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atever you incur from your pocket, as a deduction.
Because this is wholly and exclusively for the purpose of
your employment.

Membership fees of professional bodies are not incur-
red for the purposes of your employment. In any case
you would incur the expenditure even if you are not em-
ployed. Now in that case it is alright. If you having
passed an Internal Auditor exam or Institute of Company’s
Secretary’s exam, Institute of Chartered Accountant Exarn,
ind you have to give your membership fee in that case it
annot be claimed as a deduction because that in any case
ou have to pay in order to hold the position. But if there
te certain other bodies—professional bodies of which you
re made a member like I will give you another English
se—An Englishman had to go to London very often. Be-
wse hotel accommodation is expensive in London he was
ade a member of the club because staying in a club is
uch cheaper than staying in the hotel. So the club fees
ere paid by the company and the Court held that it was
ot taxable as a perquisite even though by being a mem-
er of the club, he got certain personal benefit like he got
ght to swim, he got right to play golf etc. So the Court
ld that because he was made a member of the club at
e instance of the Company in order to save money for
le company the club membership fees were not to Le
ated as perquisite.

Regarding Compensation recovered under a group
surance policy, say one of the employees is injured and
e insurance company pays a certain amount to the Com-
ny, the Company thereafter pays it to the employee. The
st question is whether that would be treated as income
 the Company. The answer is no—it will not be treated
the income of the Company. Secondly when the Com-
ny pays it to the employee it will not be treated as the
lome of the employee also. It is a personal accident
lefit. It has no relation to the services rendered by the
ployee and the third is the question of claiming a deduc-
n by the company does not arise because in any case
was not treated as its income.

Further, if a certain amount amount is not liable 1o
in your opinion then you should not deduct tax at
rce, why should you. There is one decision where it has
n held that where a Company borrows money at a cer-
rate and thereafter gives a loan tax-free, that tax-free
n has to be treated as a perquisite. But normally I don’t
k for employees that should be the case because I
g tell you that Central Government employees are en-
d to loan upto Rs. 2 lakhs free of tax, free of any
rest. If the Income-tax Department want to tax this
efit, you must resist it. This is like any other Com-
y giving its product at a concessional rate to its
loyees.
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SYNOPSIS OF A TALK GIVEN AT THE SEMINAR
ON
“PERSPECTIVES IN INTERNAL AUDITING”
HELD BY THE BOMBAY CHAPTER
ON 16TH & 17TH DECEMBER 1977
AT HOTEL PRESIDENT

COST AUDIT
By Mr V. R. Iyer

Cost Audit is a new term introduced for the first time
in India. Cost Audit is not considered separately in the
advanced countries like U.S.A., U.K., Germany etc. This
work is carried on by the internal auditor since Cost
Accounting is considered an important tool for Manage-
ment.

In India, the idea of Cost Accounting was born around
1920 in Government. It was used during the world wars
to ensure that the Government Contracts were fixed at
fair prices. Like many legacies of the war, Cost Account.
ing stayed on and was used for fixation of prices by the
Tariff Commission. In the 1960’s due to largescale mis-
management in the corporate sector, the introduction of
audits was considered necessary. It was at that time that
the idea of Cost Audit was born. In fact one of the text-
books state ‘““The Companies Act was amended in 1965 to
strengthen the provisions relating to investigation into the
affairs of companies and to provide more effective audit in
dealing with cases of dishonesty and fraud in the corporate
sector””. The commentary on the present Section 209 (i)
(d) of the Companies Act reads : ““To ensure that in res-
pect of companies engaged in production, processing, manu-
facturing or mining activities which may be specified by
notification by the Central Government, proper records
relating to utilisation of material and labour are available
which would make the effciency audit possible’’. In other
words, this section was introduced in the statute book with
the idea of something called ‘‘Efficiency Audit’’. At that
time the concept of Efficiency Audit was not very clear
but the possibility was thought of. Section 233 of the Act
now requires an Audit of Cost but even this Section does
not envisage the Efficiency Audit. In fact, there is no
reference in the Act to Efficiency Audit.

The Institute of Cost and Management Accountants,
London seems to feel that Cost Auditing is the verification
of the correctness of cost accounts and the adherence
to cost accounting principles, plans and procedures. This
is a narrow view of cost audit. The other view which is
gaining prominence in the last few years is the one which
equates Cost Audit with Efficiency Audit. According to
this, Cost Audit comprises of —

(1) Proprietary Audit
(2) Audit of Efficiency

Proprietary Audit generally means an audit of execu-
tive action and plans which have a bearing in the finance
and expenditure of the organisation. The auditor endea-
vours to judge whether the company derives desired result
from the expenditure planned and whether the size, quan-
tum and type of expenditure would produce the best




possible result. Further, the expenditure in capital as well
as the current operations is checked to ensure that it is
the optimum possible.

Efficiency Audit is one which ensures the application

, _of basic commonsense, economic principles that resources

must flow into the most remunerative channels. Thus, «n
Efficiency Audit starts with a decision to invest on the
basis of which such a decision is taken.

The Institute of Internal Auditors in their definition of
Internal Audit have stated ‘““An Audit of costs is a system
of overall appraisal’’. This would include both Proprietary
as well as Efficiency Audit.

In the advanced countries like U.S.A., U.K., Germany,
shareholders are demanding from Management more and
more disclosure in the company’s profit & loss account and
balance sheet. Auditors are therefore being asked to cer-
tify to the correctness of such additional disclosures in the
profit & loss account and balance sheet. In Sweden, it is
incumbent on the Statutory Auditor to comment on the
company’s performance in areas like sales, production etc.
In Germany, the Statutory Auditor is required to comment
not only on sales and production capacities but also cn
capacity utilisation of the plant. This trend is now being
brought into India with the amendments to Schedule VI of
the Companies Act.

There are 26 industries in India today where compul-
sory Cost Accounting records is necessary. Cost Account-
ing records of further three industries are in the draft stage
with the Company Law Board. -

To have a Cost Audit the Company must have cost
records. Since even adequate financal records are not 1e-
ing maintained by most of the companies in India, it is
necessary for Government to step in and lay down the
format of cost records that are to be maintained. Before
the formats are introduced, drafts are drawn up and dis-
cussed with industry. In most cases industry’s first reac-
tion is that such records cannot be maintained. Yet, from
practical experience it is known that every industry has
some rudimentary form of costing which could be adopted
to Government requirements, yet perhaps due to fear of
disclosure of information to the Government, industry does
not cooperate. After the draft formats are discussed with
industry, the two professional Accountancy Bodies viz.
Institute of Chartered Accountants of India and the Insri-
tute of Cost & Work Accountants as well as the Associa-
tions of Industry, the Tariff Commission, the Bureau of
Cost & Industrial Prices and the Chief Cost Accounts
Officer in the Ministry of Finance sit together and modify
the draft formats as well as form rules based on the various
suggestions and recommendations received from all quar-
ters on the proposed drafts. The final rules are thereafter
published. Industry is given a year’s time to maintain
cost accounts and to introduce the same. As the law stands
today, audit of cost accounts is not a recurring annual
feature. Audit is to be undertaken only in the year speci-
fied by the Company Law Board which is normally every
alternate or third year. Such industries are then required
to appoint Cost Auditors. The Cost Auditor is required
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to submit elaborate report in the form prescribed wl :
run into 1o or more pages. This Cost Audit report is §¢

to the shareholders. The Cost Auditor has the same pow
and disabilities as the Statutory Financial Auditor appig
ed under Section 227 of the Companies Act. t]
Auditor has to complete his audit within go days from '
end of the financial year for which the statements are|A
ing prepared. As the Companies normally take nearly fg
months to prepare the schedules this leaves one monthip:
the Cost Auditor for his work since there is no provi :
stated in the Act or in the Cost Audit Report Rules :

Company Law Board and a copy to the Company altholg
he is appointed by the Company. Within 30 days of

in writing to the Company Law Board on all points,
ments and negative observation of the Cost Auditor.
getting this information, the Company Law Board can
for further particulars from the Company.
To conduct a proper Efficiency Audit it is absoltt
essential for the Cost Auditor to have a thorough knowlez
of the working of the Company. Yet, the Cost Audl
is given a period of go days to carry out his work
which perhaps the first 60 days are taken in preparing!
schedules. However, as in the case of the Statul
Financial Auditor, the Auditor’s report does not categ{
cally ensure that there has been no fraud or mismang
ment done by the Company during the period covir
However, it is essential for the Cost Auditor to recos
the profit or loss of the company as shown in the fiy
cial accounts with the profit or loss as per cost acco
There is normally a difference between the two figusjn
financial accounting is more exact while cost accoul me
by its very nature is based on assumptions. Normally, 3
company’s financial accounts are not ready within the by
day period for comparison as the Company Law allow of
months from the close of the year for the submissiog;
the profit & loss account to the shareholders. Hence k
Company Law Board allows the Cost Auditor to subm

submitted to the shareholders, reconciling the cost acc» |

with the financial records. The company which is . "
torily required to have a cost audit is also requiry

return.

Let us now consider the role of an Internal A'
in Cost Audit. Historically, at least in this country, I*f
nal Audit started as an aid to the Statutory Auditor, ‘:
found it difficult to do the routine vouching and p
when he took on audit at the end of the year.
nal Auditor, an employee of the Company was the
delegated the task of checking this. If the Internal Ailghe
is to play a useful role in the Company, the scope of |






