act.

Firm – A partnership firm registered under Indian Partnership Act.

AOP – An Association of Persons formed voluntarily for specific objectives.

Book Profit – Profit shown in the profit and loss account is adjusted with reference

disallowed expenses and exempted income.

9. Assessment Questions :

A) Fill in the blanks with appropriate alternatives -

i) HUF stands for ....................

a) Hindu family b) Hindu Undevided family

c) Hndu United family d) None of there

ii) Deduction in respect of life insurance premium is available for ................

a) an individual b) a firm c) a company d) AOP

iii) Company means and includes ................

a) Indian company b) foreign company operating in India

c) Holding Company d) All of these

iv) Which of the following expenses in disallowed for book profit ?

a) Salary & wages b) Income tax c) Depreciation d) Conveyance



1234567890123456789012345678901212345
1234567890123456789012345678901212345

1234567890123456789012345678901212345
1234567890123456789012345678901212345177

1234567890123456789012345678901212345
1234567890123456789012345678901212345

1234567890123456789012345678901212345
1234567890123456789012345678901212345177

1234567890123456789012345678901212345
1234567890123456789012345678901212345

1234567890123456789012345678901212345
1234567890123456789012345678901212345177

1234567890123456789012345678901212345
1234567890123456789012345678901212345

1234567890123456789012345678901212345
1234567890123456789012345678901212345177

v) Dividend received is taxed as income from ................

a) business or protession b) Capital gain

c) other sources d) house property

B) State whether the following statements are true or false

i) Book profit and net profit are one and the same

ii) Donation is allowable expenditure for individual

iii) Company is required to pay tax at a flat rate

iv) Individual and HUF are treated similarly for taxation purpose.

v) Partners salary is a disallowed expenditure for partnership firm.

C) Long Answer questions.

i) What are the featues of taxable income of a firm.

ii) Briefly explain the provisions of taxable income in respect of company.

iii) Explain the features of computation of income of an individual and HUF.

iv) From the following details, compute the total taxable income of best Footwears

Pvt Ltd.

Particulars Rs. Particulars Rs.

Opening stock 1,35,000 Sales 17,00,000

Opening stock 10,11,000 Closing stock 4,09,000

Purchases 6,000 Dividend received 21,000

Salaries 2,40,00

Office Expenses 67,500

Depreciation 1,56,000

Travelling 47,000

Donation 11,000

Income tax 40,000

M.Com. - I / Advance Accountancy ..... 12



1234567890123456789012345678901212345
1234567890123456789012345678901212345

1234567890123456789012345678901212345
1234567890123456789012345678901212345178

1234567890123456789012345678901212345
1234567890123456789012345678901212345

1234567890123456789012345678901212345
1234567890123456789012345678901212345178

1234567890123456789012345678901212345
1234567890123456789012345678901212345

1234567890123456789012345678901212345
1234567890123456789012345678901212345178

1234567890123456789012345678901212345
1234567890123456789012345678901212345

1234567890123456789012345678901212345
1234567890123456789012345678901212345178

Interest on bank loan 75,500

Commission sales 17,000

Net Profit 3,24,000

21,30,000 21,30,000

Additional information -

– Depreciation as per T.I. Rules is Rs. 1,65,000/-

– Salary includes Rs. 2,000/- paid to an employee for personal work of director

of company.

– Travelling includes Rs. 7,000/- paid for personal tour of company’s chairman.

Compute the total taxable income of Best Footwares Pvt. Ltd.,

Write Short Notes on the following –

– Book Profit

– Association of Person

– Deduction in respect of partners salary

– Director’s Remuneration.

10) Further Readings :

Singhania V. K. – Students Guide to Income Tax

Manoharan T. N. – Income Tax

Kulkarni S. S. – Income Tax

Pagar, Dinkar  – Direct Tax Laws

Kadkol , M. B. – Income Tax – Law and Practice.

B B B
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Objectives :

After studying this unit you will be able to understand the:

B Meaning of clubbing of income and setoff and carry forward of losses

B Detail provisions of Income-tax Act in this regard

B Computation of clubbing of incomes and setoff and carry forward of losses

Structure :

1. Introduction

2. Income of other persons included in the total income of an assessee

3. Set off and carry forward of losses

4. Summary

5. Key Terms

6. Self Assessment Questions

7. Further Readings

1. Introduction :

On many occasions tax payers do not disclose certain assets and investments

in their records or disclose them at lower value in order to evade tax. Sometimes they

try to reduce their tax liability by transferring their assets in favour of their relatives. In

order to counter act such practices special provision relating to clubbing of income

have been incorporated in the Act u/s 60 to 64. We shall study these provisions in this

chapter.

UNIT - 3

CLUBBING OF INCOME, SET OFF & CARRY
FORWARD OF LOSSES

(SECTION 56 TO 59)
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2  Income of other persons included in the total income of an assessee :

Following are the incomes belonging to other persons to be clubbed with the income

of an assessee as the assessee has arranged for tax evasion under these

circumstances.

(1) Transfer of income without transfer of asset (Sec. 60) :

In cases where an assessee makes revocable or irrevocable transfer of an income

from an asset without transfer of an asset, the income arising to transferee therefrom

is deemed to be the income of an assesee and included in his total income.

(2) Revocable transfer of assets (Sec. 61) :

In case where the assessee makes recovable transfer of assets the income arising

to transferee therefrom shall be included in the total income of the assessee.

(3) Irrevocable transfer for a specified period (sec. 62) :

In cases where the assessee makes irrevocable transfer of assets for a specified

period the income arising therefrom shall be taxable as the income of the assessee

after the date when the power to revoke the transfer arises. Until such date the income

is deemed to be accruing to the transferee subject to following conditions.

(a) Transfer, if affected through the medium of trust, is not revocable during the

life time of the beneficiary.

(b) In the case of any other transfer, the same is not revocable within the life time

of beneficiary.

(c) In both the above transfers the transferer derives no direct benefit from such

income.

(4) Income of spouse [sec. 64(1)] :

The spouse means husband and wife who are lawfully wedded. The following

incomes of an individual and the spouse are clubbed :

(a) Income from a concern wherein the spouse has substantial interest

[sec. 64(1)(ii)] :

The income arising to the spouse of an individual by way of salary, commission
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fees or any other remuneration, whether in cash or in kind, from a concern in which the

individual has substantial interest. However, the remuneration solely attributable to the

application of technical or professional knowledge and experience of the spouse need

not be clubbed.

An individual is deemed to have a substantial interest, if the shares carrying 20%

or more voting power are owned by him (individually or along with his relatives) at any

time during the previous year in case of a company or is entitled to not less than 20% of

the profits in case of a concern other than a company. The income shall be included in

the income of the spouse whose  income (exclusive of income under this clause) is

higher.

(b) Income from assets transferred [sec. 64 (i)(iv)] :

Where an asset (other than house property) is transferred directly or indirectly by

an individual to the spouse otherwise than for adequate consideration or in connection

with an agreement to live apart, any income from such asset is deemed to be the

income of the transferor.

(5) Income of daughter in law [sec. 64(i)(vi)] :

Where an asset is transferred by an individual directly or indirectly to daughter-in-

law (son’s wife) on or after 1
st

 June 1973, otherwise than for adequate consideration

the income arising therefrom will be added in the income of individual.

(6) Income from assets transferred to a person or association of person etc.

for the benefit of spouse [sec. 64(i)(vii)]:

Where an asset is transferred by an individual, directly without adequate

consideration for an immediate or deferred benefit of spouse the income arising from

such transfer will be added in the income of the individual (transferer)

(7) Income from assets transferred to a person or association of persons etc.

for the benefit of son’s wife [sec 64(1)] :

Where an asset is transferred by an individual, directly or indirectly to a person or

association or persons without adequate consideration for an immediate or deferred

benefit of son’s wife the income arising from such transfer will be added in the income

of individual (transferor).
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(8) Income of a minor child [sec. 64(1A)] :

The income arising to a minor child shall be included in the income of the parent :

(i) Where total income is greater, in case where marriage of parents subsists.

(ii) Who maintains the minor child during the previous year, where the marriage

of the parents does not subsist.

However the following incomes of minor child shall not be clubbed with the income

of the parents.

(i) income arising from manual work done by the minor.

(ii) income arising from the activity involving application of his skills, talent or

specified knowledge & experience.

B Exception :

The income of a physically or mentally handicapped minor child, however, need not be

included in the income of his parents.

(9) Income form converted property sec. 64(2) :

Where an individual, being a member of H.U.F transfers directly or indirectly his

self acquired property into property of H.U.F otherwise than for adequate consideration

such property is called converted property. The income from such converted property

and capital gains from transfer of such property shall be included in the total income of

the individual and not in the income of H.U.F.

After the partition of the converted property, the income arising to the spouse from

such converted property shall be treated as the income of the individual but not of the

spouse.

B Treatment of loss [sec. 64] :

Where there is a loss to a specified person in circumstances specified u/s

64 (regarding clubbing of incomes) the individual will also be entitled to set off such

loss.  Thus for all provisions of section 64 income will also include a ‘loss’ or ‘negative

income’
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B Deemed incomes :

Section 68 and 69 specify certain amounts, which are deemed as income of assessee

and included in his taxable income. They are :

(1) Cash credit (sec. 68) :

Any sum credited in the books of assessee during the previous year for which no

satisfactory explanation about the nature and source thereof is offered to the assessing

officer shall be deemed income of the assessee and added to his taxable income of

the previous year.

(2) Unrecorded and unexplained investments [sec. 69] :

Any investment made by the assessee but not recorded in the books of account

maintained by him and no satisfactory explanation about the nature and source of

investment is offered to the Asssising Officer shall be deemed to be the income of the

assessee and added to his taxable income of the previous year in which investment

was made.

(3) Unrecorded and unexplained money etc [sec. 69 A] :

Any money, bullion, jewellery or other valuable articles owned by the assessee but

not recorded in his books of account and no satisfactory explanation about the nature

and source of acquisition is offered to the Assessing Officer shall be deemed to be the

income of the assessee and the value thereof shall be added to his taxable income of

the previous year in which the owned these items.

(4) Under recorded investments, money, bullian etc [sec. 69B] :

Any investment, money, bullian, jewellery and other valuable articles owned by the

assessee the actual value of which exceeds the value recorded in the books and no

satisfactory explanation about such excess value is offered to the Assessemnt officer,

shall be deemed to be the income of the assesseeand such under recorded value

thereof shall be added to his taxable income of the previous year in which the investment

is made or he is found to be the owner thereof.

3. Set off and carry forward of losses :

Income earned by the assessee under the five heads of income, during the previous
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year is added together to ascertain gross total income. If there is income under these

heads the ascertainment of gross total income becomes easy but if there is a loss

from any of the heads the problem arises as to whether it can be set off (or adjusted)

against the income from other heads. To solve this problem sections 70 to 80 of the Act

elaborate the procedure of set off and carry forward of losses. The set off and carry

forward of losses is to be undertaken in following three steps:

(I) Set-off of loss from one source of income against another source under

the same head of income (sec. 70)

Loss from one source of income can be set off against income from other source

under the same head of income during the previous year. For example a loss from one

business can be set off against the income from another business. A capital loss can

be set off against capital gain or a loss from one house property can be set off against

the income from another house property during the same previous year. This rule is

however subject to following exceptions

(a) Loss from speculation business :

If there is a loss from speculation business it can be set off only against the profit

from speculation business. It cannot be set off against the profit of non speculation (or

normal) business. However, if there is a loss from non speculative business or profession

it can be set off against income from speculation business.

(b) Loss from the activity of owning and maintaining race horse :

Loss from the business of owning and maintaining race horses cannot be set off

against income, if any, from any other source except income from owning and

maintaining race horses or from prize money received on a horse race.

(c) Set off against winning from lotteries, crossword puzzles, gambling

and betting:

A loss cannot be set off against winning from lotteries, crossword puzzles, horse

races, gambling and betting.

(II) Set off of loss from one head against income from another head (sec.71):

Loss under any head of income may be set off against income from another head
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in the same previous year. For instance,

(a) Loss under the head ‘ Income from house property’ can be set off against

income from salary business, capital gains or other sources.

(b) Business loss can be set off against income from salary, house property,

capital gains or other sources.

(c) A loss under the head ‘Income from other sources’ (except from the activity of

owning and maintaining race horses) can be set off against income from

salary, house property, business or capital gains.

This rule is however subject to following exceptions:

(i) Loss from speculation business

(ii) Loss from the activity of owning and maintaining race horses,

(iii) Loss under the head capital gains and

(iv) Loss under the head income from house property on account of unrealised

rent.

These losses cannot be set off against income from any other head. Similarly

loss against any other head cannot be set off against winning of lotteries, crossword

puzzles, races, gambling and betting.

III) Carry forward and set off of losses [sec 72] :

If the losses cannot be set off during the same financial year in which they are

incurred, due to inadequacy of income they may be carried forward for being set off

against the income of same assessee in the succeeding years provided these losses

have been determined by the Assessing Officer within the prescribed time. Under the

Act following lossed can be carried forward.

(i) Loss under the head Income from house property

(ii) Loss under the head Income from business or profession (i.e. loss from

speculative or nonspeculative business)

(iii) Loss under the head ‘Capital gains’ (i.e. short term as well as long term losses)
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(iv) Loss from activity of owning and maintaining race horses.

Any losses other than those mentioned above cannot be carried forward and set

off.

A) Loss from house property (Sec. 71 B) :

The unabsorbed loss from house property of P.Y. 1997 – 98 or any earlier years

cannot be carried forward and set off. But if such loss is on account of unrealised rent

it can be carried forward or set off against income from house property of subsequent

years. And if the unabsorbed loss from house property pertaining to the previous year

1998 – 98 or any subsequent years may be carried forward upto maximum period of

eight years and set off against income from house property.

B) Loss from non speculation business or profession (Sec 72) :

The loss arising from non speculative business or profession should be set off

against the income under other heads such as salary, house property, capital gains

and other sources and the unabsorbed loss if any can carried forward to subsequent

years & set off subject to following restrictions :

(a) Such unabsorbed losses can be carried forward only by the person who

incurred the losses and set off against his profit.

(b) Such losses can be set off against profits of business or profession in

subsequent years (& not necessarily the same business).

(c) Such losses can be carried forward for 8 years.

(d) The business or profession in which the loss was originally incurred may or

may not continue during the years of set off.

(e) The effect of such set off is to be given only after giving effect first to current

years depreciation but before giving effect t unabsorbed depreciation and

carried forward capital expenditure.

(f) Return should be submitted in prescribed time.
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C) Loss from speculative business (sec. 73) :

Speculative transaction is a transaction wherein a contract for purchase or sale of

a commodity (including stock and shares) is settled otherwise than by actual delivery

of commodity. A business wherein such speculative transactions are carried is called

speculative business.

The loss arising from a speculative business is to be set off only against the income

from another speculative business in the same year. The unabsorbed loss, if any, should

be carried forward and set off only against the profit of speculative business of

subsequent years subject to the restrictions stated under (a) (c) (d) (e) and (f) above.

B Example 1 :

Compute the total taxable income of Mr. X for A.Y. 2014–15 from the following

information

Particulars Rs.

Chemical business profit before depreciation 1,00,000

Current year’s depreciation 20,000

Unabsorbed deprecation 30,000

Unabsorbed business loss (of chemical business) 40,000

Speculation profit from share business 20,000

Speculation loss from gold business 35,000

B Solution :

Computation of taxable income of Mr. X for a. Y. 2014 – 15

Particulars Rs. Rs.

Chemical business profits 1,00,000

Less : Depreciation of current year + B/f Depreciation    50,000

50,000

Less : Unabsorbed business loss set off  40,000
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Profit from chemical business 10,000

Speculation profit from share business 20,000

Speculation loss from gold business (-) 35,000

Unabsorbed speculation loss carried forward - 15,000 -

Income 10,000

B Notes :

(1) Unabsorbed speculation loss is carried forward to subsequent year and be

set only of against speculation profit of subsequent years.

(2) It should be noted that unabsorbed business loss of past year is set off from

business profit after charging current years depreciation but before charging

unabsorbed depreciation of past years.

D) Capital loss – short term or long term (sec. 74) :

The capital loss (short term or long term) which cannot be set off against the

income under the head ‘capital gains’ in the same assessment year shall be carried

forward to the subsequent assessment year to be set off against the income under the

head ‘capital gains’ such loss can be carried forward for a maximum period of 8

assessment years immediately succeeding the assessment years of which the loss

was first computed.

E) Loss on maintenance of race horses (sec. 74A) :

The loss on activity of owning and maintenance of race horses shall be carried

forward for four assessment years following the assessment year in which it was first

computed and set off against the income from the activity of owning and maintenance

of race horses of such years.

F) Unabsorbed capital expenditure on scientific research and family planning:

Capital expenditure on scientific research and family planning which cannot be

absorbed from the profits of current assessment year can be carried forward and

absorbed from subsequent assessment years like unabsorbed depreciation.
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B Order of set off :

Various claims and set off are to be carried on in the following order during the

course of assessment:

(1) Current depreciation

(2) Capital expenditure on scientific research and family planning.

(3) Carried forward business losses

(4) Unabsorbed depreciation

(5) Unabsorbed capital expenditure on scientific research & family planning.

ILLUSTRATIONS

Illustration 1 :

The following are the particulars furnished by Mr. Krishna for A.Y. 2014 – 15 :

Income from salary computed 30,000

Income from house property computed 8,640

Profit from cotton business 52,000

Loss from ground nut business 10,000

Profit from speculation business 25,000

Short term capital gains 12,000

He also furnished the particulars of losses brought forward

from the assessment year 2013 - 14

Loss from cotton business 8,000

Loss from food grain business discontinued in the same year 12,000

Loss from speculation business 30,000

Long term capital loss 5,000

Compute the taxable income for the assessment year 2014 – 15
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B Solution :

Computation of taxable income of Mr. Krishna for A. Y. 2014 – 15 :

Particulars Rs. Rs. Rs.

I) Income from salary 30,000

II) Income from house property 8,640

III) Income from business

Profit from cotton business 52,000

Less : Loss from ground nut business 10,000

42,000

Less : Carried forward losses from :

Cotton business – set off 8,000

Food grain business – set off 12,000 20,000 22,000

(Discontinued)

Profit from speculation business 25,000

Less : Carried forward loss from speculation

business set off 30,000

Unabsorbed speculation loss carried forward - 5,000 -

IV) Capital gains :

Short term capital gains 12,000

Less : Carried forward long term, capital loss set off  -  5,000   7,000

Gross total income / total income 67,640

B Notes :

(1) Carried forward loss of discontinued food grains business can be set off

against current business profit.

(2) Unabsorbed speculation loss of Rs. 5000 should be carried forward and set

off against speculation profit of subsequent years.
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Illustration 2 :

From the following particulars of income furnished by Mr. Mallanma for the

assessment year 2014 – 15 and  losses carried forward compute his total income :

(a) Long term capital gain 15,000

(b) Short term capital gains 10,000

(c) Income from silk business 40,000

(d) Speculation income 5,000

(e) Income from agency business 6,000

(f) Interest on debenture of a company 15,000

(g) Income from house property (Gross Computed) 8,000

The carried forward items from the assessment year 2013 – 14 are :

(i) Loss in agency business 5,000

(ii) Loss from cotton business 12,000

(discontinued in 2011-12)

(ii) Loss from silk business 5,000

(iv) Speculation loss 8,000

(v) Short term capital loss 12,000

(vi) Long term capital loss 7,000

(from the previous year2011-12)

Current  year’s depreciation for silk business amounted to Rs. 800
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B Solution :

Computation of total income of Mr. Mallama for A. Y. 2014 – 15

Particulars Rs. Rs. Rs.

I) Income from Business :

Income from silk business 40,000

Less : Depreciation       800 39,200

Income from agency business   6,000

45,200

Less : Carried forward loss in agency business 5,000

Carried forward loss from cotton business 12,000

Carried from loss from silk business   5,000 22,000 23,200

Speculation income 5,000

Less : Carried forward speculation loss set off 8,000

Unabsorbed speculation loss carried forward 3,000 --

II)     Income from house property : 8,000

III) Capital gains :

Long term, capital gains 15,000

Short term capital gains 10,000

25,000

Less : Carried forward capital losses set off

Short term 12,000

Long term   7,000 19,000 6,000

(IV) Income from other sources :

Interest on debenture of Co. 15,000

Gross Total Income 52,200
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Note : (1) Speculation loss of Rs. 3,000 which could not be absorbed should be

carried forward and set off against speculation profit of subsequent year.

Illustration 3 :

Mr. Raghuram furnishes the following particulars for the three consecutive assessment

years :

Particulars 2012 – 2013 2013 – 14 2014 – 15

Income from salary (Computed) 50,000 55,000 60,000

Income from cloth business —- 60,000 30,000

Loss from cloth business 40,000 —- —-

Income from let out property 40,000 10,000 30,000

Loss from self occupied house —- 12,000 10,000

Loss from gold speculations 30,000 —- —-

Profit from gold speculations —- 1,00,000 1,50,000

Dividend from cooperative society 5,000 5,000 5,000

Long term capital loss 60,000 —- —-

Short term capital loss 10,000 —- 20,000

Long term capital gains —- 30,000 60,000

Donation to National Relief Fund 5,000 5,000 5,000

Compute his total taxable income for these assessment years

Solution :

Computation of total income of Mr. Raghuram for A. Y. 2012 – 2013

Particulars Rs. Rs. Rs.

I) Income from salary 50,000

II) Income from house property let out 40,000

III) Income from business :

Loss from cloth business - 40,000

Loss from gold speculations carried forward 30,000 —

M.Com. - I / Advance Accountancy ..... 13
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IV) Capital gains :

Long term capital loss carried forward 60,000

Short term capital loss carried forward 10,000 __

V) Income from other sources :

Dividend from cooperative society    5000

Gross total income 55,000

Less : Deduction for dividend u/s 80(G)   5,000

Total income : 50,000

Assessment year 2013 – 14

I) Income from salary 55,000

II) Income from house property let out 10,000

Less: Loss from self occupied house 12,000 - 2000

III) Income from business (cloth) 60,000

Profit from gold speculation business 1,00,000

Less : Carried forward speculation

      loss set off 30,000 70,000 1,30,000

IV) Capital gains :

Long term capital gains 30,000

Less : Carried forward capital loss

Set off to the possible exent 30,000 -

V) Income from other sources :

Dividend from cooperative society      5,000

Gross total income 1,88,000

Less : deduction for dividend u/s 8(G)      5,000

Total taxable income : 1,83,000
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Assessment year 2014 – 15

I) Income from salary 60,000

II) Income from house property – let out 30,000

Less : loss from self occupied house    10,000 20,000

III) Income from business (cloth) 30,000

Profit from gold speculation 1,50,000 1,80,000

IV) Capita gains

Long term capital gains 60,000

Less : Short term capital gains 20,000

40,000

Less : Carried forward capital loss set off 40,000 —

V) Income from other sources :

Dividend from cooperative society     5,000

Gross income 2,65,000

Less : Deduction for dividend u/s 80(G)      5,000

Total taxable income 2,60,000

B Note :

(1) For A. Y. 2012 – 2013 business loss of Rs. 40,000 is set off against other

incomes and speculation loss of Rs. 30,000 & capital loss of Rs. 70,000 are

carried forward.

(2) For A. Y. 2013 – 4 loss from house property of Rs. 2,000 is set off against

other incomes while unabsorbed capital loss of Rs. 40,000 is carried forward

after setting off speculation loss of Rs. 30,000 and capital loss of Rs. 30,000.

Illustration 4 :

Mr. Abhishek submits the following information for A. Y. 2014 – 15 :
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Salary income computed 60,000

Income from house property

House X – Income 15,000

House Y – loss 22,000

Income from business:

Business M – Profit 10,000

N – Loss 12,000

Business O- Profit (Speculative) 40,000

P – Loss (Speculative) 60,000

Capital gains :

Long term capital gains 10,000

Short term capital loss 18,000

Income from other sources :

Income from card game 15,000

Loss from card game 8000

Loss from maintenance of race horse 18,000

Interest on government bonds 13,000

Compute his taxable income from A. Y. 2014 – 15 assuming that he has

saved Rs. 13,000 in PPF A/c .

Solution :

Computation of taxable income of M. Abhishek for A. Y. 2014 – 15

Particulars Rs. Rs. Rs.

I) Income from salary 60,000

II) Income from house property

House X – Income 15,000

Less : House Y – Loss - 22,000 -7,000
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III) Income from business

Business M 10,000

Less : Loss from business N 12,000 -2,000

Speculation business O – Profit 40,000

Less Speculation business P – Loss    60,000

Speculative loss carried forward   20,000 --

IV) Capital gains :

Long term capital gains 10,000

Less : Short term capital loss 18,000

Capital loss carried forward   8,000 —

V) Income from other sources :

Income from card game 15,000

Interest on government bonds 13,000

Loss from maintenance of race horse carried

forward 18,000 —- 28,000

Gross Total Income 79,000

Less : Deduction for savings in PPF  u/s 80(C) 13,000

Total taxable income 66,000

B Note :

(1) Loss from house property and non speculative business is set off against

other incomes such as salary or income from other sources of current

assessment year.

(2) Speculation loss, capital loss & loss from maintenance of race horse are

carried forward to the subsequent years and to be set off against incomes

from those respective heads in forthcoming years.
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(3) Loss from card game cannot be deducted from income from card games by

virtue of section 58.

4. Summary :

In certain circumstances, income received by a person may be added in the income

of another person. For example a kid receives interest on deposit kept by grand father.

As he is minor, such income is added in the income of his father / mother who has

higher income. This is clubbing of income.

On the other hand loss of business can he carried forward to the next year and set

off against next year profit.

5. Key Terms :

Clubbing : Income received by one person is taxed in the hand sof another person.

Set off : The loss of one year is adjusted against the profit in the next year.

Carry Forward - The loss of one year is allowed to be taken to the next year.

6. Self Assessment Questions :

1) Why the provisions regarding clubbing of income are included in the Act?

2) Explain in brief any five incomes of other persons included in the total income

of an assessee.

3) Explain the treatment of following in the course of assessment.

(a) Cash credits in the books of assessment

(b) Unexplained investments.

(c) Unexplained money and valuable articles

(d) Unexplained expenditure

(e) Income of a minor

(f) Income from converted property

4) State the circumstances in which the income of the wife of an assessee is

included in his total income
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5) ‘An assessee is not only liable in respect of his own income for income tax

purpose but his liability may extended to some other income also discuss.

6) Discuss the provisions regarding set off and carry forward and set off of losses

under Income Tax Act, 1961.

7) Explain in brief the provisions of Income Tax Act regarding set off and carry

forwars of the following losses :

(a) Business loss

(b) Speculation loss

(c) Capital loss

(d) Loss from house property

(e) Loss from activity of maintenance of race horses.

A) Fill int he Blanks with appropriate altrnawtives.

i) Income of minor child is clubed U/s. ................... of Income Tax Act.

a) 59 b) 60 c) 64 (IA) d) 64(2)

ii) loss from house property is adjusted against .................... of the same year

a) income from salary b) profit

c) income from other source d) all of these

ii) ................. loss cannot be carried forward.

a) house property b) business

c) Capital d) non of these

iv) Cap[ital loss can be carried forward to the extent of .............. years

a) 3 b) 4 c)  8 d) 6

B) State whether the following statements are true of false.

i) Loss of speculation business can be set off against only speculation business.

ii) Short term capital loss is set off against long term capital gain.
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iii) Deemed income is included in assessee’s income.

iv) Income of doughter in law is clubbed in the income of father in law.

Answers :A)  i) – c ii) – d iii) – a iv) –  c

B)  i) – True ii) – True iii) – True iv) – True

B B B
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B Objectives :

After studying this unit the students should be able to understand –

I. the concept of service tax

II. nature and basis of service tax

III. the procedure of determining the value of taxable service

IV. provisions pertaining to returns

V. the concept of vat, need and benefits of vat, and input tax credit

B Structure :

1. Introduction

2. Service Tax in India

3. Nature/Features of Service Tax

4. Basis of Service Tax

5. Value of Taxable Service

6. Provisions pertaining to Returns

7. Concept of VAT

8. Difference between Sales Tax & VAT

9. Need for VAT

10. Benefits of VAT

11. Input Tax Credit

UNIT - 4

Introduction to Service Tax
Concept of Service Tax, Nature and Basis of Service Tax,

Valuation of Taxable Services, Provisions pertaining to Returns

VAT – Concept, Need and Benefits, Input Tax Credit
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12. Summary

13. Key Terms

14. Self Assessment Questions

15. Further Readings

1) Introduction :

Taxation is the main source of obtaining funds to the government. There are two

different views regarding increasing the funds from taxes. One is to raise the tax rate of

current taxes and another is to find out new areas of taxation and to bring more and

more people under the tax net. In the age of LPG it would not be feasible to increase the

tax rate so the government has chosen the second way that is to introduce new taxes.

So service tax was introduced for the first time in India in 1994 under The Finance Act

of 1994. There is another reason to introduce service tax in India and that is, increasing

importance of service sector in Indian economy. Share of service sector increased

from 28% of GDP in 1950 to about 70% of GDP in 2011-12.

2) Service Tax in India :

The tax reforms committee headed by Dr.Raja Chelliah recognized the revenue

potential of the service sector in India and recommended introduction of service tax on

select services. On the basis of these recommendations Dr. Manmohan Singh, the

then union finance minister, introduced the new concept of service tax under Chapter V

of The Finance Act, 1994. Service tax is a tax levied on notified services provided or to

be provided in India, except in the state of Jammu and Kashmir. It is chargeable on

providing service or services but payable only on receipt of taxable service from the

customer or client before, during or after rendering the services. It is an indirect tax. It

was introduced for the first time on 3 services and subsequent finance acts have added

more and more services for tax purpose. As on 01/05/2011 there were 119 services

are under the tax net. There are two approaches to service tax – i) Comprehensive

approach and ii) Selective approach

i) Comprehensive approach – In this approach all services are taxable and a

negative list is specified for services which are not taxable.
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 ii) Selective approach – In this approach the list of selective taxable services

is given.

In India from the introduction of service tax the selective approach is followed but

now the comprehensive approach is followed.

3) Nature/Features of Service Tax :

The following are the important features of service tax in India:

1. Indirect tax: It is an indirect tax in nature.

2. No separate Act: Service tax is imposed by amending Chapter V of Finance Act,

1994 from time to time. There is no separate “Service Tax Act” as such.

3. Administration: This tax is administered by Central Board of Excise and Customs

(CBEC).

4. Applicability: It is applicable to the whole of India expect the state of Jammu and

Kashmir.

5. TDS provision: There is no provision of deduction of tax at source from service

tax.

6. Uniform rate: There is a uniform rate of tax on all services. At present it is 12.36%

including education cess with certain exceptions.

7. Taxable service: All services are taxable except those given in the negative list.

The Central Government has power to exempt any particular service from service

tax.

8. Tax liability: It is a liability of service provider to pay service tax. In a few cases,

service receiver pays service tax.

9. Self assessment: Provisions have been made for self-assessment, rectification,

and revisions, etc. of persons liable to pay tax.

10. Voluntary compliance: In service tax, voluntary compliance for collection of tax is

expected.

11. Small service providers: Small service providers whose value of all services

provided is below Rs. 10 lakh has been exempted from service tax.
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4) Basis of Service Tax :

Section 65B (44) gives meaning of service. Service includes any activity for which

a consideration (monetary or non-monetary) is received or receivable. It is rendered by

one person to another person. The following are the characteristics of service.

1. There should be an activity.

2. Such activity must be carried out for a consideration.

3. Such activity must be carried out by a person for another person.

4. Service includes declared service.

5. A few transactions are specifically excluded from the scope of the term service.

Section 66B has been inserted with effect from 1st July, 2012. As per this section,

service tax is levied on value of all services except those which are included in negative

list. The following are the basis of service tax.

I. It is charged on value of all services except those which are included in negative

list.

II. It is charged at the rate of 12% plus 3% education cess (2% Education Cess

and 1% Secondary and Higher Education Cess) on the tax that is in all at the

rate 12.36% with certain exceptions.

III. It is charged whether service is provided or agreed to be provided.

IV. It is charged only when service is provided by one person to another in a

taxable territory.

 All services are taxable with certain exceptions. These exceptions are as follows:

1. Specific exclusions in definition of term service given in section 65B (44).

2. Services specified in the negative list.

3. Activities mentioned in mega exemption notification.

4. Services provided outside taxable territory.

5. Services provided by small scale service provider.
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6. Services received by a unit located in Special Economic Zone (SEZ) or developer

of SEZ.

7. Services received by import of technology.

8. Services utilized for official as well as personal use of a foreign diplomat mission.

9. Services provided by a Technology Business Incubator (TBI) or a Science and

Technology Entrepreneurship Park (STEP).

5) Value of Taxable Service :

As service tax is to be charged on the value of taxable service provided or to be

provided. It is necessary to know how the value of taxable service is to be determined.

As per section 67, the valuation of taxable service shall be determined under the following

two situations -

A) Service tax is separately charged in the bill.

B) Service tax is included in the bill value.

These are explained as follows:

A) Service tax is separately charged in the bill :

The valuation of taxable service is depending on the type of consideration of service.

It is explained as follows -

I) Whether the provision of service is for a consideration in money -

Gross amount charged by the service provider in the bill is the value of taxable

service.

II) Whether the provision of service is for consideration partly in money and partly in

kind or wholly in kind -

The amount of money and the market value of consideration received in kind is the

value of taxable service.

III) Whether the provision of service is for a consideration which is not ascertainable-

The valuation of taxable service shall be the amount to be determined in prescribed

manner.
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B) Service tax is included in the bill value :

If the gross amount charged by a service provider is inclusive of service tax

payable, the value of such taxable service shall be determined by deducting the amount

of service tax from the gross amount charged. In this situation the service tax is calculated

on the basis of reverse working.

B Rate of Service Tax :

The rate of service tax from the introduction was as follows:

I. The rate of service tax was 5% on gross value of taxable service, from 01/07/1994

to 13/05/2003.

II. The rate of service tax was 8% on gross value of taxable service, from 14/05/2003

to 09/09/2004.

III. The rate of service tax was 10% on gross value of taxable service and education

cess was at 2% of the service tax, from 10/09/2004 to 17/04/2006.

IV. The rate of service tax was 12% on gross value of taxable service and education

cess was at 2% on the service tax, from 18/04/2006 to 10/05/2007.

V. The rate of service tax was 12% on gross value of taxable service; education cess

was at 2% on the service tax and secondary and higher education cess at 1% on

the service tax, from 11/05/2007 to 23/02/2009.

VI. The rate of service tax was 10% on gross value of taxable service; education cess

was at 2% on the service tax and secondary and higher education cess at 1% on

the service tax, from 24/02/2009 to 31/03/2012.

VII. The rate of service tax was 12% on gross value of taxable service; education cess

was at 2% on the service tax and secondary and higher education cess at 1% on

the service tax, from 01/04/2012 onwards.

6) Provisions pertaining to Returns :

The service provider has to follow a particular procedure and to keep record

for the purpose of compliance of service tax. This procedure includes the following

points –
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i) Preparation of invoice.

ii) Registration.

iii) Maintenance of records.

iv) Payment of service tax.

v) Submission of service tax return.

Provisions pertaining to return are as follows –

1. Furnishing of returns – Every person who is liable to pay the service tax

needs to self assess the tax due on the service provided by him and return must be

filed electronically. The person or class of persons notified under section 69(2) are also

required to file returns in similar manner. The form ST-3 is to be used to file return.

2. Period for filing return – As per rule 7(1), the return is to be filed on half-yearly

basis. The half-year for this purpose is to be considered from 1st April to 30th September

and 1st October to 31st March of the relevant year.

3. Due dates of filing return – The half-yearly return should be filed in triplicate

on or before 25th of the month following the particular half-year i.e. 25th October and 25th

April respectively.

4. Contents of return – The return form include the information like financial

year, half-yearly period, name of assessee, registration number, category of taxable

services, month-wise details of payment of service tax, etc.

5. First return – Under rule 5(2), every assessee must, at the time of filing the

return for the first time, furnish a list of all accounts maintained by the assessee in

respect of service tax.

6. Return for multiple services – If the assessee is providing more than one

taxable service, he should file only one return showing service-wise details instead of a

single total figure for all the services.

7. Nil return – Even if no services have been provided during a half-year and no

service tax is payable, the assessee may file a nil return within the prescribed time

limit.
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8. Mandatory e-filing – The e-filing of service tax return is made mandatory with

effect from 1st October, 2011 for every assessee.

9. Revised return – Rule 7B of Service Tax Rules permits an assessee to rectify

mistakes and file a revised return in Form ST-3, in triplicate within 90 days from the

date of filing the original return.

10. Voluntary Compliance Encouragement Scheme, 2013 (VCES) – A new

scheme is introduced by the Finance Act, 2013 to encourage voluntary compliance.

The scheme can be available to non-filers or stop-filers or persons who have not made

a truthful declaration in their return. However it will not be applicable to persons against

whom any inquiry or investigation is pending by the issue of search warrant or summon

or by way of audit.

7. Value Added Tax (VAT) :

Value Added Tax (VAT) is a broad based tax levied of multiple stages with tax on

inputs credited against taxes on output. VAT was firstly introduced in the 1950’s but it

remained confined to handful number of countries till the 1980’s. As many as 30 countries

have switched over to VAT since 1980 and the total number of countries who have

adopted VAT presently reached to more than 130. India has been slow in adoption of

VAT. In domestic trade taxes, it adopted Excise Duty at the central level and Sales Tax

at state level for this purpose. The Central Government attempted reforms in the Central

Excise Duty by introducing the principles of VAT in 1986 through the introduction of

MODVAT. Over the period the rates have been rationalized, exemption have been

reduced and coverage has been extended to almost all the commodities commencing

MODVAT has now been converted into a Central Vat coined and called CENVAT.

The State Government had been indifferent in understanding any reforms in the

sales tax system .The task force known as Kelkar committee was appointed to study

this issue and it opined that it is necessary that State VAT should be the tax to unify all

the state level taxes i.e. Sales tax, Purchase tax, Turnover tax, Work contract tax, Entry

tax, Special additional tax etc. should all be covered under State VAT. The efforts were

initiated towards introduction of VAT since last many years.
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B Concept of VAT :

VAT is a tax, which is charged on the increase in value of goods and services at

each stage of production and circulation. It is also chargeable on the value of all imported

goods. It is charged by registered business/ persons/ tax payers. VAT has replaced a

number of other taxes and its introduction has not resulted in either increased prices to

final consumers or reduced profitability of business. VAT is levied on the difference

between the sale price of the goods produced or the services rendered and the cost

their off, that is the difference between the output and the input.

In other words -

i. It is nothing but multi point sales tax.

ii. It is collected on value addition only at each stage.

iii. Tax paid by the dealer is deducted from the tax payable /collected at every

point of sale and the tax already paid.

8) Difference between Sales Tax and VAT :

               Sales Tax                          VAT

B Tax is levied at the stage of the first B Tax is levied and collected at every

sale or at the final stage. point of sale.

B Tax is charged on goods only. B Tax is charged on goods & services both.

B A large numbers of forms are required. B At the most a few forms are required.

B Computation of tax liability is complex B It is transparent and easier

B Assessment is done by the department B Self -assessment is done by dealer.

B Dealer reselling tax paid goods do not B Dealer reselling tax paid goods will have

collected any tax on resale and file nil to collect tax &VAT, file returns and pay

returns. VAT at every stage of sale.

B Sales tax is not levied at the time of B VAT dispenses with such forms and

purchase against statutory forms but sets off all tax  paid at the amount of

there is misuse of such forms resulting tax payable on sale

in tax evasion.

M.Com. - I / Advance Accountancy ..... 14
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Returns and challans are filed The returns & the challans are filed

separately and the dealer have to give together in a simple format after self

numerous detail assessment done by the dealer himself.

9) Need for VAT :

The following points highlights the need of VAT –

1. It is more transparent as easy procedures exist under it and only two rates

are there.

2. It is more equitable way of taxing as all dealers share the tax burden.

3. It is simpler because easy computation and easy compliance is possible in

VAT.

4. VAT is needed because credit for input taxation leading to cost efficiency.

5. Better compliance through self-policing.

6. Prevents cascading effect by providing input rebate.

7. Avoids distortions in trade and economy due to uniform tax rates.

10) Benefits of VAT :

VAT is superior to Sales Tax due to following advantages or benefits:

1. Eliminates multiple tax -  It eliminates cascading effect of sales tax system by

setting off the  tax paid earlier at every stage of sale (i. e. a set off will be given for input

tax as well as tax paid on previous purchases).

2. Simple - VAT helps in simplifying the indirect tax system, because it is based

simply on transactions and not on a base that requires complicated definition like income

or wealth. VAT has the merit of certainty and is relatively easy to understand.

3. Lower the tax burden - VAT reduces tax burden and helps reduce prices.

4. Fairness - VAT is a move towards more efficiency, equal competition and

fairness in the taxation system. VAT helps common people, trade, industry and also the

Government. Other taxes, such as turnover tax, surcharge, additional surcharge, etc.

will be abolished as a result of introduction of VAT. Overall tax burden is rationalized.

5. Tax evasion will be reduced - The adoption of VAT helps in reducing evasion

of tax. There is self-assessment and, therefore, better tax compliance being less
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chances of tax evasion. It has the merit of ‘self-policing’ in that it induces businesses to

demand invoice from their suppliers to enable them to obtain credit for the tax paid on

their purchases against their total lax liability. Evasion can occur only when all companies

in a production and distribution chain act in collusion to conceal their sale. In fact, the

requirement of maintaining the vouchers (invoices) works as self-policing the evasion

of tax.

6. Tax transparency - VAT has a novel feature of tax transparency. That is, the

total burden of tax on a particular commodity is clearly seen from the transactions.

Hence, the economic analysis of the tax structure is convenient. Also, in international

trade, this enhances tax neutrality.

7. Higher tax revenue - There is higher revenue growth.

8. Uniformity - There is a greater uniformity in this system.

9. Neutral - The greatest virtue of VAT lies in its neutrality that is, non-interference

with the choices or decisions of economic agents in the matter of location of business,

as well as business organization. Under VAT, the allocation of resources is left to be

decided by the free play of market forces and competition and not driven by tax

considerations.

10. Stable source of revenue - Because consumption is less volatile than

income, it provides a stable and flexible source of government revenue. In OECD

countries it was found that every 1 percentage point of VAT yields 0.4 per cent of GDP

in revenue.

These are the considerations that have induced so many countries in the world to

go in for VAT as the principal instrument of their domestic trade taxation.

11) Input Tax Credit :

The essence of VAT is in providing set-off for the tax paid earlier, and this is given

effect through the concept of input tax credit/ rebate. This input tax credit in relation to

any period means setting of the amount of input tax by a registered dealer against the

amount of his output tax. The Value Added Tax (VAT) is based on the value addition to

the goods and the related VAT liability of the dealer is calculated by deducting input tax

credit from tax collected on sales during the payment period.

B Coverage of set-off input tax credit :
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Input tax credit is generally given for the entire VAT paid within the state on purchases

of taxable goods meant for resale/manufacture of taxable goods. However, generally

no credit is available in respect of purchases given below-

1. Goods purchased from unregistered dealers.

2. Goods purchased from other states/ countries.

3. Purchase of goods used in manufacture of exempted goods.

4. Purchase of capital goods (in some cases credit is available in installments).

5. Purchase of goods used as fuel in power generation.

6. Purchase of goods to be dispatched as branch transfers outside states.

7. Purchase of goods used in manufacture of goods to be dispatched outside

any state as branch transfer/ consignments.

8. Purchase of goods in cases where the dealer does not have invoices showing

amounts of tax charged separately by the selling dealer.

9. Purchase of non-creditable goods (these goods may be defined in the law

regulating VAT in a particular set).

10. Purchases from a dealer who has opted for composition scheme (these

schemes may be specified in the law regulating VAT in a particular set).

B Eligible purchase for input tax credit :

For the purpose of claiming the input tax credit, taxable goods should be purchased

for any of the following purposes-

1. for sale/resale within state;

2. for sale to other parts of India in course of inter-state trade or commerce;

3. for being used in execution of a works contract;

4. to be used as capital goods required for the purpose of manufacture and

resale of taxable goods;

5. for making zero rated sale;

6. to be used as containers or packing material, raw material, consumable stores,

manufacture if taxable goods or in the packing of such manufactured goods

(intended for sale in the State or in the course of inter-State trade or commerce).
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B Carrying over of tax credit :

If the tax credit exceeds the tax payable on sales in a tax period, it shall be carried

over to the next tax period. If there is any excess unadjusted input credit at the end of

the financial year, it shall be eligible for refund. In some cases, if VAT collected in a tax

period is lower than input tax credit in respect of local purchases and inter-State

purchases, only the balancing amount is carried forward to the next tax period and it

will adjusted in the next tax period on the same basis. However, unadjusted tax credit at

the end of the financial year is generally refunded.

Input tax credit on capital goods is also being available for traders and

manufacturers. Tax credit on capital goods may be adjusted over a maximum of 36

equal monthly installments. The States may at their option reduce this number of

installments. Generally, there is a negative list for capital goods not eligible for input tax

credit.

B Treatment of exports :

VAT paid within the State on all exports will be generally refunded in full within a

particular time. It is generally refunded within 3 months. The units located in SEZ or

EOU will be generally granted either exemption from payment of input tax or refund of

the input tax paid.

B Inputs purchased from other States :

Tax paid on inputs procured from other States through inter-State sale and stock

transfer will be eligible for credit.

B Input tax and output tax :

Input tax is the tax paid or payable in the course of business on purchase of goods

from a registered dealer of the State. Output tax is a tax charged or chargeable by a

registered dealer for the sale of goods in course of business.

12) Summary :

Service tax is a tax levied on notified services provided or to be provided in India,

except in the state of Jammu and Kashmir. It is chargeable on providing service or

services but payable only on receipt of taxable service from the customer or client

before, during or after rendering the services. It is an indirect tax. It was introduced for
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the first time on 3 services and subsequent finance acts have added more and more

services for tax purpose. As on 01/05/2011 there were 119 services are under the tax

net. There are two approaches to service tax – i) Comprehensive approach and ii)

Selective approach

i) Comprehensive approach – In this approach all services are taxable and a

negative list is specified for services which are not taxable.

ii) Selective approach – In this approach the list of selective taxable services is

given.

In India from the introduction of service tax the selective approach is followed but

now the comprehensive approach is followed.

Section 66B has been inserted with effect from 1st July, 2012. As per this section,

service tax is levied on value of all services except those which are included in negative

list. The bases of service tax are such as -

It is charged on value of all services except those which are included in negative

list, It is charged at the rate of 12% plus 3% education cess (2% Education Cess and

1% Secondary and Higher Education Cess) on the tax that is in all at the rate 12.36%

with certain exceptions, It is charged whether service is provided or agreed to be

provided, It is charged only when service is provided by one person to another in a

taxable territory.

 As per section 67, the valuation of taxable service shall be determined under the

following two situations -

A) Service tax is separately charged in the bill.

B) Service tax is included in the bill value.

The service provider has to follow a particular procedure and to keep record for

the purpose of compliance of service tax. This procedure includes Preparation of invoice,

Registration, Maintenance of records, Payment of service tax and Submission of service

tax return.

VAT is a tax, which is charged on the increase in value of goods and services at

each stage of production and circulation. It is also chargeable on the value of all imported

goods. It is charged by registered vat business/ persons/ tax payers. VAT has replaced
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a number of other taxes and its introduction has not resulted in either increased prices

to final consumers or reduced profitability of business. VAT is levied on the difference

between the sale price of the goods produced or the services rendered and the cost

their off. That is the difference between the output and the input.

In other words -

i. It is nothing but multi point sales tax.

ii. It is collected on value addition only at each stage.

iii. Tax paid by the dealer is deducted from the tax payable /collected at every

point of sale and the tax already paid.

13) Key Terms:

1) Service Tax - Service tax is a tax levied on notified services provided or to be

provided in India, except in the state of Jammu and Kashmir.

2) VAT - VAT is a tax, which is charged on the increase in value of goods and services

at each stage of production and circulation.

14) Self Assessment Questions:

A) Objective Type: Chose the correct alternative:

1) Service tax was introduced in India in the year -

a) 1991 b) 1994 c) 2000 d) 2004

2) Service tax was introduced first time on -

a) 3 services b) 4 services c) 6 services d) 5 services

3) Service tax is a charged on -

a) Taxable service provided

b) Taxable service to be provided

c) Taxable service provided or to be provided

d) Any service provided or to be provided

4) The provisions relating to valuation of taxable services are included -

a) In section 65 of the Finance Act, 1994

b) In section 67 of the Finance Act, 1994

c) In section 65A of the Finance Act,1994
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d) None of the above

5) By introducing VAT which of the following tax can be abolished?

a) Sales Tax b) Turnover Tax

c) Surcharge on Sales Tax d) All of above

(Answers – 1. – b, 2 – a, 3 – c, 4 – b, 5 – d)

B) Short Answer Questions:

a. What is service tax?

b. How the value of taxable service is determined?

c. How the service tax is charged?

d. Explain the concept of VAT.

e. Give the difference between Sales Tax and VAT.

15) Further Readings:

1. Dr. Ahuja Girish, Dr. Gupta Ravi: Systematic approach to Income Tax, Service Tax

and VAT, Bharat Law House Pvt. Ltd., New Delhi.

2. Manoharan T.N., Hari N.V.: Students Handbook on Income Tax, VAT and Service

Tax, Snow White Pub.,  Mumbai.

3. Dr. Patil J.F., Dr. Patil V.S. (Ed.) : Service Tax, Shivaji University, Kolhapur.

4. Singhania, Vinod K. & Singhania, Monika: Students Guide to Income Tax including

Service Tax/VAT, Taxmann Publications, New Delhi

5. www.servicetax.gov.in
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4.0 Objectives: 

 After studying this unit you will be able to: 

 1. Understand the basics of GST. 

 2. Explain the types of GST. 

 3. Acquaint the skill required for applicability of GST based on nature of 

transaction. 

4.1  Introduction to GST: 

 GST is one indirect tax for the whole nation, which will make India one unified 

common market. The GST intends to subsume most indirect taxes under a single 

taxation regime. GST is a single tax on the supply of goods and services, right from 

the manufacturer to the consumer. Credits of input taxes paid at each stage will be 

available in the subsequent stages of value addition, which makes GST essentially a 

tax only on value addition at each stage. The final consumer will thus bear only the 

GST charged by the last dealer in the supply chain, with set-off benefits at all the 

previous stages. This is expected to help broaden the tax base, increase tax 

compliance, and reduce economic distortions caused by inter-state variations in 

taxes. 

4.2 Presentation of Subject Matter: 

4.2.1 Genesis of GST in India: 

 Our Constitution empowers the Central Government to levy excise duty on 

manufacturing and service tax on the supply of services. Further, it empowers the 

State Governments to levy sales tax or value added tax (VAT) on the sale of goods. 

This exclusive division of fiscal powers has led to a multiplicity of indirect taxes in 

the country. In addition, central sales tax (CST) is levied on inter-State sale of goods 

by the Central Government, but collected and retained by the exporting States. 

Further, many States levy an entry tax on the entry of goods in local areas. 

 This multiplicity of taxes at the State and Central levels has resulted in a 

complex indirect tax structure in the country that is ridden with hidden costs for the 

trade and industry. In order to simplify and rationalize indirect tax structures, 

Government of India attempted various tax policy reforms at different points of time. 

A system of VAT on services at the central government level was introduced in 
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2002. The states collect taxes through state sales tax VAT, introduced in 2005, levied 

on intra-state trade and the CST on inter-state trade. Despite all the various changes 

the overall taxation system continued to be complex. 

 This led to the idea of "One nation One Tax" and introduction of GST in Indian 

financial system. This is simply very similar to VAT  and can be termed as National 

level VAT on Goods and Services with only one difference that in this system not 

only goods but also services are involved. 

 GST is introduced in the country after a 13 year long journey since it was first 

discussed in the report of the Kelkar Task Force on indirect taxes. A brief chronology 

outlining the major milestones on the proposal for introduction of GST in India is as 

follows: 

• In 2003, the Kelkar Task Force on indirect tax had suggested a comprehensive 

Goods and Services Tax (GST) based on VAT principle. 

• A proposal to introduce a National level Goods and Services Tax (GST) by 

April 1, 2010 was first mooted in the Budget Speech for the financial year 2006-

07. 

• Since the proposal involved reform/restructuring of not only indirect taxes 

levied by the Centre but also the States, the responsibility of preparing a Design 

and Road Map for the implementation of GST was assigned to the Empowered 

Committee of State Finance Ministers (EC). 

• Based on inputs from Govt of India and States, the EC released its First 

Discussion Paper on Goods and Services Tax in India in November, 2009. 

• In order to take the GST related work further, a Joint Working Group consisting 

of officers from Central as well as State Government was constituted in 

September, 2009. 

• In order to amend the Constitution to enable introduction of GST, the 

Constitution (115th Amendment) Bill was introduced in the Lok Sabha in March 

2011. As per the prescribed procedure, the Bill was referred to the Standing 

Committee on Finance of the Parliament for examination and report. 

• Meanwhile, in pursuance of the decision taken in a meeting between the Union 

Finance Minister and the Empowered Committee of State Finance Ministers on 

8th November, 2012, 'Committee on GST Design', consisting of the officials of 
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the Government of India, State Governments and the Empowered Committee 

was constituted. 

• This Committee did a detailed discussion on GST design including the 

Constitution (115th) Amendment Bill and submitted its report in January, 2013. 

Based on this Report, the EC recommended certain changes in the Constitution 

Amendment Bill in their meeting at Bhubaneswar in January 2013. 

• The Empowered Committee in the Bhubaneswar meeting also decided to 

constitute three committees of officers to discuss and report on various aspects 

of GST as follows:- (a)  Committee on Place of Supply Rules and Revenue 

Neutral Rates; (b) Committee on dual control, threshold and exemptions; and (c) 

Committee on IGST and GST on imports. 

• The Parliamentary Standing Committee submitted its Report in August, 2013 to 

the Lok Sabha. The recommendations of the Empowered Committee and the 

recommendations of the Parliamentary Standing Committee were examined by 

the Ministry in consultation with the Legislative Department. Most of the 

recommendations made by the Empowered Committee and the Parliamentary 

Standing Committee were accepted and the draft Amendment Bill was suitably 

revised. 

• The final draft Constitutional Amendment Bill incorporating the above stated 

changes were sent to the Empowered Committee for consideration in September 

2013. 

• The EC once again made certain recommendations on the Bill after its meeting 

in Shillong in November 2013. Certain recommendations of the Empowered 

Committee were incorporated in the draft Constitution (115th Amendment) Bill. 

The revised draft was sent for consideration of the Empowered Committee in 

March, 2014. 

• The 115th Constitutional (Amendment) Bill, 2011, for the introduction of GST 

introduced in the Lok Sabha in March 2011 lapsed with the dissolution of the 

15th Lok Sabha. 

• In June 2014, the draft Constitution Amendment Bill was sent to the 

Empowered Committee after approval of the new Government. 



 5

• Based on a broad consensus reached with the Empowered Committee on the 

contours of the Bill, the Cabinet on 17.12.2014 approved the proposal for 

introduction of a Bill in the Parliament for amending the Constitution of India to 

facilitate the introduction of Goods and Services Tax (GST) in the country. The 

Bill was introduced in the Lok Sabha on 19.12.2014, and was passed by the Lok 

Sabha on 06.05.2015. It was then referred to the Select Committee of Rajya 

Sabha, which submitted its report on 22.07.2015. 

• Lok Sabha and Rajya Sabha unanimously passed the 122nd Constitutional 

Amendment Bill in August, 2016 which later got the assent of the President. 

Taxes got subsumed Under GST: 

a)  At the Central level, the following taxes are being subsumed: 

1.    Central Excise Duty, 

2.    Additional Excise Duty, 

3.    Service Tax, 

4.    Additional Customs Duty commonly known as Countervailing Duty, and 

5.    Special Additional Duty of Customs. 

b)  At the State level, the following taxes are being subsumed: 

1.    Subsuming of State Value Added Tax/Sales Tax, 

2.    Entertainment Tax (other than the tax levied by the local bodies), Central 

Sales Tax (levied by the Centre and collected by the States), 

3.    Octroi and Entry tax, 

4.    Purchase Tax, 

5.    Luxury tax, and 

6.    Taxes on lottery, betting and gambling. 

4.2.2 Rationale of GST: 

 Goods and Services tax (GST), is said to be the biggest economic reform since 

independence , which have the potential to raise Indian GDP by 1.5%-2%. Services 

are taxed by centre while goods are taxed by respective states. The rationale put 

forward are: 
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A.  There is lack of uniformity between tax rates of different states, which impedes 

the creation of national market of goods. 

B.  Multiple taxes result in cascading effect and hence, put higher burden on 

businessmen and end customer. 

C.  With technological development, it is sometimes difficult to separate good and 

services from a product for purpose of taxation. 

 Thus, Goods and services tax has been proposed to subsume all indirect taxes at 

central and state lavel, with two uniform rates, viz central GST and State GST. It 

would be a VAT based system, based on input tax credit mechanism for reducing the 

cascading effect. 

4.2.3 Concept of GST: 

4.2.3.1 What is GST? 

 GST is a single value-added tax levied on the manufacture, sale, and 

consumption of goods and services at the national level. 

There are three components to GST in India: 

• CGST – Central Goods and Services Tax, levied on an intra-state sale and 

collected by the federal government (commonly referred to as “the center” in 

India). 

• SGST/UTGST – State/Union territory Goods and Services Tax, levied on an 

intra-state sale and collected by the state or union territory government. 

• IGST – Integrated Goods and Services Tax, levied on interstate sales and 

collected by the Central government. 

4.2.3.2 Tax on supply: 

 The GST is applicable on the “supply” of all goods and services unlike the 

previous system wherein the tax was applicable to the manufacture, sale, or provision 

of goods and services. The liability to pay CGST or SGST, therefore, arises at the 

time of supply. 

 Depending on whether the transaction is ‘inter-state’ or ‘intra-state’ (between 

states or within a state, respectively), separate GST provisions are applicable to help 

a business determine the place of supply for goods and services.  
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4.2.3.3 Input tax credit: 

 Input tax credit (ITC) forms the backbone of the GST regime in India. 

 The GST is essentially a tax on value addition at each stage of the supply chain; 

every supplier, who is the person supplying the goods and/ or services or an agent 

acting as such on behalf of such a supplier, can claim credits (over input taxes paid at 

each stage of supply chain) in the subsequent stage of value addition. 

 The end consumer, therefore, bears only the GST charged by the last supplier in 

the supply chain. 

 No cross-utilization of the ITC is permitted: the credit of CGST paid on inputs 

may be used only for paying CGST on the output, while the credit of SGST on inputs 

may be used only for paying SGST, except in the case of inter-state supply of goods. 

4.2.3.4 GST exempted supply: 

 The exempted supplies are those that do not attract any GST and are specifically 

exempt from GST through government notification. 

 However, no ITC can be claimed with respect to inputs or input services used 

for making exempt supplies. In other words, in case of exempted supply, only output 

is exempted from tax but tax is levied on the input side. 

 Some of the GST exempt goods include fish, fresh fruits and vegetables, live 

animals (except horses), jute fiber raw or processed, printed books, and handloom 

among others. 

4.2.3.5 Zero-rated supply: 

 Zero rating means that the entire supply chain of a zero rates supply is tax-free. 

That means, no tax is levied either on the input tax side or on the output side. 

Zero-rated supplies include: 

• Exports of goods or services or both; or 

• Supplies made to customers located in special economic zones (SEZ) or SEZ 

developers. 

ITC is available on zero rates supplies. 
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4.2.3.6 Nil-rated supply: 

 Nil-rates supplies are those goods and services that attract zero percent GST. 

These are listed in schedule 1 under GST rate schedule. Some of the examples are 

salt, jaggery, and cereals. 

 No ITC is available on inputs or input services used in providing nil rated 

supply. 

4.2.3.7 Non-GST supply: 

 It is the supply of goods and services that do not come under the purview of 

GST. However, other taxes may be applicable. 

 Currently, only petroleum products and alcohol for human consumption fall 

under this category. 

4.2.3.8 GSTN: 

 The Goods and Services Tax Network (GSTN) is a not-for-profit, private 

limited company, promoted by the government with the specific mandate to provide 

information technology support and the digital services required for implementing 

the GST. It provided a portal where all GST returns are filed electronically. 

4.2.3.9 Invoice matching system: 

 The GST allows for a seamless flow of ITC across the supply chain. One of the 

essential features of the GST is to check ITC claims by the taxpayer to prevent any 

leakages. 

 For this purpose, an invoice matching system has been developed under GSTN 

to match the purchase and sale invoices of taxpayers. 

 Accordingly, every registered taxable person under GST is required to issue a 

tax invoice, which will be uploaded on the invoice matching system. After the sale 

and purchase invoices of a taxpayer have been matched, the ITC will be conferred. 

4.2.3.10 Compliance rating system: 

 It is a unique form to rate whether a taxable person in India has been compliant. 

In this system, every taxable person will have a rating based on his/her record of tax 

compliance. 
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 Once the system is implemented, the score will be updated at periodic intervals 

and will be placed in the public domain to ensure transparency. 

4.2.3.11 Anti-profiteering clause: 

 Anti-profiteering clause allows businesses to pass on the benefit of a reduced tax 

rate on goods or services, or both, to the consumers. This is to prevent any rise in the 

price of commodities following the GST implementation. 

4.2.3.12 GST Council: 

 It is a federal forum that includes federal, state, and union territory governments 

on its board. The GST Council comprising of the federal Finance Minister as the 

chairman, the Minister of State (Revenue), and the state and union territory finance 

ministers make recommendations to the Central, state, and union territory 

governments on issues like tax rates, exemption lists, threshold limits, and all other 

matters relating to the GST. 

 Decisions by the GST Council are made based on a three-fourths majority of the 

votes cast: the Central government casts one-third of the votes, while the state and 

union territories cast two-thirds of the votes. Each state and union territory has one 

vote, irrespective of its size or population. 

4.2.4 Features of GST:  

1. The GST has two components: one levied by the Centre (Central GST), and the 

other levied by the States (State GST). 

2. A separate legislation is drafted for Central GST. Each State would have its own 

legislation to levy and collect SGST. 

3. Rates for Central GST and State GST are prescribed appropriately, reflecting 

revenue considerations and acceptability. This dual GST model is implemented 

through multiple statutes (one for CGST and SGST statute for every State). 

4. The Central GST and the State GST is applicable to all transactions of goods 

and services made for a consideration except the exempted goods and services, 

goods which are outside the purview of GST and the transactions which are 

below the prescribed threshold limits. 

5. The Central GST and State GST are to be paid to the accounts of the Centre and 

the States separately. It would have to be ensured that account-heads for all 
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services and goods would have indication whether it relates to Central GST or 

State GST (with identification of the State to whom the tax is to be credited). 

6. Since the Central GST and State GST are to be treated separately, taxes paid 

against the Central GST shall be allowed to be taken as input tax credit (ITC) for 

the Central GST and could be utilized only against the payment of Central GST. 

The same principle will be applicable for the State GST. 

7. A taxpayer or exporter have to maintain separate details in books of account for 

utilization or refund of credit.  

8. Cross utilization of Tax Credit between the Central GST and the State GST 

would not be allowed except in the case of inter-State supply of goods and 

services under the IGST model. 

9. Ideally, the problem related to credit accumulation on account of refund of GST 

should be avoided by both the Centre and the States except in the cases such as 

exports, purchase of capital goods, input tax at higher rate than output tax etc. 

where, again refund/adjustment should be completed in a time bound manner. 

10. To the extent feasible, uniform procedure for collection of both Central GST and 

State GST is prescribed in the respective legislation for Central GST and State 

GST. 

11. The administration of the Central GST to the Centre and for State GST to the 

States would be given. This implies that the Centre and the States would have 

concurrent jurisdiction for the entire value chain and for all taxpayers on the 

basis of thresholds for goods and services prescribed for the States and the 

Centre. 

12. The taxpayer would need to submit periodical returns, in common format as far 

as possible, to both the Central GST authority and to the concerned State GST 

authorities. 

13. Each taxpayer is allotted a PAN-linked taxpayer identification number with a 

total of 13/15 digits. This brings the GST PAN-linked system in line with the 

prevailing PAN-based system for Income tax, facilitating data exchange and 

taxpayer compliance. 

14. Keeping in mind the need of tax payer’s convenience, functions such as 

assessment, enforcement, scrutiny and audit is undertaken by the authority 
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which is collecting the tax, with information sharing between the Centre and the 

States. 

4.2.5 Benefits of GST 

4.2.5.1  Elimination of Multiple Taxes 

 The biggest benefit of GST is an elimination of multiple indirect taxes. All taxes 

that currently exist will not be in picture. This means current taxes like excise, octori, 

sales tax, CENVAT, Service tax, turnover tax etc will not be applicable and all that 

will fall under common tax called as GST. 

4.2.5.2  Saving more Money 

 For a common man, GST applicability means the elimination of double charging 

in the system. This will reduce the price of goods and services & help common man 

for saving more money. 

4.2.5.3  Ease of business 

 GST will bring one country one tax concept. This will prevent unhealthy 

competition among states. It will be beneficial to do interstate business. 

4.2.5.4 Easy Tax Filing and Documentation    

 For a businessman, GST will be a boon. No multiple taxes means compliance 

and documentation will be easy. Return filing, tax payment, and refund process will 

easy and hassle free. 

4.2.5.5  Cascading Effect reduction 

 GST will be applicable at all stages from manufacturing to consumption. GST 

will provide tax credit benefit at every stage in chain. Today at every stage margin is 

added and tax is paid on whole amount, in GST you will have tax credit benefit and 

tax will be paid on margin amount only. It will reduce cascading effect of tax thereby 

reducing cost of product. 

4.2.5.6  More Employment 

 As GST will reduce cost of product it is expected that demand of product will 

increase and to meet the demand, supply has to go up. The requirement of more 

supply will be addressed by only increasing employment. 
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4.2.5.7  Increase in GDP 

 As demand will grow naturally production will grow and hence it will increase 

gross domestic product. It is estimated that GDP will grow by 1-2% due to GST. 

4.2.5.8 Reduction in Tax Evasion   

 GST is a single tax which will include various taxes, making the system 

efficient with very little chances of corruption and Tax Evasion. 

4.2.5.9 More Competitive Product 

 As GST will address cascading effect of tax, inter-state tax, high logistics cost it 

will make manufacturing more competitive. This will bring advantage to 

businessman and consumer. 

4.2.5.10  Increase in Revenue 

 GST will replace all 17 indirect taxes with single tax. Increase in product 

demand will ultimately increase tax revenue for state and central government. Goods 

and service tax is a boon for the Indian economy and the common man. It is a 

welcome step taken by the government. 

4.2.6 Charge of GST: 

 The GST council has divided the tax schedule for goods and services into four 

tax slabs – 5, 12, 18, and 28 percent. 

 Below is the list of goods and services, but this is not the exhaustive list. List is 

given to give you a basic idea. 

Goods: 

Nil: 

• Hulled cereal grains like barley, wheat, oat, and rye; 

• Human hair; 

• Sanitary napkins; 

• Palmyra jaggery; 

• All types of salt; and 

• Books for children. 
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5 percent: 

• Cashew nut and cashew nut in the shell; 

• Ice and snow; 

• Biogas; 

• Insulin; 

• Coir mats and floor covering; 

• Postage or revenue stamps; and 

• Braille appliances, hearing aids and other equipment to compensate for a 

disability. 

12 percent: 

• Glasses for corrective spectacles and flint buttons; 

• Fixed speed diesel engines; 

• Fly ash blocks; 

• Menthol and menthol crystals, peppermint, and its other chemical 

compounds; 

• Preparations of vegetables, fruits, nuts or other parts of plants; 

• Ketchup, sauces and mustard sauce; 

• All diagnostic kits and reagents; 

• Spoons, forks, ladles, skimmers, cake servers, fish knives, tongs; 

• Two-way radio used by defense forces; 

• Playing cards and other board games. 

18 percent: 

• Printers other than multifunction printers; 

• Set-top box for TV; 

• Computer monitors not exceeding 17 inches; 

• Electrical filaments or discharge lamps; 
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• Plastic tarpaulin; 

• Headgear and parts; 

• Precast concrete Pipes; 

• Salt-glazed stoneware pipes; 

• Aluminum foil; 

• Rear tractor tyre, tyre tubes, wheel rim, and tractor support front axle; 

• Ball bearing, roller bearings, parts & related accessories; 

• Electrical transformer; 

• Static converters (UPS); 

• CCTV and recorder; 

• Winding wires, coaxial cables, and an optical fiber; 

• Perforating or stapling machines, pencil sharpening machines; 

• Baby carriages; 

• Instruments for measuring length, for use in the hand; and 

• Bamboo furniture. 

28 percent: 

GST council meetings have not added any new items to the 28 percent tax 

bracket. 

Services: 

5 percent: 

• Railways-transportation of goods, passengers; 

• Transport by air; 

• Tour operator services; 

• Goods transported in a vessel from outside India; 

• Transport services with air conditioner (AC) contract or radio taxi; and 
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12 percent: 

• Rail transportation of goods in containers from a third party; 

• Business class air travel; 

• Restaurants without AC or liquor license; 

• Hotels stay with rent more than Rs.1000 and less than Rs.2500 per day; 

• Chit fund services by foremen; 

• Construction of building for sale purpose; and 

• IP rights on a temporary basis. 

18 percent: 

• Restaurants with AC and/or liquor license; 

• Outdoor catering and party arrangement; 

• Hotel stay with rent more than Rs.2500 but less than Rs.5000 per day; and 

• Supply of works contract. 

28 percent: 

• Entertainment events-amusement parks, and sporting events; 

• Race club services; 

• Gambling; and 

• Restaurant or hotels stay at five-star hotels or above. 

However, the change in the rate of GST and transfer of service or goods from 

one slab to another may be done by the Government. The students are advised to 

read those changes in newspaper or on the government's website, for their 

reference. 

Bills passed for the implementation of GST regime: 

1. The Central Goods and Services Tax Bill 2017 (The CGST Bill) 

 The CGST Bill makes provisions for levy and collection of tax on intra-

state supply of goods or services or both by the Central Government. 

2. The Integrated Goods and Services Tax Bill 2017 (The IGST Bill) 
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 IGST Bill makes provisions for levy and collection of tax on inter-state supply 

of goods or services or both by the Central Government. 

3. The Union Territory Goods and Services Tax Bill 2017 (The UTGST Bill) 

 The UTGST Bill makes provisions for levy on collection of tax on intra-

UT supply of goods and services in the Union Territories without legislature. Union 

Territory GST is akin to States Goods and Services Tax (SGST) which shall be 

levied and collected by the States/Union Territories on intra-state supply of goods or 

services or both. 

4. The Goods and Services Tax (Compensation to the States) Bill 2017 (The 

Compensation Bill) 

 The Compensation Bill provides for compensation to the states for loss of 

revenue arising on account of implementation of the goods and services tax for a 

period of five years as per section 18 of the Constitution (One Hundred and First 

Amendment) Act, 2016. 

Applicability of GST  

1. GST is applicable on the supply of goods and services. 

2. GST  is not levied on: 

•  Petroleum crude 

• High speed diesel 

• Motor spirit(petrol) 

• Natural gas 

• Aviation Turbine fuel 

• Alcoholic liquor for human consumption is exempted from GST. 

• Tobacco and tobacco products will be subjected to GST. The centre may 

apply excise duty on tobacco. 
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Different types of GST: 

4.2.7 Integrated Goods and Service Tax (IGST) 

IGST full form is Integrated Goods and Service Tax. 

 IGST means Integrated Goods and Service Tax, one of the three categories 

under Goods and Service Tax (CGST, IGST and SGST) with a concept of one tax 

one nation. IGST falls under Integrated Goods and Service Tax Act 2016. 

 IGST is charged when movement of goods and services from one state to 

another. For example, if goods are moved from Tamil Nadu to Kerala, IGST is levied 

on such goods. The revenue out of IGST is shared by state government and central 

government as per the rates fixed by the authorities. 

  Under the GST regime, an Integrated GST (IGST) would be levied and collected 

by the Centre on inter-State supply of goods and services. Under Article 269A of the 

Constitution, the GST on supplies in the course of inter State trade or commerce shall 

be levied and collected by the Government of India and such tax shall be apportioned 

between the Union and the States in the manner as may be provided by Parliament by 

law on the recommendations of the Goods and Services Tax Council.  

4.2.8 State Goods and Services Tax (SGST): 

 SGST (State GST) is one of the two taxes levied on every intrastate (within one 

state) transaction of goods and services. The other one is CGST.  SGST is levied by 

the state where the goods are being sold/purchased. It will replace all the existing 

state taxes including VAT, State Sales Tax, Entertainment Tax, Luxury Tax, Entry 

Tax, State Cesses and Surcharges on any kind of transaction involving goods and 

services. The State Government is the sole claimer of the revenue earned under 

SGST. Let’s understand this with an example. 

 e.g. – Suresh from Rajasthan wants to sell some goods to Pradeep in Rajasthan. 

The product, originally priced at Rs 10,000, will attract GST at 18% rate comprising 

of 9% CGST rate and 9% SGST rate. The SGST tax amount here is Rs 900 (9% of 

Rs 10,000) which is fully claimed by the Rajasthan State Government. The rate of 

the product after SGST will be Rs 10,900. 
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4.2.9 Union Territory Goods and Service Tax (UTGST) : 

 The Union Territory Goods and Services Tax, commonly referred to as UTGST, 

is the GST applicable on the goods and services supply that takes place in any of the 

five Union Territories of India, including Andaman and Nicobar Islands, Dadra and 

Nagar Haveli, Chandigarh, Lakshadweep and Daman and Diu. This UTGST will be 

charged in addition to the Central GST (CGST) explained above. For any transaction 

of goods/services within a Union Territory: CGST + UTGST 

 The reason why a separate GST was implemented for the Union Territories is 

that the common State GST (SGST) cannot be applied in a Union Territory without 

legislature. Delhi and Pondicherry UTs already have their own legislatures, so SGST 

is applicable to them. 

4.2.10 Central Goods and Service Tax (CGST) : 

 CGST refers to the Central GST tax that is levied by the Central Government of 

India on any transaction of goods and services tax taking place within a state. It is 

one of the two taxes charged on every intrastate (within one state) transaction, the 

other one being SGST (or UTGST for Union Territories). CGST replaces all the 

existing Central taxes including Service Tax, Central Excise Duty, CST, Customs 

Duty, SAD, etc. The rate of CGST is usually equal to the SGST rate. Both taxes are 

charged on the base price of the product. See the example below to understand it 

better. 

 e.g. – In the example above, when Suresh sales a product to Pradeep in the same 

state (Rajasthan), he has to pay two taxes. CGST is for the central government while 

SGST is for the state. The rate of CGST is 9%, same as SGST. After the application 

of CGST (9% of Rs 10,000), the final cost of the product will become Rs 11,800. 

 As you can probably guess, all the taxes in all the conditions above are borne by 

the end consumer in the final cost, not by the manufacturer or the dealer of the 

product or service. Since GST is levied on consumption, the state where the product 

is originally manufactured is not entitled to the tax collected. If the manufacturing 

state levies a tax, the same will be transferred to the consuming state through the 

Central government. 
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Types of 

Differences 

CGST SGST IGST UGST/UTGST 

Applicable 

transactions 

(Goods & 

Services) 

Intrastate 

(Within 

one state) 

Intrastate 

(Within 

one state) 

Inter-state 

(between two 

states or one 

state and one 

UT) and 

imports 

Within one 

Union Territory 

(UT) 

Collected by Central 

Govt. 

State Govt. Central Govt. UT Govt. 

Benefitting 

Authority 

Central 

Govt. 

State Govt. Central Govt. 

& State Govt. 

UT Govt. 

Tax Credit Use 

Priority 

CGST 

IGST 

SGST 

IGST 

IGST 

CGST 

SGST 

UTGST 

IGST 

 

4.2.11 Understanding GST through Practical Cases: 

Q.1]  Mr. A of pune supplied goods/services for Rs.2,00,000 to Mr. B of Mumbai 

SGST and CGST rate on supply of goods and services is 9% each. IGST rate is 18% 

Find the following: (a) Total price charged by Mr. A (b) who is liable to pay GST? 

Solution: 

Particulars Value in (Rs) 

Supply of goods / services 

Add: CGST 9% 

Add: SGST 9% 

(a) Total price charged by Mr.A to Mr. B for local supply of 

goods or services. 

2,00,000 

    18,000 

    18,000 

2,36,000 

 (b)  Mr. A is liable to pay GST. 
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Notes: 

(1)  Location of supplier and place of supply both are within the same State of 

Maharashtra. Therefore, CGST & SGST applicable. 

(2)  The CGST & SGST charged to Mr. B for supply of goods/services will be 

remitted by Mr. A to the appropriate account of the central and state 

Government respectively. 

Q.2]  Mr. M of Mumbai supplied goods/services for Rs.24,00,000 to Mr. S of 

Solapur Mr. M purchased goods/services for Rs.20,000 (and in addition paid CGST 

9% and SGST 9%) from Mr. C of pune Find the following: 

(a)  Total price charged by Mr. M for supply of goods/services. 

(b)  Who is liable to pay GST Mr. M or Mr. S ? 

(c)  Net liability of GST. 

Solution: 

Particulars Value in (Rs) 

Value charged by M to S for Supply of goods / services 

Add: CGST 9% 

Add: SGST 9% 

(a) Total price charged by Mr.M to Mr. S for local supply of 

goods or services. 

24,00,000 

   2,16,000 

   2,16,000 

28,32,000 

(b) Mr. M  is liable to pay GST as under. 

Particulars CGST (Rs.) SGST (Rs.) 

Output tax 

Less: Input Tax Credit (ITC) [20,00,000 * 9%] 

(c) Net tax liability of Mr. M 

2,16,000 

 

(1,80,000) 

2,16,000 

 

(1,80,000) 

36,000 36,000 

Note: 

Following working shows that by giving input tax credit, Government does not lose 

revenue. 
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Particulars Revenue to central 

Government (Rs.) 

Revenue to  Statel 

Government  (Rs.) 

Supply of goods/services by Mr. C to 

Mr. M 

Add: Supply of goods/services by Mr. M 

to Mr. S 

Total 

1,80,000 

 

    36,000 

 

1,80,000 

 

     36,000 

2,16,000 2,16,000 

4.3 Check Your Progress 

4.3.1 Check Your Progress-1 

 Multiple Choice Questions 

1.  GST Stands for 

    (a) Goods and supply Tax      (b) Government sales Tax 

    (c) Goods and Services Tax        (d) Good and Simple Tax 

2.  GST is levied in india on the basis of ………… principle. 

    (a) Origin                 (b) Destination 

     (c) Either a or b      (d) Both a or b 

3.  The main objectives of GST implementation is …………. : 

     (a) To Consolidate multiple indirext tax levies into single tax. 

     (b) Overcoming limitation of exicting indirect tax structure. 

     (c) Creating efficiencies in tax administration. 

    (d) All of above. 

4.  Which of the following is not a bill passed by parliament for the implementation 

of GST in india: 

      (a) The Central GST Act, 2017.     (b) The State GST Act,2017. 

       (c) The Integrated GST Act,2017.     (d) None of above. 

5.  ……….. Petroieum products have been temporarily been kept out of GST. 

       (a) One      (b) Two (c) Three            (d) Five 

6.  In India, GST structure is ………. In nature. 

      (a) Single           (b) Dual (c) Triple           (d) (a) & (b) both 
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7.  GST is not levied on which of the following: 

      (a) Alcoholic Liquor for Human Consumption           

 (b) Five Petrolium Products 

      (c) Immovable Property                                                

 (d) All of above 

8.  GST is not levied on which of the following: 

      (a) Motor Spint        (b) High speed diesel 

      (c) Natural gas         (d) All of above 

9.  …………. is levied on Intra-State Supply og goods and/or services: 

      (a) CGST            (b) SGST (c) IGST             (d) Both a & b 

10.  …………. is levied on Intra-State Supply og goods and/or services: 

      (a) CGST            (b) SGST (c) IGST             (d) Both a & b 

11.  …………. is levied on Intra-State Supply og goods and/or services in Union 

Temtory: 

     (a) SGST            (b) IGST (c) UTGST         (d) GST is not levied. 

12.  Goods and Services Tax is a tax levied on goods and services imposed at each 

point of…….. 

      (a) Sale            (b) Service (c) Supply        (d) Manufacturing. 

13.  GST is a national level tax based on …………. ? 

      (a) First point tax principle        (b) Value added principle 

      (c) Last point tax principle        (d) All of the above. 

14.  The following tax has been subsumed into Central GST. 

      (a) Central Sales Tax            (b) Custom Duty 

      (c) Service Tax                       (d) All of above. 

15.  GST was introduced in india on? 

      (a) 1-4-2017      (b) 1-5-2017       (c) 1-6-2017          (d) 1-7-2017  

16.  Indian GST model has …………. Tier rate structure. 

       (a)  3      (b)  4  (c)  5     (d)  6 

17.  What does I stands for in IGST ? 

     (a) International (b) Internal  (c) Integrated  (d) Intra 
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18.  Which of the following tax is not subsumed in GST ? 

        (a) VAT             (b) Stamp Duty  (c) Entry Tax (d) Entertainment Tax 

19.  HSN Code Stands for 

       (a) Home Shopping Network   (b) Hamonised System of Nomenclature 

       (c) Hamonsed System Number    (d) Home State Number 

20.  Alcoholic liquor for Human Consumption is subject to- 

 (a) CGST          (b) SGST           (c) IGST           (d) None of the above 

21.  Five petroleum products viz, petroleum crude, motor spirit (petrol), high speed 

diesel, natural gas and aviation turbine fuel have been kept out of GST 

………………. . 

       (a) Pemanenty  (b) Temporarily  (c) For one year (d) None of the above 

22.  The iteams which will be taxable both under Central Excise Law and the GST 

even after the implementation of the GST Act. 

 (a) Motor spirit         

 (b) Tobacco and Tobacco Products 

 (c) Alcohonic liquor for human consumption               

 (d) Natural Gas 

23.  On Petroleum Crude, High Speed Diesel, Motor Spirit (commonly known as 

petrol) . Natural Gas and Ayilation Turbine Fuel. 

     (a)  GST will never be levied Fuel. 

     (b)  GST will be levied from a date to be notified on the recommendations of 

the GST Council. 

     (c)  GST will be levied but it will be exempt. 

    (d)  None of the above. 

24.  Supply of the following is not liable to GST…………… 

      (a) Alcoholic liquor for industrial consumption. 

     (b) Alcoholic liquor for medicinal consumption. 

     (c) Alcoholic liquor for Human consumption. 

     (d) Alcoholic liquor for animal consumption. 
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25.  GST is a comprehensive tac regime covering……….. 

       (a) Goods         (b) Services         

 (c) Both goods & Services       (d) None of the above. 

26.  Which is the following taxes have been subsumed under GST ? 

 (1)  Central Excise Duty      (2) Service Tax      

 (3) VAT        (4) Luxury Tax 

 Select the correct answer from the options given below: 

     (a)  (1) & (2) etc.              (b) (3) (1) & (2)    

 (c) All of the above            (d) None of the above 

27.  GST is comprehensive tax regime covering …………. 

     (a) Goods          (b) Services      

 (c) Both goods & services      (d) Goods, services and imports 

28.  Goods and service Tax is a tax levied on goods and services imposed at each 

point of : 

     (a) Demand          (b) Cash Sale (c) Supply  (d) Manufacturing 

29.  The CGST Act,2017 extends to 

   (a)  Whole of india excluding the state of Jammu & Kashmir       

   (b)  Whole of india. 

   (c)  Whole of india excluding the state of Jammu & Kashmir and Union 

temitoris.       

 (d)   Whole of india excluding the state of Jammu & Kashmir but including  

Union temitoris.  

4.3.2 Check Your Progress-2 

 Fill in the blanks      

1.  GST is a ……….. based Tax. 

2.  GST is levied on all goods and services …………….. [except/including] 

alcoholic liquor fot human. 

3.  GST is levied on all goods and services …………….. [except/including]  

petrol. 
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4.  Article …………….. enabled States to levy tax on services. 

5.  GST Council was formed under Articles………… 

6.  Compensation under the Goods and Services Tax …….. Act, 2017 will be a 

provided to a state for a period of ………. Years from the date on which the 

state brings its SGST Act into force. 

7.  For the purpose of calculating the compensation amount in any financial 

year under the Goods and Services Tax …………. Act, 2017, year 

…………. Will be assumed to be the base year , for calculating the revenue 

to be protected. 

8.  The union Finance Minister is the chaireperson of the …………… [GST 

Council/ GSTN] 

9.  The ……….. [GST Council/ Parliament] shall recommend the date on 

which the goods and services tax be levied on petrol. 

10.  GSTN stands for ………….. 

11.  India has adopted ………….. [Dual/ Single] GST Mode. 

12.  CGST is applicable to ……………. [intra state/ intra state] Supply. 

13.  IGST is applicable to ……………  [intra state/ intra state] Supply. 

14.  IGST= CGST ……………. [plus/ or] SGST. 

15.  Import will be attract Basic Custom Duty ……… [plus / or] IGST. 

16.  Stare Stamp Duty ………… [is / is not] subsumed under GST. 

17.  Betting Tax ………… [is/ is not] subsumed under GST. 

4.3.3 Check Your Progress-3 

Match the pairs. 

                       Column A                         Column B 

1. Custom Duty 

2. Income Tax 

3. Alcoholic liquor for human consumption 

(a) Not subsumed under Gst 

(b) Subsumed under GST 

(c) IGST + Customs duty 
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4. Petrol 

5. Immovable property 

6. Tobacco 

7. Intra- State supply 

8. Intra – State supply 

9. Imports 

10. Central Sales Tax 

11. Profession Tax 

(d) IGST 

(e) CGST + SGST/UTGST 

(f) GST + Excise Duty 

(g) Stamp Duty 

(h) VAT/CST 

(i) No GST 

(j) Direct Tax 

(k) Indirect Tax 

4.3.4 Check Your Progress-4 

 State whether True or False 

1.  Goods and Services Tax (GST) is in nature a value-added tax (VAT). 

2.  GST leads to cascading effect of taxes. 

3.  Central excise duty continue to be levied on manufacture/production of 

petroleum crude. 

4.  Transfer of immovable properties is subject to SGST (State GST) levied by the 

state Government. 

5.  Tobacco is subject to GST as well as central excise duty. 

6.  The prime Minister is the Chairperson of the GST Council. 

7.  CGST is applicable to imports. 

8.  UTGST is applicable to intra- state supply within Union Territory of Delhi. 

9. SGST  is applicable to intra- state supply within Union Territory of Puducherry. 

10.  IGST is applicable to Imports. 

11.  Chandigarh is governed by UTGST Act,2017 for levying UTGST. 

12.  Custom Duty is subsumed under GST. 

13.  Purchase Tax is subsumed under GST. 

14.  Octroi is not subsumed under GST. 
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15.  Luxury Tax is subsumed under GST. 

4.4 Answers to Check Your Progress 

Multiple choice questions (Check Your Progress-1) 

1.     (c) 

2.     (b) 

3.     (d) 

4.     (b) 

5.     (d) 

6.      (b) 

7.      (d) 

8.      (d) 

9.      (d) 

10.    (c) 

11.   (c) 

12.   (c) 

13.   (b) 

14.   (d) 

15.   (d) 

16.        (b) 

17.        (c) 

18.        (b) 

19.         (b) 

20.         (d) 

21.         (b) 

22.         (b) 

23.         (b) 

24.         (c) 

25.         (c) 

26.       (c) 

27.       (c) 

28.       (c) 

29.        (b) 

Fill in the blanks (Check Your Progress-2) 

 (1) Destination  (2) Except  (3) Except  (4) 246A  (5) 279A  (6) Compensation 

to States, five (7) Compensation to States, 2015-16  (8) GST Council  (9) GST 

Council (10) Goods and Services Tax Network  (11) Dual  (12) Intra-state  (13) inter-

state  (14) plus  (15) plus  (16) is not (17) is. 

Match the pairs (Check Your Progress-3) 

 (1) – (k),  (2) – (i),  (3) – (i),  (4) – (h),  (5) – (g),  (6) – (f),  (7) – (e),  (8) – (d),  

(9) – (c), (10) – (b),  (11) – (a) 

True or False (Check Your Progress-4) 

 True :   1, 3, 5, 9, 10, 11, 13, 15. 

 False :   2, 4, 6, 7, 8, 12, 14. 

4.5 Exercises : 

 1. Explain the meaning and features of GST. 

 2. What are the benefits of GST? 

 3. Enumerate the different types of GST. 

 4. Explain briefly Genesis of GST in India. 
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