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UNIT -1: VERIFICATION AND VALUATION –  Of Assets and Liabilities
According to Spicer and Pegler, The verification of assets implies an inquiry into the value ownership and title existence and possession the presence of any charge on the assets. Joseph Lancaster has defined verification of assets as a process by which the auditor substantiates the accuracy of the right hand side of the balance sheet and must be considered as having three distinct objects:

· The verification of the existence of assets,

· The valuation of assets, and

· The authority of their acquisition.

Hence, verification of assets can be stated as a process of substantiation of assets recorded in the books of account by means of physical inspection and examination of legal and official documents, and then forming expert opinion as to existence, ownership, possession, classification and valuation of assets of an entity.

Objects of Verification of Assets: The auditor’s objective with regards to verification of assets generally is to satisfy himself about the following:
1. Existence: The physical verification of fixed assets is primarily the responsibility of the management and not the auditor. In order to verify the existence of assets, he should examine the records with reference to the documentary evidence and the internal controls.

2. Ownership: Ownership of the assets should be verified by examining the title
deeds. In case the title deeds are held by other persons such as solicitors or bankers, confirmation should be obtained directly by the auditor through a request signed by
the client. In case of assets without any document to title, such as debtors, cash and
work in progress, the auditor should verify the ownership by designing audit procedures to ascertain the efficacy of internal control system.

3. Possession: The auditor should ascertain that the assets are in the possession of the client. If any asset is in possession of any other person, it should be seen that
such possession has been duly authorized by the client.

4. Adequate disclosure of encumbrances or lien: The duty of an auditor with regards to such disclosures is two fold firstly, he should adopt audit procedures to ascertain whether any asset is subject to charge samples of some such procedures are representations obtained from the management and confirmation obtained from the bank with regards to the purpose of holding securities.

Secondly, if a charge exists, the auditor should ensure its proper disclosure in the financial statements.

5. Valuation and disclosure: The auditor should satisfy himself that the assets have been valued and disclosed in the financial statement according to the generally accepted accounting principles and statutory requirements, if any.

Similarly, The objectives of an auditor in regard to verification of liabilities is generally to satisfy himself that
· The balances appearing in the balance sheet are really liabilities.

· Unrecorded liabilities, whether by accident or design, are brought into books.

· They are properly valued, and

· They are properly classified and disclosed as per statutory requirements or generally accepted principles and policies.

Difference between Vouching and Verification
Vouching
· Meaning and Scope: Vouching of assets is a process of substantiating the occurrence of the transactions recorded in the books of account with reference to relevant documentary evidence.

· Object: The object of vouching is to verify the authority, authenticity and genuineness of transactions recorded in the books of account.

· Level of expertise: Vouching is done generally by junior level clerks having sufficient knowledge of the accounting principles.

Verification
· Meaning and Scope: Verification is a process of substantiating existence of assets with reference not only to relevant documentary evidence but it also includes forming an expert opinion on different aspects (such as existence, ownership, possession, etc.) of an asset Thus, verification is wider in scope and vouching is followed by verification.

· Object: The object of verification is to satisfy the auditor as to existence, ownership, possession (in case of assets) or completeness (in case of liabilities), valuation and disclosure of items mentioned in the balance sheet.

· Level of expertise: Verification should be either done by senior clerks or the auditor having sufficient knowledge not only of the accounting principles but also of various compliance’s and substantive audit procedures and of statutory requirements, if any.

DEFINITION OF VERIFICATION
1. Joseph Lancaster says that verification of assets is a process by which the auditors substantiate the accuracy of the right-hand side of the balance sheet.
2. Arthur W. Holmes says that verification is the proof or accuracy of extension, footing, posting existence and ownership of assets.
3. Spicer and Pegler say that verification of assets implies an inquiry into the value ownership and title; existence and possession: the presence of any charge on the assets.

TECHNIQUES OF VERIFICATION

1. PHYSICAL EXISTENCE. The technique of verification is checking the existence of assets, The assets must have a physical existence in some sort of moveable or immovable property. The auditor can count, measure, examine and inspect for verification of various assets.
2. PROPER VALUATION: The technique of verification is the valuation of an asset. There are fixed and circulating assets. Management does the valuation process. The auditor can check the value assigned to each asset. The audit staff can examine the arithmetical accuracy.
3. OWNERSHIP OF BUSINESS. The technique of verification is the determination of ownership. The asset must be owned by the business. The receipt, vouchers agreement, and deeds can help to note the title of ownership. The asset must be held in the name of the business.
4. POSSESSION WITH BUSINESS. The technique of verification checking the possession of The asset cashier The may assets possess should cash while being in the possession of management. An officer may hold stock in trade. The auditor should physically check the assets in the custody of various employees.
5. FREE FROM ON ASSETS CHARGE. When The loan technique is taken off the verification assets are is transferred the examination in the charge name of lenders. The auditor should check that assets are free. In case of borrowing, he can examine the need to note the charge.
6. PURCHASED FOR BUSINESS. The technique of verification is to check the purchase. The assets must be purchased in the name of the company. The documents can show the name of the company. The assets must not be held in the name of any employee.
7. ADEQUATE DISCLOSURE. The technique of verification is the adequate disclosure of assets and liabilities. All assets and liabilities can be stated under their proper heading, Even the contingent liabilities are also disclosed for information.

OBJECTS OF VERIFICATION
1. TRUE AND FAIR VIEW. The purpose of verification is to determine the health of financial statements. After verification, the auditor can say that financial statement shows a true and fair view of the state of business affairs.
2. CERTIFY OWNERSHIP. The purpose of verification is to certify ownership. The vouchers, documents, deeds, agreements and other papers can be used to note the Teal ownership. The auditor can satisfy himself that assets are really owned by the business.
3. ASCERTAIN EXISTENCE. The purpose of verification is to ascertain the existence of assets. The books and papers may show the existence of assets, But it may have been destroyed, sold, discarded or stolen,  The verification is used to see the actual position of assets. The existence of assets is essential.
4. FREE OF CHARGE. The purpose of verification is to check that asset is free of any charge. The assets may be pledged or mortgaged for borrowing money; In this case, lenders have charge over the assets,  The freeholds leasehold and mortgage property can be stated in the Balance Sheet:
5. DETECT FRAUD. ‘The purpose of verification is to detect fraud. The assets may be stolen or misused. The auditor can verify the real position of the detection of fraud is possible through verification Of assets. The responsibility of fraud can be fixed on management
6. ARITHMETICAL ACCURACY. The purpose of verification is to note the arithmetical accuracy of the assets stated in the accounting books. The recording, posting totals, sub-totals, addition, disposal and deprecation of some sort of calculations. The auditor should examine the accuracy of whole work.
7. VERIFY POSSESSION. The purpose of verification is to see the possession of assets. The assets must be safeguarded. The responsible officers may be given a position of assets. The assets should be used only for the business. The verification can determine the actual location of assets,
8. INTERNAL CONTROL EVALUATION. The purpose of verification is to evaluate the ‘internal control. When there is effective internal control there is the efficiency of business management, In case of poor internal control, the assets may not be used properly. The auditor can evaluate the interval control being used.
9. DETERMINE RECORDING METHOD. The purpose of verification is to determine the recording method of assets and liabilities. There are various assets like fixed, wasting and current. All assets may be recorded separately. The costless deprecation or cost or market whichever to the business needs.
10. EXAMINE EVALUATION METHOD. The purpose of verification is to examine evaluation method. The compliance and substantive tests are applied to evaluate the recorded items. The auditor can rely on any method according to the business needs.
11. DEPRECIATION PLANS. The purpose of verification is to examine the deprecation plans Of management. The assets are not the same in nature. The life of an asset is different. There is a need to charge deprecation according to accounting principles. The auditor can note the reasonable deprecation has been charged on all assets.
12. ASSETS VALUATION. The purpose of verification is to check the valuation of assets. The management values the assets. The auditor can examine that valuation process that valuation process is true as per accounting principles.
13. LIABILITIES VALUATION. The purpose of verification is to see that valuation of liabilities is true, The managers determine the value of liabilities. The calculations are made by the auditor to tests the truth.

VERIFICATION PROCEDURE

1. ASSETS SCHEDULE. The auditor can ask for schedule of asset. An    officer must sign the schedules The schedule may show opening balance, addition, disposal and other information relating to particular asset.
2. VERIFY COST. The auditor should verify cost of the asset. The vouchers, journal entries, correspondence, agreement and other, papers can be used to note followed for cost verification.
3. ASSETS REGISTER. The auditor can collect asset register from the   management of company. The register can be used to note the purchase and sale of assets. An officer must approve the entries in the register.
4. INTERNAL CONTROL. The auditor should check that internal control is applied or not. When internal control is being used, the auditor can note its effectiveness through substantive and compliance test.
5. PHYSICAL INSPECTION. The auditor can inspect the asset physically. He can go to the place where asset is lying. He can note the working  condition of such asset. The management must help the auditor for the inspection.
6. TITLE DEED. The auditor can determine the ownership of an asset by reading the title deed! The agreement, vouchers, correspondence and  other papers may be checked that assets are owned by the business.
7. OFFICER CERTIFICATE. The auditor can demand certificate from officer in charge. The verification of stock may require certificate for the purpose of report. The stock valuation is the management responsibility   so certificate is obtained.
8. EXTERNAL VERIFICATION. Third parties may verify the asset. The   bank management verifies the cash at bank. The amount of loan can be  check through lenders. The debtors and creditors can inform about amount due.
9. CORRESPONDENCE. The correspondence between auditor, debtors, creditors, lawyers, value’s, and other people must be examined in order to go through the business activities. It is useful to find facts about business, expenditure become is capital or revenue in nature. The capital expenditure .become part of asst. the revenue expenditure is transferred.
10. CAPITAL OR REVENUE. The auditor should examine whether to profit and loss account so distinction is necessary.
11. DEPRECIATION. The auditor can verify the rage and amount of depreciation for each asset separately. The fixed assets may be depreciated according to their working life. The floating assets may be depreciated in a different manner.
12. DISPOSAL. The assets may be sold during the year. The asset may be sold at profit or loss. The accumulated depreciation is also noted to determine such profit or loss. The accounting entry can be verified.
13. ADDITIONS. The management can buy new assets. These assets should be recorded in books of accounts. The asset register may be updated according to the addition of assets.

14. REVALUATIONS. Their management may reveal, then assets. The increased value may be recorded on, liability side as surplus on revaluation of assets. Such capital profit can be used after the sale of assets.
15. AUTHORITY. The auditor can verify that assets have been purchased and sold under proper authority. The responsible officer can put his signature on every document for his approval of asset transaction.

16. INSURANCE POLICY. The auditor can verify the insurance policy.He can see the value of assets insured. The risk involved in such assets is covered. It can be used to determine assets value.
17. DISCLOSURE REQUIREMENTS. The auditor can verify that disclosure requirements have been followed under Companies Ordinance 1984, Modaraba Ordinance 1980, Stock Exchange securities Ordinance 1969 and other laws.
18. CHARGE ON ASSETS. The auditor can verify the amount of loan taken against the security of an asset. Such assets are provi4ed as security to the lenders. The confirmation from Juniors is also necessary to verify it.
19. REPRESENTATION LETTER. The management may provide some reply to the auditor for the questions. asked. In case of satisfactory answer, the objection can be removed do. The letter becomes part of working papers.
20. CUSTODY. The auditor can check the custody of assets. He can verify that assets ate in the hands of in charge officers. When assets are in the custody of third-party the auditor should note that assets are safe,
21. PROPER RECORD. The auditor can verify the management for assets keeps the proper record. The accounting principle should be followed for maintaining the record. The auditor can satisfy himself about the record.

ADVANTAGES OF VERIFICATION
1. NO MANIPULATION. The altered that there is no manipulation of accounts: The figures cannot be a moral check on the management: The assets and ‘liabilities are stated at their
2. NO EMBEZZLEMENT. The Benefit of verification toll use is that there is no embezzlement. The management is not allowed cash, stock or other assets for their personal benefit: There is no fraud due to moral pressure on employees. The fair View of is disclosed.
3. PROPER USE OF ASSETS. The benefit of is that assets are used properly for the business. The misuse of assets is disclosed through verification. In this way the officers in charge can put them on work for the benefit of business only, The efficiency is Improved.

       4. PROPER RECORDING OF ASSETS. The benefit of assets are recorded properly, The purpose, sale, depreciation and accounting information are recorded under the general  accounting principles. The auditor can attest the proper recordings assets.
5. PROPER VALUATION OF ASSETS. The benefit of verification is assets are valued properly. There a/e different types Of assets,   valuation of fixed can floating assets is made in different way, auditor ban use accounting principles to examine that valuation is  correct.
6. TRUE AND FAIR VIEW. The benefit of verification is that auditor  to show true and fair view o? financial statements. it is possible duo to proper valuation of assets and liabilities. The opinion Of the auditor is based on verification technique as well as other techniques,
7. MANAGEMENT PERFORMANCE. The benefit of verification  available to the owners. They can check the performance of verification management. The auditor can comment on the performance of management through verification and valuation. In this way, the management can improve its work.
8. PROTECTION OF LENDERS. The verification aims , beneficial to the lenders. The auditor can determine existence, ownership, value and possession. In this way the risk of loss is eliminated through proper verification. The lenders can rely on the accounts by expert’s auditors,
9. NO RISK FOR CREDITORS. The creditors can supply goods and   services to the business. The audited accounts provide true and fair view to the business affairs. The verification of assets and liabilities provide fair results. ‘The risk of loss is almost covered by business assets.
10. LOCATION OF ASSETS. The auditor knows the location of asset. He   can inspect the site to verify its existence. The asset is not destroyed Of stolen. It’ is owned by the business and it is in safe hands. The verification brings true position before the public,
11. AMOUNT OF LOAN ARRANGED. The verification of assets is essentials. It is beneficial for management to arrange loan in case of need. The assets can be given to the baa for raising loans. The timely arrangement of fraud can protect the life of business. It cannot t’ due to
12. PROPER DISCLOSURE. The benefit of verification is available to the general public. There is proper disclosure of assets and liabilities under
13. VALUATION OF LIABILITIES. The benefit of verification is available to   the owners. They can know the value of their liabilities. When such value is less than there is no danger to the life of business.. The auditor must verify the value of liabilities under the establishment rules.
14. BUSINESS STABILITY. The verification of assets and liabilities discloses true position. The fictitious assets end liabilities are not included in balance sheet. The excess of real assets over real liabilities means the business is stable. There is no danger to the business life.

     15. RETURN ON RESOURCES. The verification helps to determine the return on business resources. The reasonable rate of return puts the men, money, materials, machines, and methods on work; It’ is a driving for in the business. The verification is helpful to determine the true value of profit.

Valuation

· Assessment implies critical examination and testing of determined values of assets by the auditor based on generally accepted conventions and accounting principles.

· Valuation is made by the managers of the concern.

· The audit of may seek assistance and opinion of the technical personnel’s, if necessary, for ascertaining the value of any particular asset.

· For valuation, very few direct evidence are available. The auditor has to depend upon the estimates of managers to a large extent.

· For the accuracy of valuation of assets, the auditor does not give any guarantee.

· Valuation is a part of verification.

Auditor’s duty with regard to valuation of assets: The scope of auditor’s duties with regards to valuation of assets areas:
1. Auditor is not a valuer.

2. He can rely on the representations made by the management and opinions and certificates issued by technical experts, surveyors, etc. for the purpose of valuing the assets.

3. Before relying on such representations and certificates, the auditor should apply audit procedures to ensure that the valuation done by the management or as indicated by certificates issued by experts, has been made as per accepted accounting principles and statutory requirements, if any. The assessment of appropriateness of procedures for determination of cost (by inspecting underlying documents), computation of depreciation or, amortization charges and determination of market value i.e. net realizable value or the replacement cost of the asset should also be undertaken.

4. If the auditor does not exercise reasonable care and skill for the purposes of verification of valuation of assets, he may be held guilty of negligence.

Thus, though auditor is intimately concerned with values, valuation is no part of the auditor’s duty. It is limited to verification of valuation stated in the financial statements on the basis of their utility.

What is Asset Valuation?

Asset valuation simply pertains to the value assigned to a specific property, including stocks, options, bonds, buildings, machinery, or land, that is conducted usually when a company or asset is to be sold, insured, or taken over. The assets may be categorized into tangible and intangible assets. Valuations can be done on either an asset or a liability, such as bonds issued by a company.

Asset Valuation – Valuing Tangible Assets

Tangible assets refer to a company’s assets that are physical or that can be seen, which have been purchased by an organization to produce its products or goods or to provide the services that it offers. Tangible assets can be categorized as either fixed, such as structures, land, and machinery, or current, such as cash.

Other examples of assets are company vehicles, IT equipment, investments, payments, and on-hand stocks, as well as confirmed orders.

To compute for the value of a tangible asset:

· The company needs to look at its balance sheet and identify tangible and intangible assets.

· From the total assets, deduct the total value of the intangible assets.

· From what is left, deduct the total value of the liabilities. What is left are the net tangible assets or asset valuation.

 Consider the following simple example:

· Balance sheet total assets: $5 million
· Total intangible assets: $1.5 million
· Total liabilities: $1 million
· Total tangible assets: $2.5 million
In the example above, the total assets of Company ABC equal $5 million. When the total intangible assets of $1.5 million are deducted, that leaves $3.5 million. After the total liabilities are deducted, which is another $1 million, only $2.5 million is left, which is the total value of the tangible assets.

 Asset Valuation – Valuing Intangible Assets

Intangible assets are assets that take no physical form. They may include patents, logos, franchises, and trademarks.

Say, for example, a multinational company with assets of $15 billion goes bankrupt one day, and none of its tangible assets are left. It can still have value because of its intangible assets, such as its logo and patents, that many investors and other companies may be interested in acquiring.

Methods of Asset Valuation
Valuation of fixed assets can be done using various methods, which include the following:

 

1. Cost Method

The cost method is the easiest way of asset valuation. It is done by basing the value on the price for which the asset was bought.

 

2. Market Value Method

The market value method bases the value of the asset on its market price or its projected price when sold in the open market. In the absence of similar assets in the open market, the replacement value method or the net realizable value method is used.

 

3. Base Stock Method

The base stock method requires a company to keep a certain level of stocks whose value is assessed based on the value of a base stock.

 

4. Standard Cost Method

The standard cost method uses expected costs instead of actual costs, often based on the company’s past experience. The costs are obtained by recording differences between expected and actual costs.

 

Importance of Asset Valuation

Asset valuation is one of the most important things that need to be done by companies and organizations. There are many reasons for valuing assets, including the following: 

1. Right Price

Asset valuation helps identify the right price for an asset, especially when it is offered to be bought or sold. It is beneficial to both the buyer and the seller because the former won’t need to pay more than the asset’s value nor will the latter be paid less than the asset’s value.

2. Taxes

Every individual or organization that owns property or other assets needs to pay taxes for their assets. By doing asset valuation, taxes are calculated accurately.

3. Company Merger

In the event that two companies are merging, or if a company is to be taken over, asset valuation is important because it helps both parties size up the business.

4. Loan Application

When a company applies for a loan, the bank or financial institution may require collateral as protection against possible debt default. Asset valuation is needed then for the lender to determine the loan amount that can be covered by the company offering its assets as collateral.

5. Audit

Companies, especially public ones, are regulated, which means they need to present financial audits and reports for transparency. Part of the audit process involves verifying the value of assets.

 

VERIFICATION OF ASSETS – ILLUSTRATION :
(a) Cash in hand :
1. Special care is necessary with regard to verification of cash balances. There can be no certainty that the cash produced for inspection was in fact held by the custodian.
2. For this reason, the cash should be checked not only on the last day of the year, but also checked again sometime after the close of the year without giving notice of the auditor’s visit either to the client or to his staff.
3. If there is more than one figure for cash balance e.g. when there is a cashier, a petty cashier, a branch cashier and in addition, there are imprest balance with employees, all of them should be checked simultaneously, as far as practicable, so that the shortage in one balance is not made good by transfer of amount from the other.
4. It is desirable for the cashier to be present while cash is being counted and he should be made to sign the statement prepared, containing details and the cash balance counted. If he is absent at the time the cash is being verified, he may subsequently refute the amount of actual cash on hand which may put the auditor in an embarrassing position.
5. If the auditor is unable to check balance on the date of the Balance Sheet, he should arrange with his client for all the balance to be banked and where this cannot conveniently be done on the eve of the close of the financial year, it should be deposited the following morning. The practice should also be adopted in the case of balance at the factory, depot or branch where cash cannot be checked at close of the year.
6. Should this not be possible, the auditor should verify the receipts and payments of cash upto the date he counts the cash. This should be done soon after the cash balances have been counted. The cash book of the day on which the balance is verified should be signed by the auditor to indicate the stage at which the cash balance was checked.
7. If any cheques, or drafts are included in cash balance the total there of should be disclosed.
8. If there is any rough Cash Book or detail of daily balance are separately kept, the auditor should test entries from the rough Cash Book with those in the Cash Book, to prove that, entries in the Cash Book are correct.
9. If the auditor finds any slip, chit or I.O.U’s in respect of temporary advances paid to the employees, included as part of the cash balance, he should have them initialed by a responsible official and debited to appropriate accounts.
(b) Cash in Transit (Remittance in Transit)
1. This refers to amount sent by Branch/Depots/Agents etc. to Head Office but physical cash/cheques not yet received by H.O. or vice versa.
2. Such remittance in transit should be verified from subsequent period cash book/pass book as to whether actually it is received or not.
3. Reconciliation of H.O./Branch Accounts should also be checked.
4. If amount is deposited into bank, pay-in-slip can also be verified.
5. See that entry for remittance in transit is passed by only one party and is reversed in the next year.

(c) Petty Cash
1. Petty Cash in hand should be verified with Petty Cash Book
2. Also check up the balance of Petty Cash Account in General Ledger.
3. Vouch the transaction of last month property to ascertain that fictitious payments are not entered into
4. Some of the points given for verification of cash in hand will be applicable for Petty Cash also.
 (d) Bank Balance :
1. To verify cash at bank, the auditor should examine the bank pass book and compare it with the balance as shown by the bank column of the cash book.
2. Check bank reconciliation statement with bank statement / pass book of subsequent period.
3. The auditor should get a certificate regarding the balance at the bank directly from the bank.
4. Ensure that the balance as shown by the cash book is brought into the balance sheet as `Cash and Bank’ and not `Balance as shown by the pass book’.
5. The auditor should also see that the `cheque outstanding’ and`cheques not yet collected’ are genuine and not made up in order to conceal the deficiency. If some of these cheques are more than six months old, he should make inquires, and have them reversed in the books of accounts.
6. Cash in Fixed deposits with the bank can be verified by examining the deposit receipt, or getting a certificate from the banker.
7. If there are more than one bank account such as `Dividend Account’. “Interest Account’ etc. all such accounts should be checked and the balances should be verified upon the same date. Information regarding their balance should also be obtained from the bank directly.
8. If the bank account shows an adverse balance and the client has deposited any security for the overdraft, the auditor should inquire from the bank the particulars of the security and the amount of the interest charged.

(ii) Bills Receivable
1. The auditor should examine the Bills Receivable Book with the Bills Receivable not matured but in hand on the date of the Balance Sheet.
2. When any bills are in the process of collection the details of the same have to be verified with bank certificates.
3. If the Bills Receivables in hand are many, auditor should make a list of bills for his convenience.
4. If there are any bills that have been discounted, and still not matured, he has to examine the details of the same very carefully and should confirm with the bank because they are to be shown as contingent liabilities by way of a note in the Balance Sheet.
5. While examining the Bills, the auditor has to pay special attention to see that they are properly drawn, stamped and duly accepted.
6. He has to check whether any bills is overdue. If so, auditor should ask for the details of the action initiated, etc. If there are any bills which are doubtful of recovery, he should see whether any adequate provision has been made for the anticipated loss on account of bad debts.
7. He has to see that in case of dishonoured bills, the same is not shown as Bills Receivable. the auditor has also to check up whether noting formalities have been properly complied with or not.
8. In case the auditor has visited his client after the Balance Sheet date, many of the bills due on the Balance sheet date might have matured or honoured. Hence the auditor has to vouch such bills with Cash Book or Pass Book and reconcile the balance.
9. If the bill has been renewed after the Balance Sheet date, then also the value of the original bill due on Balance sheet date should be shown as Bills Receivable and interest on renewed bills properly accounted.
10. If the bills endorsed have been dishonored, the original drawee is to be debited and endorsee is to be credited.

(iii) Loans advanced
Loans may of different types like :
(a) Loans against the security of land and buildings.
(b) Loans against the security of goods
(c) Loans against the security of stocks and shares.
(d) Loans against the security of insurance policies, and
(e) Loans against the personal security of the borrower.
Therefore, in each case, the duty of auditor in general is as under :
1. Verify whether object clause of the Memorandum provides for granting of such loans.
2. Examining whether a proper loan ledger has been maintained and it is up-to-date or not.
3. Examination of the security lodged against each loan. The loan agreement is to be scrutinized regarding the rate of interest. Due dates of installment, penalty, interest, etc.
4. He should ascertain whether any loan is doubtful of recovery in which case a provision for the expected loss is to be made.
5. Except in case of a banking or finance company, auditor has to ascertain whether the purpose of advancing is connected with business or not. Section 227(4A) of the Companies Act, 1956 requires an auditor to report whether the parties to whom the loans are given are regular in payment of interest and principal and the terms of the loan are not prima facie prejudicial to the interest of the company.

(a) Loans against the security of Land and building
1. The auditor has to examine the mortgage deed, see if the copy has been properly executed and registered in favor of the client.
2. The auditor has to examine the title deeds deposited with the mortgage deed.
3. The auditor, if required, has to examine the valuer’s certificate in order to ascertain the value and sufficiency of the security.
4. The auditor has to confirm that the property is properly insured and insurance premiums have been paid in time.
5. The auditor has to examine the title of the Borrower to the property, etc.
6. If the mortgage is a second mortgage, the auditor has to confirm that the same is brought to the knowledge of the first mortgagee. In this case he has to take the acknowledgement of title deeds from the first mortgagee.

(b) Loans against the security of goods.
1. The auditor has to examine the nature of the goods and confirm that the goods are really belonging to the borrower. He should see whether the loan is granted against railway receipt, lorry receipt, dock warrant, godown keeper’s receipt etc.
2. In case goods are stored in the godown, he has to see that the rent of the godown is paid in full and the goods are fully insured.
3. The auditor should examine the value of the goods by comparing them with the present market value. Regarding quality and quantity, he may rely on the inspector’s reports.
4. If the goods are of perishable nature, the auditor has to examine the turnover of the stock of the client.

(c) Loans against the security of stocks and shares
1. He should call for a statement of stocks and shares given as security and confirm that all of them are fully paid up.
2. He should see whether an instrument of transfer is properly stamped and is properly executed.
3. He should see that their value is properly disclosed as per the prevailing market rates.
4. He has to ensure that there is a sufficient margin on the loans advanced.
5. He has to see whether the charge is properly registered or not.

(d) Loans against the security of insurance polices :
1. The auditor should see that the policy has completed at least two years.
2. The auditor should confirm that all the premiums have been properly paid and the policy is in force by examining the latest premium receipt.
3. The auditor should ascertain that due notice of assignment has been given to the insurance company.
4. The auditor should see that the loan has been advanced on the basis of surrender value of the policy as certified by the insurance company.
5. The auditor has to ensure that the premium, if any, paid up by the lender to keep the policy in force is properly debited to the Loan Account of the borrower together with the usual interest.

(e) Loans against the personal security of the borrower
The auditor has to examine the documents like Promissory Note, Guarantor’s details and Salary Certificate of the borrower, etc.

(iv) Sundry Debtors
Sundry Debtors represents the amount recoverable from the customers for sale of goods or rendering of services.
1. The under mentioned procedure should be applied for verification of `Book Debts’ or `Sundry Debtors’ after receiving a schedule or list of debtors from the client.
(a) Direct confirmation of balances from debtors by sending confirmatory letters.
(b) Year-end Scrutiny of ledgers.
(c) Verification of the position of debts considered bad or doubtful.
(d) Compliance with legal requirement or presentation.
2. The auditor should arrange to send the letter of confirmation of balances by the client as per client’s records and see that the reply of confirmation is forwarded to his office directly. Usually this should be sent within 15 or 20 days of close of the year under the supervision of the audit staff. After the reply is received, the same should be tallied with the balances shown in the Debtors Ledger and difference properly reconciled.
3. After the said procedure is carried out, he should carry out a thorough scrutiny of the debtor’s individual accounts. Wherever the number of debtors is very large, Test Checks can be applied.
4. While scrutinizing the ledger, the auditor should focus the light on discounts, returns, cash received, rebates allowed, goods returned etc.
5. On ascertaining the balances of the debtors as genuine and correct, the auditor has to verify the debtors to find out bad or doubtful debts to make a provision for the same. If the debts are bad and irrecoverable or doubtful and they are not provided for properly, the financial statements will not portray a `True and Fair’ view. Hence, appropriate provision is to be made by considering the age of the debtor, scrutiny of payments received, management opinion and any other information like financial position of debtors, etc. If the auditor fails in verifying the appropriateness of the provision made, he shall be held liable for negligence.
6. After ascertaining the position of bad or doubtful debts, he should see that the legal requirements of Schedule VI to the Companies Act, 1956 are complied with. For this purpose, the debtors are to be classified as :
(a) Outstanding for a period of more than six months ; and
(b) Other debts.
7. Over and above this, other requirements like debts considered as good and which are fully secured, debts due from the officers, directors, managers of the company, etc., are to be ascertained for disclosure.
8. If the customers have purchased the goods on hire purchase system and some of the installments are not due, the same is not to be shown as `stock out on hire purchase’.
9. Likewise, if the goods are sold on `return or approval’ basis, such customer cannot be shown as a debtor at the close of the year.
10. Further, whenever there are credit balances in some debtors account, the same are not to be deducted from other debtors debit balances and net balance is not to be shown in the assets side, but former is to be shown as Sundry Creditors.

(v) Patent and Trademarks :
1. The ownership of patent rights is verified by inspection of certificate issued for grant of patent, by the prescribed authority.
2. If it has been purchased, the agreement surrendering it in favour of the client should be examined.
3. If there are a number of patents held by the client, obtain a schedule giving the full details thereof or verify with reference to the register maintained by the client.
4. It must be verified that patent rights are alive and legally enforceable and renewal fees have been paid on due dates and charged to Revenue Account. The last renewal receipt should be examined to ascertain that the patent has not lapsed.
5. See that the patents are properly registered in the name of the client only.
6. See that the cost of patent is being written off over its useful period of life.
7. In case the patent is acquired, cost paid for the same and all relevant expenses are to be capitalized.
8. If the patent is created by the client by the research experiments and laboratory work, only the actual expenses incurred for it in the process are to be capitalized.

(vi) Copyrights
1. The auditor has to examine the written agreement of assignment along with the royalty paid to the authors etc., for such copyrights.
2. He has to see that such assignments are properly registered.
3. If the client is the owner of many copyrights, the auditor should ask the client to prepare a schedule of copyrights and get the detailed information to confirm that the same is shown in the Balance Sheet.
4. Regarding the value of copyrights, it should be remembered that this asset has no value in the long run. Hence, value is determined on revaluation basis and period of copyrights.
5. If any copyrights does not command the sale of any books, then the same should be written off in such year. The auditor has to verify the same in detail.

(viii) Know-how :–
1. Know how is recorded in the books only if it has been paid for. If it is developed in house, it cannot be capitalized. The auditor should keep this in mind while verifying know-how.
2. Know-how can be of two types :
(a) Relating to manufacturing process – The auditor should ensure that the expenditure is written off in the year of
payment itself.
(b) Relating to design, plans of plants, building etc. – The auditor should ensure that the expenditure is capitalized and depreciation is charged on the capitalized figure.
In case lumpsum payment is made for both types of know-how, both the types should be segregated on a reasonable
basis. Under the Income-Tax Act, cost of Know-how can be deducted subject to the rules laid down. The auditor should keep this fact in mind while computing the tax liability for the year under audit.

(viii) Investments :
Investment may be a share certificate, government bond certificate, government loan certificate, debenture certificate, etc. For verification of such securities, the following procedure is adopted.
1. Obtain a schedule of investments in hand at the beginning of the audit period. Obtain the details of description of
investments together with distinctive number of face value, date of purchase, book value, market value, rate of interest, date of payment of interest or, date around which dividend is declared, etc., with also the details of interest or dividend received along with tax deducted at source.
2. Add to the above list, purchase made during the year and delete the investments sold during the year with all the above details.
3. Balance this schedule and compare the balance with general ledger and Balance sheet.
4. Check the market value of investments with reference to stock exchange quotations or other suitable method, on Balance Sheet date and see that the values are disclosed in the Balance sheet.
5. Inspect the certificates or securities physically on the Balance Sheet date.
6. Compare the income received with amount due and adjust the accrued income.
7. Confirm the uncalled liability on partly paid shares held as investment shown as contingent liability by way of a note to the Balance Sheet.
8. See that adequate provision is made for any shortfall in the book value of investment shown in the Balance Sheet.
9. See that, regarding the investment in subsidiaries, disclosure requirement of section 212 of Schedule VI of the Companies Act, 1956 are complied with.
10. For investment in the capital of partnership, the partnership deed and copy of accounts of partnership firms, is to be verified. Also adjust the share of profit and loss for the partnership period.
11. Investments which stand in the name of persons other than that of the company are to be confirmed with appropriate sanction.
12. For investment lodged with others as security or lying with banks or share brokers, obtain a certificate from the parties concerned.
13. In case of application money paid for shares which are still to be allotted, that fact is to be specially disclosed in the Balance Sheet.

(ix) Leasehold Property :
Normally the lease or right to use the property is granted for certain number of years. At the expiry of the period of lease, the rights go back to the original lessor. Various steps involved in the verification of leasehold rights are stated below.
1. Inspect the lease agreement to ascertain the amount of premium paid, period of lease, other terms and conditions, like maintenance, insurance, etc.
2. See that the lease is properly registered with the Registrar because a lease for a period exceeding one year is not valid unless it has been granted by a registered document.
3. Ascertain those conditions, the failure of which might result in the forfeiture or cancellation of lease, and see whether they have been properly complied with.
4. See whether sub-lease is valid as per lease agreement, in case if it is granted, by referring to sub-lease agreement.
5. See that the premium paid and acquisition expenses of lease are being amortised (written off) over the period of lease adopting a suitable basis.
6. In case, any provision is to be made under the dilapidation clause for payment on the expiry of the term of lease, see that the same is properly and continuously provided.
7. In case of leasehold land, if any building is constructed by the lessee, see the position and ascertain the correct method of presentation of such expenditure for disclosure in the Balance Sheet.

(x) Goodwill
1. Whenever the company has purchased or acquired a running business and has paid for it an amount, in excess of the book value of its net assets, the excess is called `Goodwill’. It can be verified from the vendor’s agreement and the auditor has to see whether there is a specific sum which is paid or whether it is the excess of price paid over the tangible assets and see that it is properly recorded.
2. When the company has written up the values of all its assets on a revaluation and has raised a Goodwill Account in the books, the Goodwill appears in the Balance Sheet. In this case, the auditor has to see the basis of valuation and get satisfied about the same. If he is not satisfied, the fact should be reported to the shareholders.
3. He has to see that such excess is credited to a Capital Reserve or Revaluation Reserve and no dividend is being declared from it.
4. He has also to see the disclosure requirement of Schedule VI and ensure that the fact are disclosed for 5 years subsequent to the date of revaluation.
5. Sometimes, Goodwill which is written off earlier may be brought back in the books of account to adjust the debit balance of Profit and Loss account. In this case, the auditor should investigate the fact and satisfy in full before approving such method of creating Goodwill. He should also refer to the board resolution. In case he is not satisfied, the fact should be reported to the shareholders.
6. If Goodwill has been created by any other means, the auditor should see that all relevant facts are properly disclosed and are supported by documentary evidence.

(xi) Plant and Machinery :
1. Now-a-days as per provision of Section 227(4A) of the Companies Act, 1956 every company is required to maintain a Fixed Asset Register showing full particulars including cost, location, depreciation, details of purchase, expenses capitalized, etc. Therefore, the auditor should ask for such a register maintained by the client and see that all items of plant and machinery are recorded properly giving full details.
2. As per the provision of the same section, all fixed assets are required to be physically verified by the management. Therefore, the auditor should enquire whether such physical verification was undertaken or not. If yes, he should ask for necessary papers pertaining to the same. If there is any discrepancy, reasons for the same should be asked.
3. Any new purchase made during the year are to be verified with reference to purchase invoice and other papers regarding installation of the same.
4. Total value of plant and machinery as shown by Fixed Asset Register should tally with ledger account maintained in the financial books.
5. Where any item of plant and machinery is sold, scrapped or transferred the auditor should check relevant entries for the same and verify that they are removed from the Fixed Assets Register.
6. The auditor should verify that adequate depreciation is provided on all items of plant and machinery and method of depreciation is consistently followed from year to year.
7. Auditor should see that the entire plant and machinery stands in the name of the client and are free from any charge or encumbrances. If plant and machinery is mortgaged, then he has to verify that the documents are properly executed and mention of mortgage is made in the Balance Sheet.

(xii) Furniture and Fixtures :
1. The auditor has to see that a proper record showing quantitative details of furniture and fixtures owned by the client is maintained.
2. The auditor has to see that all expenses incidental to the purchase of furniture and fixtures is capitalised along with the purchase price paid for it.
3. The auditor has to enquire whether the furniture and fixtures have been properly insured or not.
4. The auditor has to see that adequate provision for depreciation on furniture and fixtures is made.
5. The auditor if possible can go for physical verification of furniture on test check basis or he can rely on the management certificate to that effect.
6. He has to further see that any damaged or unusable furniture, if existing, is fully written off in the books.

(xiii) Freehold Property (Land & Buildings) :
1. The auditor has to examine the title deeds of the property owned by the client and confirm that the same is freehold.
2. If the property has been purchased during the year, the auditor has to examine the correspondence with the broker, or solicitor in details.
3. When a building has been constructed on the freehold property, the same is to be verified from builder’s bill or architect’s certificate.
4. Where the title deeds are deposited with the mortgagee on a mortgage, then a certificate from him to that effect is to be obtained for verification.
5. If the title deeds are deposited with the bankers or solicitors for safe custody, the auditor should get a certificate from them to confirm the fact.
6. If required, the auditor should ask the solicitor of the client to confirm the validity of the title deeds relating to the property.
7. The auditor has to see that the conveyance of the property is in the name of the client and the same is properly registered.
8. The auditor has to ensure that the property is properly insured.
9. The auditor should see that separate account for land and building is maintained. Because on land, usually no depreciation is provided.
10. In case there is appreciation of land and buildings value by revaluation, the auditor has to see the basis of revaluation and confirm that the same is properly disclosed in the Balance Sheet, to comply with the generally accepted accountancy principles and also the provision of Companies Act, 1956.

(xiv) Motor Cars :
1. In respect of motor vehicles mileage or usage method is better because the time of total mileage that the particular vehicle will give, can be ascertained without much difficulty and the mileage in a particular year can also be known, so proportionate cost of the asset can be written off over the mileage traveled. For example, if the total mileage of a vehicle costing Rs. 80,000 is 1,60,000 miles and in a year suppose 15,000 miles are traveled, then the depreciation for that vehicle would be:
15000
8000 x ——————— = Rs. 7,500
160000
2. Where number of motor cars is large, it would be advisable if the client maintains a motor vehicle register. Where no such register is maintained, the balance of Motor Car account in the General Leger should indicate the registration number and cost of each vehicle.
3. The auditor should examine the registration book to see whether the description agrees with the details given by the client. The auditor should see that the person in whose favour registration is made holds it on behalf of the client and gives a confirmation that he holds it and there is no charge on it.
4. Many a times, vehicles are purchased by the client for the purpose of employees who pay a certain sum of money every month from the salaries. When all the money has been paid, the client transfers the car in the employee’s name. The auditor should check the relevant records for recovery made and the transfer price.
5. Sometimes cars are owned by employers and given to employees and cost of maintenance is borne by the client and the auditor in these cases affirms that whenever the client owns a car, he should provide depreciation on it.
6. Similarly, when the car is sold as scrap to the employees the auditor should compare the written down book value with the scrap price realized and see that the balance is charged to revenue account.

(xv) Loose Tools, Patterns, Dies, etc.
Auditor’s duties with regard to the verification and valuation of such assets may be stated as follows:
1. Since the duration of the usefulness of such assets is very low, there is no need of maintaining separate accounts for each of them. The auditor in this case should see whether proper supervision has been exercised over these assets, as there is every possibility of pilferage of such small assets.
2. The auditor should collect a list of small tools, dies, moulds, rigs, etc. from a responsible officer and examine the same very carefully. He should also see that such a list has been certified by a responsible officer.
3. As regards the valuation of small tools, the auditor should see that in the case of the concern which manufactured its own tools, the tools are not to be valued in excess of the cost.
4. Generally, these types of assets appear to be either lost or consumed very rapidly. So the conventional method of
depreciation should not be applied in their cases. The suggestion as given by Montgomery in this connection may be stated. “Charging the cost of replacement of such items to maintenance in lieu of depreciating them is usually a satisfactory alternative”. The auditor should see whether the above mentioned suggestion has been accepted or not.
6. The auditor should also see whether such an asset has been properly shown in the Balance Sheet.

(xvi) Assets Acquired on Hire Purchase Agreement
The auditor should take the following steps:
a) verify the minutes book of board meetings and see that there is proper resolution passed by the board to approve
the purchase of asset on hire purchase books.
b) Examine the hire purchase agreement carefully and note down the terms and conditions of the agreement.
c) Ensure that installments due are paid and the charges are charged against current profits.
d) See that the depreciation is charged on cash price of the asset.
e) See that the amount due to the hire vendor is shown as a current liability on liability side.
f) For new purchase, check bill agreement or other supporting.

(xvii) Live Stock
a) Check entries in Live Stock Register and compare them with ledger and financial statement.
b) Book value in respect of animals which are dead or not useful should be written off.
c) See whether management has taken physical count on regular occasions.

(xviii) Stores and Spare Parts
1. The asset known as stores and spare parts consists of materials which are means for consumption in the business and not for resale. Lubricants, dyes, fuel, etc., are examples of stores, while spare parts of machinery are preserved to maintain it in proper order.
2. The asset as such should be clearly shown in the Balance Sheet.
3. The auditor should obtain an inventory of stores and spare parts duly certified by a responsible officer. He should count the stock himself and thus verify the existence by personal inspection, if possible.
4. It is to be remembered that the stores consumed are debited to the Manufacturing Account and spare parts used are debited to the Machinery Account.
5. The asset is to be shown at cost price in the Balance Sheet. It is not a depreciable asset by use and provision for depreciation is not necessary.
6. However, the loss on account of breakage or waste on being worn out should be duly written off.
7. The asset should be revalued annually.

(xix) Contingent Assets
Some of the examples of contingent assets may be the following :
(a) Option to apply for shares in another company on favorable terms;
(b) Refund of octroi paid for goods sent out later on;
(c) Claim for money from a previous endorser of a bills receivable discounted but might be dishonoured;
(d) Uncalled share capital;
(e) Legal action for infringement of a copyright, etc.
Usually, contingent assets are not shown at the foot of the Balance Sheet on the assets side and the Companies Act does not require the contingent assets to be disclosed as such.

 (xxi) Miscellaneous Expenditure
According to Schedule VI of the Companies Act, 1956, Miscellaneous Expenditure (to the extent not written off) are as follows :
(a) Preliminary Expenses.
(b) Commission or Brokerage on underwriting or subscription of Shares or Debentures.
(c) Discount allowed on issue of Shares or Debentures
(d) Interest paid out of capital.
(e) Development and other expenditure

(a) Preliminary, Expenses
1. These are the expenses incurred for creating or incorporating a company i.e. legal expenses for drafting Memorandum of Association, Articles of Association, Stamp fees, etc.
2. Auditor should check the prospectus or the statement in lieu of prospectus for amount of preliminary expenses.
3. Contract with promoters, vendors, underwriters should be checked.
4. Board of Directors authorization for payment of expenses should be checked. Receipts should be obtained for payments.
5. Actual expenditure for preliminary expenses should not exceed amount mentioned in prospectus or statement in lieu of prospectus. Such excess should be approved by shareholders in general meeting.
6. Preliminary expenses can be written off against Share Premium Account (Section 78), if any.
7. Preliminary expenses should be written off in a reasonable number of years (usually 3 to 5 years).
8. Preliminary expenses to the extent not written off should be shown under Miscellaneous Expenditure, on the Asset side of the Balance Sheet.
9. Preliminary expenses written off during the year should be shown separately in the Profit & Loss Account.

(b) Commission or Brokerage on Issue of Shares or Debentures (Sec. 76) :
1. Such commission should be allowed by Articles of Association.
2. Rate of commission should not exceed 5% of the share issue price or rate prescribed under Articles of Association, whichever is lower.
3. Rate of commission should not exceed 2.5% of the debentures issue price or rate prescribed under Articles of Association whichever is lower.
4. Amount of commission payable should be mentioned in prospectus or statement in lieu of prospectus.
5. Copy of contract should be filed with the Registrar.
6. However in case of brokerage (i.e. percentage of commission payable to brokers who deal in shares and procuring of shares, etc.) above mentioned restriction of 5% or 2.5% is not applicable.
7. Actual payment should be authorized by Board of Directors.
8. Commission on issue of shares or debentures can be written off against Share Premium Account (Section 78) if any.
9. Such commission or brokerage should be written off in a reasonable number of years (usually 3 to 5 years).
10. Commission or brokerage to the extent not written off should be shown under Miscellaneous Expenditure on Asset side of the Balance Sheet.
11. Commission or brokerage written off during the year should be shown separately in Profit & Loss Account.

(c) Discount allowed on Issue of Shares or Debentures (Sec.79) :
Auditor should verify :
1. Such discount should be approved by ordinary resolution in general meeting as well as it should be authorized by the Company Law Board.
2. Rate of discount cannot exceed 10% unless higher percentage is approved by Company Law Board.
3. Such shares cannot be issued within one year from certificate of commencement. Further such shares should be issued within two months from the date on which issue is sanctioned by Company Law Board.
4. Prospectus should contain particulars regarding discount.
5. Discount on issue of shares or debentures can be written off against Share Premium Account (Section 78) if any.
6. Such discount should be written off in a reasonable number of years. (usually 3 to 5 years).
7. Such Discount to the extent not written off should be shown under Miscellaneous Expenditure on Asset side of the Balance Sheet.
8. Discount on issue of share or debenture written off during the year should be shown separately in Profit & Loss Account.

(d) Payment of interest out of Capital (Section 208)
Auditor should verify :
1. Such interest is allowed when construction work started by the company cannot be completed for some years, e.g. construction of plant and machinery, etc.
2. Such interest should be authorized by Articles of Association or by special resolution. Further the Central Government approval is necessary for payment of such interest.
3. Rate of interest cannot exceed 4% p.a. It cannot be paid after the half year immediately succeeding half year in which construction work was completed.
4. Actual payment of interest should be checked with entries in bank statement.
5. Payment of interest out of capital according to Section 208 does not amount to reduction of capital.
6. Such interest can be debited to cost of construction or it can be treated as deferred revenue expenditure which would be shown under `Miscellaneous Expenditure’.
7. In case such interest is transferred to `Miscellaneous Expenditure’, it should be written off in a reasonable number of years (i.e. 3 to 5 years)
8. The amount written off during the year should be shown separately in Profit & Loss Account.

(e) Development and other expenditure
Auditor should verify :
1. Board of Directors approval for such expenditure.
2. Receipts should be obtained from persons to whom payment is made.
3. Deferred Revenue Expenditure should be written off as early as possible (usually 3 to 5 years )
5. The amount written off should be shown separately in Profit & Loss Account.
6. Examples of other expenditure.
(a) Heavy advertisement expenditure for introducing a product.
(b) Research and development expenditure etc.

 VERIFICATION OF LIABILITIES :
Meaning : The verification of liabilities implies an enquiry into the nature, extent and existence of liabilities.

It involves ensuring the following:
1. That all the liabilities have been clearly stated on the liability side of the Balance Sheet.
2. That all the liabilities relate to the business itself.
3. That they are correct and authorized.
4. That they are shown in the Balance sheet at their actual figures. It is an important duty of an auditor to verify the liabilities appearing in the Balance Sheet of the company. The object of verification of liabilities is to ascertain whether there is any improper inflation or deflation of values or improper creation of an imaginary liability in the books. This form of manipulation is done in most cases to inflate or deflate the profits of the concern and thus make the position of the business appear stronger than what actually is, to create a secret reserve.

 (i) Share Capital:Though capital is not a liability of the company the auditor is required to verify it so that he can report on the genuineness of the balance sheet.

The duties of the auditor can be enumerated as follows :
1. If it is the first year of existence of the company
(a) He should examine the Memorandum of Association and Articles of Association
(b) He should check the Cash Book, Pass Book, Director’s Minute Book to find out the number of shares, the various classes of shares, the amount received thereon and the amount due from the shareholders.
(c) If some shares have been allotted to the vendors, he should examine the agreement between the vendors and the company.
(d) In case shares are issued at a premium he should ensure that the premium on issue should be credited to a separate account.
(e) Allotment and call money should be verified.
(f) He should check the forfeiture and reissue of shares, if any
(g) He should ensure that all the relevant provisions of the Companies Act are complied with.

(2) If it is not the first year of the company

(a) The share capital would be the same as in the previous year unless there are some alterations or addition by way of fresh issue or otherwise. He should ensure that the relevant legal provision are fulfilled.
(b) Similarly for reduction of share capital, he should see the provisions of the Act as specified in Sec. 100.
(c) In case bonus shares are issued, the auditor should check whether the permission from concerned authorities is taken, whether proper resolution is passed and whether the capitalization entries are correctly passed.
(d) In case rights shares are issued the auditor should check the bank book, bank statements. He should ensure that the required resolutions are passed and that the permission of the concerned authorities is taken, with particular reference to Sec. 81.

 (ii) Reserves and Surplus: Reserves may be general or specific in nature. Sinking fund, Capital Redemption Reserve, Reserve for Contingencies are specific reserves.

Auditor’s duty in verification of reserves is as follows :
(1) He should check the Profit and Loss Appropriation account for transfer to reserves, to see the provisions of transfer of profit to reserve are complied with.
(2) He should check the board resolution for transferring the profit to the respective reserves.
(3) He should ensure that the movement in the reserve accounts i.e. additions to/deductions from previous year’s balance are properly disclosed as per the requirements of the law.
(4) Ensure that reserves are properly utilized as required by law.
(5) See that the reserves are properly disclosed in the balance sheet as per the law.

(iii) Loans Borrowed
For verification of loans, the auditor should consider the following points :
1. The auditor should examine the Memorandum and Articles of the Company to find out the powers of the Company to borrow money.
2. The auditor should examine the agreement and correspondence regarding the loan.
3. The auditor should vouch the receipts of cash on account of loan, with the receipts issued in respect of the loan and the corresponding entries in the cash book.
4. The auditor should examine the certificate of registration issued by the Registrar of Companies, if the loan has been secured by mortgaging any property.
5. The auditor should vouch the payment of interest with the counterfoils of the receipts issued to the vendors and the corresponding entries in the Cash Book.
6. He should also check the repayment of loan with the counterfoils of the cheque books, the bank pass book and the cash book.
In addition to the above, the auditor may ask for a confirmatory letter from the party who has advanced the loan to ensure that the interest on loan is not due and the recoupments of loan are recorded in the books of account correctly.
In the case of bank overdraft, the agreement with the bank and the security offered should be examined by the auditor.

(iv) Trade Creditors :
1. The auditor should ask for a schedule of creditors and check the same with the purchase ledger as that is already examined by him.
2. He should ensure that all purchase made during the year especially at the end of the year are included in the accounts of the creditors.
3. In case of suspicion about any creditors, the auditor with the consent of the client can ask the statement of account to be sent and verify the same by scrutinizing ledger accounts.
4. He should see the various debt is given for discount, goods returned etc, and confirm that the same are genuine.
6. The auditor should ask for the reason for not paying any overdue creditors.

(v) Contingent Liabilities: Contingent liabilities are those liabilities which may or may not arise in the future for payment. The auditor’s duty is to see that all known and unknown liabilities have been brought into the accounts at the date of the Balance Sheet and have been shown in the Balance Sheet separately as such.

1. Liabilities on Bills Receivable discounted and not matured : If the bills receivable are discounted with a bank and the money so received from it is made use of, the entire money will be refunded to the bank if the acceptor does not make payment on the date of its maturity. This is why such a contingent liability is distinctly shown in the Balance Sheet by way of a footnote.
2. Liabilities for calls on partly paid shares : The amount called on shares held and paid should be verified from the cash book and the liability for the amount uncalled should be ascertained.
3. Liability under a guarantee : The auditor should ascertain the liability for a guarantee given by the client for a loan or overdraft to his friend or partner. In case of non payment of such a loan, the possible liability should be ascertained.
4. Liability for cases against the company not acknowledged as debts : It is a liability in a disputed case where damages may have to be paid. A contingent liability should be ascertained and a note should be made at the foot of the Balance Sheet.
5. Liability in respect of arrears of Dividend on Cumulative preference Shares : The auditor should examine the Articles of Association which should lay down rules in this regard and due provision should be made for such a liability.

 (vi) Provision for Taxation :1. In case of a limited company it is compulsory that the taxation provision is to be made. But it cannot be ascertained accurately because the final liability on this account can be known only when the assessment is completed. Therefore, a fair estimate for providing this liability is necessary. Hence, the auditor has to verify the calculation done to arrive at the provision expected to be made.
2. However, when finally the assessment is over, the auditor is a contingent liability. Hence the same is to be properly ascertained and disclosed in the Balance sheet. Should see that the excess or short provision is properly adjusted in the books.
3. Where any appeal is pending and the liability challenged, the same 

(vii) Employees’ deposits :Normally, in commercial and industrial ventures, the employees who deal with cash or stores are required to deposit cash security as a safeguard against some possible mis-appropriation or pilferage. Sometimes, the employees instead of paying cash, endorse trustee securities in favour of the employers. It should be remembered in this connection that :
1. Such a security in cash or in securities should be deposited separately in the bank.
2. It should be shown distinctly on the liabilities side of the Balance Sheet.
3. He should verify the amount of deposits by reference to the certified schedule received from the client.

(viii) Reserve for Bad and Doubtful Debts: The verification should be done as follows :
1. The auditor should obtain a certificate from some responsible officer of the business and then check the amount provided for bad and doubtful debts.
2. The schedule of debtors should be compared with the balance of ledger accounts to ascertain the possible amount of bad and doubtful debts.
3. The adequacy of such a reserve has specially to be checked. He should examine the nature, the circumstance of a particular business and the necessary rules in practice in this connection.

(ix) Bills Payable :The auditor should verify the Bills Payable in the following ways:
1. The Bills Payable Book should be checked with the Bills Payable Account.
2. The Bills Payable already paid should be checked from the Cash Book and the returned Bills Payable should be examined.
3. To verify the Bills Payable which have not yet matured at the year end, the auditor should examine the Bills Payable book and should check the Cash Book of the succeeding years to see whether any payment has been made in respect of such bills. In case of any doubt, the auditor may ask the drawers for the confirmation of the bill.
4. The auditor should see if any charge has been created on the assets of the concern by accepting the bill and he should see that the facts are disclosed in the Balance Sheet.

(x) Proposed Dividend :1. The auditor should ensure that the dividend proposed complies with the provisions of the Companies Act, the decisions of the Court, especially in the matters of provision for depreciation, distribution of capital profits, transfer to reserves etc.
2. The auditor should verify the board resolution and the entry in the Profit and Loss Appropriation account.
3. The auditor should ensure that as per the requirements of the Companies Act, 1956 gross dividend has been provided for.
4. To ensure completeness, the auditor should cross-check the names in the dividend list with those in the register of
shareholders.

(xi) Outstanding Expenses :The auditor should obtain a certificate from a responsible officer to the effect that all the outstanding expenses have been included in the current year’s accounts. The amount paid on various accounts should be verified from the entries in the Cash Book. It should be ensured that the outstanding expenses included that part which is unpaid at the date of the Balance Sheet. The following points should be noted.
1. He should carefully note that all expenses, e.g. rent, rates, interest, wages, salary, audit fee, legal expenses, etc., have been accounted for in the books.
2. He should check entries in the books passed on the basis of invoices to ensure that they are not related to the year under audit.
3. He should compare all the paid and unpaid expenses of the current year with those of the previous year to see that there is not much difference.
4. It should be ensured that all outstanding wages and salaries have subsequently been paid.

(xii) Bank Overdraft: The verification of bank overdraft will be on the same lines as that of loans and advances. The difference is that it is the financial assistance obtained from the bank. The auditor should examine the Bank Pass book and call for a statement of mortgaged assets. It is to be remembered that the assets so mortgaged should be clearly stated as such in the Balance Sheet.

(xiii) Debentures :1. The auditor has to examine the provisions regarding the power of the company to issue debentures as contained in Memorandum and Articles of Association.
2. If the debenture is issued as mortgage debenture, he has to verify the registration certificate issued by the Registrar.
3. He should carefully examine the terms of debentures issue as contained in Trust Deed and ensure that the same have been properly complied with.
4. The auditor should vouch the cash received on this account with the cash book.
5. The auditor should verify whether the interest on debentures is paid or provided, properly at regular intervals intervals or not.
6. In case the debentures have been redeemed during the year the same is to be confirmed with the Minutes of Board of directors. Counterfoils of the cheque books. Bank Pass book and Cash book, returned debenture certificate etc.
7. If the debentures have been issued as a collateral security, then he should see that the fact is properly disclosed in the Balance Sheet.

(xiv) Unclaimed Dividend: For verifying unclaimed dividend, the auditor should follow the following procedure.
1. See that the Bank Account from which dividend is paid is properly reconciled. See that dividend account is opened for each year to avoid mistake of one year’s dividend getting mixed up with next year’s dividend. See that no entries remain in these Bank Accounts reconciliation like accounts debited by bank but not accounted in books, etc. because then the Unclaimed Dividend shown in the books will be wrong.
2. See that wherever dividend is declared on shares, where calls are in arrears and directors have decided to adjust the dividend payable against calls in arrears, the appropriate entries have been booked.
3. See that a full list of shareholders who have not claimed dividend is prepared. This is necessary firstly to prove that there are no mistakes committed while reconciling the Bank Account and secondly to prove the accuracy of the Member’s Register. The auditor should compare this list with the Member’s Register to see that unclaimed dividend for every shareholder is matching with the number of shares held by him as per Share Register. This will also
disclose if any dividend is paid to a shareholder who has already transferred his shares provided he has not en-cashed his dividend warrant.
5. See that if the statutory time limit of 3 years is over, the money being in Unclaimed Dividend Account is transferred to the Central Government with details of shareholders who have not claimed the dividend.

 (xvi) Fixed Deposits :The auditor should keep in mind the following points while conducting a fixed deposit verification –
1. Fixed Deposits should be accepted according to Section 58A of Companies Act, 1956 and Reserve Bank of India’s guidelines.
2. Fixed deposits from director for less than six months (but exceeding 3 months) should not exceed 10% of paid up share capital and free reserves.
3. Total fixed deposits should not exceed 25% of paid-up share capital and free reserves.
4. Fixed deposit should not be accepted if the period exceeds 36 months.
5. Interest on fixed deposits can not exceed 15% p.a.
6. Brokerage can be paid subject to limits mentioned below.
(a) Upto 1 year – not to exceed 1% of amount of deposits.
(b) 1 to 2 years – not to exceed 1.25% of amount of deposits
(c) 2 to 3 years – not to exceed 1.50% of amount of deposits.
7. Liquid assets should be maintained at not less than 10% of deposits maturing 31st March.
8. Receipts should be issued to the deposit holders.
9. Fixed Deposit Register should be maintained.
10. Return of fixed deposits should be sent to the Registrar before 30th June. In case it is not sent, auditor should mention it in the Auditor’s Report as per Section 45 MA of Reserve Bank of India Act, 1934.
11. Interest accrued but not due should be provided and it should be shown under Current Liabilities. 12. Fixed Deposits received along with accrued and due interest would be shown under `Unsecured Loans’.

vERIFICATION AND VALUATION OF LIABILITIES AND GUIDELINES FOR AUDITORS

Verification of liabilities is equally important as that of verification of assets. The Balance Sheet will reveal the true and fair view of the state of affairs of the business concerns only when the liabilities as well as assets are properly valued and verified.Verification of liabilities aims at ascertaining whether all the liabilities of the business are properly disclosed, valued, classified, and shown in the Balance Sheet. The auditor should see that they are correctly stated in the Balance Sheet. He should obtain a certificate from the responsible official as to the correctness of liabilities.
“The auditor is liable for omission of liabilities from the balance sheet, if such liabilities could be detected by the application of reasonable care and skill “.

In short, the auditor should have to examine:
i. all the liabilities have been clearly stated in the liability side of the Balance Sheet.

ii. they are all relate to the business itself.

iii. they are all correct and authorized by the responsible official.

iv. they are shown in the Balance Sheet at their actual figures.

Procedure of Verification of Assets and Liabilities

1. The auditor should verify the records (accounting books) with reference to the documentary evidence. Physical verification of fixed assets is the primarily the responsibility of the the management.
2. The opening balance is to be verified from schedule of fixed assets, ledger or fixed asset register.
3. Assets acquired during the year or improvements done during the year should be verified on the basis of purchase orders, invoices, material receipt notes, and title deeds.
4. Capital assets built inside (self-constructed fixed assets) and capital work-in-progress should be verified by reference to work-order records, contractor bills.
5. For fixed assets fully depreciated during the year of acquisition,  the auditor has to examine whether they were recorded in the fixed assets register.
6. In the case fixed assets registered, the auditor should examine 
(i) The authorization procedure 
(ii) sales process (calling for quotations etc.)
(iii) adjustments to the account of the asset
(iv) accounting for the proceeds of the sale and
(v) adjustment for the gain or loss on the sale.
7. Ownership of assets such as land and buildings should be verified by examining the title deeds. In case the title deeds are with other parties such as bankers (mortages or safe custody) and solicitors, confirmation should be obtained directly by the auditor through a request mailed to the concerned persons signed by the client.
8. Physical verification is the responsibility of the management and they need to ensure that it is carried out at appropriate intervals in order to ensure assets are in existence. The auditor has to ensure that physical verification was done. For this purpose, he should observe the verification being conducted. He should examine the instructions given by the management for physical verification and working papers of physical verification. It is to be ascertained that the persons carrying out the physical verification has the necessary competence.
Unit – 2  DIVISIBLE PROFITS AND DIVIDEND

What is Profit?
Definition: Profit, also called net income, is the amount of earnings that exceed expenses for the period. In other words, it’s the amount of income left over after all the necessary and matched expenses are subtracted for the period. Notice I didn’t say all the expenses that were paid during the period.

The basic profit formula is calculated by subtracting all expenses incurred during a period from the total revenues earned in that same accounting period. Profits are reported on the bottom of the income statement and are traditionally viewed as the amount of money left over after all expenses have been paid. This is why many people call net income the “bottom line” of the company.If total revenues don’t exceed total expenses for a period, the company does not report negative profits. There is no such thing as negative profits. Instead, the company would show a net loss on the bottom line of its income statement indicating that revenues were insufficient to cover expenses for the period.
Define and explain the term ‘Di​visible Profits’.

These refer to that portion of profits (i.e., the excess of income over expenditure including pro​vision for taxes and depreciation) which are avail​able for distribution as dividend to the sharehold​ers of the company. But this does not mean that any profit will be distributed if available.
The avail​able profit should be such that is legally distribut​able in accordance with the provisions contained in:
(i) The Companies Act, 1956,

(ii) The Income Tax Act, 1961, and

(iii) The Articles of Association of the Company.

In this context, a relevant question arises as to whether capital profits (which are not earned during the normal business operations but arise on the revaluation or sale of assets or on the re-issue of forfeited shares, etc.) are to be consi​dered as available for distribution as dividends. Un​der normal circumstances, these profits should not be distributed.

But these are distributable only on the conditions that:
(a) Such distribution is author​ised by the Articles of Association,

(b) Such sur​plus is actually realised in cash or remains after a proper valuation of all assets, and

(c) The capital losses are made good.

Q.2. Explain the term ‘Di​visible Profits’ with reference to:
(1) Section 205 of the Companies Act, 1956,

(2) Income Tax Act, and

(3) The decided cases.

Ans. (1) Section 205 of the Companies Act 1956.

The term ‘divisible profits’ has not been defined in this legislation. The above section provides for certain conditions that must be fulfilled before the profits are distributed as dividends.

The important provi​sions are:
1. No dividend should be declared or paid by a company for any financial year except:
(i) Out of the profits of the company for that year arrived at after providing for depreciation as per Section 205 (2) , or

ii) Out of the profits of the company for any previous ‘financial year or years arrived at after providing for depreciation as per Section 205(2) and remaining undistributed, or

(iii) Out of both, or

(iv) Out of moneys provided by the Central Gov​ernment for the payment of dividends in pursuance of a guarantee given by that government.

2. If the company has not provided for depre​ciation for any previous financial year or years, it should provide for such depreciation out of the prof​its for that year or years before declaring or paying dividend.

3. If the company has incurred any loss in any financial year or years, then the amount of the loss or an amount equal to the amount provided for dep​reciation for the year or years whichever is less should be set-off against the profits of the com​pany for the year for which dividend is proposed to be declared or paid, or against the profits of the company for any previous financial year or years, arrived at in both cases after providing for depre​ciation as per Section 205 (2) or against both.

4. The Central Government may, in the interest of the public, allow any company to declare or pay dividend for any financial year without providing for depreciation.

The provisions 2 to 4 are necessarily to be fol​lowed as per the Companies (Amendment) Act, 1960. The Companies (Amendment) Act, 1974 also enjoins a provision that a company should provide reserve not exceeding 10% of its profits before the dividends are declared.

(2) Income Tax Act.

Section 109 of this Act pro​vides for declaration of a statutory percentage of distributable income as under in respect of the fol​lowing classes of companies:
45% in the case of a consultancy service company.

90% in the case of an investment company.

60% in the case of other companies.

It also states that the company must have to pay additional income tax if such statutory distribution is not made.

(3) Legal Decisions:
It is interesting to note that the decided legal cases in India and abroad pro​vide ample guidance for determining the quantum of divisible profits in addition to the provisions of Section 205 of the Companies Act which contain the detailed scheme of working out the amount of ‘divisible profits’. The management of the com​pany and the auditors should consider these legal decisions as sources of guidance to arrive at the divisible profits while recommending or comput​ing dividend.

In this context, we may cite briefly the following case laws:
1. Lubbock, vs. British Bank of South America Ltd. (1892):
The directors of the company treated the profit arising from the sale of a business as a profit avail​able for distribution as dividend. A shareholder ob​jected to this on the ground that this profit was a capital profit as it was realised on the sale of a part of the business. The court observed that the profits was on capital and, therefore, not a part of the capi​tal itself, and held that it should be available for dividend if the Articles of Association so provide.

2. Foster, vs. The New Trinidad Asphalte Co. Ltd., (1901):
The Company took over the assets of another company along with promissory notes which were regarded as of ‘no value’ at the time of take over. But at a later date the company realised the full debt with interest and credited the profit and loss account with the amount. The company directors also proposed to distribute the same as dividend. But a shareholder went to the court on the ground that these notes were not initially recorded in the books and the realisation on them was totally un​expected. The court also regarded this profit on re​alisation as capital profit.

Justice Byrne observed “….The amount of debt is distinct item of the prop​erty purchased which has since been realised by the payment……… The amount is prima facie capital. …. It is clear that an appreciation in the total value of the capital assets, if duly realised by sale of some portion of such assets, may in a proper case be treated as available for purposes of dividend. Ac​cretions to capital may be realised and turned into money which may be divided among the sharehol​ders. The question of what profit is available for dividend depends upon the result of the whole ac​counts fairly taken for that year, capital as well as profit and loss, and although dividend may be paid out of earned profits in proper cases, and although there has been a depreciation of capital, I do not think that a realised accretion to the estimated value of one item of capital assets can be deemed to be profit divisible amongst the shareholders without reference to the result of the whole accounts fairly taken.”.

3. Drown vs. Gaumont-British Picture Corps. Ltd., (1937):
It was held that the receipts of premiums on the issue of shares could be distributed as dividend provided that the Articles of Association of the company allow such action. But in India, this deci​sion does not hold good as the company has to trans​fer such premiums to the Share Premium Account in accordance with the company law.

4. Verner vs. General and Commercial Invest​ment Trust Ltd., (1894):
The main question before the court was “whether a limited company which has lost a part of its capital can lawfully declare or pay a dividend without first making good the capital which has been lost”.

It was held that:
(i) There was nothing in the Memorandum and the Articles of the company ne​cessitating the lost capital to be made good before the declaration of dividend;

(ii) There was no pay​ment of dividend out of capital; and

(iii) There was no insolvency.

The case, thus, concludes that a com​pany can distribute dividends out of the current year’s profit even without making good the part of lost capital if the Articles of Association permit. However this legal decision is inapplicable in In​dia in view of Section 205 of the Companies Act, 1956.

Q.3. The Directors of a public limited com​pany desire to distribute dividend out of profits realised as stated below. Comment on the legality of such dis​tribution.
(a) Share premium;

(b) Sale of company’s fixed assets;

(c) Capital Redemption Reserve;

(d) Forfeiture and Re-issue of shares;

(e) Develop​ment Rebate Reserve;

(f) Fixed Assets Revaluation Reserve;

(g) Tax Exempt Profits Reserve; and

(h) Sales Promo​tion Reserve.

Ans. (a) In accordance with the company law, a company has to transfer share premiums to Share Premium Account. The receipts of premiums, thus, cannot be distributed as dividend.

(b) Profit on the sale of company’s assets is not earned during normal business operations.

Hence, it is capital profit. This is available for distribution as dividend subject to the conditions that:
(i) Such distribution is authorised by the Articles of Asso​ciation, and

(ii) Such surplus in actually realised in cash. This profit is on capital and not a part of capi​tal, as decided in Lubbock, vs. British Bank of South America (1892).

(c) Capital Redemption Reserve:
This represents an amount transferred from profits available for divi​dend, equal to the nominal amount of any redeem​able preference shares otherwise than out of the proceeds of a fresh issue of shares. Under Section 80 of the Companies Act, it can only be applied in paying up unissued shares of the company to be issued to the members as fully paid bonus shares.

This Section further stipulates that a reduction of this reserve can be made only in the manner in which the share capital of a company can be re​duced. Thus, under the company law, this reserve is not available for distribution as dividend.

(d) Forfeiture and Re-Issue of Shares:
Where for​feited shares are re-issued, the amount realised in excess of the nominal value of the shares is trans​ferred to the Capital Reserve, and the premiums received on the original issue of shares remain in the Share Premium Account. Under regulations 29 to 35 of Table A of the Companies Act, 1956 the amount received on the forfeited shares is credited to the Forfeited Shares Account and shown in the Balance Sheet under: Share Capital.

This amount on credit can be applied to write off:
(i) Discount on the re-issue of shares, or

(ii) Fictitious assets like preliminary expenses.

Thus, this amount is not dis​tributable as dividend.

(e) Development Rebate Reserve:
This Reserve is created by a corresponding debit to the Profit and Loss Account of the relevant previous year with a view to utilizing the same for the purposes of a com​pany’s business for a specified number of years (usually ten years as per the present provisions in the company law). This reserve, thus, cannot be utilised for payment of dividend for at least eight years.

(f) Fixed Assets Revaluation Reserve:
This Re​serve is created by writing-up the fixed assets of a company as a result of revaluation. According to the present company legislation, the unrealized appreciation in the values of fixed assets is not available for dividend distribution.

(g) Tax Exempt Profits Reserve:
This represents those profits of an industrial company which are exempt from tax under section 84 of the Income Tax Act 1961. This is a Revenue Reserve and not a Capital Reserve. It can, therefore, be distributed as dividend.

(h) Sales Promotion Reserve:
It is an amount set aside for sales promotion purposes of a company, and therefore, a revenue reserve. The whole or a part of the amount, if unutilized, can be distributed as dividend.

Q.4. Can dividends be declared without taking into account past losses? Cite a decided case law.
Or, Can a company declare dividends out of current year’s profits without writing off previous year’s accumu​lated losses?
Ans. According to Schedule VI of the Com​panies Act, 1956, any debit balance in the Profit and Loss Account is to be set off against the rev​enue reserves of a company. This means that the loss of any financial year must be made good out of past undistributed profits. In the absence of past undistributed profits held in the form of revenue reserve, the question arises whether losses brought forward from previous years should be covered before any dividend can be declared from the cur​rent year’s profits.

The answer is that there is no legal obligation for a company to make good a debit balance on its Profit and Loss Account resulting, from the past losses before distributing current prof​its, but so much of the loss sustained by a company in one or more financial years, as is attributable to the amount of provision made for depreciation, must be set off against the current profits of a company before a dividend can be declared.

In a case law: Ammonia Soda Co. Ltd. vs. Chamberlin, it was held that it was not in all cases necessary to make good a debit balance in the Profit and Loss Account before distributing dividend out of current profits. Such payment of dividend is not necessarily a payment of capital. However, circum​stances leading to debit balance in P & L A/c must be studied.

Q.5. A Company cannot pay dividend out of capital. Why is this?
Ans. The payment of dividend out of capital means the payments of dividend out of the assets acquired with the paid-up capital of the company. Section 205 of the Companies Act, 1956 expressly provides that no dividend may be paid except out of the profits of the company or out the funds pro​vided for the purpose by the Central or State Gov​ernments. A dividend is a share of the profits of a company.

The company law prohibits the payments of dividend out of capital for the following reasons:
1. The share capital as mentioned in the Memo​randum of Association of a company is a fund meant for payment to the creditors in the event of the com​pany being wound up. This means that the capital is liable to be spent in carrying on the business of a company and not for giving it back to the members or shareholders.

2. The payment of dividend out of capital amounts to a reduction of share capital on a volun​tary basis without the leave of the court and with​out any sanction under any law in force including the company law.

3. The payment of dividend out of capital af​fects the value of the assets of a company, thereby having a serious effect on the securities offered against the secured loans. Thus, the liquidity posi​tion of a company is affected.

Q.6. State the various methods of depre​ciation that a company may adopt to comply with the provisions of Section 205 of the Companies Act, 1956 (the charge of depreciation before declar​ing a dividend).
Ans. For the purpose of ascertaining the quan​tum of divisible profits, the following approved methods of depreciation may be adopted by a com​pany to comply with the provisions of Section 205 of the Companies Act, 1956:

1. In the case of assets for which depreciation is allowable under the Income Tax Act, deprecia​tion may be provided for by any of the following methods:
(a) The written-down value method as adopted for income tax purposes. Normal depre​ciation including any extra shift allowance is to be provided for.

(b) The straight-line method by which 95% of the cost of an asset is equally written off each year during a specified period. [The expression ‘specified period’ means the number of years dur​ing which at least 95% of the cost of an asset would be provided for by way of depreciation if depre​ciation were calculated according to the written- down value method.]

(c) Any other method approved by the Cen​tral Government, which has the effect of writing off by way of depreciation at least 95% of the cost of an asset during the specified period.

Where any of the three methods is adopted, if an asset is sold, discarded, demolished or destroyed for any reason before depreciation of such asset has been provided for in full, the excess of its written-down value over its sales proceeds or its scrap value must be written off in the financial year in which it is sold, discarded, demolished or destroyed.

2. As regards any other depreciable assets for which depreciation is not allowable under the In​come Tax Act, depreciation must be provided for by such method as may be approved by the Central Government by any general or special order.  

PRINCIPLES OF DIVISIBLE PROFIT :-

Following are the important principles of divisible profits :

1. According The Company Rules :-

The articles of association are the rules of the company. The directors are entitled to distribute the profits under rules. They also follow the company law. The dividend can be paid out of revenue profit.

2. Follow The Court Cases :-

While calculating the divisible profits, the court cases must be kept in mind. The auditors must know the decisions of the courts announced time to time.

  3. Profit Not Out Of Capital :-

The capital can not be used to pay dividend. The revenue profits can be used for the payment of dividend.

4. Approval Of Shareholders :-

In the annual general meeting shareholders may approve the rate of profit recommended by the directors. So divisible profits can be used to pay as dividend after approval.

5. Right Of Proposal :-

The directors can purpose the rate of dividend out of divisible profits. After completing the legal formalities the directors can decide the dividend.

6. Undistributed Profit :-

It is the right of the directors to use such profit for the payment of dividend at the end of a year. It is a revenue of the provision year.

7. Depreciation :-

Before declaring revenue profits the depreciation on fixed assets must be charged. In manufacturing company it is compulsory to charge depreciation before the declaration of profits.

8. Secrete Reserves :-

If according the articles association it is allowed to create and use the such reserves then these can be used for the payment of dividends.

9. Capital Profits :-

Under certain conditions the capital profit can be used to pay dividend but articles association should allow the distribution of capital profit as dividend.

10. Capital Loss :-

Inspite of capital loss the dividend can be paid out of revenue profits. The capital profit must be used to eliminate capital loss first and then surplus can be used to pay dividends.

11. Loss Of Provision Year :-

If a company suffers a loss in one year but earns profit next year. Such loss can be adjusted by the company from benefit of the current year.

12. Revaluation Of Assets :-

After the revaluation of asset, if it becomes surplus then it can be used after realization. Profit may be paid after selling the assets.

13. Revenue Profits :-

According the principle of divisible profit dividend must be paid out of revenue profit. But it is essential that calculation should be correct.

14. Asset Goodwill Written Down & Up :-

If a company has written down good will out of profits, it may also write up this asset, with the appreciation. But the value written up should not excess than the true value.

Q.7. What do you understand by ‘In​terim dividend’? How does it differ from ‘Final dividend’?
Ans. It means a divi​dend paid to the members of a company in antici​pation of the profits of a year before the accounts of the company for that year have been prepared, audited and adopted at the annual general meeting. It is declared and paid on account of the full year’s dividend at any time between two annual general meetings.

Where no ‘interim dividend’ has been paid in any year, any further distribution to the shareholders on account of that year sanctioned at an annual general meeting on the recommendations of the directors is known as ‘final dividend’.

Q.11. Can a dividend be declared out of cur​rent profits without making good dep​reciation of fixed assets? Discuss with reference to the legal position in In​dia.
Ans. Section 205 of the Companies Act, 1956. Provides for certain conditions that must be fulfilled before the profits are distributed as divi​dends.

The important provisions are:
1. No dividend should be declared or paid by a company for any financial year except: (i) out of the profits of the company for that year arrived at after providing for depreciation as per Section 205 (2), or (ii) out of the profits of the company for any previous financial year or years arrived at after providing for depreciation as per Section 205 (2) and remaining undistributed, or (iii) out of both, or (iv) out of moneys provided by the Central Gov​ernment for the payment of dividends in pursuance of a guarantee given by that government.

2. If the company has not provided for depre​ciation for any previous financial year or years, it should provide for such depreciation out of the prof​its for that year or years before declaring or paying dividend.

3. The Central Government may, in the inter​est of the public, allow any company to declare or pay dividend for any financial year without pro​viding for depreciation.

The provisions are necessarily to be followed as per the Companies (Amendment) Act, 1960. The Companies (Amendment) Act, 1974 also enjoins a provision that a company should provide reserve not exceeding 10% of its profits before the divi​dends are declared.

11. How would you, as an auditor, vouch— (a) Dividends, and (b) Un​claimed dividends? (b) (i) What is meant by ‘unclaimed dividend’? (ii) State how it should be treated in ac​counts. (iii) Explain in brief the duty of an auditor in relation thereto.
Ans. (a) Dividends:
(1) Examining the Arti​cles of Association to ascertain the class of shares having dividend rights, and the board’s resolutions declaring the rate of dividend.

(2) Verifying:
(i) The computations of gross and net dividends payable to each shareholders,

(ii) The schedules of gross and net dividends with the divi​dend warrants, income tax deduction list, and the dividend account; and (iii) the amount transferred to the Dividend account from the Bank Account.

(3) Checking the dividend account’s Pass Book with the Dividend Warrants returned to ascertain the unclaimed dividends, and also the Directors’ Minute Book to find out whether unclaimed divi​dends have been forfeited.

(4) Ensuring that:
(i) The dividends on prefer​ence shares are paid after deduction of income tax;

(ii) The provisions of Section 205 of the Compa​nies Act regarding the depreciation provision, trans​fer to reserve, writing off of the past losses, etc., have been complied with; and

(iii) The Articles of Association authorize the payment of dividend, in case of bonus shares, in the form of ‘scrip’.

(b) Unclaimed Dividends:
When certain shareholders do not claim the divi​dends declared by the company, the amounts of dividends so unpaid are Unclaimed Dividends.

Q.18. State the principles (i.e., decisions) laid down in the following case laws with regard to the distribution of prof​its as dividend:
(a) Foster vs. New Trinidad Asphalte Co. Ltd.;

(b) Lubbock Vs. British Bank of South America;

(c) Spanish prospecting Co. Ltd.;

(d) Lee vs. Neuchatel Asphalte Co. Ltd.;

(e) Ammonia Soda Co. Ltd. vs. Arther Chamberlin;

(f) Wilmer vs. Mc. Namara & Co. Ltd.;

(g) Bolton vs. Natal Land & Colonisation Co. Ltd.;

(h) Crabtree Thomas vs. Crabtree;

(i) Staply vs. Read Bros. Ltd.

Ans. (a) A realised accretion to the estimated value of one item of capital assets cannot be deemed to be profit divisible amongst the shareholders with​out reference to the result of the whole accounts fairly taken for that year, capital as well as profit and loss.

(b) The profit, which is on capital and not a part of the capital itself, should be available for distribution as dividend if the Articles of Associa​tion of a company so provide.

(c) The term ‘Profit’ implies comparison bet​ween the states of a business at two specific dates, usually separated by an interval of a year. This can only be ascertained by a comparison of the assets of the business of the two dates. Thus, the terms ‘profits’ and ‘profits legally distributable to the shareholders’ should be clearly distinguished.

(d) If a company is formed to acquire or work property of wasting nature, e.g., a mine, quarry or patent, the capital spent in acquiring the property may be regarded as sunk and gone. If a company retains assets sufficient to pay its debts, the excess of money obtained by working the property over the cost of working may be distributed among the shareholders even without making depreciation provisions on the wasting assets provided the Arti​cles of Association do not compel it to do so.

The above principle does not hold good in In​dia in view of the provisions in the Companies Act, 1956 which enjoins that depreciation must be pro​vided on assets before the distribution of profits to the shareholders.

(e) A company may write up the assets of its business as a result of bonafide revaluation and may distribute current profits without making good prior losses. Further, a company in absence of any rule of law may set-off an appreciation in value of its capital assets following a bonafide revaluation against the losses of current revenue accounts and the payment of dividend in this case is deemed to be paid out of current profits. This decision does not hold good in India. Any loss suffered in the previous year(s) must be set-off against the current year’s profits in terms of Sec​tion 205 of the Companies Act, 1956.

(f) A company may declare dividends out of current profits even without making depreciation provisions on its fixed assets. However, this deci​sion is inapplicable in India in view of Section 205 of the Companies Act, 1956.

[Facts of the case (This does not form an an​swer here). The company was carrying on a busi​ness of movement of mails, parcels, etc. It was pro​viding depreciation on its assets in the past. But in one year, it declared dividends to the preference shareholders without any depreciation provisions. Mr. Wilmer and ordinary shareholders brought an action against the company in the court. The Judge observed that ‘the Balance Sheet cannot be im​peached simply because it does not charge anything against revenue in respect of goodwill.]

(g) A company may declare dividends out of current profits without making good previous loss of capital assets. However this decision is not ap​plicable in India according to Section 205 of the Companies Act, 1956.

(h) Depreciation on plant and machinery must be provided before arriving at the profits if a manu​facturing business is to continue for an indefinite period.

(i) A company can pay dividends out of cur​rent profits by writing up the assets again to the extent it has written down its assets excessively in the past.

Duties of Auditors on Distribution of Dividends

The auditor should perform the following duties regarding the distribution of dividend:

The auditor should examine the Memorandum of Association and Articles of Association of the company under audit to ascertain the rights of shareholders holding different classes of shares.

2. As stated already if the rate of dividend exceeds 10% of the profits of the year, the company is required to transfer not less than 2.5% of profit to the reserve account. It is the duty of the auditor to verify whether the company has appropriated the profit accordingly and whether the company has obtained any consent from the Central Government in this regard.

3. The auditor should examine the Minutes of the General Meeting and the Board of directors to confirm the amount of dividend recommended by the directors and declared in the general meeting.

4. He should verify the dividend payments with the bank pass book.

5. Register of Members and dividend list are to be compared and the dividend payable to each shareholder is to be verified. If dividend is taxable at the hands of the shareholder, the amount of tax to be deducted at source is to be checked.

6. The auditor should check the dividend warrants surrendered with the dividend paid. He should also check the outstanding dividend warrants with the balance in dividend account.

7. He should see whether company has opened a separate account in a scheduled bank as “Unpaid Dividend Account of “X” Co., Ltd.” and transfer the total amount of dividend remaining unpaid within 30 days from declaration of dividend. The amount is to be transferred to the account within 7 days from the date of expiry of thirty days. The auditor should ensure that the company has followed the above procedure regarding the unpaid/unclaimed dividend.

8. If such dividend remains unclaimed for a period of seven years, it is to be transferred to Investor Education and Protection Fund. The auditor should see whether the provision is duly complied with.

Legal Provisions regarding Dividend
The dividend should be declared or paid out of
· Current year’s profits of the company after providing for depreciation as per Schedule II of the Companies Act, 2013 or

· Profits of the previous financial year is after providing for depreciation as per Schedule II of the Companies Act, 2013 or

· Out of both or

· Money provided by the Central or State Governments for the payment of dividends in pursuance of the guarantee given by that Government.

Transfer to reserves : A company may, before the declaration of any  dividend in any financial year, transfer such  percentage of it profits for that financial year as it may consider appropriate to the reserves of the company.

Declaration of dividend out of reserves: No dividend shall be declared or paid by a company from its reserves other than free reserves.

In the event of inadequacy or absence of profits in any year, a company may declare dividend out of free reserves subject to the fulfillment of the following conditions, namely:

· The rate of dividend declared shall not exceed the average of the rates at which dividend was declared by it in the three years immediately preceding that year. This would not apply to a company, which has not declared any dividend in each of the three preceding financial years.

· The total amount to be drawn from such accumulated profits shall not exceed one tenth of the sum of its paid up share capital and free reserves as appearing in the latest audited financial statement. The amount so drawn shall first be utilized to set off the losses

· Incurred in the financial year in which dividend is declared before any dividend in respect of equity shares is declared.

· The balance of reserves after such withdrawal shall not fall below 15% of its paid up share capital as appearing in the latest audited financial statement.

·  No company shall declare dividend unless carried over previous losses and depreciation not provided in previous year or years are set off against profit of the company for the current year.

Recommendation of the Board : The director’s have the power to recommend the dividend. It is at the sole discretion of the directors to recommend or not to recommend the dividend. The members in the annual general meeting cannot increase the rate of dividend recommended by the Board of Directors. They can either approve the same rate or lower it.

Declaration of final dividend at the annual general meeting : The dividend is usually declared at the annual general meeting, A company which could not declare dividend at an annual general meeting may declare the same at a subsequent general meeting. Where a company has declared a dividend at the annual general meeting, it cannot declare the final dividend again at an extraordinary general meeting. Thus, final dividend cannot be paid twice in the same year.

Depositing the amount of dividend declared into a separate bank account: The dividend declared must be deposited in a separate bank account within five days of its declaration and the same shall be used for payment of dividend.

Dividend to be paid in cash : Dividend shall be paid only in cash except when adjusted towards paying up unpaid amount on shares held by the members of the company. The dividend payable in cash may be paid either by cheque or warrant or in any electronic mode to the shareholders entitled to the payment of dividend.

Dividend to be paid only to the registered shareholders and beneficial owners : Dividend is to be paid only to the registered holder of shares or to his order or to his banker. Dividend shall be paid in proportion to the amounts paid up on each share. Time framework for the payment of dividend. A dividend, once declared at the general meeting of the shareholders, becomes a debt against the company and must be paid within 30 days from the date of its declaration.

Penalty for failure to pay dividend within 30 days : Where a dividend has been declared by a company but not paid or the warrant in respect thereof has not been posted, within 30 days from the date of the declaration, to any shareholder entitled to the payment of the dividend, every director of the company who is knowingly a party to the default, shall be punishable with imprisonment for a term which may extend to two years and with a minimum fine of one thousand rupees for every day during which such default continues.

In the following cases, there would not be any punishment for default:
· Where the. dividend could not be paid by reason of the operation of any law;

· Where a shareholder has given directions to the company regarding the payment of the dividend and it is not possible to comply with those directions;

· Where there is a dispute regarding the right to receive the dividend;

· Where the dividend has been lawfully adjusted by the company against any sum due to it from the shareholder; or

· Where, for any other reason, the failure to pay the dividend or post the warrant within the period aforesaid was not due to any default
on the part of the company. [Section 127]

Transfer of unpaid or unclaimed dividend: According to Section 124 (1), where after the declaration of the dividend, it has not been paid or claimed within 30 days from the date of the declaration to any shareholder entitled to the payment of the dividend, the company shall, within 7 days from the date of expiry of the said period of 30 days, transfer the total amount of dividend which remains unpaid or unclaimed to a special account called the Unpaid Dividend Account. For this purpose, the company has to open Unpaid Dividend Account in any scheduled bank. In case of delay, the company would have to pay interest @ 12% p.a.

Transfer of unpaid/unclaimed dividend to Investor Education and Protection Fund : Any money transferred to the Unpaid Dividend Account of a company which remains unpaid or unclaimed for a period of seven years from the date of such transfer shall be transferred by the company along with interest accrued, if any, thereon to the Investor Education and Protection Fund.

If a company fails to comply with any of the requirements of Section 124, the company shall be punishable with a minimum fine of Rs 5 lakhs but which may extend to Rs 25 lakhs and every officer of the company who is in default shall be punishable with a minimum fine of Rs 1 lakh but which may extend to Rs 25 lakhs.

Procedure for declaration and payment of Final Dividend
The following steps are required to be taken by a Company in respect of declaration and payment of final dividend:

1. Issue notice for holding a meeting of the Board of Directors of the Company to consider the matter.

2. Hold Board meeting for the purpose of passing the following resolutions:

i. Approving the Annual Accounts (Balance Sheet and Statement of Profit and Loss of the Company for the year ended);

ii. Recommending the quantum of final dividend to be declared at the ensuing AGM and the source of funds for the payment thereof and amount to be transferred from the current Profits to Reserves as the board may deem appropriate.

3. Open a separate Bank account for making dividend payment and credit the said Bank account with the total amount of dividend payable within five days of declaration of dividend.

4. Fixing time, date and venue for holding the ensuing AGM of the Company, inter alia, for declaration of dividend recommended by the Board;

5. Ensure that the required percentage of profits as decided by the Board is transferred to Company’s Reserves.

6. The amount of dividend as recommended by the Board of directors shall be shown in the Directors’ Report.

7. Hold the AGM and pass an Ordinary Resolution declaring the payment of dividend to the Shareholders of the Company as per recommendation of the Board. The Shareholders cannot declare the final dividend at a rate higher than the one recommended by the Board. However, they may declare the final dividend at a rate lower than the one recommended by the Board.

8. Prepare a statement of dividend in respect of each shareholder.

9. Ensure that the dividend tax is paid to the tax authorities within the prescribed time.

10. Make arrangements with the bank and in collaboration with other banks if required, for payment of the Dividend.

11. No RBI approval is required for payment of dividend to shareholders abroad, in case of investment made on repatriation basis.

12. Pay dividend within 30 days from the date of declaration.

Provisions relating to payment of dividend: 

1. Deprecation must be provided: Companies can not declare or pay dividend for any financial year unless it is paid -  Out of profits for that year arrived at after providing depreciation in accordance with provisions sub section 2 of Section123  or -  Out of accumulated profits of the company for any previous financial year or years arrived at after providing depreciation and remaining undistributed  or -  Out of both above or -   Out of money provided by the central government or a state government for payment of  dividend  in pursuance of a guarantee given by that government Readers may note that similar provisions exist in Old Act also 

2. Transfer to Reserves for declaration of dividend: A company may, before declaration of any dividend transfer such percentage of its profits for that financial year as it may consider appropriate. The Board of directors is given freedom to decide the percentage of transfer of profits to reserves before declaring a dividend{First proviso to section 123(1) In the Old Act the transfer of profits to reserves is governed by Companies (Transfer of Profits to Reserves) Rules 1975 and the slab mandated was as follows:- If proposed dividend is Minimum amount of  transfer to reserves Up to 10% Nil Above 10.00% but within  12.50%  2.5% Above 12.50% (but within 15.00% 5.00% Above 15.00% (but within  20.00% 7.50% Above 20% 10.00% Now the above restriction is removed. 

                          This matter is entirely left to the discretion of the Board of directors. The compulsory transfer to reserves enables companies to pay dividend out of accumulated profits when profits are lean and a consistency in the rate of dividend can be maintained. Some companies are known for their distributing high dividends and some are known for issuing bonus shares and thus preventing cash out flow. 

3. Declaration of dividend out of accumulated profits Second proviso stipulates that in case of inadequacy or absence of profits in any financial year, any company proposes to declare dividend out of the accumulated profits earned by it in previous years and transferred to the reserves, such declaration of dividend shall not be made except in accordance with such rules as may be prescribed in this behalf. Let us see the conditions provided by the recently displayed rules(subject to modification on the basis of feed back) Essence of Rules. As per Rule no.8.1,the very first condition is that the rate of dividend declared shall not exceed the average of the rates at which dividend was declared by it in the three years immediately preceding that year. Further it requires that the amount to be utilised from reserves shall not exceed 1/10th of total paid up capital and reserves.  After drawing reserves for dividend, the balance reserves shall not fall below 15% of its paid up capital. Dividend can be declared only after loss or depreciation in the previous years which ever is less is provided {Rule no.8.2} The third proviso stipulates that no dividend shall be declared or paid by a company from its reserves other than free reserves. The word” Free reserves”  has  been defined by Section 2(43) of New Act  to mean such reserves which, as per the latest audited balance sheet of a company, are available for distribution as dividend. However the following shall not be treated as free reserves: - any amount representing unrealised gains, notional gains or revaluation of assets, whether shown as a reserve or otherwise, or -  any change in carrying amount of an asset or of a liability recognised in equity, including surplus in profit and loss account on measurement of the asset or the liability at fair value, shall not be treated as free reserves;

 4. Manner of depreciation: Sub section 2 of123 clarifies that for the purposes of clause (a) of sub-section (1), depreciation must be provided in accordance with the provisions of Schedule II. 

5. Interim dividend: The Board of Directors of a company may declare interim dividend during any financial year out of the surplus in the profit and loss account and out of profits of the financial year in which such interim dividend is sought to be declared. In case the company has incurred loss during the current financial year up to the end of the quarter immediately preceding the date of declaration of interim dividend, such interim dividend shall not be declared at a rate higher than the average dividends declared by the company during the immediately preceding three financial years. {Section 123(3)}.This restriction ensures financial prudence.

 6. Time limit for deposit of dividend: The amount of the dividend, including interim dividend, must  be deposited in a scheduled bank in a separate account within five days from the date of declaration of such dividend. Dividend once declared by the shareholders becomes a debt and payable unlike in the case of interim. But the restriction to deposit within 5 days of declaration even the interim also ensures that the Board can not go back on the commitment made by its declaration.{Section 123(4)} 

7. Dividend to be paid to registered shareholders: No dividend shall be paid by a company in respect of any share therein except to the registered shareholder of such share or to his order or to his banker and shall not be payable except in cash. Proviso however clarifies that capitalization of profits or reserves of a company for the purpose of issuing fully paid-up bonus shares or paying up any amount is permissible. {Section 123(5)}. 

8. Mode of payment  of dividend: Any dividend payable in cash may be paid by cheque or warrant or in any electronic mode to the shareholder entitled to the payment of the dividend. 

9. Prohibition on payment of dividend: If a company violates the provisions of sections 73 and 74  with regard to acceptance of deposits from public, it  shall not declare any dividend on its equity shares till such non compliance exists. In the old Act, there is prohibition for payment of dividend, if violation of Section 80-A(redemption of preference shares within stipulated time) continues. {Section 123(6)}
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