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YOU MUST BE WONDERING 

How to Read this book? 

Step 1 Step 2 Step3 Step4 
: Prioritize more time for • Identify key concepts Solve questions Focus on solving LOR . 
: '/>; chapters in the ABC • in each chapter. in order, from questions during ~he . 
• • 
: analysis . 

easy to difficult. final revision . • • . . . . • . 

e (§) @ - • 

DJ 
Step 1: Prioritize your chapters 

Chapters in the index are 
categorized as A, B, or C based on 
their importance. Focus more on 'A' 
chapters, as they carry the most 
weight, and give adequate 
attent ion to 'B' chapters. While all 
chapters must be covered, this 
approach helps manage t ime 
efficiently for bet ter resu lts. 

Step 3: Start easy 

The questions are segregated AS

wise. Start w ith Quest ion 1, as they 
progress from easy to difficult, 
helping you build confidence 
throughout the chapter. Pay close 
attention to the "EXAM INSIGHTS" 
to avoid common mistakes. 

. 

• •• • 
• • • • • • • 

Step 2: Identify key concept 

Identify the key concepts fo r each 
chapter using the list provided at 
t he start of the chapter. Ensure you 

understand them thoroughly. If you 
struggle with a question, revisit the 
concepts, review them, and 
strengthen your understanding 
before moving forward. 

Step 4: Last Day Revision (LOR) 

Focus on solving LOR questions 
during the fina l revision. In the 1.5 
days before the exam, prioritize 
these questions as they cover the 
most c ritical concepts from each 
chapter. You'll find a quick summary 
of LOR question numbers listed right 
before each chapter for easy 
reference. 
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CONCEPTS OF THIS CHAPTER 

• Grasp objectives & benefits of Accounting Standards 

• Recognize Int ernational Accounting Standard Authorities 

• Emergence of IFRS as global standards 

• Differentiate between convergence vs. adoption 

• Know convergence process of IFRS In India 

• Objectives & concepts of carve outs/Ins 

QUICK REVIEW OF IMPORTANT CONCEPTS 

• Standardisation of alternative accounting treatments 

LOR Questions 
Q3 

Benefits of Accounting 

Standards 
·- - - - - --·--- --·--- - - ------- - - --·--- - - -1--·--·--- --·--·--·--- --·-------·------· 
• Requirements for additional disclosures I• Comparabil ity of financial statements 

Standards Scttln1t Process 
Step I - Identification of area 
Step Ill -Preparation of draft and its circulation 
Step V - Finalisation of exposure draft (E.D.) 
Step VII - Modification of the draft 

Step II - Constitution of study groups 
Step IV-Ascertainment of views of different bodies on draft 
Step VI - Comments received on exposure draft ( E. D.) 

Step VI 11 - Issue of AS 

Need For Convergence Towards Global Standards 

• Raising funds from international markets: I• Comparability of Financial Statements 
I 

• Uniformity, Comparability Transparency etc. : I• Global Investment 

Becoming I FRS 
compliant 

I 
i • Cross border flow of money 
I 

i • Comparabili ty of financial statements 

, • Low risk of error 
' 

What arc 'Carve-outs'? 

I 
i • Listing of companies at global stock exchange 
I 

i • Greater Transparency 
i • Helps investors in decision making 

Cer tain changes have been made considering the economic environment of the country, which is different as 
compared to the economic envi ronment presumed to be in existence by IFRS. These differences are due to 
differences in economic conditions prevailing In India. These differences which are In deviation to the accounting 
pr inciples and practices stated in IFRS, are commonly known as 'Carve-outs'. 

What are 'Carve in' ? 
Additional guidance given in Ind AS over and above what is given in IFRS, is termed as 'Carve in' . 

Question & Answers 

Question 1 

What do you mean by Carve outs/ins in Ind AS? Explain (RTP May'24, SM} 

A.nswer 1 
Certain changes have been made in Ind AS considering the economic environment of the country, which is 
different as compared to the economic environment presumed to be in existence by IFRS. These differences are 
due to differences in economic conditions prevailing in India. These differences which are in deviation to the 

Chapter 1 Introduction to Accounting standards 



~ 
accounting pr inciples and practices st at ed in IFRS, are commonly known as 'Carve-out s'. Additional guidance 
given in Ind AS over and above w hat is given in IFRS, is termed as 'Carve in'. 

Question 2 

Explain the objective of 'Accounting Standards' in brief. State the advantages of setting Accounting 
Standards. (PYP 4 Marks, Nov '22, SM) 

Answer 2 
Accounting Standards are the w ritten policy documents issued by Government relating to various aspects of 

measurement, treatment, present ation and disclosure of accounting t ransactions and events. 
Following are the objectives of Accounting Standards: 
a) Accounting Standards harmonize the d iverse accounting policies and practices followed by different 

companies in India. 

b) Accounting Standards facil itat e the preparation of financial statements and make them comparable. 
c) Accounting Standards give a sense of faith and reliability to the users. 
The main advantages of setting accounting standards are as follows: 
a) Accounting Standards make the financial statements of d ifferent companies comparable which helps 

investors in decision making. 
b) Accounting Standards prevent any misleading accounting treatment. 
c) Account ing Standards prevent manipu lation of data by the management 

Exam lnsie;hts: The answers of m ost of the examinees reflected a lack of knowledge to explain the 

objectives and advantages of setting Accounting Standards and gave vague answers. 

Question 3 ti LDR 

"Accounting Standards standardize diverse accounting policies with a view to eliminate the non
comparability of financial statements and improve the reliability of financial statements." Discuss and 
explain the benefits of Accountin4 Standards. (MTP 5 Marks, Nov '21 & Apr'23 , PYP 5 Marks, Nov'18} 
(MTP 4 Marks Aug'24} 

Answer 3 
Accounting Standards standardize diverse accounting policies with a view to eliminate the non
comparability of financial statements and improve the reliabili ty of financial stat emen ts. Accounting 
Standards provide a set of standard accoun ting poli cies, valuation norms and disclosure requirements. 
Accounting standards aim at improving the quali ty o f financial reporting by promoting comparability, 
consistency and t ransparency, in the int erest s of users of financia l statement s. The fo llowing are the benefi ts 

of Account ing Standards: 
(i) Standardization of alternative accounting treatments: Accounting Standards reduce to a reasonable 

extent confusing variations in the accounting treatment followed for the purpose o f preparation of 
financial stat emen ts. 

(ii) Requirements for additional disclosures: There are certain areas where importan t is not statutorily 
required to be d isclosed. Standards may call for disclosure beyond that required by law. 

(iii) Comparability of financial statements: The application o f accounting standards would facil i tate 
comparison of financia l statements of differen t companies situated in India and facilitate comparison, 
to a limited extent, of financial statements of companies situated In different parts of the world. 
However, i t should be noted in this respect that differences in the institutions, tradit ions and lega l 
syst ems from one country to another give r ise to differences in Accounting Standards adopted in 

different countries. 

Question 4 

What do you mean by Carve outs/ins in Ind AS? Explain. (MTP 4 Marks Dec124} 

Answer4 
Certain changes have been made in Ind AS considering the economic environment o f the country, which is 

Chapter 1 Introduction to Accounting standards 



different as compared to the economic environment presumed to be in existence by IFRS. These differences are 
due to differences in economic conditions prevailing in India. These differences wh ich are in deviation to the 

accounting pr inciples and practices stated in IFRS, are commonly known as 'Carve- outs'. Additional guidance 
given in Ind AS over and above what is given in IFRS, is termed as 'Carve in' . 

Multiple Choice Questions (MCQ) 
1. Accountine Standards for non-corporate entities in India arc issuc,d by {SM} 

{a) Central Govt 

{bl State Govt. 
{c) Institute of Chartered Accountants of India. 

{d) MCA 
Ans: {c) 

2 . Accounting Standards {SM} 
{a) Harmonies accounting policies and eliminate the non-comparability of financial statements 
{b) Improve t he reliabili ty of financial statements 
{c) Both {a) and {b). 
{d) Manipulate the data for the management 

Ans: {c) 

3. It Is essential to standardize the accounting principles and policies in order to ensure {SM} 
{a) Transparency 

{b) Consistency. 
{c) Comparability 

{d) All t he above 
Ans: {d) 

4. Which committee is responsible for approval of accounting standards and their modification for the 
purpose of applicability to companies? {SM} 
{a) NFRA. 
{b) MCA. 
{c) Central Government Advisory Committee 

{d) IASB 
A.ns: {b) 

5. Global Standards facilitate (SM} 
{a) Cross border flow of money. 
{b) Comparability of financial statements 
{c) Uniformity and Transparency of financial statement s 
{d) All t he three 

Ans: {d) 

Chapter 1 Introduction to Accounting standards 



CONCEPTS OF THIS CHAPTER 
• Framework for preparing and presenting financial statements 

• Objectives & Qualitative characteristics of financial statement s 

• Recognition and measurement of financial statement elements 
• Concepts of capital, capital maintenance, and profit determination LOR Questions 

Ql4 

QUICK REVIEW OF IMPORTANT CONCEPTS 

Users of Financi3I Statements 

• Investors i • Employees i • Lenders i, • Suppliers and Creditors 
I I 

Elements of Financial Statements 
I 

• Asset ! • Liability 
I • 
i • Equity 

8313nce sheet of an enterprise e:in be written in form of 
A -L= E 
Where: 

• Income 

• Customers 

I 
I• Expenses 
' 

Ql8 

• Govt. i • Public ! 

A = Aggregate value of asset L = Aggregate value of liabilities ! E = Aggregate value of equity 

Closing equity (CE) = Closing Assets (CA) - Closing Liabili ties (CL) 

Opening Equity {OE}= Opening Assets (OA) - Opening Liabil ities {OL} 

__ Capital Introduced_= C -----·--·-------·--·---·--J.'2~°-'!1e _:_!_ _____________________________________ _ 

__ Orawings_ = D -·-·--·--------·--·--·---·--·--·---·-- Expenses= E --------·--·-----·--·-----·--·--·---· 

__ CE = OE + C + ( I - E) - D ·---·--·-------·--·---·--·--·--·-·-·---·-------·--·-----·----·---·----·-----
Or CE = OE + C + Profit - D 
Or Profit = CE - OE - C + D 

Or Profit= (CA-CL)- (OA-OL) - C + D 

Qualitative Characteristics of Financial Statements 
' 

U d d b
.
1
. 1

1 • Information presented in financial statements should be read ily understandable by the users 
n erstan a 1 1ty i with reasonable knowledge of business and economic activities 

Relevance 
i • Financial stat ement s should cont ain relevant information only, Information, which is likely to 
I infl uence t he economic decisions of the users is called relevant. ·----·-----·----·--r--·---·--·-----·--·-------·--·-----·--·--·-----·-----·--·-------·----·----·-------·------· 

. Reliability ________ ! • Information must be reliable; that is to say, they must be free_from material error and bias. __ _ 

Comparability i • Financial statements should provide both inter-firm and intra-fi rm comparison 

Measurement of Elements in Financial Statements 

Historical cost 

Current Cost 

Realisable 
(Settlement) 

• Acquisition price 

• Asset s are carried at the amount of cash or cash equivalent that \,vould have to be paid if 
the same or an equivalent asset is acquired currently. Liabilities are carried at the 
undiscounted amount of cash or cash equivalents that would be required to settle the 
obligation currently. 

• For assets, amount currently realisable on sale of the asset in an order ly disposal. For 
liabil ities, this 

Chapter 2 Framework for Preparation and Presentation of Financial statements 



Value 
• is the undiscounted amount expected to be paid on settlement of liabili ty in the normal 

course of business. ·-- --·--- - - - - --·-·--·-----·--·-----·--·-----·--·-----·--·--·-------·--·---·--·---·----·--·-------·--------
• Assets are carried at present value of futu re net cash flows generated by the concerned 

Present Value 
assets in the normal course of business. Liabilities are carried at present value of future 
net cash fl ows that are expected to be required to settle the liabili ty in t he normal course 
of business. 

Financial Capital Maintenance 

At histor ical cost 

At current purchasing power 

Physica l capital maint enance 

Question 1 

I • Opening and closing assets are stated at histor ical costs 

I • Restatement at closing prices using average price indices 

I • Restatement at closing prices using specific price indices 

Question & Answers 

With reeord to financial statements, name any five qualitative characteristics and elemonts. {RTP May'2l) 

Answer l 
(i) Qualitative Characteristics of Financial Statements: Understandability, Relevance, Comparabil ity, Reliabili ty 

& Faithful Representation 

(ii) Elements of Financial Statements: 
Asset, Liabili ty, Equity, Income/Gain and Expense/Loss 

Question 2 
"One of the characteristics of financial statements is neutrality"- Do you agree with this statement? 
Comment. {MTP March '1.8, 5 Marks, PYP Nov '1.8 5 Marks, SM , MTP 4 Marks Apr'24 & Oec'24} 

Answer 2 
Yes, one of the characteristics of financial statements is neutrality. To be reliable, the In formation contained In 
financial statement must be neutral, that is free from bias. 
Financial Statements are not neutral If by the selection or presentation of information, the focus of analysis cou ld 
sh ift from one area of business to another thereby arriving at a totally different conclusion on the business 

results. 
For example, if t he assets of a company primarily consist o f trade receivables and insurance claims and the 

financial stat ements do not specify that the insurance claims have been lying unrealized for a number of years 
or that a few key trade receivables have not given balance confirmation cert ificates, an erroneous conclusion 
may be drawn on t he liquidity of t he company. Financial statements are said t o depict the t rue and fair vie\,v of 

the business of the organization by virtue of neu trali ty. 

Question 3 
State under which head the following accounts should be classified in Balance Sheet, as per Schedule Ill of 
the Companies Act, 2013: 
(i) Share application money received in excess of issued share capital. 
(ii) Share option outstanding account. 

(iii) Unpaid matured debenture and interest accrued thereon. 
(iv) Uncalled liability on shares and other partly paid invest.ments. 
(v) Calls unpaid. 
(vi) Intangible Assets under development. 
(vii) Money received against share warrant. 
(viii) Cash equivalents. (MTP 4 Marks, Mar'22, 5 Marks, Apri/'19} 

Answer 3 

(i) Current Liabilities/Ot her Current Liabilities 
(ii) Shareholders' Fund/ Reserve & Surplus 
(iii)Current liabilities/Ot her Current Liabili ties 
(iv)Cont ingent Liabili ties and Commitments 
(v) Shareholders' Fund / Share Capital 

Chapter 2 Framework for Preparation and Presentation of Financial statements 



(vi) Property, Plant & Equipment 
(vii) Shareholders' Fund/Money received against share warrants 
(viii) Current Assets 

Question 4 
With regard to financial statements name any four. 
(i) Users 
(ii) Qualitative characteristics 

(iii) Elements (RTP Nov 20, RTP Moy 19, MTP 5 Marks Mar'23) 

Answcr4 
(i) Users of finDnci:ol stDtcmc,nts: 

Investors, Employees, lenders, Supplies/Creditors, Customers, Government & Public 
(ii) Qualitative Characteristics of Financial Statements: 
Understandability, Relevance, Comparability, Reliabi lity & Faithful Represen tat ion 
(iii) Elements of Financial Statements: 

Asset, Liability, Equity, Income/Gain and Expense/loss 

Question 5 
Explain in brief, the alternative measurement bases, for determining the value at which an element can be 
recognized in the Balance, Sheet or Statement of Profit and Loss. (MTP 5 Marks, March '19 & April 19, March 
'21, Oct '23, RTP Nov 18) 

Answer 5 
The Framework for Recognition and Presentation of Financial statements recognizes four alternative 
measurement bases for the purpose of determining the value at which an element can be recognized in the 
balance sheet or statement of profit and loss. These bases are: {i)Historical Cost; {ii)Current cost (iii} Realizable 
(Settlement) Value and (iv) Presen t Value. 
A brief explanation of each measurement basis is as follows: 
1. Historical Cost: Historical cost means acquisition price. Accord ing to this, assets are recorded at an amount 

of cash or cash equivalent paid or the fair value of the asset at the time of acquisition. Liabilities are generally 
recorded at the amount of proceeds received in exchange for the obligation. 

2. Current Cost: Current cost gives an alternative measurement basis. Assets are carried out at the amount of 
cash or cash equivalent that would have to be paid if t he same or an equivalent asset was acquired currently. 
Liabilities are carried at the undiscounted amount of cash or cash equivalents that would be required to settle 
t he obligation current ly. 

3. Realizable (Settlement) Value: As per realizable value, assets are carried at the amount of cash or cash 
equivalents that could currently be obtained by selling the assets in an orderly d isposal. Liabilities are carried 
at their settlement values; i.e. the undiscounted amount of cash or cash equivalents paid to satisfy the 
liabilities in the normal cou rse of business. 

4. Present Value: Under present value convention, assets are carried at present value of future net cash flows 
generated by the concerned assets in the normal course of business . Liabilities under this conven tion are 
carried at present value of future net cash flows that are expected to be required to settle the liability in the 
norma l course of business. 

Question 6 
What is meant by 'Mc,asurcmcnt' ? What arc the, bases of mc,asurcmcnt of Elements of Financial Statements? 
Explain in bril!f. (RTP Nov 21, PYP 5 Marks Dec '21) 

Answer 6 
Measurement is the process of determining money value at which an element can be recognized in the balance 
sheet or statement of profit and loss. The framework recognizes four alternative measurement bases fo r the 
purpose. These bases can be explained as: 

Hi storical cost This is the Acquisition price. According to this, assets are recorded at a 
amount of cash and cash equiva lent paid or the fair value of t he assets a 
time of acquisition. 

Chapter 2 Framework for Preparation and Presentation of Financial statements 
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Current Cost Assets are carried out at the amount of cash or cash equivalent that woul 

have to be paid if the same or an equiva lent asset was acquired currently. 
Liabilities are carried at the undiscounted amount of cash or cas 
equivalents that would be required to settle the obligation cur rently. 

Realizable (Settlement) Value For assets, amount currently realizable on sale of the asset in an orderl 
disposal. For liabilities, this is the undiscounted amount expected to b 
paid on settlement of liabil ity in the normal course of business. 

Present Value Assets are carried at present value o f future net cash flows generated b 
the concerned assets in the normal course of business. Liabilities ar 
carried at present value of future net cash flows that are expected to b 
required to settle the liability in the normal course o f business. 

In preparation o f financial statements, all or any o f the measurement basis can be used in varying combinations 
to assign money values to financial items. 

Question 7 

What 3rc, tho qualitlltive characteristics of the Financial Statements which improve tho usefulness of the 
information furnished therein? {PYP 4 Marks Nav '20,) (MTP 4 Marks Mar'24) 

Answer 7 
The quali tative characteristics are attributes that improve the usefulness of information provided in financial 
statements. Financial statements are required to show a true and fair view of t he performance, financial position 

and cash flows of an enterpr ise. The framework for Preparation and Presenta tion o f Financial Statements 
suggests t hat t he financial statements should maintain the following four qualitative characteristics to improve 
the usefulness o f the information furnished therein. 
l. Understandability: The financial statements should present information in a manner as to be readily 

understandable by the users w ith reasonable knowledge of business and economic activities and 
accounting. 

2. Relevance: The financial statements should contain relevant information only. Information, which is likely 
to influence the eoonomic decisions by the users, is said to be relevant. Such information m ay help the users 

to evaluate past, present or future events or may help in confirm ing or cor recting past evaluations. The 
relevance of a piece o f information should be judged by its mat erial ity. A piece of information is said to be 

m ater ial if its misstatement (i.e., om ission or erroneous statement) can influence economic decisions of a 
user. 

3 . Reliability: To be useful, the information must be reliable; that is to say, they must be free from material 
error and bias. The information provided are not likely to be reliable unless transactions and events report ed 
are faithfully represented. The reporting of transactions and events should be neutral, i.e. free from b ias 
and be reported on the principle of 'substance over form'. The Information In financial statements must be 
complete. Prudence should be exercised in reporting uncertain outcome of transactions or events. 

4. Comparability: Comparison of financial statements is one of the most frequ ently used and most effective 
tool s o f financial analysis. The financial statements should permit both inter-firm and int ra-firm compar ison. 
One essential requirement of comparability is disclosure of financial effect of change in accounting policies. 

Question 8 
Explain how financial capital is maintained at historical cost? Kishorc started a business on 1st April, 2019 with 
~ 15,00,000 represented by 75,000 units of 'l:20 each. During the financial year ending on 31st March, 2020, he 
sold the entire stock for it 30 aach. In order to maintain the capital Intact, calculate the maximum amount, 
which can be withdrawn by Kishore in tha year 2019-20 If Financial Capital is maintained at historical cost. 
(PYP 4 Marks Jan 21) 

Answer 8 
Financial capital maintenance at histor ical cost : Under this convention, opening and closing assets are stated at 

respective historical cost s to ascertain opening and closing equity. If retained profit is greater t han or equals to 
zero, the capital is said to be maint ained at historical costs. This means the business will have enough funds to 
replace its assets at histor ical costs. This is quite right as long as prices do not rise. 
Maximum amount w ithdrawn by Kishore in year 2019-20 if financial capital is maintained at h istorical cost 

Chapter 2 Framework for Preparation and Presentation of Financial statements 



Particulars Financial Capital Maintenance at Historical Cost (~) 

Closing equity {~ 30 x 75,000 units) 22,50,000 represented by cash 

Opening equity 75,000 units x ~ 20 = 15,00,000 
Permissible drawings to keep Capital intact 7,50,000 {22,50,000 - 1S,00,000) 

Thus~ 7,50,000 is the maximum amount that can be w ithdrawn by Kishore in year 2019-20 if financial capital 
is maintained at histor ica l cost. 

Question 9 

Futura ltd. had the following items under the head "Reserves and Surplus" in the Balance Sheet as on 31st 
March, 2022: 
Amount~ in lakhs 
Securities Premium Account 80 

Capital Reserve 60 

General Reserve 90 

The company had an accumulated loss of '{ 250 lakhs on the same date, which it has disclosed under the head 
"Statement of Profit and loss" as asset in its Balance Shc,ct. Comment on accuracy of this treatment i n line 
with Schedule Ill to the Companies Act, 2013. {MTP 4 Marks Oct '22 SM} 

Answer 9 
Schedule Ill to the Companies Act, 2013 provides that debit balance of Statement of Profit and Loss {aft er all 
allocations and appropriations) shall be shown as a negative figure under the head 'Surplus'. Similarly, the 
balance of 'Reserves and Surplus', after adjusting negative balance of surplus, shall be shown under the head 
'Reserves and Surplus' even if the resu lting figure is in the nega tive. In this case, t he debit balance of profit 
and loss i.e. 1' 250 lakhs exceeds the total of all the reserves I.e. ii: 230 lakhs. Therefore, balance of 'Reserves 
and Surplus' after adjusting debit balance of profit and loss is negative by~ 20 lakhs, which should be disclosed 
on the face of the balance sheet. Thus the treatment done by the company is incorrect. 

Question 10 
A trader commenced business on April 1, 2020 with~ 120,000, represented by 6000 units of a certain product 
at 'I: 20 per unit. Ourine the year 2020-21 he sold these units at~ 30/- per unit and had withdrawn ~ 60,000. 
The price of the product at the end of financial year was ~ 25/- per unit. Compute, ratained profit of the trader 
under the concept of physical capital maintenance at current cost. Also, stat", whether answer would bo 
different if the trader had not withdrawn any amount. {PYP Ju/y'21, 5 Marks) (MTP 5 Marks Sep '23) 

Answer 10 
Physical Capital Maintenance at Current Cost 
In the given case, the specific price index applicable to the product is 125 (25/20X100). Current cost of opening 
stock = (111: 1, 20,000 / 100) x 125 Or 6,000 unit's x Ill: 25 = ~ 1,50,000 
Current cost of closing cash = Ill: 1,20,000 {Ill: 1,80,000 - ~ 60,000) Opening equity at closing current costs 
= ~ 1,50,000 

Closing equity at closing current costs= ~ 1,20,000 Retained Profit =~ 1,20,000 - ~ 1,50,000 = {-) ~ 30,000 
The negative retained profit indicates that the trader has failed to maintain his capital. The available fund of 
~ 1,20,000 is not su fficient to buy 6,000 units again at increased price of~ 25 per unit. The drawings shou ld 
have been restr icted to~ 30,000 {~ 60,000 - ~ 30,000). 
If the, trader had not withdrawn any amount, then the answer would have, been as below: 
Current cost of opening stock=~ 1,80,000 
Opening equity at closing current costs =~ 1,50,000 
Retained Profit = ~ l,80,000 - ~ 1,50,000 = ~ 30,000 
If the trader had not withdrawn any amount, then the retained profit would have been~ 30,000. 

Question 11 

Opening Balance Sheet of Mr. A is showing the aggregate value of assets, liabilities and equity Rs. 8 lakh, Rs. 
3 lakh and Rs. 5 lakh respectively. During accounting period, Mr. A has the followine transactions: 
(1) Earned 10% dividend on 2,000 equity shares held of Rs. 100 each 
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{2) Paid Rs. 50,000 to creditors for settlement of Rs. 70,000 
{3) Rent of the premises is outstanding Rs. 10,000 
(4) Mr. A withdrew Rs. 9,000 for his personal use. 
You are required to show the effect of above transactions on Balance Sheet in the form of 
Assets· liabilities = Equity after each transaction. 
{MTP 5 Marks, Apr// 21, April 22, SM, MTP 4 Marks Apr'24} 

Answer 11 
Effects of each transaction on Balance sheet of the t rade r is shown below: 

Transactions Assets Rs. Liabilities Rs. = 
lakh lakh 

Opening 8.00 3.00 = 
(1) Dividend earned 8.20 3.00 = 
2) Settlement of Creditors 7.70 2.30 = 

(3) Rent Outstanding 7.70 2.40 = 
(4) Drawings 7.61 2.40 = 

Question 12 

Equity 
Rs. lakh 

5.0 

5.2 

5.4 

5.3 

5.2 

Shiva started a business on 1st April 2022 with ~ 15,00,000 represented by 80,000 units of 'I: 25 each. During 
the financial year ending on 31st March, 2023, he sold the entire stock for~ 35 each. In order to maintain the 
capital intact, calculate the maximum amount, which can be withdrawn by Shiva in the year 2022-23 if 
Financial Capital is maintained at historical cost. {RTP May'24} {RTP May'21, Nov'19} {Same concept different 
figures SM, RTP Nov'18} 

Answer 12 
Particulars 

Closing equity(~ 35 x 80,000 units) 

Opening equity 
Permissible drawings to 
keep Capital intact 

Question 13 

Financial Capital Maintenance at Historical Cost (~) 
28,00,000 represented by cash 

80,000 units x ~ 25 = 20,00,000 

8,00,000 (28,00,000 - 20,00,000) 

A Ltd. has entered Into a binding agreement with Gamma ltd. to buy" custom-made machine Rs.1,00,000. At 
the end of 20Xl·X2, before delivery of the machine, A Ltd. had to change its method of production. The new 
method w ill not require tha machine ordered and it will be scrapped after dalivory. The expected scrap value 
is nil. You aro required to advise the accounting treatment ;ind give necessary journal entry in tha year 20Xl· 
X2. {RTP May'20, May'23 & Nov '23, SM} 

Answer 13 
A liability is recognized when outflow of economic resou rces in settlement of a present obligation can be 
anticipated and the value of outflow can be reliably measured. In the given case, A Ltd. should recognize a liability 
of Rs.1,00,000 to Gamma Ltd. When flow of economic benefit to the enterprise beyond the current accounting 
period is considered improbable, the expenditure incurred is recognized as an expense rather than as an asset. 
In the present case, flow of future economic benefit from the machine to the enterprise is improbable. The 
entire amount of purchase pr ice of the machine should be recognized as an expense. 

Loss on change in production method 

To Gamma Ltd. 
(Loss due to change in production method) 

Profit and loss A/c 
To Loss on change in production method 

(Loss transferred to profit and loss account) 

Journal entry 
Dr. 1,00,000 

1,00,000 

Dr. 1,00,000 

1,00,000 
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Question 14 t"~ LDR 
Mrs. A is showine the consolid:ited :ii:eree:ite openinf! b:il:ince of equity, li:ibilitios :ind assets of 'I; 6 lakh, 4 
lakh and 101:tkhs respectively. During the current yoar Mrs. A h:is the followlne t ransactions: 
l . Recelvod 20% dividend on 10,000 equity sh:irc:,s of " 10 e:ich held as investmont. 
2. The amount of~ 70,000 is paid to creditors for settlement of" 90,000. 
3. Salary is pending by" 20,000. 
4. Mrs. A's drawing 'I: 20,000 for her personal use. 
You are required to prepare the statement of the effect of aforesaid each transaction on closing balance sheet 
in the form of Assets - liabilities = Equity after each transaction. {PYP 5 Marks, Dec '21} 

Answer 14 
Effect of each transaction on Balance sheet of Mrs. A is shown bc,low: 

Transactions Assets - Liabilities = Equity 
" lakh "lakh " lakh 

Opening 10.00 - 4.00 = 6.00 
{1) Dividend earned 10.20 - 4.00 = 6.20 

[10.00+0.20] [6.00+0.20] 
{2) Settlement of Creditors 9.50 - 3.10 = 6.40 

[10.20-0.70] [4.00-0.90] [6.20+0.20] 
{3) Salary Outstanding 9.50 - 3.30 = 6.20 

[3.10+0.20) [6.40-0.20] 
(4) Drawings 9.30 - 3.30 = 6.00 

[9.50-0.20] [6.20-0.20] 

Question 15 
The following extract of Balance Sheet of Ram ltd. (a non-investment company) was obtained: 
Balance Sheet (Extract) as on 31st March ,2022 
liabilities 
Issued and subscribed capital: 
20,000, 14% Preference, shares of II{ 100 e:ich fully paid 
1,20,000 Equity shares of 'I: 100 each, 'I: 80 paid-u 
Capital reserves ('I: 1,50,000 is revaluation reserve) 
Securities premium 
15% Debentures 
Unsecured loans: Public deposits repayable after one year 
Investment in shares, debentures, etc. 
Profit and Loss account (debit balance) 

1,95, 
50, 

You are required to compute Effective Capital as per the provisions of Schedule V to Companies Act, 2013. 
(MTP 5 Marks, Sep 22 & Oct '23} {SM} 
Answer 15 

Computation of Effective capital 

Paid-up share capital-
20,000, 14% Preference shares 
1,20,000 E uity shares 
Capital reserves {excluding revaluation reserve) 
Securities premium 
15% Deben tures 65,00,0 
Public De osits 3,70,0 

A 1 85 65 0 
Investments 
Profit and Loss account (Dr. balance) 

(B) 
Effective capital (A-B) 
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Question 16 
As on 1st April, 2021 opening Balance Sheet of Mr. Mohanty is showlne the aegregate value of Assets, 
Liabilities ::ind Equity 0: 12 Lakhs, 3 Lakhs and 9 h,khs respectively. 
During the accounting period 01/04/2021 to 31/03/2022, Mr. Mohanty has thc following transactions: 
{1) A liability of 0: 50,000 was finally settled at a discount of 2%. 
{2) Dividend earned@ 15% on 1,000 {F.V 100 each) Equity shares held@ 0: 12,000. 
{3) Rent of the premises paid 0: 20,000. 
(4) Mr. Mohanty withdrew 0: 10,000 for personal purposes and also withdrew Goods worth 

0: 5,000 for personal purposes. 
(5) 0: 15,000 were received against Bill Receivables. 

You are required to show the effect of the above transactions on Balance Sheet in the form of Assets • 
Liabilities = Equity equation after each transaction. (PYP 4 Marks Nov '22} 

Answer 16 
Effccts of cach transaction on Balance sheet of the tradC!r is shown below: 

Transactions Assets . Liabilities - Equity -
O:lakh 0: lakh O:lakh 

Opening 12 - 3 = 9 
(1) Settlement of Creditors 12 - 0.49 3 - 0.50 9.0 + 0.01 

11.51 - 2.5 = 9.01 
(2) Dividend earned 11.51 + 0.15 9.01+ 0.15 

11.66 . 2,5 = 9.16 
(3) Rent paid 11.66 -0.20 9.16 -0.20 

11.46 . 2.5 = 8.96 
(4) Drawings 11.46 -0.15 8.96 -0.15 

11.31 - 2.5 = 8.81 
(5) *Money received against 11.31+0.15 -0.15 

Bills receivables 11.31 . 2.5 = 8.81 
*No change as cash received from bills receivable will have impact on individual asset only (will reduce bill 
receivables with corresponding increase in cash). 

Question 17 
Mille started a business on 01.04.2022 with a capital of 0: 15,00,000. She purchased ~ 1,500 units of stock at 0:-
1,000 each. She sold the c,ntire stock for 0: 1,500 each unit till 31.03.2023. 
You arc, required to calculate the maximum amount which can be withdrawn by Mille in order to kc,ep her 
capital intact, if Financial Capital is maintained at: 
(i) Historical Cost {ii) Current Purchasing Power (opening index at 100 and closing index at 125) 
(iii) Physical Capital Maintenance 
(Price per unit at the end of year is 0: 1,350) (PYP 5 Marks May '23} 

Answer 17 
Financial Capital Maintenance at historical Costs 

Sr. No. Particulars Com utation 

{i) Opening E uity 1,500 X 1,000 

ii) Closing Equity 1,500 X 1,500 

{iii ) Maximum Drawing (ii)- (i) 
Financial Capital Maintenance at current purchasing power 

Sr. No. Particulars Computation 

{i) Opening Equity 1,500 X 1,000 X 125/100 

(ii) Closing Equity 1,500 X 1,500 

{iii ) Maximum Drawing (ii)- (i) 
Financial Capital Maintenance at Physical Capital Maintenance 

Sr. No. Particulars Computation 

(i) Opening Equity 1,500 xl,350 

0: 

15,00,000 

22,50,000 

7,50,000 

0: 

18, 75,000 

22,50,000 

3,75,000 

0: 

20,25,000 
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(ii) Closing Equity 1,500 X 1,500 22,50,000 

(iii ) Maximum Drawing (ii)- (i) 2,25,000 

Question 18 ~ LDR 

Summarized Balance Sheet of Cloth Trader as on 31.03.2021 is given below: 
Equity & Liabilities Amount ('{ Assets Amount('{ 
Proprietor's Capital 3,00,000 Property, plant and equipment 3,60,000 
Profit & loss Account 1,25,000 Closing Inventory 1,so,000 
10% loan Account 210000 Trade receivables 100 000 
Trade payables 50,000 Deferred Expenses 50,000 

Cash & Bank 25,000 
6,85,000 6,85,000 

Additional lnform:,tion is as follows: 
(1) The remaining life of Property, plant and equipment is 8 years. The pattern of use of the asset is even. 

The net realisable value of Property, plant and equipment on 31.03.2022 was'{ 3,25,000. 
(2) Purchases and Sales in 2021-22 amounted to'{ 22,50,000 and'{ 27,50,000 respectively. 
(3) The cost and net realizable value of inventory on 31.03.2022 were'{ 2,00,000 and'{ 2,50,000 respectively. 
(4) Expenses including interest on loan for the year amou nted to'{ 78,000. 
(5) Deferred Expenses are amortized equally over 5 years. 
(6) Sundry Debtors on 31.03.2022 are'{ 1,50,000 of which'{ 5,000 is doubtful. Collection of another'{ 25,000 

depends on successful re-installation of certain product supplied to the customer; 
(7) Closing Sundry Creditors are'{ 75,000, likely to be settled at 10% discount. 
(8) Cash balance as on 31.03.2022 is 0: 4,22,000_ 
(9) There Is :,nearly repaymant penalty for the loaan of 't 25,000. You are required to prapare: (Not assuming 

going concern) 
(1) Profit & loss Account for the year 2021-22. 
(2) Balance Sheet as on 31st March, 2022. (RTP Moy'22, Nov'22, PYP S Mork, Moy'l9} {Some concept 

different figures PYP 4 Marks Nov'20, SM) 

Answer 18 
Profit and loss Account for the year ended 2021-22{not assuming going concern) 

Particulars Amount'{ Particulars Amount'{ 

To Opening Stock 1,50,000 By Sales 27,50,000 

To Purchases 22,50,000 By Closing Stock 2,50,000 

To Expenses 78,000 By Trade payables 7,500 

To Depreciation 35,000 

To Provision for doubtfu l debts 30,000 

To Deferred expenses 50,000 

To Loan penalty 25,000 

To Net Profit (b.f.) 3,89,500 

30,07,500 30,07,500 

Balance Sheet as at 31st March, 2022 (not assuming going concern) 
Liabilities Amount 'o:: Assets Amount '{ 

Capital 3,00,000 Fixed Assets 

Profit & Loss A/c 5,14,500 Inventory 
100/4 loan 2,35,000 Trade receivables (less provision) 

Trade payables 67,500 Deferred expenses 

Bank 

11,17,000 
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M/s Shyam, a proprietorship firm runs a business of stationary items. It provides you the following 
information relating to assets and liabilities: 

Assets & Liabilities As on 01.04.2019 As on 31.03.2020 

Creditors 20,00 

Outstanding Expenses 

Fixed Assets 12,00 

Stock 10,00 

Cash In hand 7,50 

Cash at Bank 2,50 

Debtors 

Details of the year's transactions are as follows: 

(1) Discounts allowed to Debtor 4,001 

(2) Returns from debtors 1,451 

(3) Bad debts 501 

(4) Total sales (Cash and Credit) 72,001 

(5) Discount allowed by creditors 701 

(6) Returns to creditors 401 

(7) Receipts from debtors paid into B:ink 76,001 

(8) Cash purchases 1,001 

(9) Expenses paid by cash ',\ n n ._., n n c:::; =-=~ 9,001 

(10) Drawings by cheque 'I 11 ,~~. 501 

(11) Purch01se of Property, Plant & Equipment by cheque ' 11 ' 4,001 ~ . _, 
(12) Cash deposited Into bank 5,001 

(13) Cash withdrawn from bank 9,001 

(14) Payments to creditors by cheque 60,001 

No Property, Plant & Equipment were sold during the year. Any difference in cash account to be considered 
as cash sales. You are required to prepare Trading and Profit & Loss Account for the year ended 31.03.2020 
and the Balance Sheet as at 31.03.2020 from the given information. (MTP 16 Marks, Oct '21, May'20) 

Answer 19 
In the books of M/s Shyam Trading and Profit and Loss Account for the year ended 31st March, 2020 

Particulars ~ ~ Particulars ~ ~ 

To Ooening stock 10,000 By Sales: 
To Purchases: Cash 500 
Cash 1,000 Credit 71,500 
Credit (W.N. 3) 56,100 Less: Returns (1,450) 70,550 

57,100 By Closing Stock 12,000 
Less: Returns {400) 56,700 

To Gross Profit c/d 15,850 
82,550 82,550 

To Discount allowed 4,000 By Gross profit b/d 15,850 
To Bad Debts 500 By Discount received 700 
To General expenses (W.N. S) 9,200 By Net Loss (balancing fig.) 150 
To Depreciation (W.N. 4) 3,000 

16,700 - 16,700 
Balance Sheet as at 31st March, 2020 

Liabilities Assets 
Capital (W.N. 1) 39,850 Fixed Assets 12,000 

Less: Net loss 150 Add: New asset 4,000 
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39,700 16,000 

Less: Drawings 500 39,200 Less: Depreciation 3,000 13,000 

Sund r creditors 15,000 Stock in trade 12,000 
Expenses outstanding 800 Sundry debtors (W.N. 2) 18,000 

Cash in hand 2,000 
Cash in Bank 10,000 

55,000 55,000 
Workini: Notes: 
(1) Ascert:1inment of Openini: Capit:11 - Statement of Affairs :1s at 1 .4 .19 

Liabilities 'I; Assets 

Sundry creditors 20,000 Fixed Assets 12,000 

Outsta nding expenses 600 Stock 10,000 
Prasad's Capital (Balancing fi ure) 39,850 Debtors 28,450 

Cash in hand 7,500 
Cash at Bank l,_500 

60,450 60,450 
(2) Sundry Debtors Account 

ii; ii; 

To Balance b/d (bal. fig) 28,450 By Cash 76,000 
(3) To Sales 72,000-500 71,500 By Discount 4,000 

By Returns (sales) 1,450 
By Bad debts 500 
By Balance c/d (given) 18,000 

99,950 99,950 
(4) Sundr Creditors Account 

ii; ii; 

To Bank-Payments 60,000 By Balance b/d 20,000 

700 
By Purchases - credit 
(Balancing figure) 

To Discount 56,100 

To Returns 400 

To Balance c/d (closing balance) 15,000 

76,100 76,100 
(5) Depreciation on Property, Plant & Equipment 

ii; 

Opening balance of Property, Plant & Equipment 12,000 
Add: Additions 4,000 

16,000 
Less: Closing balance of Property, Plant & Equipment (13,000) 

Depreciation 3,000 

(6) Expenses to be shown in rofit and loss account 
Expenses (in cash) 9,000 
Add: Outstanding of 2020 800 

9,800 
Less: Outstanding of 2019 600 

9,200 
(7) Cash and Bank Account 

Particulars Cash Bank Particulars Cash Bank 

' ' To balance b/d 7,500 2,500 B Purchases 1,000 
To debtors 76,000 By Expenses 9,000 
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To Banks {C) 9,000 
By Property, Plant & 

4,000 
Eq uipment 

To Cash (C) 5,000 By Drawings 500 

To sales (balancing 
500 By Creditors 60,000 

as cash sales) 

B Cash C 9,000 
By Bank (C) 5,000 
By Balance c/d 2,000 10,000 

17,000 83,500 17,000 83,500 

Question 20 
The following is the Balance Sheet of Vivit and Su as on 1st April, 2024: 

l:quity and Uabllities '{ Assets 

Capital Accounts: Building 1,00,000 
Vivit 1,50,000 Machinery 65,000 

Su 75,000 Stock 40,000 
Creditors for goods 30,000 Debtors 50,000 

Creditors for expenses 25,000 Bank 25,000 
2,80,000 2,80,000 

They give you the following additional information: 
(i) Creditors' Velocity 1.5 month & Debtors' Velocity 2 months. Here velocity indicates the no. of times the 

creditors and debtors are turned over a year. 
(II) Stock level is maintained uniformly In value throui:hout all over the year. 
(Iii) Depreci:ation on machinery Is charged @ 10%, Depreciation on buildlnc@ 5% In the current year. 
(Iv) Cost price will go up 15% as compared to last year and also sales In the qurrentyear will increase by 25% 

In volume. 
(v) Rate of gross profit remains the same. 
(vi) Business Expenditures are'{ 50,000 for the year. All expenditures are paid off in cash. 
(Vii) Closing stock is to be valued on LIFO Basis. 
(viii) All sales and purchases are on credit basis and there are no cash purchases and sales . 

You are required to prepare Trading, Profit and loss Account, Trade Debtors Account and Trade 
Creditors Account for the year ending 31.03.2025.{MTP 16 Marks April 23 & Nov '21} 

Answer 20 
Tradini: and Profit and loss account for the ear endine 31" March, 2025 

Particulars 
To Openi ng Stock 

To Purchases (Working Note) 

To Gross Profit c/d (20% on sales) 

To Business Expenses 
To Depreciation on: 
Machinery 6,500 
Bu il din 5,000 
To Net profit 

Particulars 
To Ba lance b/d 

To Sales 

Rs. Particulars Rs . 
40,000 By Sales 4,31,250 

3,45,000 By Closing Stock 40,000 

86,250 
4,71,250 4,71,250 

50,000 By Gross Profit b/ d 86,250 

11,500 
24,750 
86,250 86,250 

Trade Debtors Account 
Rs. Pa rticulars Rs. 

50,000 By Bank (bal. fig.) 
By Balance c/ d (1/ 6 of 

4
•
31

•
250 

4,31,250) 
4,81,250 

4,09,375 

71,875 

4,81,250 
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Trade Creditors Account 

Particulars Rs. Particulars 

To Bank (Balancing figu re) 3,31,875 By Balance b/d 

To Balance c/d/ (1/8 of Rs. 3,45,000) 43,125 By Purchases 

(i) 
A 

B 
C 
D 

E 

j i 

A 
B 

C 
D 

E 
F 

3,75,000 
Working Note: 

Calculation of Rate of Gross Profit earned during previous year 

Sales dur in previous year = 50,000 < 12/2) 
Purchases (Rs. 30,000 x 12/1.5) 
Cost of Goods Sold (Rs. 40,000 + Rs. 2,40,000 - Rs. 40,000) 
Gross Profit (A·C) 

R f G P f. Rs.60,000 X OO ateo ross ro ,t---- 1 
Rs.3 00,000 

Calculation of sales and Purchases during current ear 

Cost of goods sold during previous year 
Add: Increases in volume@ 25 % 

Add: Increase in cost @ 15% 
Cost of Goods Sold during Current Year 
Add: Gross profit@ 25% on cost {20% on sales) 

Sales for current year [D+E) 

Multiple Choice Questions (MCQs) 
1 . The 'going concern' concept assumes that {SM) 

Rs. 

(a) The business can continue in operational e<istence for the foreseeable future 

30,000 
3,45,000 
3,75,000 

Rs. 

3,00,000 
2,40,000 
2,40,000 

60,000 
20% 

Rs. 
2,40,000 

60,000 
3,00,000 

45,000 
3,45,000 

86,250 
4,31,250 

(b) The business cannot continue in operational existence for t he foreseeable future. 
(c) The business is continuing to be profitable. 

(d) The business cannot continue if it is not able to earn profits. 
Ans: (a) 
2. Two principal qualitative characteristics of financial statements are {SM) 

(a) Understandability and materiality (b) Relevance and reliabili ty 
(c) Relevance and materiality (d) Comparability and mater iali ty. 

Ans: (b) 
3. All of the following arc components of financial statements c~ccpt {SM) 

(a) Balance sheet {bl Statement of Profit and loss 
(c) Human responsibility report (d) Social responsibility report. 

Ans: (c) 
4. An accounting policy can be changed if the change is required {SM} 

(a) By statute or accounting standard 
{b) For more appropr iate presentation of financial statements 
(c) Both (a) and (b) 
(d) By statute as well as accounting standards. 

Ans: {c) 
5. Value of equity may change due to {SM} 

{a) Contribution from or Distribution to equity participants 
{b) Income earned 
(c) e<penses incurred 
(d) All the three. 

Ans: (d) 
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CONCEPTS OF THIS CHAPTER 

• Comprehend status o f Accounting Standards 
• Understand applicabillty of Accounting Standards 

QUICK REVIEW OF IMPORTANT CONCEPTS 

LOR Questions 
Q6 

Critc,ri:a for classification of Non-company entities for applicability of Accounting St:,ndards 
level I Entities 
Non-company entities are classified as level I if, at the end of the relevant accounting period, they meet any of 
these criteria: 

• Listed or in the process of listing on any stock exchange (India or abroad) . 

• Banks, financial institutions, or insurance businesses. 
• Engaged in commercial, industrial, or business activities with a turnover over ~250 crore in the previous 

year. 
• Have borrowings (including public deposits) over ~50 crore in the previous year. 
• Holding or subsidiary entities of any o f the above. 

level II Entities 
Non-company entities that are not level I but meet any of t hese criteria are classified as Level II: 

• Turnover between ~SO crore and ~250 crore in the previous year. 
• Borrow ings (including public deposits) between ~10 crore and ~SO crore in the previous year. 
• Holding or subsidiary entities of any o f the above 

level 111 Entities 
Non-company en tities not in Level I or II are classified as level Il l if they meet any o f these criteria: 

• Turnover between ~10 crore and ~SO crore in the previous year. 

• Borrowings (including public deposit s) between ~2 crore and ~10 crore In the previous year. 

• Holding or subsidiary entitles of any o f the above. 

level IV Entities 
Non-company entit ies w hich are not covered under Level I, Level II and Level Ill are considered as level IV 
entities. 

Question & Answers 

Question 1 
What are the issues, with which Accounting Standards deal? (RTP Nov 20, SM) 
(MTP 4 Marks Mar'24) 

Answer 1 
Accounting Standards deal with the issues of (i) Recogn ition of events and transactions in the financial 
statements, (ii) Measurement of these transactions and events, {ii i) Presentation of these transactions and 
events in the financial statements in a manner that is meaningful and understandable to the reader, and (iv) 
Disclosure requirements. 
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Question 2 

List the criteria to be applied for rating a non-corporate entity as Level-I ontity and Level II entity for the 
purpose of compliance of Accounting Standards in India. (SM, PYP 4 Marks Jan 21.) 
Answer 2 
Criter ia for classification of Non-company Entit ies as decided by the Inst itute of Chartered Accountants of 
India 
Level I Entities 
Non-company entities which fall in any one or more of the following categories, at the end of the relevant 
accounting period, are classified as Level I entities: 
{i) Entities whose securities are listed or are in the process of listing on any stock exchange, whether in India 

or outside India. 
(ii) Banks (including co-operative banks), financial institutions or entitles carrying on Insurance business. 
(iii) All en tities engaged in commercial, Industrial or business act ivities, whose turnover (excluding other 

income) exceeds rupees two-fifty crore in the immediately preceding accounting year. 
(iv) All en tities engaged in commercial, industrial or business activities having borrowings {including publ ic 

deposits) in excess of rupees fi fty crore at any time dur ing the immediately preceding accounting year. 
(v) Holding and subsidiary entiti es of any one of the above. 
Level II Entities 
Non-company entities which are not Level I entities but fall in any one or more of the following categories are 
classified as Level II entities: 
(i) All entities engaged in commercial, industrial or business activities, whose turnover (excluding other 

income) exceeds rupees fifty crore but does not exceed rupees !\<Vo-fifty crore in the immediately preceding 
accounting year. 

(ii) All entities engaged in commercial, industr ial or business activities having borrow ings {including public 
deposits) In excess of rupees ten crore but not in excess of rupees fifty crore at any time during the 
immediately preceding accounting year. 

(iii) Holding and subsidiary entitles of any one of t he above. 

Question 3 

(o) A company with a turnover of" 225 crores and borrowines of" 51 crore durlne the, year ended 31st March, 
2021, wants to avail the exemptions available in adoption of Accounting Standards applicable to companies 
for the year ended 31.3. 2021. Advise the management on the exemptions that arc available as per the 
Companies (Accounting Standards) Rules, 2021. 

(b) An organization whose objects are charitable or religious, believes that the Accounting Standards are not 
applicable to it since only a very small proportion of its activities are business In nature. Comment. (RTP 
May'22) 

Answer 3 
(a) The question deals w ith the issue of Applicabili ty of Accounting Standards for corporate entities. The 

companies can be classified under two categories viz SMCs and Non-SMCs under t he Companies (Accounting 

St andards) Rules, 2021. As per the Companies {Accounting St andards) Rules, 2021, criter ia for above 
classification as SMCs, are: 

"Smal l and Medium Sized Company" (SMC) means, a company-

• whose equity or debt securities are not listed or are not in the process of listing on any stock exchange, 
whether in India or outside India; 

• which is not a bank, financial institution or an insurance company; 

• whose t urnover (excluding other income) does not exceed rupees two-fifty crores in the immediately 
preceding accounting year; 

• which does not have borrowings {including public deposits) in excess of rupees fifty crores at any time during 

the immediately preceding accounting year; and 

• which is not a holding or subsidiary company of a company which is not a smal l and medium-sized company. 
Since, XYZ Ltd.'s turnover was 't 225 crores which does not exceed 't 250 crores but borrowings of 't 51 crore 

are more than 't 50 crores, it is not a small and medium sized company {SMC). The exemptions available to 
SMC are not available to this company. 

{b)Accounting Standards apply in respect of any enterprise {whether organized in corporate, co-operative or 
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other forms) engaged in commercial, industrial or business activities, whether or not profit o riented and even 
if established for charitable or religious purposes.Accounting Standards however, do not apply to enterprises 
solely carrying on the activities, which are not of commercia l, industrial or business nature, (e.g., an activity 
of collecting donations and giving them to flood affected people). Exclusion of an enterprise from the 
appl icability of the Accounting Standards would be permissible only if no part of the activity of such enterprise 
is commercial, industrial or business in nature. Even if a very small proportion of the activities of an enterprise 
were considered to be commercial, industria l or business In nature, the Accounting Standards would apply to 
a ll its activities including those, which are not commercial, ind ustrial or business In nature. 

Question 4 

Based upon criteria for rating of non-corporate entity, cat<lgorize the following as L<lvel I, lev<ll II and lcvd Ill 
Level IV entities for the purpose of compliance of Accounting Standards in India. 
a) Rama Textiles whose turnover (excluding other income) exceeds t<ln crore but does not excecd rupees fifty 

cror" In the immediately preceding accounting year. 
b) Star Industries is having borrowings (including public deposits) in excess of rupees two crore but not in 

excess of rupees ten crore at any time during the immediately preceding accounting year. 
c) Vivit Su Industries is having borrowings (including public deposits) less than rupees fifty lakh at any time 

during the immediately preceding accounting year. 
d) SS Finance is a financial institution carrying its business in India since last 10 years. 
e) 00 Finance, holding company of SS Finance. (Entity mentioned at Point (v) above) 
f) Reliable Co-op Bank, a co-operative bank, carryinc banking operations since last 15 years. {RTP May'24) 

Answer4 
a) Level Il l Entity - Rama textiles, whose turnover (excluding other income) exceeds rupees ten crore but does 

not e xceed rupees fifty crore in the immediately preceding accounting year. 
b) Level Ill Entity - Star industries is having borrowings (including publ ic deposits) In excess of rupees two crore 

but not in excess of rupees ten crore at any time during the immediately preceding accounting year. 
c) Level IV Entity- Vivit Su Industries is having borrowings (includjng public deposits) less than rupees fifty 

lakhs at any time during the immediately preceding accounting year. 
d) Level I Entity - SS is a financial institutions carrying its business in India since last lOyears. 
e) Level I Entity- DD finance, Holding company of SS finance (Entity mentioned in point (d) above). 
f) Level I Entity- Reliable co-operative banks carrying on banking business since last 15 years. 

Question S 
list down the applicable criteria under the companies (Accounting Standards) Rule, 2021, to classify a 
company as Small and Medium Sized Company (SMC). (PYP 5 Marks Nov'23} 

Answer 5 
Crite ria for classification of Companies under the Companies (Accounting Standards) Rul es, 2021 to classify a 
company as Small and Medium-Sized Company (SMC): "Small and Medium Sized Company" (SMC) means, a 
company-

(i) whose equity or de bt securities are not list ed or are not in the process of listing on any stock exchange, 
whether in India or outside India; 

(ii) which is not a ban k, financial institution or an insurance company; 

(iii) whose turnover (excluding other income) does not exceed rupees two-fifty crores in the immediately 
preceding accounting year; 

(iv) which does not have borrowings {includ ing publ ic de posits) In excess of rupees fifty crores at any time 
during the immediately preceding accounting year; and 

(v) which is not a holding or subsidiary company of a company which is not a small and medium-sized company 

Question 6 (':5 LDR 

M/s X & Co. (a partnership firm) had a turnover of~ 5 crores (excluding other income) and borrowings of~ 
1.5 crores in the previous year. It wants to avail the exemptions available in application of Accounting 
Standards to non-corporate entities for the year ended 31.3.2022. Advise the management of M/s X & Co in 
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~ 
respect of the exemptions of provisions of ASs, as per the directive issued by the ICAI. {MTP 5 Marks Oct 
'22) (Same concept different figures MTP Oct'l B 5 Marks, SM) 

Answer 6 
The question deals with the issue of Applicability of Accounting Standards to a non-corporate entity. For 
ava ilment of the exemptions, first of all, it has to be seen t hat M/s Omega & Co. falls in which level of the non

corporate entities. Its classification w ill be done on the basis of the classification of non-corporate entities as 
prescribed by the ICAI. According to the ICAI, non- corporate entities can be classified under 4 levels viz Level 
I, Level II , l evel Ill and Level IV entities. 
Non-corporate entities which meet following criteria arc classified as Level IV entities: 
(i) All entities engaged in commercial, industrial or business activities, whose t urnover (excluding other 

income) does not exceed rupees ten crores In the immediately preceding accounting year. 
(ii) All entities engaged In commercial, industrial or business activities having borrowings (including public 

deposits) does not exceed rupees two crores at any time during the immediately preceding accounting 
year. 

(iii) Holding and subsidiary entities of any one of the above. 

As the turnover of M/s Omega & Co. is less t han ~ 10 crores and borrowings less than ~ 2 crores, it falls under 
l evel IV non-corporate entities. In thi s case, AS 3, AS 14, AS 17, AS 18, AS 20, AS 21, AS 23, AS 24, AS 25, AS 27 
and AS 28 will not be applicable to M/s Omega & Co. Relaxations from certain requirement s in respect of AS 
10, AS 11, AS 13, AS 15, AS 19, AS 22, AS 26 and AS 29 are also available to M/s Omega 

Multiple Choice Questions (MCQs) 
1. Non-corporate entities which arc not Level I entities whose turnover (cxcludingother income) exceeds 

rupec,s ___ but does not excec,d rupees two-fifty crores In the, immediately preceding accountine 
year arc classified as Level II entities. {SM) 

(a) five crores. 
(b) two crores. 
(c) fifty crores. 
( d) ten crores. 

Ans: (c) 

2. The following Accounting St andard is not applicable to Non-Corporate Entities falling in Level II in its 

entirety. {SM) 
(a) AS 10. 
(b) AS17. 
(c) AS 2. 
(d) AS 13. 

Ans: (b) 

3. All non-corporate entities engaged in commercial, industrial and business reporting entities, whose 
turnover (excluding other income) exceeds rupees 250 crores in the immediately preceding accounting 

year, are classified as {SM) 

(a) level II entities. 
(b) Level I entities. 
(c) Level Ill entities. 

(d) Level IV entities. 
Ans: (b) 

4. All non-corporate entities cngaeed in commercial, Industrial or business activities having borrowines 
(lncludine public deposits) In excess of rupees two crores but does not exceed rupees tan crores at any 
time, during the immediately preceding accounting year. {SM) 

(a) Level II entities. 
(b) Level IV entities. 
(c) Level Ill entities. 
(d) Level I entities. 

Ans: (c) 
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5. "Small and Medium Sized Company" (SMC) means, a company• (SM) 

(a) which may be a bank, financial institution or an insurance company. 
(b) whose turnover (excluding other income) does not exceed rupees tw o-fi fty crores in the immediately 

preceding accounting year; 

(c) w hose turnover (excluding other income) does not exceed rupees fifty crores in the immediat ely 
preceding accounting year; 

(d) whose turnover (excluding o ther income) does not exceed rupees five hundred crores in the 
immediately preceding accounting year. 

Ans: (b) 
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CONCEPTS OF THIS CHAPTER 

• Fundamental Accounting Assumptions 
• Nature of Accounting Policies 
• Areas with Different Accounting Policies 
• Considerations in selecting Accounti ng Policies 

QUICK REVIEW OF IMPORTANT CONCEPTS 

Fundamental Accounting 
Assumptions 

Accounting Policies 

LDR Questions 

QS 

These assu mptions underl ie the Accounti ng policies refer to the speci fic accounting principles and 
preparation and presenta tion of the methods of applying those principles adopted by the enterprise 
financial statements. In the preparation and presentation of financial sta tements . 

Considerations in selection of Accounting policies 
! 

Prudence j • In view of the uncertainty attached to futu re events, profits are not anticl pated but recognised 
i only when realised though not necessarily in cash. -·-------·--+-----·--·--·---·--·--·--·---·-------·--·--·---·--·----·---·--·-----·--·--·---·--·--·---·--·--·--·---·-

Substance j • The accounting treatment and presenta tion in financial statements of transactions and events 

--'='~-~r:. F'='r:_i:i:,-~--~b.':'~l.9_~~i.':'~er~~.9-~'i.!h.~.!r:. s~~~!~.'2~~~~~-~.?!_'!'er:.~.'lP.'.l'.! h~J-~~al __________________________ _ 
! • Financial statements should disclose all "material" items, i.e. items the knowledge of which 

~ __ .!_l!(~b.!.~~.fl~ ~Il-~~-th ~-d_~c!_:s_! 012~':'!.!.~~~S~J.?.!.~be _!i n~~~~~! ~ta_!~_~en_!s ·-----------·--·--·-----·-
Materiality ! • Provision Is made for all known liabilities and losses even though the amount cannot be 

I I determined with certainty and re presents only a best esti mate In the light of available 
I information. 

Fundamental Accounting Assumptions 

Going i • The enterprise is normally viewed as a going concern, that Is, as continuing In operation for 
Concern I the foreseeable Future. -·-------·---1-·--·--- --·--- -- --·--·- -- - - --·--- --·--·--·---·--·--·--- - - --- - - --·--·--- - - ·--·--·--- --·--·--- -

Cons istency • Accounting policies are considered to be consistent from one period to another. 

Accrual 
• Revenues and costs are accrued, that is, recognised as they are earned or incurred and 

recorded in the fi nancial statements of the periods to which t hey relate. 

Fundamental Accounting 
Assumptions 

If followed i Not required to be disclosed 
0 • • 0 • • H • • 0 0 0 •••• • 0 • •• • 0 • •• • • • • • • • • .,.. --•--- --- --- - -•- - - - - --•--•--- --•--- -•- - - •-- --•--- - -•--•--

1 f not fo llowed I Specific d isclosure required in financial st atements. 

Disclosure, of Accounting Policies 

• All significant accounting policies adopted in the preparation and presentation of fi nancial statements 
should be di sclosed. 

• Disclosure should form part of the financial statements. 
• Disclosure of accounting policies or of changes therein cannot remedy a wrong or inappropriate treatment 

of the item in the accounts. 
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Disclosure of Changes in Accounting Policies 

Change in Accounting Policy 

Having material effect in current period 

Amount ascertained 

Amount to be 
disclosed 

Not ascertained 

Fact to be disclosed 

Having non-material ef fect in current 
period but expected to have material 

effect in later periods 

Fact of such change to be 
disclosed in cu rrent period. 

Question & Answers 

Question l 
The draft results of Surya Ltd. for the year ended 31st March, 2020, prepared on the hitherto followed 
accounting policies and presented for perusal of the board of directors showed a deficit of Rs. 10 crores. The 
board in consultation with the managing director, decided to value year-end inventory at works cost (Rs. SO 
crores) instead of the hitherto method of valuation of inventory at prime cost (Rs. 30 crores). As chief 
accountant of the company, you are asked by the managing director to draft the notes on accounts for 
inclusion in the annual report for 2019-2020. (RTP May '21} 

Answer 1 
As per AS 1, any change in the accounting policies which has a material effect in the current period or which is 
reasonably expected to have a material effect in later periods should be disclosed. In the case of a change in 

accounting policies which has a material effect in the current period, the amount by which any item in the 
financial statements is affected by such change should also be disclosed lo the extent ascertainable. Where such 
amount Is not ascertainable, wholly or in part, the fact should be indicated. Accordingly, the notes on accounts 
should properly disclose the change and i ts effect. 
Notes on Accounts: 
"During the year inventory has been valued at factory cost, against the practice of valuing it at prime cost as was 
the practice till last year. This has been done to take cognizance of the more capita l intensive method of 

production on account of heavy capital expenditure dur ing t he year. As a result of this change, the year-end 
inventory has been valued at Rs. 50 crores and the profit for the year is increased by Rs. 20 crores." 

Question 2 
In the books of Rani Ltd., closing Inventory as on 31.03.2020 amounts to ~l,75,000 (valued based on FIFO 
method) . The Company decides to change from FIFO method to weighted average method for ascertaining 
the costs of inventory from the year 2019-20. On the basis of weighted average method, closing inventory as 
on 31.03.2020 amounts to ~l,59,000. Realizable value of the inventory as on 31.03.2020 amounts to 
~2,07,000. Discuss disclosure requirements of change in accounting policy as per AS 1. (MTP Nov '21, 5 Morks, 
MTP Oct'18 5 Morles, RTP Moy 23, PYP 5 Marks Dec'21,SM} 

Answer 2 
As per AS 1 " Disclosure of Accounting Pol icies", any change in an accounting policyv,hich has a material effect 
shou ld be disclosed in the financial statements. The amount by which any item in the financial statements is 
affected by such change should also be d isclosed to the extent ascertainable. Where such amount is not 
ascertainable, wholly or in part, the fact should be indicated. Thus Rani Ltd. should disclose the change i n 
valuation method of inventory and its effect on financial statements. The company may disclose the change 
in accounting policy in the following manner: 
"The company values i ts Inventory at lower of cost and net realizable value. Since net realizable value of all 
Items of inventory in t he current year was great er than respective costs, the company valued its Inventory at 
cost. In t he present year i.e. 2019-20, the company has changed to weighted average method, which better 
re flects the consumption pattern of inventory, for ascertaining inventory costs from t he earlier practice of 
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using FIFO for the purpose. The change in policy has reduced current profit and value of invento ry by ~16,000 
(1,75,000 - 1,59,000)." 

Question 3 
Wiwitzu Ltd. had made a rights issue of shares in 2017. In the offer document to its members, it had projected 
a surplus of Rs. 40 crore.s during the accounting year to end on 31st March, 2017. The draft results for the year, 
prepared on the hitherto followed accounting policies and presented for perusal of the board of directors 
showed a deficit of Rs. 10 crores. The board in consultation with the managing director, decided not to provide 
for "after sales expenses" during the warranty period. Till the last year, provision at 2% of sales used to be 
made under the concept of "matching of costs against revenue" and actual expenses used to be charged 
against the provision. The board now decided to account for expenses as and when actually incurred. Sales 
during the year total to Rs. 600 crores. 
As chief accountant of the company, you are asked by the managing director to draft the notes on accounts 
for inclusion in the annual report for 2016-2017 (MTP Apr'19, Aug'1B, Oct'22 5 Marks) 

Answer 3 
As per AS 1, any change In t he accounting policies which has a material effect in the current period or which 
Is reasonably expected to have a material e ffect in later periods should be disclosed. In the case of a change 
in accounting policies which has a material effect in the current period, the amount by which any item in the 
financial statements is affected by such change should also be disclosed to the extent ascertainable . Where 
such amount is not ascertainable, whol ly or in part, the fact should be indicated.Accordingly, the notes on 
accounts should properly disclose the change and its effect. 
Notes on Accounts: 
So far, the company has been providing 2% of sales for meeting "after sales expenses during the warranty 
period. With the improved method of prod uction, the probability of defects occurring in the products has 
reduced considerably. Hence, the company has decided not to make provision for such expenses but to account 
for the same as and when expenses are incurred . Due to this change, the profit for the year is increased by Rs. 
12 crores than woul d have been the case if the old policy were to continue. 

Question 4 
You are required to comment on the following cases as per the provisions of Accounting Standard-1 
'Disclosure of Accounting Policies': 
(1) Bee Limited has not complied with AS-2 "Valuation of inventories" and the same is disclosed in the 

Notes on Accounts. Management is of the view that the financial statements give a true and fair view 
as non-compliance with AS-2 is disclosed. 

(2) Cee Limited sold its Office Building for ~ 10,00,000 on 1st March, 2023. The buyer has paid the full 
amount and taken possession of the building. The book value of the Office Building is IC 4,00,000. On 
31st 2023, documentation and legal formallties are pending. The company has not recorded the 
disposal, and tha amount received is shown as an advance. 

(3) Dee Limited has prepared its accounts on cash basis and the same is not disclosed. 
(4) Jee limited disclosed significant accounting policies adapted in the preparation of financial statements, 

in the Directors' Report. (PYP 5 Marks May '23} 

Answer 4 
(1) As per AS-1 disclosure of accounting policies is not a remedy for wrong or inappropriate t reatment in 

accounting. In the given case the financial statement does not give a true and fair view as they are not 
in compliance \"lith AS-2 . 

(2) Considering the substance over form as per AS-1, documentation and legal formalities represent the form 
of the transact ion, although the legal title has not been t ransferred, the economic reality and substance 
are that the rights and beneficial interest in the Office Building have been transferred. Therefore, 
recording of acquisition/ disposal (by the transferee and transferor respectively) would in substance 
represent the transact ion e ntered into. 

(3) Accrual is a fundamental accounting assumption. If it Is not followed by the company, the facts should be 
disclosed under AS-1. Hence the company should di sclose the fact that the cash basis of accounting has 
been followed in the notes on accounts. 
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(4) The practice follo\111ed by the company is not correct. It should be disclosed as part of financial statements 
(The director's report is not part of financial statements). 

Question 5 ~ LOR 

Stato whether the following statemonts are 'True' or 'False' in line with the provisions of AS 1. Also give reason 
for your answer. 
{i) Certain fundamental accounting assumptions underline the preparation and presentation of financial 

statements. They are usually specifically stated because their acceptance and use are not assumed. 
{ii) If fundamental accounting assumptions are not followed in presentation and preparation of financial 

statements, a specific disclosure is not required. 
{iii) All significant accounting policies adopted in the preparation and presentation of financial statements 

should form part of the financial statements. 
(iv) Any change in an accounting policy, which has a material effect should be disclosed. Where the amount 

by which any item in the financial statoments is affected by such change is not ascertainable, wholly 
or In part, the fact nc,c,d not to be, lndlcatod. 

{v) Thero is no single list of accounting policias which arc, applicable to all circumstances. 
{MTP 5 Marks April 21, Oct 19, Mar 22, May'20 & Oct '23, RTP 5 Marks May 20, PYP 5 Marks May '22, 
SM} 

Answer 5 
(i) False; As per AS 1 "Disclosure of Accounting Policies", certain fundamental accounting assumptions 

underlie the preparation and presentation of financia l statements . They are usually not specifically 
stated because their acceptance and use are assumed. Disclosure is necessary if they are not followed. 

(ii) False; As per AS 1, if the fundamental accou nting assumptions, viz. Going Concern, Consistency and 
Accrual are followed in fi nancial statements, specific disclosu re is not required. If a fundamental 
accounting assumption is not followed, the fact should be disclosed. 

(iii) True; To ensure proper understanding of financial statements, it is necessary that a ll significant 
accounting policies adopted in the preparation and presentation of financia l statements should be 
disclosed. The disclosure of the significant accounting policies as such shou ld form part of the financial 
statements and they shou ld be disclosed at one place. 

(iv) False; Any change in the accounting policies which has a ma te rial e ffect in the current period or which is 
reasonably expected to have a material e ffect in later periods should be disclosed. Where such amount 
is not ascertainable, wholly or in part, the fact should be indicated. 

(v) True; As per AS 1, there is no single list of accounting policies which are applicable to a ll circumstances. 
The differing circumstances in which enterprises operate in a situa tion of dive rse and com plex economic 
activity make alternative accounti ng principles and methods of applying those principles acceptable . 

Question 6 

Discuss Disclosure requirements in following cases as par AS 1 . 
(i) Accountant of A Ltd. charges a probable loss of losing a suit in books of accounts and also disclosed the 

same fact In financial statements. The probability of losing the suit is 25%. 
{ii) Accountant of A ltd. capitalized all the revenue expenses of repair and maintenance during the year to 

Plant & Machinery and is also disclosing the same as company policy in financial statements. 
(iii) A Ltd. has followed accrual basis of accounting since incorporation. The chief accountant also disclosed 

this fact in financial statements. 
(iv) A Ltd. was providing for after sales expenses @ 2% of sales for covering expenses during the warranty 

period. Now A ltd. observes that actual after sales expenses were much less as compared to provision 
bacause of bettor tochnoloey used In manufacturing of the products. Now, the Board of A Ltd. decides to 
account for thasa expenses as and when they occur. Sales during the poriod aro" 50 crorcs. {PYP 5 Marks 
Nov'23} 

Answer 6 
(i) In t his case, accountant of company created a provision for damages of probability of losing a suit by a 

charge against profits. Un less the probabil ity of losing the suit is more than probability of not losing it, 
there should not be any creation of provision for such probable losses. So there is no need to charge such 
loss against profit and disclosing the same in financial statements. 
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(ii) Repairs and maintenance are revenue expenditure and should not be added to the value of asset s, as 

these expenses do not increase the capacity of asset. Hence such expenses should be charged to pro fit & 
loss statement . 
Fur ther the chief accountant also disclosed its policy o f adding repairs to value of assets by way of no tes 
to accounts. As per AS 1 disclosure is no t a method to correct the wrong treat ments. So the cont ention o f 
chief accountant is wrong. 

(iii} Accrual is one of the Fundamenta l accounting assumpt ions. If fundamental accounting assumptions are 
followed proper ly then no specific d isclosure is required. 
Disclosure is required only when there is deviation and the company is not fo llowing fundamental 
accounting assumptions. So the company need not disclose th is in financial sta temen ts. 

(iv) As per AS 1, any change in the account ing policies w hich has a material effect in t he cur rent period or 
w hich is reasonably expected to have a mat erial e ffect in lat er periods should be disclosed. Accordingly, 

the not es on accounts shou ld properly disclose the change and i ts effect . 
Note: So far, the company has been providing 2% of sales for meeting after sales expenses during the 
warranty per iod. Now the company has improved the quality of i ts products with better technology and 
has been observing that actual expenses are very less than the provision, Hence, the company has decided 
not to make provision for such expenses but to account for the same as and w hen expenses are incurred. 
Due to t his change, the profit for the year is increased by ~l crore than wou ld have been t he case i f the 
o ld policy w ere to continue. 

Question 7 
ABC Ltd. was making provision for non-moving inventories based on no issues for the last 12 months up to 
31.3.2023. 
The company wants to provide during the year ending 31.3.2024 based on technical evaluation: 

Total value of inventory ~ 100 lakhs 
Provision required based on 12 months issue ~ 3.S lakhs 

Provision required based on technical evaluation ~ 2.5 lakhs 

Docs this amount to change in Accounting Policy? Can the company change the method of provision? {RTP 
Jon'25, MTP 5 Marks Morch '21., MTP 5 Marks Aprll '22 & MTP 5 Marks April '23} (PYP Nov '18, 5 Marks, PYP 
5 Marks Dec'21} {Some concept different figures•( MTP 5 Marks Mor'23, RTP Moy'20 & Nov '23} 

Answer 7 
The decision o f making provision for non-moving inventor ies on t he basis of technica l evaluation does not 
amoun t to change in accounting policy. Accounting policy o f a company may requ ire that provision for non
moving invento ries should be made. The method of estimating the amount of provision may be changed in 

ca se a more prudent est imate can be made. In the given case, considering the total value of inventory, the 
change in the amount of requ ired provision o f non-moving inventory from~ 3.S lakhs to ~ 2.5 lakhs is also 
not mater ial. The disclosure can be m ade for such change in the follow ing lines by way of not es t o the 
accounts in the annual account s of ABC Ltd. for the year 2023-24: 
" The company has provided for non-moving inventories on the basis of technical eva luation unlike preceding 
years. Had the same method been followed as in the previous year, t he pro fi t for the year and the 
corresponding effect on the year end net assets would have been lower by~ 1 lakh." 

Multiple, Choice Questions IMCQs) 

1 . Which of the following is NOT a major consideration in selection and application of accounting policies? 
{SM} 
(a) Prudence 

(b) Comparability 
(c) Materiality 
(d) Substance over form 

Ans: (b) 
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2. Adoption of different accounting policies by different companies operating in the same industry affects 
which of the qualitative characteristics the most? (SM} 
{a) Comparabil ity 
{b) Relevance 
{c) Faithful representation 
{d) Reliability 

Ans: {a) 

3. Which of the following statement would not be correct in relation to disclosures to be made in the financial 
statements after making any change in an accounting policy? {SM} 
{a) Any change in an accounting policy which has a material effect shoul d be disclosed. 
{b) The amount by which any item in the financial statements is affected by such change should be disclosed 

to the extent ascertai nable. Where such amount is not ascertainable, wholly or in part, the fact shou ld 
be indicated. 

{c) If a change is made in the accounting pol icies which has no material effect on the financial s tatements 
for t he current period but which is reasonably expected to have a material effect in later periods, t he 
fact of such change shou ld be appropriately disclosed in the period in which the change is adopted. 

{d) If a change Is made in an accounting policy which has mater la I e ffect on the financial sta tements for the 
cu rrent period and is reasonably expected to have a material effect in la ter periods, the fact of such 
change shouldbe appropriately d isclosed only In the later periods I.e. year{s) next to the year in which 
the change is adopted. 

Ans: {d) 
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CONCEPTS OF THIS CHAPTER 

• Definition of cash and cash equivalent s 

• Present ation of cash flow statement 

• Reporting cash flows from operating activities 

• Reporting cash flows from Investing and financing activiti es 

• Reporting cash flows on a net basis 

• Foreign currency cash flows 

• Extraordinary Items 

• Interest and d ividends 

• Taxes on income 

QUICK REVIEW OF IMPORTANT CONCEPTS 

LOR Questions 
Q12 

' ' I Operating Activiti es I ~---·--·--·-----·--·--·---·--·--·-----·--·---·----·---·-·-·--·--·-·-·-·--·--·---·--·--·-----·-------·--·--·-------·--! 
i These are the principal revenue-producing activi t ies of the entity other than investing or fi nancing activities i 
i R rt' 1 
! epo ,ng ! 
r---·--·--·-----·----·--·-·--·--·-----·--·---·----·----·-·-1-·--·--·--·-----·-----·--·-----·--·--·---·----·-----·-i 

• Under direct metl,od : • Under indirect met hod 
Examples: 

• Cash receipts from sales and services 

• Cash receipts from royalties, fees, and commissions 

• Cash payments to suppliers 
• Cash payments to employees 

• Cash nows of Insurance entities for p remiums, claims, and policy benefits 

• Cash payments or refunds of income taxes (un less t ied to financing/investing) 

• Cash flows from trading in futures, forwa rds, options, and swaps 

• Cash flows from buying/selling trading securi ties 

• Cash advances and loans by financial institutions 
Investing Activit ies r------------------------------------·--·---------------·--·------------------·---------·---1 

: Investing activi t ies are the acquisition and disposal of long-term assets and other investment s not included In : 

I cash equivalents. Cash flows arising from investing activities represent the extent to which expenditu res have I 
~ been made for resources intended to generate_ future income and cash flows. ------------------------·--·-~ 

These are examples of investing cash flows: 

• Payments to acquire fixed assets (including intangib les, R&D, and self-constructed assets) 

• Receipts from sa les o f property, plant, equipment, and long-term assets 

• Payments to acquire equity/debt instrumen ts or joint ventu re interests (excluding cash equivalents or 
trading assets) 

• Receipts from sa les o f equity/debt instruments or joint venture Interests (excluding cash equivalents or 
trading assets) 

• Advances and loans made to other parties (excluding financial insti tutions) 

• Receipts from the repayment of advances and loans (excluding financial institutions) 

• Payments for futures, forwards, options, and swaps (unless for t rading or financing) 

• Receipts from futu res, forwards, options, and swaps (unless for trading or financing) 
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i Financing Activities Ji ·-----·--·-----·----·--·-·----·-----·----·-·----·-----·--·--·-·-·---·--·-----·--·-----·----·--·-·----·-----·--·-I Financing activities are activities that result in changes in the size and composition of the owner's capital and I 
I borrowings of the entity. Cash Flows arising from investing activities useful in predicting claims on futu re cash I 
I I 

Lflows by providers of funds to the en tity.·-----·---·--·--·--·--·---·--·--·---·--·-----·----·--·-·----·-----·--·-J 
Examples I 

I 
• cash proceeds from issu ing shares or other equity instruments; I 
• cash proceeds from issuing debentures, loans, notes, bonds, mortgages and other short-term or long-term I 

I borrow I ngs; 1 
I 

• cash repayments of amoun ts borrowed. I 

Foreign 
currency 

cash Flows 

I 

I Arising from 
-i. transactions in a 
I foreign currency 

! 
Important Points 

I Recorded In an I Foreign 
I • , I -i+ enterpri ses _,. currency a 
1

1· rt· 1

1 amount 
1 

repo mg currency 

I ! 

Exchange rate between the 
reporting currency and the 
foreign currency at the date of 
the cash flow 

· ·······r·--·-------·--·-----·--·-------·---,--------------·------------------·-----·----·-----·--·----7 
! Unrealised gains and losses arising ! ! 
I I I 

1. I from changes in foreign currency j are not cash flows. j 

........ ~ exchange rates----·--·-----·--·---+-·-----·----·---·----·-----·--·---·----·-----·--·-------·------~ 

h ff f h 
! is reported in the statement of cash flows in order to reconcile cash ! 

T e c cct o exc ange rate 1 , • , • 1 
! and cash equivalents at the beginning and the end of the penod. ! 

changes on cash and cash 1--·-----·----·---·--·-------·---------·---·-·-·--·--·-·-·---·--·-----1 
2. . 1 h Id d . i is presented separately from cash flows from operating, investing i 

equ1va ents e or ue in a 1 • • • • • • • • I f . 1 and financing act1v1t1es and includes the differences, 1f any, had 1 

oreign currency I those cash flows been reported at end of period exchange rates. i 
·- ·····J..·--·---·----·--·---·--·--·-----·--·---·...I--------·--·--·---·----·-----·---------·---·-·-·--·--·-·----·--·----~ 

Question & Answers 

Question 1 
Purse Ltd., a non financial company has the following entries in its Bank Account. It has sought your advice on 
the treatment of the same for preparine Cash Flow Statement. 
(i) Loans and Advances eiven to the followlne and interest earned on them: 

(1) to suppliers 
(2) to employees 
(3) to Its subsidiaries companies 

(ii) Investment made in subsidiary W:illet Ltd. and dividend received 
(iii) Dividend paid for the year 
(iv) Insurance claim received against loss of property, plant and equipment by fire. 

Discuss in the context of AS 3 'Cash Flow Statement'. {RTP Sep'24} {SM} 

Answer 1 
Treatment as per AS 3 'Cash Flow Statement' 
(i) Loans and advances given and interest ea rned 

(1) to suppliers -Cash flows from operating activities 
(2) to employees -Cash flows from operating activities 
(3) to its subsidiary companies - Cash flows from investing activities 

(ii) Investment made in subsidiary company and dividend received -Cash flaws from investing activities 
(iii) Dividend paid for the year -Cash flows from financing activities 
(iv) Insurance claim received against loss of property, plant and equipment by fire- Extraordinary Items to be 

shown as a separate head under -Cash flow from Investing Activities 

Question 2 

Classify the followine activities as 
(i} Operating Activities, (II) Investing activities, {iii) Flnanci:,I aotivitios and (iv) Cash Equivalents. 
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~ 
Sr 

Particulars 
Sr 

Particulars 
Sr 

Particulars 
No No No 

1 
Cash re<:eipts from Trade 

11 
Proceeds from long-term 

22 Purchasll of Machlnory. 
Receivables borrowings. 
Highly liquid Markotabl" 

Proceeds from Trade Proceeds from issuance 
2 Sl!curities without risk of 12 23 

receivables. of equity share capital 
change In value 

3 Purchase of investment 13 
Trading Commission 

24 Cash Sales. 
received. 

4 
Proceeds from long term 

14 
Redemption of Preference 

25 
Proceeds from long• 

borrowings Shares. term borrowings. 

s Wages and Salaries paid 15 
Proceeds from sale of 

26 
Proceeds from Trade 

investment receivobles. 

6 Bank overdraft 16 
Interim Dividend paid on 

27 
Cash re<:eipts from 

equity shares. Trade receivables. 
Interest received on 

Trading Commission 
7 Purchase of Goodwill 17 debentures held 28 as 

received. 
investment. 

Interim dividend paid 
Dividend received on 

Purchase of 
8 

on 
18 shares held 29 

equity shares 
as 

investment. 
investments. 

9 Short term Deposits 19 
Rllnt received on propl!rty 

30 
Redemption of 

held as investment. Preference Shares. 

10 
Underwriting commission 

20 
Dividend paid on 

31 Cash Purohoses 
paid Preference shares, 

21 Marketable Securities 
{MTP 5 Marks, Sep 22, RTP Jan'25} {PYP May '181 5 Marks) (RTP May 20) (MTP 5 Marks Oct '18} 

Answer 2 
{a} Operating Activities: Items 1, 5,12 and 13, 24,26,27,28,31 
{b) Investi ng Activities: Items 3,7,9 ,15, 17, 18 ,19 ,22 and 29 
{c) Financing Activities: Items 4,6,8, 10, 11,14,16 ,20 ,23,25,30 
{d) Cash Equivalent: 2 and 21. 

Question 3 
Ridgeway limited, a Non-Financial company has the following activities: 
(i) Dividend paid for the year. 
(ii) TDS on interest income earned on investments made. 
(iii) Loans and advances given to suppliers and interest earned from them. 
(iv) Deposit with bank for a term of two years . 
(v) Highly liquid Marketable Securities (without risk of change in value). 
(vi) Investments made and dividends earned on them. 
(vii) Insurance claims received against loss of stock or loss of profits. 
(viii) Loans and advanclls givlln to subsldiarll!s and Interest earnl!d from them. 
(ix) Issue of Bonus Shares. 
(x) Term loan repaid. 
You are required to classify the above activities in Cash Flow Statement as per 'AS-3'. 
(PYP 5 Marks Nov '22} 

Answer 3 
No. Activities 

(i} Dividend paid for the year Financing 

(ii) TDS on interest Income earned on investments made Investing 
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(ii i) Loans and advances given to suppliers and interest earned from them 

(iv) Deposit with bank for a term of two years 

(v) Highly liquid Marketable Securities (without risk of change in value) 

vi) Investments made and dividends earned on them 

(vii) Insurance claims received against loss of stock 

or loss of profits 

(viii) Loans and advances given to subsidiaries and interest earned from them 

(ix) Issue of Bonus Shares 

(x) Term Loan repaid 

Question 4 

Operating 
Investing 

Cash Equivalent 

Investing 

Operating 

Investing 
No Cash Inflow 

or Cash outflow 

Financing 

From the following information, prepare the Cash Flow from Financing activities as per AS 3 'Cash Flow 
Statements' as the accountant of XYZ Limited is not able to decide and seeks your advice: 
(i) Received 0: 4,00,000 as redemption of short•term daposit 
(ii) Proceeds of'I: 20,00,000 from issu:inca of equity share capital 
(iii) Raccivcd interest of 0: 70,000 on Govt. bonds. 
(iv) An amount of 0: 13,00,000 incurred for purchase of goodwill 
(v) Proceeds of<: 51001000 from sale of patent. 
(vi) Proceeds of 0: 12,00,000 from long term borrowing. 
(vii) Amount paid for redemption of debentures of 0: 22,00,000 
(viii)Underwriting commission of 0: 40,000 paid on issue of equity share capital 

{ix) Interest of 0: 1,44,000 paid on long-term borrowing. {MTP 5 Marks Oct '21) 

Answer 4 
Statement showing Cash Flow from Financing Activities 

Cash inflow from f inancing activity 

i tal 20,00,000 
Proceeds from long term borrowings 12,00,000 
Total cash inflow from financing activity 
Less: Cash outflow from fi nancing activity 

Amount paid for redemption of debentures 22,00,000 
Underwriting commission paid 40,000 
Interest paid on long-term borrowings 1,44,000 
Net cash inflow from financing activity 

Question S 

32,00,000 

{23,84,000) 
8,16,000 

How will you disclose, followlne Items while preparln,: Cash Flow Stotcment of Gagan Ltd. as per AS--3 for the 
year ended 31st March, 2022? {MTP 5 Marks March '23, SM} 

(i) 

(ii) 

(iii) 

(iv) 

v) 

(vi) 

10% Debentures issued: As on 01-04-2021 0: 1,10,000 

As on 31-03-2022 0: 77,000 
Debentures were redeemed at 5% premium at the end of the year. Premium was char,:ed 
to tha Profit & Loss Account for thc year. 
Unpaid Interest on Debentures As on 01·04-2021 0: 275 

As on 31-03-2022 0: 1,175 
Debtors of 0: 36,000 were written off against the Provision for Doubtful Debts A/c durin,: 
the year. 
10% Bonds (Investments): As on 01-04-2021 0: 3,50,000 

Accrued Interest on Investments: 
As on 31-03-2022 o: 3 so,._o_oo _ _ _ 

1 
As on 31-03-2022 0: 10,500 
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Answer 5 

Cash Flow Statement of Gagan Ltd. for the year ended March 31, 2022 

A Cash Flow from Operating Activities 

Net Profit as per Profit & Loss A/c ............. -
Add: Premium on Redemption of Debentures 1,650 

Add: Interest on 10% Debentures 11,000 

Less: Interest on 10% Investments (35,000) 

B Cash Flow from Investing Activities 

Interest on Investments (35,000-10,500] 24,500 

C Cash Flow from Financing Activities 
Interest on Debentures paid [11,000 - (1,175 - 275)] {10,100) 

Redemption of Debentures 1(1,10,000 - 77,000) at 5% premium] {34,650) 

Note: Debtors written off against provision for doubtful debts does not require any further adjustment in 
Cash Flow Statement. 

Question 6 
Prepare cash flow statement of Gama Limited for the year ended 31st March, 2021 in accordance with AS-
3(Revised) from the following cash account summary: (PYP July'21, 5 Marks) 

Cash summary Account 

Inflows 'I: ('000) Outflows 'I: {'000) 
Opening Balance 945 Payment to suppliers 54,918 
Receipts from Customers 74,682 Purchase of Investments 3S1 
S:,le of Investments 459 Property, pfont and 6,210 
(Cost 'I: 4,05,000) equipment acquited 

Issue of Shares 8,100 W:iees and s:ilaries \ 1,863 
Sale of Property, Plant and equipment 3,456 Payment of Overheads 3,105 

Taxation 6,561 

Dividends 2,160 
Repayment of Bank Overdraft 6,750 
Interest paid on Bank Overdraft 1,350 
Closing Balance 4,374 

87,642 87,642 

Answer 6 
Gama Limited Cash Flow Statcmcnt for the, Year Ended 31st March 2021 

Particulars Amount Amount 
("l:'000) ("l:'000) 

Cash flow from Operating Activities: 
Cash receipts from customers 74,682 
Cash payments to suppliers (54,918) 
Cash payments for wages & salaries {1,863) 
Cash payments of overheads (3,105} 
Cash Generated from Operations 14,796 
Payment of Taxation (6,561} 
Net Cash from Operating Activit ies 8,235 
Cash Flow from Investing Activities: 

Proceeds from sale of investments 459 
Proceeds from sale of Property, Plant and Equipment 3,456 
Purchase of Investments (351) 
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Purchase of Property, Plant and Equipment (6,210) 
Net Cash Used in Investing Activities (2,646) 
Cash Flow from Financing Activities: 

Proceeds from issue of shares 8,100 

Payment of Dividend (2,160) 
Repaymen t of Bank Overdraft (6,750) 
Interest paid on Bank Overdraft (1,350) 
Net Cash Used in Financing Activities (2,160) 
Net Increase in Cash & Cash Equivalent 3,429 
Cash and Cash Equivalent in the Beginning of the year 945 
Cash and Cash Equivalent in the end of the year 4374 

Question 7 

Following are tho extracts from the Balance Sheet of ABC Ltd. 

Liabilities 31.3.2020 31.3.2021 
(~) ('{) 

Equity Share Capital 25,00,0000 35,60,000 

10% Preference Share Capital 7,00,000 6,00,000 

Securities Premium Account s,00,000 s,so,ooo 
Profit & Loss A/ c 20,00,000 28,00,000 

Equity Share Capital for the year ended 31st March, 2021 includes 'I: 60,000 of equity shares issued to 
Grey Ltd. at par for supply of Machinery of 'I: 60,000. Profit & Loss account on 31st March, 2021 includes 'I: 
50,000 of dividend received on Equity shares invested in X Ltd. Show how the related items will appear in 
the Cash Flow Statement of ABC Ltd. as per AS-3 (Revised){PYP 5 Marks, Dec '21} 

Answer 7 
The related items given in the question will appear in the Cash Flow Statement of ABC Limited for the 
year ended 31st March, 2021 as follows: 

Cash flows from operating activities 

Closing Balance as per Profit and Loss Account 

l ess: Dividend received 

Cash flows from investing activi t ies 

Dividend received 

Cash flows from financing activities 

Proceeds from issuance of share capital 
Equity shares issued for cash 

Proceeds from securities premium 
('I: 5,50,000 - 5,00,000) 

l ess: Redemption of Preference shares 
('I: 7,00,000 -'I: 6,00,000) 

Note: 

28,00,000 
20,00,000 

8,00,000 
(50,000) 7,50,000 

50,000 

'I: 10,00,000 

'1:50,000 
10,50,000 

(1,00,000) 9,50,000 

l. Machinery acquired by issue of shares does not amount to cash out flow , hence also not considered in the 
cash flow statement. 

2. ABC Ltd. has been considered as a non-financial company in the given answer. 

Question 8 
The following information is provided by Wivtzu Limited, for the year ended 31st March, 2022: 

(ii Net profit before taking into account income tax and income from law suits but after taking into 
account the following items was 'I: 40 lakhs. 
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~ 
(ii) Depreciation on Fixed Assets>: 10 lakhs. 
(iii) Discount on issue of Debentures written of>: 60,000. 
(iv) Interest on Debentures paid>: 7,00,000. 
(v) Book value of investments >: 6 lakhs {Sale of Investments for>: 6,40,000}. 
{vi) Interest received on investments>: 1,20,000. 
{viii Compensation received 'I: 1,80,000 by the company in " suit flied. 
{viii) Income tax paid~ 21,00,000 
(ix) Current assets and current liabilities in the beginning and at the end of the yo:,r were as detailed 

below: 
As on 31.3.2021 As on 31.3.2022 

~ ~ 

Stock 24,00,000 26,36,000 
Sundry Debtors 4,16,000 4,26,200 
Cash in hand 3,92,600 70,600 
Bills Rcceiv:,blo 1,00,000 80,000 
Bills Payable 90,000 80,000 
Sundry Creditors 3,32,000 3,42,600 
Outstanding Expenses 1,50,000 1,63,600 

You are required to prepare Cash Flow Statement from Operating Activities in accordance with AS-3 
(revised) using the indirect method for the year ended 31st March,2022. (PYP 5 Marks May'22} 

Answer 8 
Wivtzu Ltd. 

Cash Flow Statement (from Operating Activities) for the year ended 31st March, 2022 
~ ~ 

Cash flow from Operating Activities 
Net profit before income tax and extraordina ry items: 11 I 40,00,000 
Adjustments for: 
Depreciation on Property, plant and equipment 10,00,000 
Discount on issue of debentures 60,000 
Inte rest on debentures paid 7,00,000 
Interest on investments received (1,20,000) 
Profit on sale of investments {40,000) 16,00,000 
Operating profit before working capital changes 56,00,000 
Adjustments for: 
Increase in inventory (2,36,000) 
Increase in Sundry Debtors {10,200) 
Decrease in Bills receivables 20,000 
Increase in Sundry Creditors 10,600 
Increase in Bills payables (10,000) 
Increase in outstanding expenses 13,600 (2,12,000) 
Cash generated from operations 53,88,000 
Income tax paid (21,00,000) 
Cash flow from ordinary items 32,88,000 
Cash flow from extraordinary items: 
Comoensation received in a suit filed 1,80,000 
Net cash flow from operating activities 34,68,000 

Question 9 
Following is the cash flow abstract of Wivtzu Ltd . for the year ended 31st March, 2021: 

Cash Flow {Abstract) 
Inflows Rs. Outflows Rs. 
Opening cash and bank balance 80,000 Payment for Account Payables 90,000 
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Share capital - shares issued 5,oo,ooo Salaries and wages 25,000 
llection from Trade Receivables 3,50,000 Payment of overheads 1S,000 

Sale of Machine 70,000 Machinery acquired 4,00,000 
Debentures redeemed 50,000 
Bank loan repaid 2,50,000 
Tax paid 1,55,000 
Closini: cgsh and bank balance, 15,000 

10,00,000 10,00,000 
Prepare Cash Flow Statement for the year ended 31st March, 2021 in accordance with AS 3. 
{MTP 5 Marks April 21, Mar 22, SM) 

Answer 9 
Cash Flow Statement for the year ended 31.3.2021 

Rs. Rs. 

Cash flow from operating activities 

Cash received on account of trade receivables 3,50,000 

Cash paid on account of trade payables (90,000) 

Cash paid to employees (salaries and wages) {25,000) 

Other cash payments (overheads) {15,000) 

Cash generated from operations 2,20,000 

Income tax paid (1,55,000) 

Net cash generated from operating activities 65,000 

Cash flow from investing activities • // i I . 

Payment for pu rchase of machinery \\// 11 (4,00,000) I I r I 
Proceeds from sale of machinery V !J 70,000 

Net cash used in investment activities (3,30,000) 

Cash flow from financing activities 

Proceeds from issue of share capital 5,00,000 

Bank loan repaid (2,50,000) 

Debentures redeemed {50,000) 

Net cash used in financing activities 2,00,000 

Net decrease in cash and cash equivalents (65,000) 

Cash and cash equivalents at the beginning of the year 80,000 

Cash and cash equivalents at the end of the year 15,000 

Question 10 
Prepare cash flow from investing activities as per AS 3 of M/s Subham Creative l imited for year ended 
31.3.2019. 
Particulars 
Machinery acquired by Issue of shares :it face value 
Claim received for loss of machinery in earthquake 
Unsecured loans given to associates 
Interest on loan received form associate company 
Pre-acquisition dividend received on investment made 
Debenture interest paid 
Term loan re aid 
Interest received on investment (TDS of Rs. 8,200 was deducted on the above 
interest) 
Purchased debentures of X ltd., on 1st December, 2018 which are redeemable 
within 3 months 

Amount (Rs. ) 
2,00,000 

55,000 
s,00,000 

70,000 
52,600 

1,45,200 
450,000 

73,800 

3,00,000 
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! Book value of plant & machinery sold (loss incurred Rs. 9,600) 90,000 
(PYP Nov.'19,5 M:irks, SM) (Same concept lesser :idjustments- MTP 4 Marks March 21, MTP 5 Marks April 22 
& Oct '23) 

Answer 10 
Cash Flow Statement from Investing Activities of Subham Creative Limited 
for the year ended 31-03-2019 

Cash generated from investing activities Rs. Rs. 

Interest on loan received 70,000 
Pre-acquisition dividend received on investment made 52,600 
Unsecured loans given t o subsidiaries (S,00,000} 

Interest received on invest ments (gross va lue) 82,000 
TDS deducted on in terest (8,200} 
Sale o f Plant & Machinery" (90,000 - 9,600) 80,400 
Cash used in investing activities (before extra-ord inary item) (2,23,200) 

Extraordinary claim received for loss of machinery 55,000 
Net cash used in investing activities (after extra-ordinary i tem) (1,68,200) 

Note: 
1. Debenture interest paid and Term Loan repaid are financing activities and therefore not considered for 

preparing cash flow from invest ing activities. 
2. Machinery acqui red by issue o f shares does not amount to cash outflow, hence also not considered in t he 

above cash flow statement . 
3. The investment s made in debentures are for short -term, it w ill be t reated as 'cash equivalent' and will not 

be considered as outflow in cash flow statement. 

Question 11 

The summarized Balance Sheets of Flora Limited for the year ended 31st March, 2022 and 31st March, 2023 
are as below: 

Assets 31/03/2023 l"l 31/03/2022 (") 

Goodwill I 15,000 28,000 

land S,75,000 6,00,000 

Furniture and Fixtures 48,000 44,000 

Vehicles 22,000 28,000 

Office Equipment 21,000 -
Long-term Investments 60,000 1,10,000 

Stock-ln•hand 96,000 88,000 

Bills Receivables 18,150 14,500 

Trade Receivables 46,000 52,000 

Cash and Bank Balances 1,29,850 34,500 

Total 10,31,000 9,99,000 

Liabilities 31/03/2023 l"l 31/03/2022 (11:) 

Equity Shares Capital G,B0,000 5,00,000 

General Reserves 90,000 60,000 

Profit and Loss Account 93,000 52,000 

Capital Reserve 75,000 -
8% Debentures of" 100 each - 3,00,000 

Loan from Mr. Andrew • 15,000 

Bills Payables 11,000 13,000 

Trade Payables 49,000 45,000 
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Creditors for Equipment 10,500 

Outstanding Expenses 4,500 3,000 

Provision for Taxation 18,000 11,000 

Total 10,31,000 9,99,000 
Additional Information: 
I) On 1st April, 2022, one of the vehicles was sold for~ 3,000. No new purchases were made during the 

year. 
ii) A part of the total land was sold for ~ 1,25,000 (Cost~ 1,00,000) and the balance land was revalued. 

Capital reserve consists of profit on revaluation of balance land. No new purchases were made during 
the year. 

iii) Depreciation provided during the year• 
• Furniture and Fixtures ~ 5,000 
• Vehicles ~ 2,200 

iv) Interim dividend of 5,000 was paid during the year. 
v) Provision for taxation for the year 2022-2023 was"! 16,000. 
vi) 8% Oebonturos wero redeemed at par after half year intorost payment on 30th Saptember, 2022. 
vii) Part of tho long-term Investments were sold at a profit of 8,000. 
viii) Interest income received during the year on long-term investment was 6,500. 

You are required to prepare Cash Flow Statement from Operating Activities for the year ended 31st March, 
2023 using indirect method. (All workings should form part of the answer) 
(PYP 10 Marks May '23} 

Answer 11 
Cash Flow Statement of Flora Limited from Operating Activities For the year ended 31" March, 2023 

~ ~ 

Net profit before taxation (W.N.1) 92,000 

Adjustment: Depreciation on Furnit ure & Fixtures 5,000 

Depreciation on Vehicles 2,200 

Profit on sale of land ("! 125000 • "! 100000) (25,000) 

Loss on sale (Veh icle) 800 

Profit on sale of long-term investm ents (8,000) 

Interest received (6,500) 

Interest on debent ures 12,000 

Goodwil l w r itt en o ff 13,000 (6,500) 

Operatln2 profit before working capital chane:es 85,500 

Increase in Stock in Hand (8,000) 

Increase in Bills Receivab les (3,650) 

Decrease in Trade Receivables 6,000 

Decrease in Bil ls payable (2,000) 

Increase in Trade Payables 4,000 

Increase in outstanding expenses 1,500 (2,150) 

Cash generated from Operations 83,350 

Less: Income t axes paid 9,000 

Cash flow from Operating activities 74,350 
Alternative presentation: 
Cash Flow Statement of Flora l imited from Operating Activities For the year ended 31st March, 2023 

" 
Net profit before taxation (W.N. 1) 92,000 
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Adjustment: Depreciation on Furniture & fixtures 5,000 

Depreciation on Vehicles 2,200 

Profit on sale of land (25,000) 

Loss on sale (Vehicle) 800 

Profit on sale of long- term investments (8,000) 

Interest received (6,500) 

Interest on debentures 12,000 

Goodwill written ott 13,000 

Operating profit before working capital changes 

Increase in inventory (8,000) 

Decrease in Trade receivables• 2,350 

Increase in Trade payables*• 2,000 

Increase in outstanding expenses 1,500 

Cash generated from Operations 

Less: Income taxes paid 

Cash flow from Ooerating activities 
• 1(18,150 +46,000) - {14,500 + 52,000)] •• ((11,000 49,000) - {13,000+45,000)] 

Working Notes: 
1. Net Profit before Taxation 

Increases In Profit and Loss A/c (93,000-52,000) 

Increases In General Reserve {90,000-60,000) 

Inter im dividend Paid \\ I I I I ' 
Transfer- provision for Taxation I I 
Increase in retained earnings{Net Profit before Taxation) J 

2. Provision for Taxation Account 

lit 

"o Bank (Balancing figure) 9,000 By Ba lance b/ d 

• o Balance c/ d 18,000 By Profit and loss account 

27,000 

3. Vehicles Account 

Particulars (>:) 

Opening Balance 28,000 

Less: Depreciation (2,200) 

Less: Closing Balance (22,000) 

Book value of vehicle sold 3,800 

Less: Sa le Value (3,000) 

Loss on sale of Vehicle 800 

Question 12 

(6,500) 

85,500 

(2,150) 

83,350 

9,000 

74,350 

41,000 

30,000 

5;000 

16,000 

92,000 

lit 

11,000 

16,000 

27,000 

On the basis of the following information prepare a Cash Flow Statement for the year ended 31st March, 
2023 (Using direct method): 
(i) Total sales for the year were>: 796 crores out of which cash sales amounted to>: 524 crores. 
{Ii) Receipts from credit customers during the year, totalled 'I' 268 crores. 
(iii) Purchases for the year amounted to~ 440 orores out of whioh credit purchase was 800/o. 

Balance, in creditors as on 1.4.2022 lit 168 crores 
31.3.2023 -: 184 crores 
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(iv) Suppliers of other consumables and services were paid 0: 38 crores in cash. 
(v) Employees of the enterprises were paid 40 crores in cash. 
(vi) Fully paid 9% Preference shares of the face value of 0: 64 crore.s were redeemed. Equity shares of the face 

value of 'o:: 40 crores were allotted as fully paid up at premium of 20%. 
(vii) 10% Debentures of 'o:: 40 crores at a premium of 10% were redeemed. Debenture holders were issued 

equity shares in lieu of their debentures. 
(viii) 'o:: 52 crores were p.iid by way of income ta>C. 
{ix) A new machinery costing 'o:: 50 crores was purchased in part e><change of an old machinery. The book value, 

of the old machinery was ': 26 crores. Through the negotiations, the vendor agreed to take over the old 
machinery at a higher value of 
0: 30 croras. The balance was paid in cash to the vendor. 

(x) Investment costing': 36 cores were sold at a loss of 0: 4 crores. 
(xi) Dividends totaling': 30 crores was also paid. 
(xii) Debenture interest amounting 0: 4 crore was paid. 
(xiii) Non-cash e,cpenditure incurred during the current year was 1.2 crores 

1. Dividands declared during the current year was 15% on equity share capital {ESC = 
2. 'o::120 crores). 
On 31st March 2022, Balance, with Bank and Cash on hand totalled II: 4 crores. (RTP Nov '23} 

Answer 12 
Cash flow statement (using diract method) for the year ended 31st March, 2023 

(': in crores) (': in crores) 

Cash flow from operating activities 

Cash sales 
,;', , 524 ..--, I 

Cash collected from credit customers ) 268 :·~~- I 
Less: Cash paid to suppliers for goods & services and to ~·11 
employees ( Refer Working Note) (502) 

Cash from operations 290 

Less: Income tax paid (52) 

Net cash from operating activities 238 

Cash flow from invest ing act ivit ies 

Net Payment for purchase of M ach ine (SO - 30) (20) 

Proceeds from sale of invest ments 32 

Net cash from investing activities 12 

Cash flow from financing activities 

Redemption of Preference shares (64) 

Proceeds from issue o f Equity shares 48 

Debenture interest paid (4) 

Dividend Paid (30) 

Net cash used in financing activit ies (50) 

Net increase in cash and cash equivalents 200 

Add: Cash and cash equivalents as on 1.04.2022 4 

Cash and cash equivalents as on 31.3.2023 204 

Working Note: 
Calculation of cash aid to su · oods and services and to cm c,c,s 

(11: In crores) 

168 

Add: Purchases (440 x .8 ) 352 

Tot al 520 
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Less: Closing balance in Creditors Account 184 
Cash paid to suppliers of goods 336 
Add: Cash purchases (440 x .2) 88 
Total cash paid for purchases to suppliers (a) 424 
Add: Cash paid to suppliers of other consumables and services (b) 38 
Add: Payment to employees (c) 40 

Total cash paid to suppliers of goods & services and to employees [(a)+ (b) + (c)] 502 

Multiple Choice Questions {MCQsl 

1. Crown Ltd. wants to prepare its cash flow statement. It sold equipment of book valu<> of"( 60,000 at a gain 
of "( 8,000. The amount to be reported in Its cash flow statement under operatine activities is (SM} 
(a) Nil 
(b) 8,000 
(c) 68,000 
(d) 60,000 

Ans: (a) 

2. While preparing cash flows statement, an entity (other than a financial institution) should disclose the 
dividends received from Its investment in shares as (SM} 
(a) Operating cash inflow 
(b) Investing cash inflow 
(c) Financing cash inflow 

(d) Cash & cash equivalent 
Ans: (b) 

3. XYZ Co. is a financial enterprise. In its cash flow statement, interest paid and dividends received should be 
{SM} 
(a) Classified as- operating cash flows 
(b) Classified as financing cash flows 
(c) Not shown In casi, flow statement 
(d) Classified as Investing cash flows 

Ans: (a) 

4. In the cash flow statement, 'cash and cash equiv.ilcnts' do not include (SM} 
{a) Bank balances 
(b) Short-term investments readily convertib le into Cash are subject to an Insignificant risk of changes In 

value 
(c) Cash balances 

( d) Loan from bank 
Ans: (di 

5. While preparing a Cash Flow Statement using the Indirect method as required under AS 3, which of the 
following will not be deducted from/added to the Net Profit to arrive at the "Cash flow from Operating 
activities"? {SM} 
(a) Interest income 
(b) Gain on sale of a fixed asset 
(c) Depreciation 
(d) Gain on sa le of inventory 

Ans: (d) 

6. How should the dividend paid by the Company should be disclosed in the Cash Flows Statement: (MTP 2 
Marks Dec'24} 
(a) Cash flows from Operating Activities 
(b) Cash flows from Investing Activities 
(c) Cash flows from Financing Activities 
(d) No disclosure In Cash Flow Statement 

Ans: (c) 
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CONCEPTS OF THIS CHAPTER 

• Definition and identification of reportable segments 

• Primary and secondary segment reporting formats 

• Business and geographical segments 

• Identifying reportable segment s 

• Disclosures 

QUICK REVIEW OF IMPORTANT CONCEPTS 

LOR Questions 
QS 

Identifying Reportable Segments as Primary Segment or Secondary Segment 

• If the risks and returns of an enterprise are affected predominently by the differences in the Products and 
services, its primary segment will be business segment and geographic segment w ill be secondary. 

• If the risks and returns of an enterpr ise are affected predominently by the fact that it operates in different 
geographical areas, its primary segment wil l be geographical segment and business segment w ill be 
secondary. 

Criteria for Identifying Reportable Segments 

• Revenue Test segment revenue>=lO % of all segment revenues 

• Resul t Test Segment result>=lO % of higher of segments in profit or loss 

• Assets Test Segment assets>=10% of total assets of all segments 

• Management choice- Management may designate any segment as reportable segment despite Its size 
even if tests are not satisfied 

• 75% Test- is external revenue of reportable segment <75% of enterprise revenue 

Segment Revenue/ Expenses 

I Is aggregate of Does not include 

• Portion of enterprise revenue/expense that is directly • Extraordinary items as defined in AS 5 
attributable to a segment, 

• Relevant portion of enterprise revenue/expense t hat • Interest or dividend income/expense 

..... can be al located_ on _a _reasonable basis to a segment,_ and __ 
• •• • • • •• • • • • H • • •••• • • • •••• • • • •• • • • •• • • • •• • • • • H • • • • •• • • • •• • • • ••- • • • • •• • • • • H • >• H oo o••• • • • ••+• H • • • • ••••• 

• Revenue from/Expenses relating to transactions with • Gains/Loss on sales of investments or on 
other segments of the enterprise. extinguishment of debt. 

• Income Tax expense, General ad mi nlstratlve and 
head-office expenses, unless directly attributable to 
a segment's operating activities. 

Seemcnt Result= Segment Revenue - Seement Expense 

Segment Assets 
Oper:iting :issets 

• that are employed by a segment 
In its operating activities and are 
either directly attributable or 
al located on a reasonable basis 

___ to a segment. -·- -·- - - --·--·- - --

Seement liabil ities 

Include 

• If a segment's result includes 
interest or dividend income, its 
assets include related receivables, 
loans, and investmen ts 

Do not include 

• Income tax assets; 

• assets used for general 
enterprise or head-office 
purposes. 
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Operating liabilit ies 

that result from the operating 
activities of a 

segment and that either are 
directly attributable to the 
segment or can be allocated to the 
segment on a reasonable basis. 

Primary R<iporting Format 

Include 

If the segment result of 

a segment includes 
interest 
segment 
include 

expense, i ts 
liabilities 

the related 
interest-bearing 
liabilities. 

Income t ax 
liabilities; 

Does not include 

borrowings and other liabilities 
that are incurred for financing 

rather than operating purposes. 

An enterprise should disclose the following for each primary reportable segment: 
• Segment revenue: External sales and inter-segment t ransactions 
• Segment result 

• Total segment assets 
• Total segment liabilities 
• Capital expenditure on long-term tangible and intangible assets 
• Depreciation and amortization expense for segment assets 
• Significant non-cash expenses (excluding depreciation and amortization) included in segment expenses 

Secondary Segment Information 

If the primary format is a business segment, the enterpr ise should also report: 
• Segment revenue by geographical area for regions contributing 10% or more of total revenue 
• Total segment assets by geographical location for regions w ith 10% or more of total assets 
• Capital expenditure by eeographical location for regions w ith 10% or more of total assets 

If the primary format Is geographical segments, t he enterprise should also repor t for each business segment 

contributing 10% or more of revenue or assets: 

• Segment revenue from external customers 

• Total segment a.ssets 
• Capital expenditure on long-term tangible and intangible assets 

Question & Answers 

Question 1 
Whether Interest expense relating to overdrafts and other operating liabilities identified to a particular 
segment should be included in the segment expense or not? {RTP Sep'24} 

Answer 1 
The interest expense relating to overdrafts and other operating liabilities identified to a particular segment 
should not be included as a part of the segment expense unless the operations of the segment are primarily of 

a financial nature or unless the int erest is included as a part of the cost of inventories. 

Question 2 

A Company has an inter-segment transfer pricing policy of charging at cost less 5%. The market prices are 
generally 20% above cost. You are required to examine whether the policy adopted by the company is correct 
or not? {MTP 5 Marks Nov '21 & April '23, RTP Jon'25} {RTP May'21, Nov'20, May'22, Nov '19, May'18, Nov'22, 
SM} 

Answer 2 
AS 17 'Segment Reporting' requires that inter-segment transfers should be measured on the basis t hat the 
enterpr ise actually used to pr ice these transfers. The basis of pricing inter- segment transfers and any change 
therein should be disclosed in the financial statements. Hence, the enterprise can have its own policy for pricing 
inter -segment transfers and hence, inter-segment transfers may be based on cost, below cost or market pri ce. 
However, whichever policy is followed, the same should be disclosed and applied consistently. Therefore, in the 
given case Inter-segment transfer pricing policy adopted by the company is correct if followed consistently. 
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Question 3 

a) Company A is engaeed in the manufacture of chemicals. The company manufactures five types of 
chemicals th:it have different appllc:itions. Can this company Include more than one type of chemical In 
:> single business sei:ment? Comment. 

b) Is an enterprise required to disclose changes in the basis of allocation of revenue and expenses to 
segments? Explain. (RTP Nov '2l} 

Answer 3 

a) As per AS 17, "A business segment is a distinguishable component of an enterprise that is engaged in 
providing an individual product or service or a group of related products of services and that is subject to 
risks and returns that are different from those of other business segments. factors t hat should be 
considered in det ermining whether product s or services are related include: 
(a) the nature of the products of services; 
( b) the nature of the productions processes; 
(c) the type of class of customers for the products or services; 
(d) the methods used to distribute the products or provide the services; and 
(e) if applicable, the nature of the regu latory environment, for example, banking, insurance, or public 

utilit ies." 
As per provisions of t he st andard, a single business segment does not include products and services with 
significantly differing risks and returns. Products and services included in a single business segment may be 
dissimilar w ith respect to one or several factors listed above but are expected to be similar w ith respect t o 

majority of the factors . In the present case, the Company should consider whether the chemicals w ith different 
applications, have similar risks end ret urns. For t his purpose, the Company should ascertain whether one or 
more types of chemicals are related keeping in view the relevant factors including those given in the definition 
of business segment. Chemicals having different applications can be included in a single business segment if 
majority of the relevant factors including those listed above are similar. This would ensure that the chemicals 
having significant ly different risks and returns are not Included in a single business segment. 
b) As per AS 17, "Changes in accounting policies adopted for segment reporting that have a material effect on 

segment Information should be disclosed. Such disclosure shou ld include a descr iption of the natu re of 
t he change, and the financial effect of the change if it is reasonablydeterminable." It also states tha t " some 
changes in accounting policies relate specifically to segment reporting. Examples include changes in 
identification of segment s and changes in the basis for allocating revenues and expenses to segments. 

Such changes can have a significant impact on the segment information reported but will not change 
aggregate financial information reported for the enterprise. To enable users to understand and impact 
of such changes, t his Statement requires the disclosure of the nature of change and t he financial effect 
of the change, if reasonably determinable". 
In view of the above, a change in the basis of allocation of revenue and expenses to segments is a change 
in the accounting policy adopted for segment reporting. Accordingly, i f the change has a mater ial financial 
effect on the segment information, a description of the nature of the change, and the financial effect of 
the change, if i t is reasonably det erminable, should be disclosed. 

Question 4 
Company A is engaged in the manufacture and sale of products, which constitute two distinct business 
segments. The products of the Company are sold in the domestic market only. The management information 
system of the Company ls oreanlzed to reflect operatlne Information by two broad market seements, rural 
and urban. Besides the two business segments, how should Company A Identify eeoeraphical seements? Do 
geographical segments exist within the same country? Explain in line with the provisions of AS 17. (RTP May 
22) (SM) 

Answer 4 
AS 17 explains that, "a single geographical segment does not include operations in economic environments with 
significantly differing risks and returns. A geographical segment may be a single country, a group of two or more 

countries, or a region w ithin a country" . Accordingly, to identity geographical segments, Company A needs t o 
evaluate whether the segments reflected in t he management information system function in environments that 
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are subject t o significantly differ ing risks and returns irrespective of the fact whether they are within the same 

country. 
The Standard recognizes t hat, "Determining the composit ion of a business or geographical segment involves a 
certain amount of judgement ... ". Accordingly, while the management information system of the Company 
provides segment information for rural and urban geographical segments for the purpose of internal reporting, 
Judgement is required to determine whether these segments are subject to significantly differing risks and 
returns based on the definition of geographical segment. In making such a judgement, aspect like different 
pr icing and other policies, e.g., credit policies, deployment of resources between different regions etc., may be 
considered for the purpose identifying 'urban and 'rural' as separate geographical segment. Company A, in 
making judgment for identifying geographical segments, should also consider the relevance, reliability and 
comparability over time of segment information that will be reported. The Standard, explains that, " In making 
that judgement, enterprise management takes into account the objective of reporting financial information by 
segment as set forth in the standard and the qualit ative charact eristics of financial statement s. The quali tative 
characteristics include t he relevance, rel iability and comparability over time of financial informat ion that is 

reported about the different groups of products and services of an enterprise and about its operations in 
particular geographical areas, and t he usefulness of that information for assessing the risks and returns of t he 
enterprise." 

Question 5 

The accountant of Parag limited has furnished you with the following data related to its Business Divisions: 
(~ in Lacs) 

Division A B C D Total 
Segment Revenue 100 300 200 400 1,000 
Saemcnt Result 45 -70 80 -10 45 
Sei:ment Assets 39 51 48 12 150 

You are requested to identify the reportable segments in accordance with the criteria laid down in AS 17. (PYP 
S Marks, Nov 20} {Similar ta PYP Jan 22 & Nov 19 but different figures, SM) {MTP 5 Marks Sep '23} {RTP Nov 
'23} 

Answer 5 
As per AS 17 'Segment Reporting', a business segment or geographical segment shou Id be identified as a 
reportable segment if: 
Its revenue from sales to external customers and from other transactions w ith other segments is 10% or more 
of the total revenue- external and Internal of all segments; or 
Its segment result whether profit or loss is 10% or more of: 
• The combined resu lt of all segments in profit; or 

The combined result of all segments in loss, whichever Is greater in absolute amount; or Its segment assets are 
10% or more of the total assets of all segments. 
On the basis of revenue criteria, segments A, B, C and D • all are reportable segments. 
On the basis of the result criter ia, segments A, Band Care reportable segments (since their results in absolute 
amount is 10% or more of 125 Lakhs). On the basis of asset criteria, all segment s except Dare reportable 

segments. Since all the segment s are covered in at least one of the above criteria, all segments have to be 
reported 

Exam Insights: This question was on AS 17 "segment reporting" and examinees were to identify the segments 

required to be reported and to discuss whether the view of the accountant considering only two segments as 

reportable, is justi fied. Many of the examinees did conclude correctly that all the segments are reportable and 

did not give the justification by identifying, which segment is reportable, according to which criteria of the 

standard. 

Question 6 

Answer any four of the following: 
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VIVTZU Ltd. has 5 business segments. Profit/ loss of each of the segments for the year ended 31st March,2022 
has been provided below. You are required to identify from the following whether reportable segments or 
not reportable segments, on the basis of "profitability test" as per AS-17. 

Segment Profrt ( loss) '{ in lakhs 
A 225 
B 25 
C (175) 
D (20) 
E (105) 

(PYP 5 Morks May'22, SM} 

Answer 6 
As per AS 17 'Segment Reporting', a business segment or geographical segment should be identified as a 
reportable segment if: 
Its segment results whether profit or loss is 10% or more of: 
• The combined result of all segments in profit; i.e., '!; 250 lakhs or 
• The combined result of all segments in loss; i.e.,'!; 300 Lakhs Whichever is greater in absolute amount i.e., 

'!; 300 Lakhs . 
Operating Absolute amount of Profit or Reportable Segment Yes or No 
Segment Loss ('!; In lakhs) 

A 225 Yes 
8 25 No 
C 175 Yes 
D 20 No 
E 105 Yes 

On the basis of the profitability test (result criteria), segments A, C and E are reportable segments (since their 
results in absolute amount is 10% or more of'!; 300 lakhs i.e., 30 lakhs). 

Question 7 
Garnet Limitc,d has 4 operatine seements. The total revenue (Internal :ind cxtemal) :ind assets are set out as 
below: 

Segment Inter Segment Sales EKternal Sales Total Assets 

Fan 3,200 10,900 23,700 

lieht 200 1,400 13,200 

Lamp 0 1,500 4,200 

Printer 1,100 200 3,400 

TOTAL 4,500 14,000 44,500 

How many reportable seements does Garnet l imited have as per t he Revenue and Assets criteria elven in AS 
17? State Reasons for your answer. (PYP 5 Marks Nov'23} 

Answer 7 
As per AS 17 'Segment Reporting', a business segment or geographical segment should be identified as a 
reportable segment if: Its revenue from sales to external customers and from other t ransactions with other 
segments is 10% or more of the total revenue- external and internal of all segments; or Its segment assets are 
10% or more of the total assets of all segments. If the total external revenue attributable to reportable segments 
constitutes less than 75% of total enterprise revenue, additional segments should be identified as reportable 
segments even if they do not meet the 10% thresholds until at least 75% of total enterprise revenue is included 
in reportable segments. This is not appl icable in the given case. In the given case 75% of External Reven ue is '1': 

10,500 Lakhs (~ 14,000 >< 75%) and the total External Revenue from Reportable segments is '1': 12,300 Lakhs. So, 
no need to add Reportable segments. On the basis of turnover criteria segment Fan is reportable segment as its 
sales are more than 1,850 lakhs (10% of '!; 18,500 lakhs). Moreover, tota l external revenue attributable to 
reportable segment is also more than 75% of the total en terprise revenue. On the basis of asset criteria, Fan and 
light are reportable segments as their assets are more than 4,450 lakhs (10% of'!; 44,500 lakhs). 
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Question 8 

Tho Chiof Accountant of Cotton Garments Limited glvos tho following data regarding Its fiv<1 scgmonts: 
(~ in Cro rc) 

P11rtlcufars A 8 C D E Total 

Segment Assets 40 15 10 10 5 80 
Segment Results (95) 5 5 (5) 1 5 (75) 

Seement Revenue 310 40 30 40 30 450 -
The Chief Accountant is of the opinion that segment "A" alone should be reported. Is he justified in his view? 
Examine his opinion in the light of provisions of AS 17 'Segment Reporting'. 
{MTP 5 Marks March '23) {RTP May '20 & May '23) {PYP 5 Marks, Jan 21) {Similar to RTP Nov 20 & Nov 19 but 
different figures) {PYP 5 Marks May '23} 

Answer 8 
As per para 27 of AS 17 'Segment Reporting', a business segment or geographical segment should be identified 
as a reportable segment if: 
(i) Its revenue from sales to external customers and from other transactions with other segments is 10% or 

more of the total revenue- externa l and internal of all segments; or 
(ii) Its segment result whether profit or loss is 10% or more of: 

(1) The combined result of all segments in profit; or 
(2) The combined result of all segments in loss, whichever is greater in absolute amount; 

or 
(iii) Its segment assets are 10% or more of the total assets of all segments. 
Further, if the total external revenue attributable to reportable segments constitutes less than 75% of tota l 
enterprise revenue, additional segments should be identified as reportable segments even if they do not meet 
the 10% thresholds until at least 75% of total enterpril.e revenue is included in reportable segments. 
Accordingly, 
(a) On the basis of revenue from safes criteria, segment A is a reportable segment. 
(b) On the basis of the result crite ria, segments A & E are repo rtable segments (since their resu lts in 

absolute amount is 10% or more of~ 100 crore). 
(c) On the basis of asset criteria, all segments except E are reportable segments. 
Since all t he segments are covered in at least one of the above criteria, all segments have to be reported upon 
in accordance with AS 17. Hence, the opinion of chief accountant that only segment 'A' is reportable is wrong. 

Multiple Choice Questions {MCQ)s 

1. As per AS 17, reportable segments are those whose total revenue from extern.JI soles and Inter-segment 
soles is {SM} 
(a) 10% or more of the total revenue of all segments 
(b) 10% or more of the total revenue of all exte rnal segments 
(c) 12% or more of the total revenue of all segments 
(d) 12% or more of the total revenue of all external segments 

Ans: (a) 

2. Which of the following statements is correct? {SM} 
(a) Management has a discretion to include a segment as a reportable segment even if it passes the 10% 

materiality test. 
(b) Management has a discretion to include any segment as a reportable segment If it fa il s the 12% 

material ity test. 
(c) It is mandatory for the management to include the segment as a reportable segment if It passes the 10% 

materiality test. 
(d) It is not mandatory for the management to include the segment as a reportable segment if it passes the 

10% materiality test. 
Ansr: (c) 
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3. Which of the following statements is correct? {SM} 
(a) The overall test of 75% considers only external revenue to compute the threshold limit. 
(b) The overall test of 75% considers only internal revenue to compute the threshold limit. 
(c) The overall test of 75% considers both internal and external revenue to compute the threshold limit. 
(d) It is management choice whether they want to include both external and internal revenue for computing 

threshold limit. 
Ans: (a) 

4. Which of the following statements is correct? {SM} 
(a) The 10% test computed on the basis of revenue, considers both internal and external revenue to 

compute the threshold limit. 
(b) The 10"/4 test computed on the basis of revenue, considers only external revenue to compute the 

threshold limit. 
(c) The 10% test computed on the basis of revenue, considers only internal revenue to compute the 

threshold limit. 
(d) It is management choice whether they want to include both external and internal revenue for computing 

threshold limit. 
Ans: (a) 

5. Which of tho following statements Is correct? {SM} 
(a) In case of 10% test based on profit/loss, we need to consider that any segment whose profit or loss is 

10% or more than the net profit or netloss respectively of all segments taken together becomes 
reportable segment. 

(b) In case of 10% test based on profit/loss, we need to consider that any segment whose profit or loss is 
10% or more than the net profit (after netting the losses) of all segments taken together becomes 
reportable segment. 

(c) In case of 10% test based on profit/loss, we need to consider that any segment whose profit or loss is 
10% or more than the net profit or loss (whichever is higher in absolute figures) of all segments taken 
together becomes reportable segment. 

(d) In case of 10% test based on profit/loss, we need to consider that any segment whose profit or loss is 
10% or more than the net profit or loss (whichever Is lower In absolute figures) of all segments taken 
together becomes reportable segment. 

Ans: (c) 
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CONCEPTS OF THIS CHAPTER 

• Need for related party relationship disclosure 

• Identifying related party relationships 

• Parties not t reated as related parties 

• E><emption from related party disclosure 
• Disclosure requirements under AS-18 

QUICK REVIEW OF IMPORTANT CONCEPTS 

Related Party Relationships 

LOR Questions 

Q3 

• Part ies are considered to be related I • if at any t ime during the report ing period ·--·--- - - --·--- -·- - - ·-- --·- --·--·--- - - ·-- --·--- ·-- ·--·--•f..-•--- - - - - --·--- --·--·--·-·-- ·--·--·- - - ·--·--- - - ·-- --·--- - - · 
• one party has the ability to control the other party I • or exercise signi ficant influence over the ot her party ·-- -- - - - - --·--·- - - --·--- - - --·--- -- --·--- -- --·--·--·r-·--- - - - - --- -- --·--- -·- --·-- --- - - --·--- - - --·--- -- - - · 
• in making financial and/or operat ing decisions. ! 

Control includes 

• Ownership, directly or indirectly, of more than one half of the voting power of an enterprise 

• Control of the composition of the board of directors in the case of a company or of the composition of the 
corresponding governing body in case of any other enterprise 

• Substantial int erest in voting power and the power to direct, by statute or agreement, the f inancial and/ or 
operating policies of t he enterprise. 

Substantial lnteresi• An enterprise/Individual is considered to have a substantial Interest in another enterprise 
That ent erpr ise or individual owns, directly or indirectly, 20"/o or more interest in t he voting power of t he other 
enterprise 

Associate- Associate is an enterprise in which an invest ing reporting party Has signi ficant influence And wh ich is 
neither a subsidiary nor a joint venture of that party 

Significant Influence• Significant influence is participat ion in the financial and/or opera ting policy decisions of an 
enterprise, but not control of those policies 

• Significant influence may be gained by share ownership, statute or agreement 

• As regards share ownership, if an investing party holds, directly or indirectly, through intermediaries, 20% 

or more of t he voting power of the enterpr ise, i t is presumed that t he investing party does have significant 
influence, unless it can be clearly demonstrated that this is not the case. 

• A substant ial or majority ownership by another investing party does not necessarily preclude an investing 
party from having significant influence. 

In relation to an indiv idual, Relative means 
Spouse, son, daughter, brother, sister, f at her and mother. Any person who may be expected to influence or be 
influenced by, that individual and which is neither a subsidiary in his/her dealings w ith the reporting enterprise. 

Holdine Comp3ny• A company having one or more subsidiaries is a holding company 

Subsidiary Company• In which another company (the holding company) holds, eit her by Itself and/ or through 
one or more subsidiar ies, more than one-half, in nominal value of its equity share capital; or 
of which another company (the holding company) cont rols, either by itself and/ or through one or more 
subsidiaries, the composit ion of its board of directors 

Disclosure by Reporting Enterprise : 
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• Name of the transacting related party 

• Description o f the relationship between the parties 

• Nature of the transactions 

• Volume of transactions (amount or proportion) 

• Any other relevant elements for understanding the financial statements 

• Outstanding amounts and provisions for doubtfu l debts from related parties at the balance sheet date 

• Amounts written off or wr itten back for debts due from or to related parties 
Question & Answers 

Question 1 
Will transactions with related parties, for services provided/received free of cost, be required to be disclosed? 
A Limited has a corporate communications department, which centralises the public relations function for the 
whole group of A Limited and its subsidiaries. No charges are, however, levied by A Limited on its subsidiaries 
and accordingly, these transactions are not given accounting recognition. Would these constitute related 
party transactions requiring disclosure under AS 18 in the standalone financial statements of A Limited? {RTP 
Jan'25} 

Answer 1 
These transactions wou ld require disclosure under AS 18 in the standalone fi nancial statements of A Limited. 
As per paragraph 10 o f AS 18, a related party transaction is "a transfer of resources or obligations between 

relat ed parties, regardless of whether or not a price is charged". In the given situation, there is a transfer o f 
resources from A Limited to it s subsidiaries, though no pr ice is charged for the same. Hence, i t wil l constitute as 
related party transaction and will require disclosure in the financial statements of A Ltd. 

Question 2 

i . A Ltd. enter Into an a1grt1ement with Mr. Bhola for running a businRSS for a fixed amount payable, to the 
l.1ter every year. The contract states that tho day-to-day management of the business will be handled by 
Mr. Bhola, while all financial and operating policy decisions are taken by the Board of Directors of the 
Company. Mr. Bhola does not own any voting power in A Limited. 

ii. Shri Manoj a relative of key management personnel received remuneration of 11: 3,50,000 for his services in 
the company for the period from 1st April, 2022 to 30th June, 2022. On 1st July, 2022, he left the service. 

You are required to suggest how the above transactions will be treated as at the closing date i. e . on 31st 
March, 2023 for the purposes of AS 18· Related Party Disclosures. {RTP May'24} 

Answer 2 
i. Mr. Bhola w ill not be considered as a related party of A Ltd. in view of provisions o f AS 18 " Related Party 

Disclosures" which states, "individuals owning, directly or indirectly, an interest in the voting power o f the 
reporti ng enterpr ise that gives them control or significant Influence over the enterprise, and relatives of any 
such individual are related parties". 
In the given case, in the absence o f share ownership, Mr. Bhola would not be considered to exercise 
significant influence on A Limited, even though there is an agreement giving h im the power to manage the 
company. Further, the fact that M r Bhola does not have the ability to direct or instruct the board of directors 
does not qualify him as a key management personnel. 

i i. According to AS 18 on 'Related Party Disclosures', parties are considered to be relat ed if at any time during 

t he reporting period one party has the ability to control the other party or exercise signifi cant influence over 
t he other party in making financial and/or operating decisions. 
Hence, Shri Manoj, a relative of key management personnel should be identified as related party for 
disclosure in the financial statements for the year ended 31.3.2023 as he received remuneration for his 
services in the company for the period from 1st April, 2022 to 30th June,2022. 

Question 3 

(i) Mr.Raj a rel:itive of key management personnel received remuneration of Rs. 2,50,000 for his services 
in the company for the period from 1.4 .2020 to 30.6.2020. On l . 7 .2020, hc left the service. Should the 
relative be identified as at the closing data i.c,. on 31.3.2021 for the purposc,s of AS 18? (MTP 5 Marks 
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March 21, Oct'20, Mar'22, Old & New SM) (Same concept different figures PYP 2.5 Marks July'21, PYP 2.5 
Marks, Nov '18) 

(ii) X Ltd. sold goods to its associate Company during the 1st quarter ending 30.6.2020. After that, the 
related party relationship ceased to exist. However, goods were supplied as were supplied to any other 
ordinary customer. Decide whether transactions of the entire year need disclosure as related party 
tr:>ns:,ction. (MTP 5 Maries March 21, Oct'20, Mar'22 & Oct '23, SM} 

Answer 3 
(i) According to AS 18 on 'Related Party Disclosures', part ies are considered to be related if at any time during 

the reporting period one party has the ability to control the other party or exercise sign ificant influence 
over the other party in making financial and/or operating decisions. Hence, Mr. Raj, a relative of key 
management personnel should be identified as related party for disclosure in the financial statements for 
the year ended 31.3.2021. 

(ii) As per AS 18, t ransactions of X ltd. with its associate company for the first quarter ending 30.06.2020 only 
are required to be disclosed as related party transactions. The transactions for the period in which related 
party relationship did not exist need not be reported. 

Question 4 
You are required to identify the related parties in the following cases as per AS 18: 
M Ltd. holds 61 % shares of S Ltd. 
S Ltd. holds 51 % shares of F Ltd. 
C Ltd. holds 49% shares of F Ltd. 
(Give your answer· Reporting Entity wise for M Ltd., S Ltd., C Ltd. and F Ltd.) (MTP 5 Maries May 20 & Sep '22) 
{PYP 2.5 Maries May 18) 

Answer 4 
(:,) Reporting entity- M Ltd. 

• S Ltd. (subsidiary) Is a related party 
• F l td.(subsidiary) is a related party 

(b) Reporting entity- S Ltd. 
• M l td. (holding company) is a related party 
• F l td. (subsidiary) is a related party 

(c) Reporting entity- F Ltd. 
• M Ltd . (holding company) is a related pa rty 
• S l td. (holding company) is a related party 
• C Ltd. (investor/ investing party) is a related party 

(d) Reporting entity- C Ltd. 
• F l td. (associate) is a related party 

Question 5 
(i) On the basis of provisions of AS 18 'Related Party Disclosures': Identify the related parties In the 

following cases: 
X Limited holds 60% shares of Y Limited 
Y Limited holds 55% shares of W Limited 
Z Limited holds 35% shares of W Limited 

(ii) Himalaya Limited sold goods for~ 40 lakhs to Aravalli limited during financial year ended on March 31, 
2022. The Managing Director of Himalaya limited owns 80% shares of Aravalli l imited. The sales were 
made to Aravalli limited at normal selling prices followed by Himalaya limited. The chief accountant of 
Himalaya limited contends that these sales need not require a different treatment from the other sales 
made by the company and hence no disclosure is necessa ry as per AS 18. You are required to comment 
on this. {MTP 5 Marks March '23, RTP Nov '20) {Same concept different figures RTP May'20, RTP Nov'18, 
SM} 
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Answer 5 
(i) X Ltd., Y Ltd. & W Ltd. are related to each other. Z Ltd. & W Ltd . are related to each other by virtue of 

associate relationship. However, neither X Ltd. or Y Ltd . is related to Z Ltd . and vice versa since neither 
control nor significant influence exists between them. 

(ii) Himalaya Ltd. and Aravall i Ltd are related parties since key management personnel of Himalaya Ltd. i.e. 
i ts managing director holds 80% In Aravall i Ltd. and hence disclosure of transaction between them is 
required irrespective of whether the transaction was done at normal sell ing price. Hence the contention 
of Chief Accountant of Himalaya Ltd t hat these sales require no disclosure under related party 
Transactions, is w rong. 

Question 6 

R Ltd. has 60% voting right in S Ltd. S Ltd. has 15% voting right in T Ltd. R Ltd. 
directly enjoys voting right of 10% in T Ltd. T Ltd. is a listed company and regularly supplies goods to R Ltd. 
The management ofT Ltd. has not disclosed its reh,tionship with R Ltd. You are required to assess the situation 
from the view point of AS 18 on Related Party Disclosures. {RTP May 21) 

Answer 6 
AS 18 'Related Party Disclosures', defines related party as one that has at any t ime during the report ing period, 
the ability t o control the other party or exercise significant influence over the other party in making financial 
and/or operating decisions. 
Definition for Control 

Here, control is defined as ownership directly or indirectly of more than one-half of the voting power of an 
enterprise; and Significant Influence is defined as participation in the financial and/or operating policy decisions 
of an enterprise bu t not con trol of those policies. 
Nature of Relationship 
R Ltd. has direct economic interest in T Ltd. to the extent of 10%1 and through S Ltd. In which it is the majority 
shareholders, it has further control of 9% In T Ltd. (60% of S Ltd.1s 15%). These two taken together (10% + 9%) 
make the total control of 19%. 
Conclusion 
In the present case, control of R Ltd . In T Ltd. directly and through S Ltd., is only 19%. Significant influence may 
also not be exercised as an investing party (R Ltd,) holds, directly or indirectly through intermediaries only 19% 
of the voting power of t he T Ltd. Accordingly, R Ltd. and T Lt d. are not related parties. Hence related party 
disclosure, as per AS 18, is not required, 

Question 7 

SP hotels Limited enters into an agreement with Mr. A for running its hotel for a fixed return payable to the 
later every year. The contract Involves the day-to-day management of the hotel, while all financial and 
operating policy decisions are taken by the Board of Directors of the company. Mr. A does not own any votini: 
power In SP Hotels Limited. Would he be considered as a related party of SP Hotels Limited? Also explain the 
required related party disclosure requirements under AS 18? (MTP 5 Marks April 21, Sep '23, RTP Nov 22, PYP 
5 Marks July'21} {Sama concepts but lesser adjustments as RTP Nov'lS, May'1S} 

Answer 7 
M r. A wil l not be considered as a related party of SP Hotels Limited in view of AS 18 which st ates, "individuals 

owning, directly or indi rectly, an interest in the voting power of the reporting enterprise t hat gives them control 
or significant influence over the enterprise, and relatives of any such individual" , In t he given case, in t he absence 
of share ownership, Mr. A v1ould not be considered to exercise significant influence on SP Hotels Limited, even 
though there is an agreement giving him the power to manage the company, Further, the fact that Mr. A does 
not have the abili ty to direct or instruct the board of directors does not quali fy him as a key management 
personnel. 
Related Party Disclosures: Name of the related party and nature of the related party relationship where control 
exists should be disclosed irrespective of whether or not there have been transactions between the related 
parties. 
This is to enable users of financial statements to form a view about the effects of related party relationships on 
the enterprise. 
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If there have been transactions between related parties, during the existence of a related party relationship, the 
reporting enterprise should disclose the following: 
(i) The name of the transacting related party; 
(ii) A description of the relationship between the parties; 
(iii) A description of the nature of transactions; 
(iv) Volume of the transactions either as an amount or as an appropriate proportion; 
(v) Any other elements of the re lated party transactions necessary for an understanding of the financial 

statements; 
(vi) The amounts or appropriate proportions of outstanding items pertaining to related parties at the balance 

sheet date and provisions for dou btfu l debts due from such parties at that date; 
(vii) Amounts written off or written back in the period in respect of debts due from or to related parties. 

Question 8 
a) In respect of a key supplier who is dependent on the company for its existence and the company enjoys 

influence over the prices of this supplier (which may not be formally demonstrable), can the supplier and 
the company be considered as related parties? 

b) Define uKey management personnel" in the context of AS 18. (RTP May '22) 

Answer 8 
(a) The supplier and the company cannot be considered to be related parties merely because the latter is able to 

infl uence the transaction price between the parties. Paragraph 3 of AS 18 states that "enterprises that directly, 
or indirectly through one or more intermediaries, control, or are controlled by, or are under common control 
with, the reporting enterprise" are considered to be related party relationships. However, the conditions 
which define the existence of control, as follows, are not satisfied in the given example. 
• 'ownership, directly or indirectly, of more than one-half of the voting.power of an enterprise, or 
• Control of the composition of the board of directors in the case of a company or of the composition of 

the corresponding governing body in case of any other enterprise, or 
• a substantial interest in voting power and the power to direct, by statue or agreement, the financial 

and/or operating policies of the enterprise". 
Paragraph 10 of the standard defines significant influence as "participation in the financial and/or operating 
policy decisions of an enterprise, but not control of those policies". In the given example, although the supplier 
and the company have entered into a commercial transaction, the terms of which are influenced by the latter 
because of its better bargaining power in the specific market for such goods, it cannot be concluded that there 
is participation in the financial and/or operating policy decisions. Therefore, as the conditions specified by the 
Standard for being classified as a related party are not satisfied in the given example, the company cannot be 
said to be related to the suppl ier. This view is supported by pa ragraph 4 of the Standard which states that "a 
single customer, suppli er, franchiser, distributor, or general agent with whom an enterprise transacts a 
significant volume of business merely by virtue of the resulting economic dependence" would not be deemed 
to be rela ted parties. 

{b) In context of AS 18, "Key ma nagement personnel" are those persons who have the authority and responsibility 
for planning, directing and controlling the activities of the reporting enterprise. For example, in the case of a 
company, the managing director(s), whole time director(s), manager and any person in accordance with 
whose directions or instructions the board of directors of the compa ny is accustomed to act, are usually 
considered key management personnel. 

Question 9 
(a) Omega Bank Limited holds 25 per cent of the voting power of B Limited. Omega Bank Limited also provides 

flnanco by way of a loan to B limited at market rates of inter<!st, on account of which, Omega Bank Limited 
would have the power to nominate one person to the board of directors of B Limited. Any major 
transactions proposed to be entered Into by B Limited would need the consent of Omega Bank Limited. 
Would Omega Bank Limited be considered as related party for B Ltd. (reporting enterprise)? 

(b}A Limited has two Associates, B Limited and C Limited, and owns 25 per cent of the voting power of B 
Limited and 30 per cent of the voting power of C Limited. Would Be Limited be considered a related party 
for the purpose of financial statements of C Limited? (RTP Nov '21) 
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Answer 9 
(a) Omega Bank Limited would be a related party of B Limited. As per AS 18 "associates and joint ventures of the 

reporting enterpr ise and the investing party of venture in respect of w hich the report ing enterprise is an 
associate or a joint venture" are related party relationship. Further, an associate has been defined as "an 
en terprise in which an investing report ing party has significant influence and w hich is neither a subsidiary nor 
a joint venture of the party" . Signif icant influence hasbeen defined to be" particl pation in t he fin a ncla I and /or operating 
policy decisions of an enterprise, but not control of those policies" . Further, it is given In the standard that significant 
in fluence may be gained by share ownership, agreem ent or statute. As regards share ownership, there is a 
presumption that ownership of 20 per cent or more of the voting power enables the enterprise to exercise 
significant influence, unless it could be clearly demonstrated otherwise. In the given example, Omega Bank 
Limited exercises sign ificant influence over B Limited by virtue of ownership of 25 per cent o f t he voting 
power. 
Omega Bank Limited is also a provider o f finance for B Limited (as it has provided a loan to B Limited), and 

as per the standard, a provider of finance is deemed not to be a relat ed party during i ts normal dealings 
w ith the enterpri se by virtue only of t hose dealing. However, in this case, the exemption would not be 
available to Omega Bank limited as the exercise of significan t influence o f Omega Bank Limited over B 
Lim ited has been demonstrated on account of ownership o f more than 20 per cent of voting power. 
Accordingly, Omega Bank Limited would be construed to be a related party In the financial statem ents of B 
Limited and consequently, the latter would be required to disclose the transactions w ith Omega Bank 
Limited In its financial statements. 

(b) Both B Limited and C Limited are 'associates' of A Lim ited. Follow-associates cannot be regarded as a related 
parties only by vi rtue of the relationship. AS 18 states that "enterprise that directly, or indirectly th rough 
one or more in termediaries_, control, or are controlled by, or are under common cont rol w ith, the reporting 
en terprise" are related parties. Further, i t is given t hat "associates and joint ventu res of the reporting 
en terprise and the investing party or venture in respect o f w hich the reporting enterprise is an associat e or 

a joint venture" are also related parties. As B Limited is not an associate of C Limited, nor is it being controlled, 
directly or indirectly, by C Lim ited or is not so controlling C Limited, i t is not a related party of C Limited. 

Question 10 
Answer the following with respect to AS-18: 
(i) WIWITSU Ltd . sold goods of ~ 2,00,000 to its associate company for the lstquarter ending 30.06.2022. 

After that the related party relationship ceased to exist. However, goods were supplied to any other 
ordinary customer. Decide whether transactions of the entire year have to be disclosed as related party 
transaction. 

(ii) If the majority of directors of Arjun Ltd. constitute the majority of the Board of another Company 
Bheem Ltd. in their individual capacity as professionals {and not by virtue of their being Directors in 
Arjun Ltd.). Are both the companies related? 

(iii) Asha ltd. sells all the manufactured furniture of "t 1,00,00,000 to Sasha Ltd, as per agreement. Sasha 
ltd . is the only customer to Asha ltd . In the financial statements, Asha Ltd. wants to present Sasha 
company as o related party. Comment on the disclosure requirement. (PYP S Marks May 123} 

Answer 10 
i) As per AS 18, parties are considered to be re lated if any time during the reporting period one party has 

the ability t o control the ot her part y or exercise significant influence over the other party. Transactions 
of WIWITSU Ltd. with its associate company for the first quarte r ending 30.06.2022 only are required t o 

be disclosed as related part y transactions as the company has the ability to exercise significant influence 
only till 30.6.2022. 
The transactions for the period in which related party relationsh ip did not exist need not be reported. 

ii) In the given case, Ar jun ltd. cannot be said to control the composition of board of directors of Bheem ltd. 
as the d irectors have been appointed in their ind ividual capacity as professionals and not by virtue of 
their being directors In Arjun Ltd. 
Hence, it cannot be concluded that the companies are related merely because the majority of the directors 
of one company became the majority of the directors of the second In their Individual capacity as 
professionals. 
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iii) In the context of AS 18, a single customer, supplier, franchiser, dist ributor, or general agent with whom 
an enterprise transacts a significant volume of business cannot be construed as Related Party Relationship 
merely by virtue of the resul ting economic dependence. There is an economic dependence between the 
companies but no one controls or exercise significant influence on the other. 

In the given case, Asha Ltd. need not report Sasha Company as its related party in its financial statements. 

EXAM INSIGHTS: This part of the question Is based on AS 18 'Related Party Disclosu res' wherein th ree 

situations have been given to analyze and decide whether the related pa rty relationship exists or not. Most 

of the examinees we re able to analyze and gave the satisfactory answers. 

Multiple Choice Questions (MCQs) 

1. Ara the following statements in relation to related parties true or false, according to AS·l8 Related Party 
Disclosures? 
A) A party is related to another entity that it is jointly controlled by. 
B) A party is related to another entity that it controls. {SM} 

Statement (A) Statement (B) 
(a) False False 
(b) False True 
(c) True False 
(d) True True 

Ans: (d) \\ 

2. Which of the following is not a related party as ,nvisaged by AS-18 Related Party Disclosures? {SM} 
(a) A director of the entity 
(b) The parent company of the entity 
(c) A shareholder of the entity that holds 1% stake in the entity 
(d) The spouse of the managing director of the entity 

Ans: (c) 

3. According to AS· l8 Rdated Party Disclosures, related party transaction is a transfer of resources or obligations 
between related parties - provided a price is charged for such transfer.{SMJ 
(a) True 
(b) False 

Ans: (b) 

4. According to AS-18 Related Party Disclosures, parties are considered to be related, if and only if at the end of 
the reporting period • one party has the ability to control the other party or exercise significant influence over 
the other party in making financial and/or operating decisions. {SM} 
(a) True 
(b) False 

Ans: (b) 

5. According to AS•l8 Related Party Disclosures, which ONE of the following is not a related party of Skyline 
limited? {MTP 2 Marks Mar'24, SM} 
(a) A shareholder of Skyline Limited owning 30% of the ordinary share capi tal 
(b) An ent ity providing banking faciliti es to Skyl ine Limited in the normal course of business 
(c) An associate of Skyline limited 
(d) Key management personnel of Skyline Limited 

Ans: (b) 
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CONCEPTS OF THIS CHAPTER 
• Basic Earnings Per Share 
• Issues with numerator (earnings) 
• Issues with denominator (weighted avg. shares) 
• Di luted Earnings Per Share 
• Issues with numerator ( earnings) 
• Issues with denoml nator (weighted avg. shares) 
• Dilutive potential equity shares 
• Restatement of EPS 
• Disclosures 

QUICK REVIEW OF IMPORTANT CONCEPTS 

Basic Earnines Per Sh:ire 
Basic earnings per share is calculated as 

Net profit (loss) attributable to equity shareholders 

LOR Questions 

QS 

\~leighted average number of equity shares outstanding during the period 

• For calculating basic earnings per share, the net profit or loss for the period :ittribut:ible to equity 
shareholders should be the net profit or loss after dedl!ctlng pre ference dividends and any attributable tax 
thereto for the period. 

• All items of income and expense which are recognised in a period, including tax expense and extraordinary 
items, are included in the determination of the net profit or loss for the period. 

• In a rii:hts issue, the exercise price is often less than the fair value of the shares. A rights issue usually includes 
a bonus element. 

Fair value per share inunediately prior to the exercise of rights 

Theoretical ex - rights fair va lue per share 

Diluted Earnings per Share 
Where an enterprise has equity shares of different nominal values but with the same dividend rights, the number 
of equity shares is calculated by converting all such equity shares into equivalent number of shares of the same 
nominal value. 

In calculatine dilutc,d earnings per share, c,ffcct is given to all dilutive potential equity shares that were 
outst:inding during the period, that is: 

• The net profit for the period attributable to equity shares is: 
• Increased by the amount of dividends recognised in the period in respect of the dilutive potential equity 

sha res as adjusted for any attributable change in tax expense for the period 
• Adjusted for the after-tax amount of any other changes in expenses or income that would resu lt from the 

conversion of the dilutive potential equity shares 
• The weighted average number of equity shares outstanding during the period is increased by the weighted 

average number of additional equity Shares which would have been outstanding assuming the conversion of 
all dilutive potential equity shares. 

Chapter 4.5 AS 20· Earning Per Share 4.5-1 



Question & Answers 

Question 1 

AB Limited is a company engaged In manufacturing industrial packa>eing equipmcmt. As per the terms of an 
agreement entered with its debenture holders, the company is required to appropriate adequate portion of 
its profits to a specific reserve over the period of maturity of the debentures such that, at the redemption 
date, the reserve constitutes at least half the value of such debentures. As such appropriations are not 
available for distribution to the equity shareholders, AB Limited has excluded this from the numerator in the 
computation of Basic EPS. Is this treatment correct as per provisions of AS 20? {RTP Nov 21} 

Answer 1 
The approp riation made to such a mandatory reserve created for t he redemption of debentures would be 
included in the net profit attributable to equity shareholders for the computation o f Basic EPS. AS 20 states 
t hat "For the purpose o f calculating basic ea rnings pe r share, the ne t profit or loss for the pe riod attributable 
to eq uity sha reholders should be the net profit or loss for the pe riod afte r deducting pre fe re nce dividends and 
any attributabl e tax the reto for the pe riod" . With an emphasis on the phrase attributable to equity 
sha reholders, it may be construed that such amounts appropria ted to mandatory reserves, though not 
available for dis tribution as dividend, are stil l attributable to eq uity shareholders. Acco rdingly, these amounts 
shou ld be includ ed in the computation of Basic EPS. In view o f this, the treatment made by t he company is not 
correct. 

Question 2 

In the following list of shares issued, for the purpose of c:1lcuhition of weiehtod average number of shares, from 
which date, weight is to be considered: 
(i) Equity Shares issued in exchange of cash, 
(ii) Equity Shares issued as a result of conversion of a debt instrument, 
(iii) Equity Shares issued in exchange for the settlement of a liability of the enterprise, 
(iv) Equity Shares issued for rendering of services to the enterprise, 
(v) Equity Shares issued in lieu of interest and/or principal of another financial instrument, 
(vi) Equity Shares issued as consideration for the acquisition of an asset other than in cash. 
{RTP Moy '21, New SM) 

Answer 2 
The following dates should be conside red for conside ration o f weights for the purpose of calculation of 
weighted average number of shares In the given situations: 
(i) Date of Cash receivable 
(ii) Date of conversio n 
(iii) Date on which settlement becomes effective 
(iv) When the se rvices a re rendered 
(v) Date when inte rest ceases to accrue 
(vi) Date on which the acquisition is recognized. 

Question 3 

a) Stock options have been granted by AB Limited to its employees and they vest equally over 5 years, i.e., 20 
per cent at the end of each year from the date of grant. The options will vest only if the employee is still 
employed with the company at the end of the year. If the employee leaves the company during the vesting 
period, the options that have vested can be exercised, while the others would lapse. Currently, AB Limited 
includes only the vested options for calculating Diluted EPS. Should only completely vested options be 
included for computation of Diluted EPS? Is this in accordance with the provisions of AS 20? Explain. (SM) 

b) X Limited, as at March 31, 2021, has income from continuing ordinary operations of Rs. 2,40,000, a loss 
from discontinulne operations of Rs. 3,60,000 and accordinely a net loss of Rs. 1120,000. The Company has 
1,000 c,quity sharc,s and 200 potential c,quity sharc,s outsbndlne as at March 31, 2021. You arc rc,qulred to 

4.5·2 Chapter 4.5 AS 20- Earnine Per Share 



compute Basic and Diluted EPS? {RTP May 22} 

Answer 3 
a) The current method of calcula ting Diluted EPS adopted by AB limited is not in accordance with AS 20. The 

calculation of Diluted EPS should include a ll potential equity sha res, i.e., a ll the stock options granted at the 
balance sheet date, which are d ilutive In nature, irrespective of the vesting pattern . The options that have 
lapsed during the year should be included for the portion of the period the same were outstanding, pursuant 
to the requirement of the standard . 
AS 20 states that "A potential equity share is a financial instrument or other contract that entitles, or may 

entitle, its holder to equity shares". Options including employee stock option plans under which employees 
of an enterprise are entitled to receive equity shares as pa rt of their remuneration and o ther similar plans 
are examples of potential equity shares. Further, for the pu rpose of calculating diluted earnings pe r share, 
t he net profit o r loss for the period attributable to equity shareholders and the weighted average number of 
shares outstanding during the period should be adjusted for the effects of all dilutive potent ial equity shares. 

b) As per AS 20 "Potential equity shares should be treated as d ilutive when, and only when, their conversion to 
equity shares would decrease net profit per share from continuing ordinary operations". As income from 
continuing ordinary operations, ~2,40,000 would be considered and not Rs. {1,20,000), for ascertaining 
whether 200 potential equity shares are dilutive or anti-dilutive. Accordingly, 200 potential equity shares 
would be dilutive potential equity shares since their incl usion would decrease the net profit per share from 
continuing o rdi nary operations from Rs . 240 to Rs. 200. Thus the basic E. P.S would be Rs. (120) and d iluted 
E.P.S. would be Rs. (100). 

Question 4 

Explain the concept of 'weighted average number of equlty shares outstanding during the period'. Also 
compute, based on AS 20, the weighted average number of equity shares In the followine case: {MTP 5 Marks 
April 21, April 22) 

No. of shares 

1st April, 2020 Balance of equity shares 7,20,000 

31st August, 2020 Equity shares issued for cash 2,40,000 

1st February, 2021 Equity shares bought back 1,20,000 

31st March, 2021 Balance of equity shares 8,40,000 

Answer 4 
As per AS 20, "Earnings Per Share", the weighted average number of equity shares outstanding during the 
period reflects the fact that the amount of shareholders' capital may have varied during the period as a result 
of a larger or less number of shares outstanding at any time. For the purpose of calcu lating basic earnings per 
share, the number of equity shares should be the weighted average nu mber of equity shares outstanding 
during the period. 
Weighted average number of equity shares: 

7,20,000 X 5/12 = 3,00,000 shares 
9,60,000 X 5/12 = 4,00,000 shares 
8,40,000 X 2/12 = 1,40,000 shares 

= 8,40,000 shares 

Question 5 

WIWIT2U limited has a wholly owned subsidiary BC limited. The Group prepares consolidated Financial 
Statements for the year ended 31st March, 2024. WIWIT2U Limited {in its separate financial statements) has 
incurred a loss of ~ 2 crorc during the year, while the consolidated profit for the group during the year is 11( 40 
lakh. 
WtWITZU Limited has S,00,000 shares outstanding as at 31st March, 2024. Further, it has er:intc,d options to 
Issue equity shares as at that date. In respect of such options, 1,00,000 shares ;1re considered to be the shares 

Chapter 4.5 AS 20- Earning Per Share 4.5-3 



issued for no consideration. There are no changes in income or expenses that are expected from the issue of 
equity shares on exercise of these options. 

Calculate Basic and Diluted EPS for WIWITZU Limited for separate financial statements and for the Group. {RTP 
Jan'25} 

Answer 5 
Computation of earnings per share 

Particulars Consolidated financial Standalone financial 

statements statements of WIWITZU 
Limited 

Basic "( 8 (40,00,000/ 5,00,000) ("( 40) (2,00,00,000/ 
earnings/(loss) per share 5,00,000] 
Diluted earnings/ (loss) per "( 6.66 (40,00,000/ ('!; 40) (2,00,00,000/ 
share 6,00,000] 5,00,0001 

As per paragraph 39 of AS 20 "Potentia l equity shares should be treated as dilutive when, and only when, their 
conversion to equity shares would decrease net profit per share from continuing ordinary operations. 
In the above case, if the exercise of options was considered for separate fi nancial statemen ts of WIWITZU 
limited, the diluted loss per share would have reduced to"( 33.33 (2,00,00,000/6,00,000J. As this is antidilutive, 
the options would not be treated as potentially dilutive equity shares. Accordingly, in the separate financial 
statements of WIWITZU limited, the Diluted EPS would be same as Basic EPS. 

Question 6 

"At the time, calculating dllutc,d earnings per share, c,ffect is given to all dilutive, potential equity shares that aro 
outstanding during tho poriod". Comment and also calculate the basic and dilub1d earnings per share for the 
year 2020-21 from the following information: 

( i) Net profit after t.>x for the year V !J '< 64,12,500 

(ii) No. of equity shares outstanding 15,00,000 

(iii) No. of 9% convertible debentures of"( 100 issued on 1st July,2020 75,000 

(iv) Each debenture is convertible into 8 Equity Shares 

(v) Tax relating to interest expenses 35% 

(PYP 5 Marks Dec'21) 

Answer 6 
In calculating diluted earnings per share, effect is given to all dilutive potential equity shares that were 
outstanding duri ng the period." As per AS 20 'Earnings per Share', the net profit or loss for the period attributable 
to equity sha reholders and the weighted average number of shares outstanding* during the period should be 
adjusted for the effects of all dilutive potential equity shares for the purpose of calculation of diluted earnings 
per share. 
Basic EPS for the year 2020-21= 64,12,500/15,00,000 = ii; 4.275 or ii; 4.28 
Computation of diluted carnings pcr sharc for year 2020-21 
_ Adjusted net profit for the current year 

\.Veighted average numbel' of equity Sha res 

Adjusted net profit for the curren t year will be (64,12,500 + 5,06,250 - 1, 77,188) = "( 67,41,562 
No. of equity shares resu lting from conversion of debentures: 6,00,000 Shares (75,000 >< 8) 
Weighted average no. of equity shares used to compute diluted EPS: 
(15,00,000 Xl2/12+ 6,00,000X9/12) = 19,50,000 Shares 
Diluted earni ngs per share: (67,41,562/19,50,000) = ii; 3.46 
Working Note: 
Interest expense for 9 months = 75,00,000x9%x9/12 ='!; 5,06,250 
Tax expense 35 % on interest is '(1,77,188 (5,06,250 x 35%) 
*Weighted average number of equity shares outstanding during the period is increased by the weighted 
averai:e number of additional equity shares which would have been outstanding assuming the conversion of 
all dilutive potential equity shares. 
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Question 7 

The following Information is provided to you: 
Net profit for the year 2022 "'! 72 00 000 
Weighted average number of equity shares outstanding during the year 2022: 30,00,000 shares 
Average Fair value of one equity share during the year 2022: 0:25.00 
Weighted aver:ige number of shares under option during the year 2022: 6,00,000 shares 
Exercise price for shares under option durine the year 2022: 0:20.00 

You are required to compute Basic and Diluted Earnings Per Share as per AS 20. (PYP 5 Marks Nov'22) 

Answer 7 
Comput:ition of Basic earnings per share 

Earnings Shares 

" Net profit for t he year 2022 72,00,000 

eight ed average no. of shares during year2022 30,00,000 
Basic earnings per share (72,00,000/30,00,000) 

Computation of Diluted earnings per share 

Earnings Shares 
-: 

Net profit for the year 2022 72,00,000 

Weighted average no. of shares during 30,00,000 
year2022 I \ 

Number of shares under option I 6,00,000 

Number of shares that would have been 
issued at fa ir value 

(6,00,000 X 20.00)/25.00 (4,80,000) 

Diluted earnings per share 72,00,000 31,20,000 

Earnings/Share 

" 
2.40 

Earnings/Share 
-: 

n n 
\I 11 l / 
, ' ., 

2.31 

(rounded-off) 

Note: The earnings have not been increased as the total number of shares has been increased only by the 
number of shares (1,20,000) deemed for the purpose of the computation to have been issued for no 
consideration. 
To the extent that partly paid shares are not entitled to participate in dividends during the reporting period 
they are considered the equivalent of options. 

Question 8 ('~ LOR 

From the following information, you arc required to compute the b:isic and adjusted Earnings per share: 

Net profit for 2015·16 11 lakh 
Net rofit for 2016-17 15 lakh 
No. of shares issued before rights issue 5lakhs 
Right issue One for every 5 held 
Right issue price 15 per share 
Last date of exercising right option 1-06-2016 
Fair value of shares before right issue 21 per share 

(MTP 5 Marks- Mar'l9, Mar'18) (Same concept different figures MTP 5 Marks May'20, MTP 5 Marks Sep'22, RTP 
Nov'201 RTP Nov'l8, May'23, Nov'231 PYP 5 Marks Nov'l91 SM, RTP Sep'24, PYP 5 Marks Nov'23) 

Answer 8 
Computation of theoretical ex-rights fair value per Share 
Fail• value o( all outstanding sha1·es immediately prior to exercise of rights+ Total amount received f1·om exercise of t•ights 

Numbe1· of Sba1•es outstanding pl'io1• to exercise +number of Shat'es issued in the exercise 
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( Rs.21.oox s ,00,000 Shans)+(Rs.15.00 x ·t,00.000 Sbans) 

5,00,000 Shares+ ·t.00,000 Shares 

Theoret ical ex-rights fair value per share = Rs. 20.00 
Computation of earnings per sh:,re 
(a) Computation of adjustment f:,ctor 
(b) Fair value per share prior to exercise of 1'ights- (21,00) l 

- (20.00) = Theoretical ex- l'iehts value uer share 
.05 

Year 2015-16 Year2016-17 
EPS fo r the yea r 2015-16 as originally reported: Rs.2.20 
(Rs. ll,00,000/5,00,000 shares) 
EPS for the year 2015-16 restated for rights issue: Rs.2.10 
(Rs. 11,00,000/ (5,00,000 shares x 1.05)] 
EPS for the year 2016-17 including effects of righ ts issue Rs. 2.55 

15,00,000 

( 2) 10 5,00,000 X 1.05 X lZ + (6,00,000 X 1 2) 

Question 9 

On 1st April 2021 a company had 6,00,000 equity shares of Rs. 10 each (Rs. 5 paid up by all shareholders). On 
1st September, 2019 the remaining Rs. 5 was called up and paid by all shareholders except one shareholder 
having 60,000 equity shares. The net profit for the year ended 31st March, 2022 was Rs. 21,96,000 after 
considerine dividend on preference shares and dividend distribution t ax on such dividend totaling to Rs. 
3,40,000. You arc required to compute Basic EPS for the year ended 31st March, 2022 as per Accounting 
Standard 20 "Earnings P<1r Sharo". {MTP 5 Morks Mor'22, Oct '20 & Oct 12l, Morch '23 & Oct '23, PYP 5 Morks, 
May 1l81 SM) 

Answer 9 

B 
, E • h EPS) Ne t Profit attributable to equity s hareho lders as,c arnings per s a re ( =-------------'--'---------

w e1e:h u1d avo1·aae num bor o f equity sharos ouucandl n: during tho yea r 
2 1,96,0 00 =------------•LS7,6 00 Shores (a::: pet· ~vorkln:; note) 

= Rs. 4.80 per share 

Working Note: 
Calculation of weighted average number of equity shares 
As per AS 20 'Earnings Per Share', partly paid equity shares a re trea ted as a fraction of equity share to the 
extent t hat they were entitled to part icipa te in d ividend relative to a fully paid equity share during the 
reporting period. Assuming that the partly paid shares are entitled to participate in the dividend to t he 
extent of amount paid, weighted average number of shares will be calculated as follows: 

Date No. of equity Amount paid iNeighted average no. of equity shares 
shares per share 

Rs . Rs. Rs. 
1.4.2020 6,00,000 5 6,00,000 X 5/10 X 5/12 : 1,25,000 
1.9.2020 5,40,000 10 S,40,000 x 7 /12 = 3,1S,000 
1.9.2020 60,000 5 60,000 X 5/10 X 7 / 12 = 17,500 

Total weighted average equity shares 4,57,500 

Question 10 

NAT II d ' a ste i ent ty, as on st pr , a t e o ow,ne cap ta 1 A ii 2021 h d h f II i I structure: 

I ~ 

1
10,001000 Equity Shares having face value of" 1 each 10,00,000 

1
10,00,000 8% Preference Shares having face value of~ 10 each 1,00,00,000 

During the year 2021·2022, the company had profit after tax of 'I: 90,00,000 
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On 1st January,2022, NAT made a bonus issue of one equity share for every 2 equity shares outstanding as at 
31st Oecember,2021. 
On lstJanuary,2022, NAT issued 2,00,000 equity shares of 0: 1 each at their full market price of 0: 7.60 per share. 
NAT's shares were trading at 0: 8 .05 per share on 31st March,2022. 
Further it has been provided that the basic earnings per share for the year ended 31st March,2021 was 
previously reported at 0: 62.30. 
You are required to: 
(i) Calculate the basic earnings per share to be reported in the financial statements of NAT for the year ended 

31st March,2022 including the comparative figure, in accordance with AS-20 Earnings Per Share. 
(Ii) Explain why the bonus issue of shares and the shares issue at full market price are treated differently in 

the calculation of the basic earnings per share? {PYP 5 Marks May'22, SM} 

Answer 10 

(i) Calculation of Basic Earnings pe r share for the year ended 31stMarch, 2022 including the compara tive 
figure: 
(a) Earnings for the year ended 31st March, 2021 = EPS x Number of shares outstanding during 2020 -2021 

= 0: 62.30 x 10,00,000 equity shares 
= 0: 6,23,00,000 

(b) Adjusted Earnings per share after taking into considerat ion bonus issue 
Adjusted Basic EPS = Earnings for the year 2020-2021 / Total outstanding shares +Bonus issue 
= 0: 6,23,00,000 / {10,00,000+ S,00,000} 
= 0: 6,23,00,000 / 15,00,000 
= ·ii! 41.53 per share 

(c) Basic EPS for the year 2021-2022 
Basic EPS = Total Earnings - Preference Shares Dividend) / {Total shares outstanding at the beginn ing + 
Bonus issue+ weigh ted average of the shares issued in January, 2022) 
: (0: 90,00,000 - 0: (1,00,00,000 X 8%) / (10,00,000 + 5,00,000 + (2,00,000 X 3/ 12)) 
= 0: 82,00,000 / 15,50,000 shares 
= 0: 5.29 per share 

(ii) In case of a bonus issue, equity shares are issued to existing shareholders for no additiona l 
conside ration . Therefore, the number of equity shares outstanding Is increased without an increase 
in resources. Since the bonus issue is an issue without consideration, the issue is treated as if it had 
occurred prior to the beginning of the year 2021, the earliest period reported, 
However, the share issued at full marke t price does not carry any bonus element and usually results 
in a proportionate cha nge in the resources available to the enterprise. Therefore, it Is taken into 
consideration from the t ime it has been issued i. e. the t ime- we ighting factor is considered based on 
the specific shares outstand ing as a proportion of the total number of days in the period. 

Question 11 

From the following inform:>tion, you ""' required to compute B:>slc :,nd Diluted E:,rnines Per Share (EPS) of 
M/s. WIWITZU Limited for the ye:>r ended 31st March, 2019: 

Net Profit for thi, year 3fti,r tax: 0:75,00 000 
Number of Equity Shares of Rs.10 each outstanding: 0:10,00 000 

1,00,000, 8% Convertible Debentures of Rs. 100 each were issued by the Company at the beginning of the 
year. 1,10,000 Equity Shares were supposed to be issued on conversion. Consider rate of Income Tax as 30% 
{MTP 5 Marks Oct'l8, RTP May 20) {Same concept different figures- MTP 5 Marks Nov'2l, RTP Nov'l9, RTP 
May'l9, RTP Nov'22, RTP May'lB) 

Answer 11 
Computation of b:>sic e~rnings per share 
Net profit for the cu rrent year / Weighted average number of equity shares outstanding during the year 
Rs. 7S,00,000 / 10,00,000 = Rs. 7.SO per share 

C 
• f d'I d . h Adjusted net profit fo?' the curre nt year 

omputat1on o I utc earnings per s are = --'----''---------'-
\Velght• d .avera,e:e number of equity s hares 
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Adjusted net profit for the current year 

Net profit for the current year 

Add: Interest expense for the current year 

Less: Tax relating to interest expense (30% of '{8,00,000) 

Adjusted net profit for the current year 

Number of equity shares resulting from conversion of debentures 
= 1,10,000 Equity shares (given in the Question) 

'{ 

75,00,000 

8,00,000 

(2,40,000} 

80,60,000 

Weighted average number of equity shares used to compute diluted earnings per share 
= 11,10,000 shares (10,00,000 + 1,10,000) 
Diluted earnings per share 

= Rs. 80,60,000/ 11,10,000 
= Rs. 7.26 per share 
Note: Conversion of convertible debentures into Equity Share w ill be dilutive potential equity shares. Hence, 
to compute the adjusted profit the interest paid on such debentures will be added back as the same would 
not be payable in case t hese are converted into equity shares. 

Question 12 

On 1 April 2023, VIWITSU Limited has given the following information: 
'I: 

50,000 equity shares of 'I: 100 oach ('I: 80 paid up by allshareholdcrs) 40,00,000 
2,00,000 8% Prefcronce shares of 'I: 10 each 20,00,000 
10,000, 12% D<!bentures of 'I: 100 <,ach 10,00,000 
(Each debenture is convertible into 3 equity shares of 'I: lOOeach) 

On 1" July 2023, th<! remaining 'I: 20 was called up and paid by all the shareholders except one shareholder 
holding 10,000 equity shares. During the year 2023·24 the company had a profit after tax of'I: 3,44,000. 
Tax rate is 30%. 
You are required to compute Basic and Diluted EPS. {PYP 4 Marks Moy'Z4) 

Answer 12 

8 
· E • h ( EPS Net profit attributable to equjty shareholders as,c arnmgs per s are ) = -----~ ------~~~ -------

\•Yeighted a venge number o f equity shares outstanding during the yeElr 

L,84,000 =------------
46,000 Shants (as p•r working note) 

= '1:4 per share 
Diluted earnings per share 

Net profit for the current year 

No. of equity shares outstanding 

Basic earnings per share 

No. of 12% convertible debentures of 'l:lOOeach 
Each deben ture is convertibl e Into 3 equityshares 

Interest expense for the current year 

Tax relating to interest expense (30%) 
Adjusted net profit for the current year 

No. of equity shares resulting from conversion of 
debentures 

No. of equity shares used to compute dilutedearnings 
per share 

Diluted earnings per share 
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'{3,44,000 
50,000 

'{4 

10,000 

'1:1,20,000 
'1:36,000 

~(1,84,000 + 1,20,000 - 36,000) 
= '{2,68,000 

30,000 

46,000 + 30,000 = 76,000 

2,68,000 / 76,ooo = '1:3 .53 



Working Note: 
1. Net profit attributable to equity share holders = Net profit lesspreference dividends 

Total earnings - preference shares dividend 
":3,44,000 - ~(8% X 20,00,000) 
":3,44,000 - ":1,60,000 
= 0:1,84,000 

2. Calculation of weighted average number of equity shares 
As per AS 20 'Earnings Per Share', part ly paid equity shares are treated as a fraction of equity share to t he 
extent that they were entitled to participate in dividend relative to a fully paid equity share during the 
reporti ng period. Assuming that t he partly paid shares are entitled to participate in the dividend to the 
extent of amou nt paid, weightedaverage number of shares will be calculated as follows: 

Date No. of equity Amount paid Weighted average 
shares per share no. of equity shares 

~ ~ -.: 
01.04.2023 50,000 80 50,000x 80/lOOx 3/12 

= 10,000 
01.07.2023 40,000 100 40,000 X 9/12 

= 30,000 
01.07.2023 10,000 80 10,000x 80/lOOx 9/12 

= 6,000 
Total weighted average equity shares 46,000 

Question 13 

Following information is suppli"d by K ltd .: 
Number of shares outstanding prior to right issue · 2,50,000 shares. 
Right issue · two new share for each 5 outstanding shares (i.e . 1,00,000 new shares) 
Right issue price - -.: 98 
Last date of exercising rights · 30-06-2023. 
Fair value of one equity share immediately prior to exercise of right on 30-06-2023 is~ 102. 
Net Profit to equity shareholders: 2022-2023 a: 50,00,000 

2023-2024 • 0: 75,00,000 
You are required to calculate the basic earnings per share as per AS-20 Earnings per Share. {MTP 4 Marks Nov'24} 
Answer 13 
Fair vaiue of shares mtmediatel}• prior to exercise of rights + Tota l amount r11ceived front exerd se 

Number of shares outstand ing prior to e'.'Cercise + Number of shares issued in the exercise 

102 X2,S O,OOO Sha1•e +~ 98 X l ,0 0,00 0 Share 

3,5 0,000 Sh ares 

Theoretical ex-rights fa ir value per share = -.: 100.86 
Computation of adjustment factor: 

Fair value per share prior to exercise of righu =l 02 /lOO.SG = l .Ol 
T heo retical e :<- r ig h ts value per s hare 

Computation of earnines per share: 
EPS for the year 2022-23 as originally reported: -.: 50,00,000/2,50,000 shares = -.: 20 
EPS for the year 2022-23 restated for rights issue : = 0: 50,00,000/ (2,50,000 shares x 1.01) 

= ~ 19.80 
EPS for the year 2023-24 including effects of rights issue: 
EPS = 75,00,000/3,25,62S* = 0: 23.03 
* ((2,50,000 X 1.01 X 3/12) + (3,50,000 X 9/12}) = 63,125 + 2,62,500 

= 3,25,625 shares 
Note: Financial year (ended 31st March) is considered as accounting year while giving the above answer. 
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Multiple Choice Questions (MCQs) 
1. AB Company Ltd. had 1,00,000 shares of common stock outstanding on January 1. Additional 50,000 shares 

were issued on July 1, and 25,000 shares were re- acquired on September 1. The weighted average number 
of shares outstanding during the year on Dec. 31 is {SM) 
(a) 1,40,000 sha res 
(b) 1,25,000 shares 
(c) 1,16,667 sha res 
(d) 1,20,000 shares 

Ans: (c) 

2. As per AS 20, potential equity shares should be treated as dilutive when, and only when, their conversion 
to equity shares would {SM} 
(a) Decrease net profit per share from continui ng ordinary operations. 
(b) Increase net profit per share from continuing ordinary operations. 
(c) Make no change in net profit per share from continu ing ordinary operations. 
(d) Decrease net loss per share from continuing ordinary operations 

Ans: (a) 

3. As per AS 20, equity shares which are issuable upon the satisfaction of certain conditions resulting from 
contractual arrangements are {SM) 
(a) Dilutive poten tial equity shares 
(b) Contingently issuable shares 
(c) Contractual issued shares 
(d) Potential equity shares 

Ans: (b) 

4. In ease potential equity shares have been cancelled during the year, they should be: (SM) 
(a) Ignored for computation of Diluted EPS. 
(b) Considered from the beginning of the year till t he date they are cancel led. 
(c) The company needs to make an accounting policy and can follow the treatment in (a) or (b) as it 

decides. 
(d) Considered for computation of diluted EPS only if the impact of such potential equity shares would be 

material. 
Ans: (b) 

5. Partly paid-up equity shares are: {SM} 
(a) Always considered as a part of Basic EPS. 
(b) Always considered as a part of Diluted EPS. 
(c) Depending upon the entitlement of d ividend to the shareholder, it will be considered as a part of Basic 

or Diluted EPS as the case may be. 
(d) Considered as part of Basic/ Diluted EPS depending on the accounting policy of the company. 

Ans: (c) 

6. As per AS 20 an enterprise should present/disclose the following: 
(I) the amounts used as the numerators In calcul:,ting basic and dilutc,d earnings per share, and a 

reconciliation of those amounts to the net profit or loss for the period. 
(Ii) the weighted average number of equity shares used as the denominator in calculating basic and 

diluted earnings per share, and a reconciliation of these denominators to each other. 
(Iii) basic and diluted e:,rnlngs per share, even If the amounts discloscd arc negative (a loss per share). 
(Iv) thc nominal value of shares along with the earnings per sh::ire figures. {MTP 2 Marks Nov'24) 
(a) All the statements are correct 
(b) Statements (a), (b) and (c) are correct 
(c) Statements (b), (c) and (d) are correct 
(d) Statements (a), (b) and (c) are correct 

Ans: (a) 
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CONCEPTS OF THIS CHAPTER 
• Discontinuing Operation: Part of entity being disposed of or abandoned, 

affecting fi nancials. 
• Initial Disclosure Event: Event marking start of discon tinuation, t riggering 

disclosure. 
• Recognition & Measurement Principles: Guidelines for identifying and 

valuing assets, liabilities in discontinuation. 
• Presentation & Disclosures: Required reporting of discontinuing operations 

in financial statements 

QUICK REVIEW OF IMPORTANT CONCEPTS 

Discontinuing Operation 
A discontinuing operation is a component of an enterprise 

~\\ 

~ 
LOR Questions 

Q6 

• Pursuant to a single plan, disposing substantially entirely via sale, demerger, or spin-off, piecemeal sale of 
assets and liability settlement, or termination by abandonment. 

• That represents a separate major line of business or geographical area of operations 
• That can be distinguished operationally and for financial reporting purposes. 

Initial Disclosure Event 

The initi:11 disclosure 
event is the occurrence of 

one of the events, 
whichever occurs earlier: 

Presenbtion and Disclosure 

i Enterprise has en tered into a binding sale agreement for substantially 
I all of the assets attributable to discontinuing operation or 
r Enterprise's 6oarcl of directors or simfar governing bodyhas approved __ _ 
I a detailed, formal plan for the discontinuation and made an 
I announcement of the plan. 
! 

Should be presented in the notes of Financial Statements: 

• A description of the discontinuing • The amounts of net cash flows attributable to the operating, investi ng, 
operation{s). and financing activities of the discontinuing operation during the current 

---·--·-----·----·---·----·-----·--·--···---·-financial reporting period _______________________________________________ _ 
• The business or geographical • The amount of pre -tax profit or loss from ordinary activities attributable 

segment(s) in which it is reported. to the discontinuing operation during the current financial reporting 
---·-------·-------·---------·--------·-period, and the income tax expense related thereto. ____________________ _ 
• The date and nature of the initial 

disclosure event. 

• The date or period in which the 
disconti nua nee is expected to be 
completed if known or determi nable. 

• The amounts of revenue and expenses in respect of the ordinary activitie 
attributable to the discontinuing operation during the cu rrent financial 
reporting period. 

• The carrying amounts, as of the balance sheet date, of the total assets to 
be disposed of and the total liabilities to be settled. 

Should be presented on the face of the Statement of Profit & Loss: 

The amount of pre-tax profit or loss from ordinary activities 
attributable to the discont inuing operation during the 
current financial reporti ng period, and the income 
tax expense related thereto 

The amount of the pre-tax gain or loss recognized 
on the disposal of assets or settlement of liabilities 
attributable to the discontinuing 
operation. 
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Question & Answers 

Question 1 

What is thc disclosura rcqulrcmcnt in lntcrlm financial reports as pc,r AS 24 for discontinuing operations? (RTP 
Nov'22} 

Answcr 1 
Disclosure in interim financial reports 
Disclosures in an interim financial report In respect o f a discontinuing operation should be made in accordance 
with AS 25, 'interim Financial Reporting', including: 
(a) Any significant activi t ies or events since the end of the most recen t annual reporting period relating to 

a discontinuing operation and 
(b) Any significant changes in the amount or timing of cash flows relating to the assets to be disposed or 

liabili ties to be settled. 

Question 2 

What are discontinuing operations as per AS 24? Should an cntcrpris" include pr0s0ribod information ,dating 
to a discontinuing operation in its financial statements? {RTP Nov '2l} 

Answer 2 
A discontinuing operation is a component o f an en terprise: 
a. That t he en terprise, pursuant to a single plan, is: 

(i) Disposing of substant ially in its entirety, such as by selling the component in a single transaction or 
by demerger or spin -off of ownersh ip of the component to the enterprise's shareholders or 

(ii) Disposing o f p iecemeal, such as by sel ling off the component's assets and settling its liabilities 
individually or 

(iii) Terminating through abandonment and 
b. That represents a separate major line of business or geographical area of operations. 
c. That can be d istinguished operationally and for financial reporting purposes. 
An enterprise should include prescribed information relating to a discontinuing operation in its financial 
statements, as per requirements of AS 24, beginning w ith the financial statements for the period in w hich 
the init ial disclosure event occurs. 

Question 3 
A consumer goods producer has changed the product line as follows : 

Dish washing Bar Clothes washing Bar 
(Per month) (Per month) 

Jonuory 2021 • Septcmber 2021 2,00,000 2,00,000 
October 2021 • Deccmber 2021 1,00,000 3,00,000 
January 2022 • March 2022 Nil 4,00,000 

The company has enforced a gradual enforcement of change in product line on the basis of an overall plan. 
The Board of Directors has passed a resolution in March 2021 to this effect. The company follows calendar 
year as its accounting ycar. 
You required to advise the company whethcr it should be treated as discontinuing operation or not as per AS 
24? {RTP May '23, MTP 5 Marks Apr'19, Aug118, RTP May'18, SM} 

Answer 3 
As per AS 24 'Discontinuing Operations' , a discontinuing operation is a component of an enterprise: 
(i) t hat the enterprise, pursuant to a single plan, is: 

(1) d isposing of substantially in its entirety, 
(2) d isposing o f piecemeal, or 
(3) terminatfng through abandonment; and 

(ii) that represents a separate major line of business or geographical area of operations; and 
(iii) that can be d istinguished operationally and for financial reporting purposes. 
As per provisions of the standard, business enterprises frequently close facili t ies, abandon products or even 
product lines, and change the size of their work force in response to market forces. While those kinds of 
terminations general ly are not, in themselves, discontinuing operations, they can occur in connection w ith a 
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discontinuing operation. Examples of activities that do not necessarily satisfy cri terion of discontinuing operation 

are gradual or evolutionary phasing out of a product line or class of service, discontinuing, even if relatively 
abruptly, several products w ithin an ongoing line of business; 
In the given case, the company has en forced a gradual enforcement of change in product l ine and does not 
represent a separate major line of business and hence is not a discontinued operation. If it were a discontinuing 
operation, the initial disclosure event is the occurrence of one o f the following, whichever occurs earlier: 
(iv) the enterprise has entered into a binding sale agreement for substantially all of the assets attributable to 

the discontinuing operation; or 
(v) the enterprises board of directors or similar governing body has both approved a detailed, formal plan for 

discontinuance and made an announcement o f the plan. 

Question 4 
Vivi Tsu Ltd. is in the business of manufacture of Passenger cars and commercial vehicles. The company is 
working on a strategic plan to shift from the Passeneer car seement over the coming 5 years. However, no 
specific pl:ins h:ive been drawn up for sale of neither the division nor its assets. As part of its plan it will reduce 
the production of passenger cars by 20% annually. It also plans to commanca anothar new factory for tho 
manufacture of commercial vehicles plus transfer of omployees in a phased manner. 
(i) You are required to comment if mere gradual phasing out In itself can be considered as a 

'Discontinuing Operation' within the meaning of AS 24. 
(ii) If the company passes a resolution to sell some of the assets in the passenger car division and also to 

transfer few other assets of the passenger car division to the new factory, does this trigger the 

application of AS 24? 
(iii) Would your answer to the above be different if the company resolves to sell the assets of the Passenger 

Car Division in a phased but time bound manner? (RTP Sep'24, RTP May'241New SM) 

Answer4 

Mere gradual phasing out is not considered as discontinuing operation as defined under para 3 of AS 24, 
'Discontinuing Operations'. 

Examples of activities that do not necessarily satisfy criterion of the definition, but that m ight do so in 
combination with other circum- stances, include: 
(1) G~adual or evolutionary phasing out o f a product l ine or class of service; 
(2) Discontinuing, even if relatively abruptly, several products within an ongoing line of business; 
(3) Shifting of some production or marketing activities for a particular line of business from one location 

to another; and 
(4) Closing of a facility to achieve productivity improvements or other cost savings. 
In view of the above the answers are: 

(i) No, the companies' strategic plan has no final approval from the board th rough a resolution and there is 
no specific time bound activities like shifting of assets and employees. Above all, the new segment i.e. 
commercial vehicle production line in a new factory has not started. 

(i i) No, the resolution is sal ient about stoppage of the Car segment in definite time period. Though, sale 
of some assets and some transfer proposal were passed through a resolution to the new factory, 
closure road map and new segment starting roadmap are missing. Hence, AS 24 wil l not be applicable. 

(iii) Yes, phased and time bound programme resolved in the board clearly indicates the closure of the 
passenger car segment in a definite time frame and will constitute a clear roadmap. Hence, this 
action wil l attract compliance of AS 24. 

Question 5 
Rohlni Limited is in the business of manufacture of passenger cars and commercial vehicles. The Company is 
working on a strategic plan to close the production of passenger cars and to produce only commercial vehicles 
over the coming 5 years. However, no specific plans have been drawn up for sale of neither the division nor 
Its assets. As part of its prospective plan it will reduce the production of passeni:er c:,rs by 20% annually. It 
olso plans to establish another new factory for the manufacture of commercial vehicles and transfer surplus 
employees In a phasad manner. You are required to comment: 

(i) If mere gradual phasing out in itself can bo considered :,s a 'discontinuing operation ' within the 
meaning of AS-24. 
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(ii) If the Company passes a resolution to sell some of the assets in the passenger car division and also to 
transfer few other assets of the passenger car division to the new factory, does this trigger the 

application of AS-24? 
(iii) Would your answer to the above be different if the Company resolves to sell the assets of the 

passenger car division in a phased but time bound manner? {PYP 5 Marks July 21,New SM} {Same 
concept lesser adjustments RTP May'21) 

Answer 5 
(i) As per AS 24, a discontinuing operation is a component of an enterprise: 

(a) that the enterprise, pursuant to a single plan, is: 
(i) disposing of substantially in i ts entirety, such as by selling the component in a single transaction or 

by demerger or spin-off of ownership of the component to the enterprise's shareholders; or 
(ii) disposing of piecemeal, such as by selling off the component's assets and settling it s liabilities 

individually; or 
(iii) terminating t hrough abandonment; and 

(b) t hat represents a separate major line of business or geographical area of operations; and 

(c) that can be distinguished operationally and for fi nancial reporting purposes. 
Mere gradual phasing out is not considered as discontinuing operation as defined under AS 24, 'Discontinuing 

Operations'. Examples of activities t hat do not necessarily satisfy criterion of the definition, but that might do so 
in combination with other circumstances, include: 
(a) Gradual or evolutionary phasing out of a product line or class of service; 
(b) Shifting of some production or marketing activities for a particu lar line of business from one location to 

another; and 
(c) Closing of a facility to achieve productivity improvements or other cost savings. In this case, it cannot be 

considered as Discontinuing Operation as per AS-24 as t he and ~here is no specific time bound activities 
like shifting of assets and employees. Moreover, the new segment i.e., commercial ve_hicle production line 
in a new factory has not started. 

(ii) No, t he resolution is salient about stoppage of the Car segment in definite time period. Though, sale 

of some assets and some transfer proposals were passed through a resolution to the new factory, but 
the closure road map and new segment starting roadmap are missing. 
Hence, AS 24 wil l not be appl icable and it cannot be considered as Discontinuing operations. 

(iii) Yes, phased and time bound program resolved in the board clear ly indicates the closure of the 
passenger ca r segment in a definite time frame and w ill constitute a clear roadmap. 
Hence, th is action w ill attract compliance of AS 24 and it w il l be considered as Discontinuing Operations 
as per AS-24. 

Question 6 t~ LDR 

What are the disclosure and presentation requirements of AS 24 for discontinuing operations? 
Give four examples of activities that do not necessarily satisfy criterion (a) of paragraph 3 of AS 24, but that 
might do so in combination with other circumstances. {RTP Jan'25, PYP 5 Marks Nov'23, RTP Moy 20, Nov 18, 
May22, SM} 

Answer6 

(i) An enterprise should include the following information relating to a discontinuing operation in its financial 
statements beginning w ith the financial statements for the period in which the initial disclosure event (as 
defined in paragraph lS) occurs: 

4.6-4 

(a) a descr iption of the discontinuing operation(s); 
(b) (b) the business or geographical segment(s) in which it is reported as per AS 17, Segment Reporting; 
(c) the date and nature of the initial disclosure event; 
(d) the date or period in which the discontinuance is expected to be completed if known or determinable; 
(e) the ca rrying amounts, as of the balance sheet date, of the total assets to be disposed of and the total 

liabilities to be settled; 
(f) the amounts of revenue and expenses in respect of the ordinary activities attr ibutable to the 

discontinuing operation during the current financial reporting period; 
(g) the amount of pre-t ax profit or loss from ordinary activities attribut able to the discontinuing operation 

during the current financial reporting period, and the income tax expense related thereto; and 
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(h) the amounts o f net cash flows attributable to the operating, investing, and financing activities of the 
discontinu ing operation during the current financial reporting period. 

(ii) Para 3 o f AS 24 "Discontinu ing Operations" explains the cri teria for determination of discontinuing operations. 
According to Paragraph 9 of AS 24, examples of activities that do not necessarily satisfy cri terion (a) of 
paragraph 3, but that might do so in combination with other circumstances, include: 

(i) Gradual or evolutionary phasing out of a product line or class of service; 
(i i) Discontinuing, even if relatively abruptly, several products within an ongoing line of business; 
(iii) Shifting of some production or marketing activities for a particular line of business from one location to 

another; and 
(iv) Closing o f a facility to achieve productivity improvements or other cost savings. 
An example in relation to consolidated financial stat ements is selling a subsidiary whose activities are similar 
to those o f the parent or other subsidiaries. 

Multiple Choice Questions {MCQs) 
1. AB decided to dispose of its Clothing division as part of its long•term stratogy. 

(a) Date of Board approval • 1st March ZOX1; 
(b) Dato of formal announcement made to affectod parties · 15th March ZOXl . 
(c) Date of Binding Sale agreement -1st July ZOXl; 
(d) Reporting date - 31st March ZOX1 
The date of initial disclosure event would be: {SM} 
(a) 1st March 20X1 
(b) 15th March 20X1 
(c) 31st March 20X1 
( d) 31st July 20X1 

Ans: (b) 
2. To qualify as o component that can be distineulshed operationally and for financial reporting purposes, the 

conditlon(s) to be met is (are}: {SM} 
(a) The operating assets and liabilities of the component can be directly attributed to it. 
(b) Its revenue can be directly attributed to it. 

(c) At least a majority of its operating expenses can be directly attributed to it. 
(d) All of the above 

Ans: (d} 
3. Identify which of the following statements is incorrect? {SM} 

(a) A discontinuing operation is a component of an enterpri se that representsa separate major line of 
business or geographical area of operations. 

(b) A discontinuing operation is a component o f an enterprise that can be distinguished operational ly and 
for financial reporting purposes. 

(c) A discontinuing operation is a component of an enterprise that may ormay not be distinguished 
operationally and for financial reporting purposes. 

(d) A discontinuing operation may be disposed of in its enti rety or p iecem eal, but always pursuant to an 
overall p lan to discontinue the entire component. 

Ans: (c) 

4. ldontify the incorrect statement. {SM} 
(a) Discontinuing operations are Infrequent events, but this does not meanthat al l Infrequent events are 

discontinuing operations. 
(b) The fact that a disposal of a component of an enterprise is classified as a discontinuing operation under 

AS 24 \0/ould always raise a question regarding the enterprise's ability to continue as a going concern. 
(c) For recognising and measuring the effect of discontinuing operations, AS 24 does not provide any 

guidelines, but for the purpose the relevantAccounting Standards should be referred. 
(d) An enterprise shall include a description of the discontinuing operation, in its financial statements 

beginning w ith the financial statement s for the per iod in which the initial disclosure event occurs. 
Answer: (b) 
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CONCEPTS OF THIS CHAPTER 

• Objective & scope of AS 25 
• Content & Minimum components of Interim Financial Report 

• Form & content of Interim Financial Statements 

• Selected Explanatory Notes 
• Periods for Interim Financial Statements 

• Disclosure In Annual Financial Statements 

• Recognition & Measurement principles under the Standard 

QUICK REVIEW OF IMPORTANT CONCEPTS 

LDR Questions 
Q7 

► Interim period is a financial reporting period shorter than a full financial year, it focuses on new activities, 

events, and circumstances and does not duplicate information previously reported. 
:;., Interim f inancial report means a fi nancial report containing either a complete set of fi nancial statements or 

a set of condensed financial statements for an interim period. 

► During the first year of operations of an enterprise, i ts annual financial reporting period may be shor ter than 
a financial year. In such a case, that shorter per iod is not considered as an interim period 

Form and Content of Interim Financial Statements 

• A complete interim financial report should follow the same form and con tent as annual financial statements. 

• Condensed interim financial statements must include key headings, sub-headings, and required explanatory 
notes. 

Selected Explanatory Notes 
An enterprise should include the following information, if material and if not disclosed elsewhere: 

(a) Confirmation of consistent accounting policies or details of changes. 
(b) Seasonal effects on inter im operations. 

(c) Unusual i tems affect ing fi nancials per AS 5. 
( d) Mater ial changes in estimates from prior periods. 
(e) Debt, equity, and share restructur ing activities. 
(f) Dividend detail s for equity and other shares. 
(g) Segment revenue, capita l employed, and resu lts per AS 17. 
(h) Changes in enterprise composition (e.g., mergers, acquisitions, disposals). 
(i) Material changes In contingent liabilities. 

Periods for which Interim Financial Statements arc Required to be Presented 
_______ Statement _______ ,L _________ Current period ____________________ ___ Comparative_period _____ _______ _ 

Balance sheet i End of current in terim period End of immediately preceding financial year -·--·-----·-------·----·T"- --·--- -- -- --- -- -- --- -- --·-- -----·--·--- -- --- -- --·--- -·--- -- --- -- --·--- -
Sta te ment of profit I Current Interim period and Comparable interim per iod and year -to-date 

I 
and loss i cumulatively for the year-to-date of immediately preceding financial year 

-·--·-----·--·-----·--·--·T"- --·--- - - - - --·--- --·--- -·- - - ·-- -----·--·--- - -·--- - - --·--- -- - - ·-- --·--- --·--- -
Cash flow stat ement I Cumulatively for t he current Comparable year-to-date of immediately 

I fi nancial year-to-date preceding financial year 

Materiality 

• Interim measurements rely more on estimates than annual data. 

• Materiality is assessed based on in terim period financial data for clarity 

Revenue Received Seasonally or Occasionally= Should be recognized when they occur 
Cost Incurred unevenly during the FY= should be ant icipated or deferred for interim reporting purposes if, and 

only if, it is also appropriate to anticipate or defer that type of cost at the end of the FY. 
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Question & Answers 

Question 1 

On 30-6-2017, l Limited incurred Rs. 6,00,000 net losses from disposal of a business segment. Also, on 31-7-
2017, the company paid Rs. 1,60,000 for property taxes assessed for the calendar year 2017. How should the 
above transactions be included in determination of net income of l Limited for the six months interim period 
ended on 30-9-2017? {MTP 4 Marks Aug 17) 

Answer 1 

Para 28 of AS 2S "Interim Financial Reporting" states that reve nues and gains should be recognized in interim 
reports on the same basis as used in annual reports. As at September 30, 2017, L Ltd. would report the entire 
Rs. 6,00,000 losses on the disposal of its business segment since the loss was incurred du ring the interim period. 
A cost charged as an expense in an annual period should be al located among the interim periods, which are 
clearly benefited from the expense, through the use of accruals and/or deferrals. Since Rs. 1,60,000 property 
tax payment relates to the entire 2017 calendar year, only Rs. 80,000 of the payment woul d be reported as an 
expense at September 30, 2017, while out of the remaining Rs. 80,000, Rs . 40,000 for Jan. 2017 to March, 2017 
would be shown as paymen t of the outstanding amount of previous year and another Rs. 40,000 related to 
quarter October, 2017 to December, 2017, woul d be reported as a prepaid expense. 

Question 2 

A Ltd. is dc,aling in seasonal products. The following is the quartc,rly salc,s p:>ttcrn of the product: 

Quarter 1 II 111 IV 

Ending 31st March 30th June 30th September 31st December 

20% 20% 50% 25% 

For the first quarter ending 31st March, 2020, A Ltd. gives you the following information: 

Rs. in crore 

Sales 100 

S:ilary :ind other c,xpcnses 60 

Advertisement expc,nses (routine) 4 

Administrative and selling expenses 8 

While preparing interim financial report for the first quarter, A Ltd. wants to defer Rs. 42 crore expenditure 
to third quarter on the argument that third quarter is having more sales, therefore third quarter should be 
debited by higher expenditure, considerine the seasonal nature of business. The expenditures are uniform 
throughout all qu:irters. Calculate the result of first quarter as per AS 25 and comment on the A Ltd. view. 
(RTPNov20} 

Answer 2 

Calculation of the result of first quarter as per AS 25 

Particulars !Rs.in crore) 

Result of first uarter ending 31st March, 2020 

Turnover 100 

Other Income Nil 

Total (a) 100 

l ess: Changes in inven tories Nil 

Salaries and other expenses 60 

Administrative and sell ing expenses (4 + 8) 12 

Total (b) 72 
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I Profit (a )-(b) 28 

As per AS 25 on Interim Financial Reporting, t he income and expense should be recognized when they are earned 
and incurred respectively. As per AS 25, the costs should be anticipated o r deferred only when 
(i) it is appropriat e to anticipate that type of cost at the end of the financial year, and 
(ii) costs are incurred unevenly d uring the financial year of an enterprise. 
The expenditure of Rs. 42 crores made in t he firs t q uarter shall be cha rge in that quarter only i.e., when t hey are 
ea rned and Incurred. Therefore, the a rgument given by A Ltd . re lating to deferment o f Rs. 42 crore Is not tenable 
as expenditures a re uniform throughout all quart e rs. 

Question 3 

F . hf I Ltd . d Ii att u • IS ea ng 1n seasona pr ocl uct sa es pa ern o t e pro u tt f h d ct, quorter wise is as follows: 

1st quarter goth June 10% 

2nd quarter goth September 10% 

3rd quarter 31st December 60% 

4th quarter 31st March 20% 

Information regarding the 1st quorter ending on 30th June, 2018 is os follows: 

Sales 80 crore 
Salary and other expenses 60 crore 
Advertisement expenses (routine) 4 crore 
Administrative and selling expenses 8 crore 

While preparing interim financial report for first quarter Faithful Ltd. wants to defer Rs. 10 crore expenditure 
to third quarter on the argument that third quarter is having more sales therefore third quarter should be 
debited by more expenditure. Considering the seasonal nature of business and the expenditures are uniform 

throughout all quarters, calculate the result of the first quarter as per AS 2!i. Also give a comment on the 
company' s view. {RTP May 19} 

Answer 3 

Accord ing to AS 25 t he Income and Expense should be recognized when they a re earned and incurred 
respectively. Therefore, seasonal incomes will be recognized as and when they occur. Thus, the company's vievv 
is not as per AS 25. 
Correct Statement of Profit or Loss for the quarter ending on 30th June, 2018 would be 

Particulars (Rs.in crore) 

Result o f firs t q uarte r end ing 30th June, 2018 

Turnover 80 

Other Income Nil 

Total (a) 80 

Less: Changes in inventories Nil 

Salaries and other cost 60 

Administrative and selling Expenses (4+8) 12 

Total (b) 72 

Profi t /a)-(b) 8 

Question 4 

To comply with listing rcqulremonts and other stotutory oblleations, Wlvit Su Ltd . prepares intc,rim financial 
reports :at the end of each qu:arter. The company has brought forward losses of Rs. 350 lakhs under Income
tax Law, of which 90% is eligible for sc,t off as pc,r the recent verdict of the Court, that has attained finality. 
No deferred tax asset has been recognized on such losses in view of the uncertainty over its eligibility for set 
off. The company has reported quarterly earnings of Rs. 350 lakhs and Rs. 150 lakhs respectively for the first 
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two quarters of financial year 2017-2018 and anticipates net earnings of Rs. 400 lakhs in the coming half year 
ended March 2018 of which Rs. 50 lakhs will be the loss in the quarter ended December, 2017. The tax rate 
for the company is 30% with a 10% surcharge. You are required to calculate the amount of tax expense to be 
reported for each quarter of financial year 2017-2018. {RTP Nov 18} 

Answer4 
Estimated tax liabi lity on annual income= [I ncome Rs. 900 lakhs - b/f losses Rs. 315 lakhs (90% of 350)] x 33% = 
33% of Rs. 585 lakhs = Rs. 193.05 lakhs 
As per para 29{c) of AS 25 Interim Financial Reporting, income tax expense is recognized in each interim period 
based on the best estimate of the weighted average annual income tax rate expected for the fu ll financial year. 
Thus, estimated weighted average annual income tax rate= Rs. 193.05 lakhs divided by Rs. 900 lakhs=21.45% 

Tax expense to be recognized in each quarter Rs. in lakhs 

Quarter I - Rs. 350 lakhs x 21.45% 75.075 

Quarter II - Rs. 150 lakhs x 21.45% 32.175 

Quarter Ill - {Rs. 50 lakhs) x 21.45% (10.725) 

Quarter IV - Rs . 450 lakhs x 21.45% 96.525 

193.05 

Question 5 

An enterprise reports quarterly, estimates an annual income of II( 10 lakhs. Assume tax rates on 1st II( 5,00,000 
at 30"/4 and on thc balance Income at 40%. The estimated quarterly income are 11(75,000, 'I; 2,50,000, II( 3175,000 
and 'I; 3,00,000. Calculate the tax expanse to be recognizc:d in each quarter. (RTP Nov 17, New SM) 

Answers 
As per para 29 of AS 25 'Interim Financial Reporting', income tax expense is recognised in each interim period 
based on the best estimate of the weighted average annual income tax rate expected for the fu ll financial year. 

~ 

Estimated Annual Income (A) 10,00,000 

Tax expense: 

30% on 'I; 5,00,000 1,50,000 

40% on remaining "5,00,000 2,00,000 

(B) 3,50,000 
Weighted average annual income tax rate = B/ A= 3,50,000/ 10,00,000= 35% 

Tax expense to be recognized in each of the quarterly reports 

Quarter I - " 75,000 x 35% 26,250 

Quarter II - 'It 2,50,000 x 35% 87,500 

Quarter Il l - II( 3, 75,000 x 35% 1,31,250 

Quarter IV - " 3,00,000 x 35% 1,05,000 

" 10,00,000 3,50,000 

Question 6 

Estimated annual income II( l lakh 

(inclusive of Estimated Ca ital Gains earned in Quarter II '<: 20,000 

The estimated income of each quarter is 'I( 25,000 

Tax Rates: 

On Capital Gains 10% 
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On other income: 

First 1' 40,000 30% 

Bal.1nce income 40% 

There is no difference between the estimated taxable income and the estimated accounting income. Calculate 
tax expense for each quarter and for the year. {RTP May 18} 

Answer 6 

Tax Expense: 

On Capital Gains portion of annual income: 

10% of" 20,000 
On other income: 30% of "40,000 + 40% of "40,000 
Total: 
Weighted Average Annual Effect ive Tax Rate: 

On Capital Gains portion of annual Income: (2,000 / 20,000) X 100 = 10% 
On other income: (28,000/ 80,000) X 100 = 35% 

" 2,000 
"28,000 
"30,000 

When income of" 25,000 for 2nd Quarter includes capital gains of 'It 20,000, the tax expense for each quarter 
will be calculated as below: 

Income Tax Expense 

Quart er I "25,000 35% of "25,000 = '(.8,750 

Quarter II Capital Gains: "20,000 10% of "20,000 = "2,000 

Other: '(5,000 35% of 'ltS,000 = '( 1,750 '(3,750 

Quarter Ill 'lt25,000 35% of "25,000 = "8,750 

Quarter IV '(25,000 35% of 'I: 25,000 = '(8,750 

Total tax expense for the 
year I ! ~30,000 

Question 7 

Antarbarti l imited reported a Profit Before Tax (PBT) of" 4 lakhs for the third quarter ending 30-09-20X1. On 
enquiry you observe the following. Give the treatment required under AS 25: 
(i) Dividend income of "l: 4 lakhs received during the quarter has been recognized to the extent of "l: 1 lakh 

only. 
(ii) 80% of sales promotion expenses" 15 lakhs incurred in the third quarter has been deferred to the fourth 

quarter as the sales in the last quarter is high. 
(iii) In the third quarter, the company changed depreciation method from WDV to SLM, which resulted in 

excess depreciation of ii: 12 lakhs. The entire amount has been debited in the third quarter, though the 
share of the third quarter Is only ii: 3 lakhs. 

(iv) it: 2 lakhs extra-ordinary gain received in third quarter was allocated equally to the third and fourth 
quarter. 

(v) Cumulative loss resulting from change in method of inventory valuation was recognizc,d in the third 
quarter of 0: 3 lakhs. Out of this loss 'i: 1 lakh relates to previous quarters. 

(vi) Sale of investment in the first quarter resulted in a gain of'( 20 lakhs. The company had apportioned this 
equally to the four quarters. 

Prepare the adjusted profit before tax for the third quarter. {MTP 5 Marks Oct'l7, SM} 

Answer7 
As per para 36 of AS 25 " Interim Financial Reporting", seasonal or occasional revenue and cost w ithin a financial 
year should not be deferred as of Interim date until i t is appropr iate to defer at the end of the enterprise's 
financial year. Therefore, dividend income, extra-ordinary gain, and gain on sale of investment received during 
3rd quarter should be recognised in the 3rd quarter only. Similarly, sales promotion expenses incurred in the 
3rd quarter should also be charged In the 3rd quarter only. 
Further, as per AS 10, Property, Plant and Equipment, i f there is change in the depreciation method, such a 
change should be accounted for as a change in accounting estimate in accordance with AS 5, Net Profit or Loss 
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for the Period, Prior Period Items and Changes in Ace ounting Po licies, and applied prospectively. Therefore, no 
method of depreciation. adjustment woul d be required due to change in the 

Accord ingly, the adjusted profit before tax for the 3rd qua rter will be as follows: 
Statement showing Adjusted Profit Before Tax fort he third quarter 

('( in lakhs) 

Profit before tax ( as reported) 4 

1. 

Add: Dividend income'( (4-1) lakhs 
Excess depreciat ion charged in the 3rd quart er, due to change in 
t he met hod 
Extra ordinary gain '( (2-1) lakhs 

Cumul ative loss due to change in t he meth 
va luation should be aool ied retrospectively 

od of inventory 
'( (3-2) lakhs 

Less: Sa les promotion expenses (80% of ': 15 lakhs) 
Gai n on sale of investment (occasional gain sho uld not be deferred) 

Adjusted Profit before tax for the third quart er 

Multiple Choice Questions (MCQs): 
AS 25 mandates the following in relation to interi m financial reports. {SM) 

reports. (a) which entities should pu blish interim financial 
(b) how frequent ly it should publish interim finan cial reports. 
( c) how soon it should pub I ish after the end of in terim period. 
(d) none of the above. 

3 

1 

1 
9 

{12) 
(5) 
(8) 

Ans: (d) 

2. The standard dafines Interim financial Report as a financial report for an Interim period that contains a set 
of financial statements. {SM) 
(a) Complete 
(b) Condensed 
( c) Fi nancial statement similar to annual 
(d) Either complete or condensed 

Ans: (d) 

3. ABC limited has reported '( 85,000 as per tax pro fit in first quarter and expects a loss of'( 25,000 each in 
ab of 20% on the first '( 20,000 earnings and 40% on all 
hould report in first quarter interim financial report. (SM) 

subsequent quarters. It has corporate tax rate sl 
additional earnings. Calculate tax expenses thats 
(a) ': 17,000 
(b) '( 30,000 
(c) 0: 2,000 
(d) AS 25 does not mandate to report tax expens es 

Ans: (a) 

4. An entity prepares quarterly interim financial re ports in accordance with AS 25. The entity is engaged in 
mers claim on their warranty. The provision in the first 
hieh was '(10 million. However, in the second quarter, a 

ed to be 10% for the whole of the year. Sales in the second 
ovision charged in the second quarter's interim financial 

sale of mobile phones and normally 5% of custo 
quarter was calculated as 5% of sales to date, w 
fault was found and warranty claims were expect 
quarter were '(15 million. What would be the pr 
statements? (SM) 
(a) '(1 m ii lion 
(b) 0: 2 million 
( c) 0: 1 .25 million 
(d) '( 1.5 ml Ilion 

A.ns: (b) 
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CONCEPTS OF THIS CHAPTER 

• Definit ion of Inventory 
• M easurement of Inventories 

• Cost of Inventories 

• Exclusions from Cost o f Inventories 

• Cost Formulas 

• Techniques for M easuring Cost 

QUICK REVIEW OF IMPORTANT CONCEPTS 

Applicability of AS 2 in accounting for inventories other than 

LOR Questions 
Ql8 
Q20 

. • . Work in progress arising under construction contracts, including directly related service cont racts; _____ _____ _ 

. • . Work in progress arising in the ord inary course o f business of service providers -·--·---·--·--- - - --·------- -
• Shares, debentures and other financial Instruments held as stock in- trade; 

• Producers' inventories of livestock, agr icul tu ral and forest products, and mineral resources are measured at 
net realizable value per Industry pract ices. 

Determination of Cost of Inventories 

► Costs of purchase- Purchase Price: 
• Dut ies and other t axes (non-recoverable from the t axing author ities) 

• Other expenditure directly Attr ibutable to t he acquisition 

• Trade discounts, rebates, duty drawbacks and other sim ilar items are deducted in determining the cost s of 
purchase 

► Costs of conversion (Explained below) 
► Other costs- Costs incurred t o bring the inventories to t heir present location and condition 
Joint products 

When the cost of conversion of each Cost of each product is calculated on the basis of separate cost 
product is separa tely identifiable incurred. 

When the cost o f conversion of each 
product is not separately ident ifiab le 

Cost allocation is based on the relative sales va lue of each product at 
the point of identificat ion or production completion. 

M:>in product with :, By-product 

• When the by-product is Immaterial 
By-product is measured at NRV and th is value is deduct ed from the 
cost o f the main product. 

• When the by-product is material 
By-product is treated as joint product and accordingly, the accounting 
is done. 

Conversion Cost 
I I 
, , • At Normal Capacity* 

Factory i 1. Fixed 
! ! • At Actual Production* * 

Overheads 1----------- ------ --1--------------·---·--·--·-----·--·---·--·-------·--·------· 
: 2. Variable : • At Actual Production -------·--·---J---·-- --·-----·--- -.l..--------·----·---·--·--·--·---·--·---·--·--·-----·--·----·--· 

Direct labour 
-------•--•---,---•-- --•-----•--•--T•-------•--•--•---•--•--•-----•--•---•--•-------•--•----•--• 

: : • Sale value at Separation 
! 1. Main/ Joint••* r·-------·--·--·---·--·----·---·--·---·--·--·-----·--·----·--· 

Joint Cost ' ' • Sale value at Completion I------ --- -------- --I---------·-------·--·-------·-----·--·-------·--·------· I 2. By Products I • NRV Is deducted from cost o f main Joint products 
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*When actual production is almost equal or lower than normal capacity. 
•• When actual production is higher than normal capacity. 
*** Allocation at reasonable and consistent basis. 

Costs excluded from the cost of inventories and recognized as expenses 

• Abnormal amounts of wasted materials, labour, or other production costs; 
• Storage costs, unless the production process requires such storage; 
• Administrative overheads that do not contribute to bringi ng the inventories to their present location and 

condition; 
• Sell ing and distribution costs. 

Inventory Valuation Techniques 

Inventory ordina rily interchangeable 
• Historical Cost Methods 

• 
FIFO i- Weighted Average 

• Non-Historic:il Cost M ethods 

Retail Inventory/ Adjusted selling price method 

Inven tory not ordinari ly interchangeable 

- Standard Cost Method 

• Specific Identification Method (applicable when individual items can be clearly identified and specific 
costs are attributed) 

Measurement of Inventories 
Raw Materials 

Finished Goods and 

Work in progress 

! At cost (if finished goods are sold at or above cost),otherwise at replacement cost 
! • Cost ! Realizable Value less Selling Expenses , lower of , ! • Net Realizable Value ! less estimated cost of completion 

Disclosure Requirements 
♦ Accounting policies adopted in measuring inventories, including the cost formula used. 
♦ The total carrying amount of inven tories together with its classification appropriate to the enterprise. 

Question & Answers 

Question 1 
Rohan Pvt. ltd., a wholesaler in agriculture products, has valued the inventory on Net Realizable Value on 
the ground that AS 2 doas not apply to inventory of agriculture, products. (RTP May '22) 

Answer 1 
AS 2 does not apply to producers of agricultural products but applies to traders in agricultural products. 
Hence AS 2 will apply to Rohan Pvt. Ltd. and it will have to value inventory at lower of cost or market value. 

Question 2 

Hello Ltd. purchased goods at the cost of'{ 20 lakhs in October. Till the end of the financial year, 75% of the 
stocks were sold. The Company wants to disclose closinc stock at'{ 5 lakhs. The expected sale value is'{ 5 .5 
lakhs and a commission at 10% on sale is payable to the agent. You are required to ascertain the value of 
closing stock? {MTP 5 Marks Sep '22, RTP Nov'19) 

Answer 2 
As per AS 2 "Valuation of Inventories", the inventories are to be valued at lower of cost or net realizable 
val ue. 
In this case, the cost of inventory is'{ 5 lakhs. The net realizable value is"; 4.95 lakhs ('-: 5.5 lakhs less cost to 
make the sale@ 10% of '{ 5.5 lakhs) . So, the closing stock should be valued at 'I; 4.95 lakhs. 

Question 3 
U.S.A Ltd. purchased raw material@'{ 400 per kg. Company does not sell raw material but uses in production 
of finished goods. The finished goods in which raw material is used are expected to be sold at below cost. At 
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the end of the accounting year, company is having 10,000 kg of raw material in inventory. As the company 
never sells the raw material, it does not know the selling price of raw material and hence cannot calculate 
the realizable value of the raw material for valuation of inventories at the end of the year. However, 
replacement cost of raw material is~ 300 per kg. How will you value the inventory of raw material? (MTP 5 
Marks Oct '22} 

Answer 3 
As per AS 2 (Revised) " Valuation of Inventor ies", materials and other supp lies held for use in the production 
of inventor ies are not w r itten down below cost if the fi nished products in w hich they wil l be incorporated 

are expected to be sold at or above cost . However, when there has been a decline in the price of materials 
and it is est imated that the cost of the finished products will exceed net realizable value, the materials are 
written down to net real izable value. In such circumstances, the replacement cost of the materials may be 
the best available measure of their net realizab le value. Therefore, in this case, USA Ltd. will value t he 
inventory of raw material at~ 30,00,000 (10,000 kg.@~ 300 per kg.). 

Question 4 
Alpha Ltd. sells flavoured milk to customers; some of the customers consume the milk in the shop run by 
Alpha Limited. While leaving the shop, the consumers leave the empty bottles in the shop and the company 
takes possession of these empty bottles. The company has laid down a detailed internal record procedure 
for accounting for these empty bottles which are sold by the company by calling for tenders. 
Keepine this in view: 
Decide whether the inventory of empty bottles is an asset of the company; 
If so, whether the inventory of empty bottles cxlstine .>son the date, of B:ilancc, Sheet is to be considered as 
Inventories of the company and valued as per AS 2 or to be treated as scrap ond shown at r<lalizablc value 
with corresponding ctedlt to 'Other Income,'? (RTP Nov 123, SM} 

Answer 4 
As per the 'Framework on Presentation and Preparation of Financial Statements' : 
Tangib le objects or intangible rights carrying probable future benefits, owned by an enterprise are called 
asset s. 
Alpha Ltd. sell s these empty bottles by calling tende'I: It m eans further benefits are accrued on its sale. 
Therefore, empty bot tles are assets for the company. 
As per AS 2, inventories are assets held for sa le in the ordinary course of business. 
Inventory of empty bottles exist ing on the Balance Sheet date is t he inventory and Alpha Ltd. has detailed 
control led recording and account ing procedure which duly signify i ts mater iality. 
Thus, inventory of empty bott les cannot be considered as scrap and should be valued as inventory in 

accord ance \'l i th AS 2. 

Question 5 
The closing stock of finished goods (at cost) of a comp:iny amounted to 'I: 4,50,000. The following items were 
included at cost in the total: 
{a) 100 coats, which had cost 'I: 2,200 each and normally sold for 0: 4,000 each. Owlne to a defect In 

manufacture their NRV was determined at 50% of their normal selling price. 
(b) Shirts which had cost~ 50,000, their net realizable value at Balance sheet date was~ 55,000. Commission 

@ 10% on sales is payable to agents. 
What should the inventory value be according to AS 2 after considering the above items? (RTP Nov'22} 

Answer 5 
Valuation of closing stock 

" 
Closing stock at cost 4,50,000 

Less: Adjustment for 100 coats (Working Note 1) (20,000) 

Value of inventory 4,30,000 

Working Notes: 
1. Adjustment for Coats 
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Cost included in Closing Stock ~2,20,000 
NRV of Coats ~2 ,00,000 
Ad·ustment to be made as NRV is less than cost 1!;20,000 

2. No adjustment required for shirts as their NRV is more than their cost which was included in value of 
inventory. 

Question 6 
Vivitzu Ltd. Is in the business of manufacturing computers. During the year ended 31st March, 2024, the 
company manufactured 550 computers. It has the policy of valuing finished stock of goods at a standard cost 
of~ 1.8 lakh per computer. The details of the costs are as under: 

('!; in lakh) 
Raw material consumed 

Direct Labour 

Variable production overheads 

Fixed production overheads {Including interest of II; 100 lakh) 

Compute the value cost per computer for the purpose of closing stock. (RTP Sep'24} 

Answer 6 

400 

250 

150 

290 

As per para 9 of AS 2 'Valua tion of Inventories', for inclusion in the cost of inventory, allocation of fixed 
production overheads is based on the normal capacity of the production facilities. 
In this, case finished stock has been valued at a standard cost of 'f: 1.8 lakh per computer which incidental ly 
synchronizes with the value computed on the basis of absorption costing as under: 

(~ in lakh) 
Materials 
Direct Labour 
Variable production overheads 
Fixed production overheads 290 
l ess: Interest (100) 
Total cost 

Number of compute rs produced = 550 computers (Assumed to be normal production) 
Cost per computer 0: 990 lakh / 550 compute rs = 0: 1.80 lakh 

Question 7 

400 

250 
150 

190 
990 

(i) "In determining the cost of inventories, it is appropriate to exclude certain costs and recognize them 
as expenses in the period in which they are incurred". Provide examples of such costs as per AS 2 
'Valuation of Inventories' . (MTP 2.5 Marks April 21 & Oct '23, RTP May'22,SM, PYP 4 Marks Sep'24) 

(ii) X Limited purchased goods at the cost of '<'. 40 lakhs In October, 2020. Till March, 2021, 75% of the 
stocks were sold. The company wants to disclose closing stock at 0: 10 lakhs. The expected sale value 
is 0: 11 lakhs and a commission at 10% on sale is payablo to the agent. Advise, what Is the correct value 
of closing stock to be disclosed as at 31.3.2021. (MTP 2.5 Marks April 21 & Oct '23} 

Answer 7 
(i) As per AS 2 'Valuation of Inventories', certain costs are excluded from the cost of the inventories and are 

recognized as expenses in the period in which incurred . Examples of such costs are: 
(a) Abnormal amount of wasted materials, Labour, or other production costs; 
(b) Storage costs, unl ess those costs are necessary in the production process prior to a further 

production stage; 
(c) Admini st rative overheads that do not contribute to bringing the inventories to their present location 

and condition; and 
(d) Selling and distribution costs. 

(ii) As per AS 2 "Valuation of Inventories", the inven tories are to be valued at lower of cost or net realizable 
value. In this case, the cost of inventory is ~10 lakhs. The net realizable value is 11,00,000 ~90% 
= ~ 9,90,000. So, the stock should be valued at~ 90,000. 
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Question 8 

In the following cases, find the volue of closing stock os per AS 2: 
(i) Sonu is a retailer dealing In toys. During the year, he purchased items worth '< 1,47,000 and made a 

total sale '< 1,54,000. The average, percentage, of gross margin is 10% on cost. Openinc stock of toys at 
cost was'< 20,000. 

(ii) On 21st March, 2023, Mohan purchased 250 chairs at '( 300 each. The selling price of the chair is'( 400 
each. Owing to a manufacturing defect, net realisable value of the whole lot of chair was determined 
at 70% of their normal selling price. No chairs were sold during the year. {PYP 5 Marks Nov'23} 

Answer 8 
(i) Cost of closing invontory is shown below: 

'( 

Sale value of opening stock and purchases 1,83, 700 
('< 20,000 + '(1,47,000) X 1.10 
Sales (1,54,000) 
Sale value of unsold stock 29,700 
Less: Gross Margin('< 29,700 / 1.10) x 0.10 (2,700) 
Cost of closing inventory 27,000 

( ii) 
Closing stock at cost (250X '< 300) (i) 75,000 
Ne t Realizable value of closing stock 70,000 
('( 280* X 250) (ii) 
Value of closing stock [lower of (i) and (ii)] 70,000 

Question 9 
Wooden Plywood limited has a normal wastage of5% in the production process. During the year 2023-24, the 
Company used 16,000 MT of Raw material costing 'I! 190 per MT. At the end of the yaar, 950 MT of wastage 
was in stock. The accountant wants to know how this wastage is to be treated in the books. 
You arc, roquirod to : 
(1) Calculate the amount of abnormal loss. 
(2) Explain the treatmant of normal loss and abnormal loss in the context of AS-2. 

{MTP 5 Marks Apr'24} (MTP 5 Marks, Moy '20, April '19, Oct '18, Old & New SM}{Some concept different 
figures PYP Moy'19 5 Marks) 

Answer 9 
(i) As per AS 2 'Valuation of Inventories', abnormal amounts of wasted materials, labour and other production 

costs are excluded from cost of inventories and such costs are recognised as expenses in the period In 
which they are incurred. The normal loss will be included in determining the cost of inventories (finished 
goods) at the year end. 

(ii) 

Material used 16,000 MT @ '< 190='< 30,40,000 
Normal Loss (5% of 16,000 MT) 800 MT {included in calculation of cost of inven tories) 
Net quantity of material 15,200 MT 

(iii) ~-----------~----------~ Abnormal loss in quantity (950-800} 150 MT 
Abnormal loss '<30,000 

Amount of'< 30,000 (Abnormal loss) will be charged to the Profit and Loss statement. 

Question 10 
In a production process, normal waste is 5% of input. 5,000 MT of input were put in process resulting in 
wastage of 300 MT. Cost per MT of input is'< 1,000. The entire quantity of waste and finished output is in 
stock at the year end. State with reference to Accounting Standard, how will you value the inventories in this 
case? What will be treatment for normal and abnormal waste? {MTP S Marks, Morch '21, Apr'22 & April '23, 
0/d&NewSM} 

5.1-5 Chapter 5.1 AS 2- Valuation of Inventory 



Answer 10 
As per para 13 of AS 2 (Revised), abnormal amounts of wasted materials, labour and other production costs 
are excluded from cost of inventories and such costs are recognized as expenses in the period in which they 
are incurred. 
In this case, normal waste is 250 MT and abnormal waste is 50 MT. The cost of 250 MT will I be included in 
determining the cost of inventories (finished goods) at the year e nd. The cost of abnormal waste (50 MT x 
1,052.6315 = ~ 52,632) will be charged to the profit and loss statement. 
Cost per MT (Normal Quantity of 4,750 MT) = 50,00,000 / 4,750 = ": 1,052.6315 
Total value of inventory= 4,700 MT x ": 1,052.6315 = ": 49,47,368. 

Question 11 
On the basis of information given below, find the value of inventory (by periodic inventory method) as per 
AS 2, to be considered while preparing the Balance Sheet as on 31st March, 2017 on weighted Average Basis. 
Details of Purchases: 

Date of purchase Unit(Nos.) Purchase cost per un it(":) 

01-03-2017 20 108 
08-03-2017 15 107 
17-03-2017 30 109 
25-03-2017 15 107 

Date of Issue Unit(Nos.) 

03-03-2017 10 
12-03-2017 20 
18-03-2017 10 
24-03-2017 20 

Net realizable value of inventory as on 31st March, 2017 is": 107.75 per unit. You are required to compute 
the value of Inventory as per AS 2. {MTP March '19, 5 Marks, MTP March '18, 5 Marks, RTP May'22) 

Answer 11 
Net Rea lizable Value of Inventory as on 31" March, 2017 = ": 107.75 x 20 units=": 2,155 
Value of inventory as per Weighted Average basis. 
Total units purchased and total cost 
01.03.2017 ~ 108 x 20 units = ~ 2160 
08.3.2017 ": 107 x 15 units=~ 1605 
17.03.2017 ;: 109 x 30 units=;: 3270 
25.03.2017 ;: 107 x 15 units=": 1605 
Total 80 units = ;:8640 
Weighted Average Cost = II: 8640/80 units = 0: 108 
Total cost =;: 108 x 20 units=": 2,160 

Value of inventory to be considered while preparing Balance Sheet as on 31st March, 2017 is, Cost or Net 
Rea lizable val ue whichever is lower i.e.;: 2,155. 

Question 12 
On 31st March 2020, a business firm finds that cost of a partly finished unit on that date is ": 430. The unit 
can be finished in 2020-21 by an additional expenditure of 'I: 310. The finished unit can be sold for ": 750 
subject to payment of 2% brokerage on selling price. The firm seeks your advice regarding the amount at 
which the unfinished unit should be valued as at 31st March, 2020 for preparation of final accounts. Assume 
that the partly finished unit cannot be sold in semi-finished form and its NRV is zero without processing it 
further. {RTP Nov, 21} {Same concept different figures RTP Moy 19){ SM) 

Answer 12 
Valuation of unfinished unit 

I Net selling price 750 
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Less: Estimated cost of completion (310) 

440 
Less: Brokerage (2 % of 750) (15) 
Net Realizable Value 425 
Cost of inventory 430 
Value of inventory (Lower of cost and net realizable value) 425 

Question 13 
From the following information provided by XYZ Limited you are required to compute the closing inventory: 

Raw Material P 

Closing balance 600 units 

'{ per unit 
Cost price including GST 250 
Input tax credit available zo 
Freight inward 30 
Handling charges 15 
Replacement cost 180 

Finished goods Q 
Closing Balance 1500 units 

'{ per unit 
Material Consumed 250 
Direct Labour 70 
Direct Overheard 30 

Total fixed overhead for the year was '{ 3,00,000 on a normal capacity of 30,000 units while actual production 
has been of 25,000 units. 
Calculate the value of closing stock, when 
(i) Net realizable value of the finished good Q is'{ 450 per unit. 
(ii) Net Realizable value of the Finished Good Q is'{ 340 per unit. (MTP Oct '21, 5 marks} 

Answer 13 
(I) When Net Realizable Value of the Finished Good Q is '{ 450 per unit 

Value of Closing Stock: 
Valuation Qty. Rate 
Base ('{) 

Raw Material P Cost 600 275 

Finished Good Q Cost 1,500 360 
Total value of closing stock 

(ii) When Net Realizable Value of the Finished Good Q is '{ 340 per unit 

Amount 
('{) 

1,65,000 

5,40,000 
7,05,000 

Since NRV of finished goods Q is less than its cost i.e., '{ 360 (Re fer W. N.), raw material Pis to be valued 
at replacement cost and finished goods is to be valued at NRV. 
Value of Closing Stock: 

Valuation Base Qty. Rate ('{) Amount('{) 
Raw material P Replacement cost 600 180 1,08,000 
Finished good Q Net Realizable 1,500 340 5,10,000 

Value 
Total value of closing 6,18,000 
stock 

Working Note: 

Statement showing calculation of cost of raw material P and finished good Q 
Raw Material P '{ 

Cost Price (250-20) 230 
Add: Fre ight Inward 30 
Handli ng charges 15 
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Cost 275 
Finished Goods Q 
Materials consumed 250 
Direct Labour 70 
Variable overheads 30 

10 
360 

Question 14 
The inventory ofWivisu Ltd. as on 31st March, 2020 comprises of Product-A: 200 units and Product-B: 800 
units. 
Details of cost for these products are: 
Product - A: Materl11I cost, w:iges cost :,nd ovc,rhead cost of each unit are I( 40,'( 30 and I( 20 respc,ctlvely, 
each unit is sold at 'I: 110, selling expenses amounts to 10% of selling costs. 
Product - B: Material cost and waees cost of each unit arc I( 45 and I( 35 r<>spectively and normal selling rate 
is I( 150 each, however due to defect in the manufacturing process 800 units of Product-B were expected to 
be sold at I( 70. 
You are requested to value closing inventory according to AS 2 after considering the above. (RTP Moy '21) 

Answer 14 
According to AS 2 'Valuation of Inventories', inventor ies should be valued at the lower of cost and net 
rea lizable value. 
Product - A 
Material cost I( 40 X 200 = 8,000 

Wages cost I( 30 X 200 = 6,000 
Overhead I( 20 X 200 = 4,000 
Total cost I( 18,000 
Real izable value 200 x (110-11 'I! 19,800 
Hence inventory value of Product -A I( 18,000 

Product - B 
Material cost I( 45 X 800 = 36,000 
Wages cost I( 35 X 800 = 28,000 
Total cost I( 64,000 
Realizable value (800 x 70) I( 56,000 

Hence inventory value of Product -B I( 56,000 
Total Value of closing inventory i.e. Product A + Product B {18,000+ 56,000) I( 74,000 

Question 15 
An enterprise ordered 20,000 KG of certain material at I( 110 per unit. The purchase price includes GST I( 12 
per KG, in respect of which full input tax credit (ITC) is admissible. Freight incurred amounted to I( 1,17,600. 
Normal transit loss is 2%. The enterprise actually received 19,500 KG and consumed 18,000 KG of the 
material. 
(i) You are required to calculate cost of material per KG; 
(ii) Allocation of material cost. (RTP Moy'23) (SM} 

Answer 15 
Calculation of Normal cost per Kg. 

Purchase rice 20,000 K . x 'I! 110 
Less: Input Tax Credit (20,000 Kg. x I( 12 

Add: Freight 
A. Total material cost 
B. Number of units normall received = 98% of 20,000 Kg. 

22,00,000 
(2,40,000) 
19,60,000 

1,17,600 
20,77,600 
Kg. 19,600 
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I C. Normal cost per Kg. {A/B) 1061 
Allocation of material cost 

Kg. "/Kg. " 
Materials consumed 18,000 106 19,08,000 

Cost of inven tory 1,500 106 1,59,000 

Abnormal loss 100 106 10,600 

Total material cost 19,600 106 20,77,600 

Note: Abnormal losses are recognized as separate expense. 

Question 16 

Particulars Kg. -0: 

Opening Inventory: Finished Goods 1,000 25,000 
Raw Materials 1,100 11,000 

Purchases 10,000 1,00,000 
Labour 76,500 
Overheads (Fixed) 75,000 
Sales 10,000 2,so,000 
Closine Inventory: Raw Materials 900 

Finished Goods 1200 
The expected production for the year was 15,000 kg of the finished product. Due to fall in market demand 
the sales price for the finished goods was " 20 per kg and the replacement cost for the raw material was " 
9.50 per ke on the closing day, You arc required to calculate the closing inventory 11s on that date. (MTP 5 
Mork• Morch '23) (RTP Mtfy 20) 

Answer 16 
Calculation of cost for closing inventory 

Particulars '{ 

Cost of Purchase {10,200 x 10} 1,02,000 
Direct Labour 76,500 

Fixed Overhead 
7 S000 X 10,200 51,000 

15,000 

Cost of Production 2,29,500 
Cost of closing inventory per unit {2,29,500/10,200) '{ 22.50 
Net Realisable Value per unit "20.00 

Since net realizable value is less than cost, closing inventory wi ll be va lued at'{ 20. 
As NRV of the fin ished goods is less than it s cost, relevant raw mat erials wil l be valued at replacement cost 

i.e." 9.50. 

Therefore, value of closing inventory: Finished Goods (1,200 x 20} '{ 24,000 

Ra\,v Mat erials (900 x 9.50) '{ 8,550 

32,550 

Question 17 
SM Enterprises is a leading distributor of petrol. A detailed inventory of petrol in hand is taken when the 
books are closed at the end of each month . For the month ending June 2021 following information is 
available: 
{i} Sales for the month of June 2021 was ~30,401000. 
(ii) General overheads cost ~4,00,000. 
(iii) Inventory at beginning 10,000 liters@" 92 per liter. 
{iv) Purchases-June 1, 2021, 20,000 liters@ '{ 90 per liter, June 30, 2021, 10,000 liters @ '{ 95 per liter. 
{v) Closing inventory 13,000 lite'{ 
You are required to compute the following by FIFO method as per AS 2: 
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(i} Value of Inventory on 30th June, 2021. 
(ii) Amount of cost of goods sold for June,2021. 
(iii} Profit/Loss for the month of June,2021. {PYP 5 Marks May '22} 

Answer 17 
'I; 

Cost of closing inventory for 13,000 liters as on 30th June 2021 
10,000 liters @ 'I; 95 9,50,000 
3,000 liters@ 'I; 90 2,70,000 
Value of inventory (determined at cost in absence of NRV} -

12,20,000 
Calculation of cost of goods sold 

Opening inventories (10,000 liters@ 'I; 92) 9,20,000 
Purchases June - 1 (20,000 liters@ 'I; 90} 18,00,000 
June - 30 {10,000 liters @ 95) 9,50,000 

36,70,000 

l ess: Closing inventories (12,20,000} 
Cost of Goods Sold 24,50,000 

Calculation of Profit 

Sales (Given) {A) 30,40,000 

Cost of Goods Sold 24,50,000 

Add: General Overheads \\ // 11 \\ j 4,00,000 
Total Cost (B) 

-, \\. II II ,\ /, 28,50,000 
Profit {A-B) ,. r I I \ ·.r 1,90,000 

- - -
Question 18 r:l LDR 

Following information of Sarah Limited Is given: 
Sarah Limited uses Raw Material 'A' for production of production of Finished Goods 18 1 

Closing b:ilanoc of R:iw M:iterlal 'A' in units on 31st March,2022 750 
Price Per Unit in 1' 

Cost Price 150 
Freight inward 10 
Replacement Cost 152 
Closing bal:inoe of Finished Good 'B' in units on 31st Maroh,2022 1,600 

Price Per Unit in 'i: 
Material Consumed 225 
Direct Labour 75 

Direct vari:ibie overhead 60 
Total Fixed Overhc,ads amounts to I{ 1,00,000 on normal capacity of 20,000 units. 
You'"" required to calculate, the value of Closing Stock of Raw materials :ind Closing Stock of Finished Goods, 
as on 31st March, 2022, as per AS 2, when selling price of Finished Goods 'B' is" 360 per unit. {PYP 5 Marks, 
Nov '22) 

Answer 18 
Raw Material A 

Cost Price 150 

Add: Freight lnv,ard 10 

Cost per unit 160 

Replacement cost per unit o f ravv material 

As per AS 2 {Revised) "Valuation of Inventories", the inventories are to be valued at lower of cost or net 
realizable value. Materials and other supplies held for use in the production of inventories are written down 
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below cost i f the sell ing price of finished product containing the material does not exceed the cost of the 
finished product . In the given case, net real izable value of the Product 'B' (Finished Goods) is'( 360 per unit 
which is less than its cost'( 365 per unit. Raw Material is to be valued at replacement cost. 

Value of the closing stock of raw mater ial on 31/03/2022 would be ·'I! 1,14,000 (750 units X '1!152 per unit). 

Finished Goods B I( 

M aterials consumed 225 

Direct l abor 75 

Direct Variable overheads 60 

Fixed overheads ('( 1,00,000/20,000 units) 5 -
Cost per unit ill 
Net realizable value per unit 360 -

As per AS 2 (Revised) "Valuation of Inventories", the inventories are to be valued at lower of cost or net 
realizable value. Hence, Finished Goods are to be valued at NRV since NRV is less than the cost . 
Value of the closing stock of Finished goods as on 31/03/2022 would be ii! 5, 76,000 (1,600 units X '( 360 per 
unit). 

Question 19 

Mr. Jatin gives the following information relating to the items forming part of the inventory as on 31.03.2019. 
His enterprise produces product P using Raw Material X. 
(i) 900 units of Raw Material X (purchases @ '( 100 per unit). Replacement cost of Raw Material X as on 

3103.2019 Is" 80 per unit 
(ii) 400 units of partly finished goods in the process of producing P. Cost inc11rred till d.ite is" 245 per unit. 

These units can be finished next year by incurrlnll' additional cost of'{ 50 per unit. 
{iii) 800 units of Finished Goods P .ind total cost Incurred is" 295 per unit. 
Expected selling price. of product P Is '!;280 per unit, subject to a payment of S% brokerage on selling price. 
Determine how each item of inventory will be valued as on 31.03.2019. Also calculate the value of total 
Inventory as on 31.03.2019. (PYP 5 Marks Jan '21.} {Sam concept different figures PYP 5 Marks Nov'19, MTP 
Oct'l9 5 Marks, SM} (MTP 5 Marks Sep '23} 

Answer 19 
As per AS 2 (Revised) "Valuation of Inventories" , materials and other supplies held for use in t he production 
of inven tories are not written down below cost i f the finished products in which they w ill be incorporated 
are expected to be sold at cost or above cost. However, when t here has been a decline in the price of 
mat erials and it is estimated that t he cost of the fin ished products wi ll exceed net realizable value, t he 
materials are w ritt en down to net realizable value. In such circumstances, the replacement cost of the 

mat erials may be the best available measure of t heir net reali zable value. In t he given case, selling pr ice of 
product Pis'( 266 and tot al cost per unit for producti on is'( 295. 

Hence the valuation w ill be done as under: 
(i) 900 units of raw material X will be w ritten down to replacement cost as market value of finished product 

is less than its cost, hence valued at '( 80 per unit. 

(ii) 400 units of partly finished goods w ill be valued at 216 per unit i.e., lower of cost ('!; 245) or Net realizable 
value 'o: 216 (Estimated selling price'!; 266 per unit less addit ional cost of '!; 50) . 

(iii) 800 units of fin ished product P wil l be valued at NRV of'!; 266 per unit since It is lower than cost '!; 295. 
Valuation of Total Inventory 3S on 31.03.2019: 

Units Cost ("t) NRV/Replacement Value = unit' s x cost or NRV 
cost wh ichever is 

less ('!;) 

Raw material X 900 100 80 72,000 

Partly finished goods 400 245 216 86,400 

Finished goods P 800 295 266 2,12,800 

Value of Inventory 3,71,200 
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Question 20 f~ LDR 
Joy Ltd. purchased 20,000 kilograms of Raw Material@'< 20 per kilogram during the year 2020-21. They have 
furnished you with the following further information for the year ended 31st March, 2021: 

Particulars Units Amount ('<) 
0p<lnlng Inventory: 
Finished Goods 2 000 l 00 000 
Raw Materials 2,200 44,000 
Direct Labour 3,06,000 
Fixed Overheads 3,00,000 
Sales 20,000 11,20,000 
Closing Inventory: 
Finished Goods 2,400 
Raw Materials 1,800 

The plant has a capacity to produce 30,000 Units of finished product per annum. However, the actual 
production of finished products during the year 2020-21 was 20,400 Units. Due to a fall in the market 
demand, the price of the finished goods in which the raw material has been utilized is expected to be sold@ 
'< 40 per unit . The replacement cost of the raw material was'< 19 per kilogram. You are required to ascertain 
the value of closing inventory as at 31st March, 2021 as per AS 2. {PYP July'21, 5 Marks) 

Answer 20 
Statement Showing the Computation of Value of Closing Inventory Value of Closing Finished Goods 

Particulars Amount ii: 
Cost of Raw Material consumed (20,400 units X '< 20 per kg) 4,08,000 

Direct Labour 3,06,000 

Fixed Overheads (3,00,000/30,000 x 20,400} 2,04,000 

Cost of Production 9,18,000 

Cost of Closing Inventory of Finished Goods per unit ('< 9,18,000/20,400) 45 

Net Realizable Value (NRV) per unit 40 
Since net realizable value is less than cost, closing inventory of Finished Goods will be valued at '< 40 per unit 
Value of Closing Raw Materials as NRV of finished goods is less than its cost, the relevant raw material wil l 
be valued at its replacement cost, wh ich is the best available measure of its NRV 
i.e., @ '< 19 per kg. Therefore, value of closing inventory would be as under: 

Finished Goods 2,400 units@'< 40/- per unit '< 96,000 
Raw Materials 1,800 kg@'< 19/- per kg '< 34,200 
Total '< 1,30,200 

Working Note: 
Calculation of raw material consumed during the year 

Particulars Unit (Kg) 
Opening Inventory 2,200 

Purchases 20,000 
l ess: Closing Inventory (1,800) 
Raw Material Consumed 20,400 

Multiple Choice Questions (MCQs) 

1. Which item of Inventory Is under the scope, of AS 2 (Revised)? {SM) 
(a) WIP arising under construction contracts 
(b) Raw materials 
(c) Shares 
(d) Debentures held as stock in t rade. 

Ans: (b) 

Chapter 5.1 AS 2- Valuation of Inventory 5.1-12 



~-----------
2. Materials and other supplies held for use in the production of inventories are not written down below cost 

if the finished products in which they will be incorporated are expected to be {SM} 
{a) sold at or above cost. 
{b) sold above cost. 
{c) sold less than cost. 
{d) sold at market value(where market value is more than cost). 

Ans: {a) 

3 . Identify the statement{s) which is/are incorrect. (SM) 
{a) St orage costs which is a necessary part of the production process isincluded in inventory valuation. 
{b) Administration overheads are never included in inventory valuation. 
{c) Full amount of va riable production overheads incurred are included in inventory valuation. 
{d) Administration overheads are always included in inventory valuation. 

Ans: {b) 

4. In determining the cost of inventories, it is appropriate to exclude certain costs and recognise them as 
expenses in the period in which they are incurred. Which of the following is not an example of such costs: 
{MTP 2 Marks July'24) 
{a) Abnormal amounts of wasted materials, labour, or other production costs; 
{b) Storage costs, unless the production process requires such storage; 
{c) Raw Material cost 
{d) Selling and distr ibution costs. 

Ans: {c) 

5. The cost of inventories of items that are not ordinarily interchangeable and goods or services produced and 
segregated for specific projects should be assigned using following cost formula {Chapter 5.1 AS 2· 
Valuation of Inventory) (MTP 2 Marks Aug'24) 
{a) By specific identification of their individual costs 
{b) First-in, First-out (FIFO) Method 
{c) Weigh ted average cost formula 
{d) The formu la used should reflect the fairest possible approximation to the cost incurred in bringing the 

items of inventory to their present location and condit ion. 
Ans: (a) 

6. As per AS 2, Inventories include materials awaiting use in production process, what should be included in 
Inventories from the following: (RTP Sep '24) 
(a) Secondary Packing mat er ial required for transporti ng and forwarding the mater ial. 

(b) Spare parts, servicing equipment and standby equipment 
(c) Primary packing material which is essential to bring an item of invent ory to its saleable condition, for 

example, bottles, cans etc., in case of food and beverages indust ry. 
{d) Publicity mater ial 

Ans: (c) 

7. All of the following costs are excluded while computlne value of Inventories except? (MTP 2 Marks Mar'24, 
SM) 
{a) Selling and Distribution costs 
(b) Allocated fixed production overheads based on normal capacity. 

( c) Abnormal wastage 
{d ) St orage costs (which is necessary part of the product ion process) 

Ans: {b) 
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CONCEPTS OF THIS CHAPTER 
• Definition of PPE • Reva I uation Model 

• Recognition Criteria for PPE • Depreciation: 

• Subsequent Costs • Depreciable Amount & Useful 
Life 

• Measurement at Recognition • Depreciation Method 

• Elements of Cost • Ret irement of PPE 

• Measurement after Recognition • Derecognitlon 

• Cost Model • Disclosure Requirements 

QUICK REVIEW OF IMPORTANT CONCEPTS 

AS 10 (Revised) Not :applic3ble to 

• Biological Assets* (other than Bearer Plants) related to agricultural activity 

LOR Questions 
Q 16 
Q17 

• Wasting Assets including Mineral rights, Expenditure on the. exploration for and extraction of minerals, oil, 
natural gas and similar non regenerative resources 

PPE (Ti>neible Items) 
I 
i • Use in Production or Supply of Goods or Services 

Condition 1: Held for ! • For Rental to others 

i • For Administrative purposes -·--·-----·-------·----·---·--·-1---------·-----·--·--·-----·---------------------·---· 
Condition 2: Expected to be • Used for more than 12 months 

Recoenition Criteria for PPE 
The cost of an item of PPE should be recoeniscd as :an asset i f, and only if: -·-------·--·-----·--·--·---·--·--·-----·--·--·-----·-----·--·-------·--·1--·--·-----·--·--·-----·-------·--·-
• It is probable that future economic benefits associated with the item I • The cost of the item can be 

will flow to the enterpr ise, and I measured reliably 
Notes: 
• Insignificant items (e.g., molds, tools, dies) may be aggregated for assessment. 
• Enterprises may expense immaterial items instead of recognizing them as PPE. 

Cost of an Item of PPE 

i • Purchase Price 1-·-----·----·-----·---------·-----·-----------·--------------·-----·---------·--------· 
Includes L. • Any_ Directly Attributable Costs-----------------------·-----·----·---·-·-·--·--·-·-·---·--·------· 

• Decommissioning, Restoration and similar Liabilities 

• Costs of opening a new faci lity or business (Such as, Inauguration costs) 

• Costs of introducing a new product or service (including costs of advertising and promotions) 

• Costs of conducting business in a new location or with a new class of customer 
Excludes 

• Administration and other general overhead costs 
The following costs are not included in the carrying amount of an item of PPE: 

• Costs Incurred while an item capable of operating in the manner Intended by management has yet to be 
brought into use or is operated at less than full capacity 

• Initial operating losses, such as those incurred while demand for the output of an item builds up. And 

• Costs of relocating or reorganizing part or all of the operations of an enterprise 
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Measurement 
3fter Recognition 

' ' ' ! c d 1 1' PPE 
I 

d ! Cost Less Any Accumulated Depreciation 
• ost mo e carr e at • 
1----- ------ -- --·--·-~--- _ ·-·--·--·----{ and Any Accumulated Impairment losses ___ _ 
, , PPE carried at a , ! Revaluation Model ! revalued amount ! Whose fair value can be measured reliably. 

Revaluation • Increase or Decrease 
, ! Credited directly to owners' interests under the i j heading o f Revaluation surplus Recognized In the Statement of Profit and 

~ : Increase ,--- - - ------ --·--·--- - - --·--·--·---·-- --·--- --·- Loss only to the extent it reverses a prior 
i i Exception: When it is subsequently Increased 

1 
. d f h 

'l. ' ' (I • , II D d) reva uat,on ecrease o t e same asset. :, ; ; nit,a y ecrease 
,,, 1--·----·--·➔-------·-----·-·-·--·-----·----·-·--·----·-----·-·---·--·-----·----·---·----·-----·--·--·-·--
> i i Charged to the Statement o f p ro fi t and loss A decrease is debited to Revaluation 
~ ' ,---- - --- -- - - - -·--- -- --·--·--·-·------·--- --·-I Decrease I Exception: When it is subsequently Decreased Surplus if a credit balance exists for that 

! ! (1 nitial ly Increased) asset 
Methods of Depreciation 

I Results in a constant charge over the useful life if the residual value o f the asset 
Straight• line M ethod , i does not change. 

Dimin ishing Balance Method ! Results in a decreasing charge over the useful l ife ·--- -·--- -- -- -- -- --·--- -- -,---- -- -- -- --·--- --·--·--- --·--·--·--- --- -·--- ----·--·--- --·--- -- -- --·--- -
Uni ts of Production M ethod I Result s in a charge based on the expected use or output. 

De-Recognition 
I ! 
i • On disposal By sale , - By entering into a finance lease, or By donation, •- - - •-- --- - - - -•-----•--•- --•--•--•-•....&....---•-- •----•---•--•-----•--•----- •--•--•--• • •• •••• 0 • 0 • • • • 0 0 0 • • 0 0 0 H • • 0 • • • • • • • 0 

De recognition ! • When no future economic benefits are expected_from its use or d isposal ______________________ __ 

of Carrying I . Gains or losses from PPE de-recognition are recorded in the Statement of Profi t 
amount PPE: I • Accounting and Loss, except when AS 19 (leases) applies. 

I Treatment Calculation: Gain/Loss= Net disposal proceeds (if any) • Carrying amount . 
I 

Question & Answers 

Question 1 
A Ltd. has incurred the following costs. Determine if the following costs can be added to the invoiced purchase 
price and included in the initial recognition of the cost of the item of property, plant and equipment: 
1. Import duties paid 
2. Shipping costs and cost of road transport for taking the machinery to the factory 
3. Insurance for the shipping 
4. Inauguration costs for the factory 
S, Professional fc,as chargad by consulting enginaer for the installation process 
6. Costs of advertising and promotional activities 
7. Administration and other gener:al ovcrhc:ad costs 
8. Cost of site preparation. (RTP May '22} 

Answer 1 
Included in Cost: Point no. 1,2,3,5,8 
Excluded from Cost: Point no. 4,6, 7 

Question 2 
Mohan Ltd. has an existing freehold factory property, which it intends to knock down and redevelop. During 
the redevelopment period, the company will move its production facilities to another (temporary) site. 
The following incremental costs will be incurred: 
Setup costs of Rs. 5,00,000 to install machinery in the new location. 

Rent of Rs. 15,00,000 
Removal costs of Rs. 3,00,000 to transport the machinery from the old location to the temporary location. 
Mohan Ltd. W3nts to seek your guidance as whether these costs can be capitalized into the cost of the new 
building. You are required to advise in line with AS 10 "Property, Plant and Equipment". 
{MTP 5 Marks May 2D, April 21, March 18, Oct '18 & Apr'22 & Oct '22} (SM) 
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Answer 2 
Constructing or acquiring a nevi asset may result in incremental costs that would have been avoided if the asset 
had not been constructed or acquired. These costs are not be included in the cost of the asset if they are not 
directly attributable to bringing the asset to the location and condition necessary for i t to be capable of operating 
in the manner intended by management. 
The costs to be incurred by the company are in the nature of costs of reducing or reorganizing the operations of 
the accompany. These costs do not meet that requirement of AS 10 "Property, Plant and Equipment" and cannot, 
therefore, be capitalized. 

Question 3 

(i) Entity A carried plant and machinery in its books at 'I: 2,00,000 which were destroyed in a fire. These 
machines were insured 'New for old' and were replaced by the insurance company with new machines 
of fair value ~ 20,00,000. The old destroyed machines ware :icquired by the insurance company :ind the 
company did not receive any cash compensation. State, how Entity A shou ld account for the same? 
{MTP 2 .5 Marks Oct 20, Mar 22) 

(ii) Omega Ltd, a supermarket chain, is renovating one of its major stores . The store will have more 
available space for store promotion outlets after the renovation and will include a restaurant. 
Management is preparing the budgets for the year after the store reopens, which include the cost of 
remodeling and the expectation of a 15% increase in sales resulting from the store renovations, which 
will attract new customers. Decide whether Omega Ltd. can capitalize the remodeling cost or not as per 
provisions of AS 10 "Property plant & Equipment". (MTP 2 .5 Marks Oct 20, Oct'1.9, Mar 22} 

Answer 3 
(i) Entity A should account for a loss in the Statement of Profit and Loss on de-recognition of the carrying 

value of plant and machinery in accordance with AS 10 on Property, Plant and Equipment. Entity A should 
separately recognize a receivable and a gain in the income statement resulting from the insurance 
proceeds once receipt Is virtual ly certain. The receivable should be measured at the fair value of assets 
provided by the insurer. 

(ii) The expenditure in remodeling the store w ill create future economic benefi.ts (in t he form of 1S% of 
increase in sa les). Moreover, the cost of remodeling can be measured reliably, therefore, it should be 
capitalized in line w ith AS 10. 

Question 4 
Wivi Tsu Ltd. has entered into a binding .igreement with XVZ Ltd. to buy a custom-made machine, amounting 

to Rs. 4,00,000. As on 31st March, 2020 before, delivery of the m:ichino, Wivi Tsu ltd. had to ch:inge its method 
of production. Tho new method will not raquirothc machine ordared and so it shall ba scrappc,d aftar dclivary. 
The expected scrap value is 'NIL'. Show the treatment of machine in the books of Wivi Tsu Ltd. {MTP S Marks 
Oct 20, Oct lB, Mar 22, Aug 18, Oct'l9) 

Answer 4 
A liability is recognized when outflow of economic resources in settlement of a present obligat ion can be 

anticipated and the value of outflow can be rel iably measured. In the given case, Wivi Tsu Ltd. should recognize 
a liabil ity of ~ 4,00,000 payable to XYZ Ltd . When flow of economic benefit to the enterprise beyond the current 
accounting period is considered improbable, the expenditure incurred is recognized as an expense rather than 
as an asset. In the present case, flow of future economic benefit from the machine to the enterprise is 
improbable. The en tire amount of purchase pr ice of the machine should be recogn ized as an expense. Hence 
Wlvi Tsu Ltd. should charge the amount of~ 4,00,000 {being loss due to change In production method) to Profit 
and loss statement and record the corresponding liability {amount payable to XYZ Ltd.) for the same amount in 
the books for the year ended 31st March, 2020. 

Question 5 

Neon Enterprise operates a major chain of restaurants located in different cities. The company has acquired a 
new restaurant located at Chandigarh. The new-restaurant requires significant renovation expenditure. 
Man:ieemc,nt expects that the renovations will l:ist for 3 months durine which the restaurant will be closed. 
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Management has prepared the following budget for this period - Salaries of the staff engaged in preparation 
of restaurant before its opening Rs. 7,50,000 Construction and remodelling cost of restaurant Rs. 30,00,000. 
Explain the treatment of these expenditures as per the provisions of AS 10 "Property, Plant and Equipment". 
(MTP 5 Marks March '21, Sep '22 & Oct '23) {PYP Nov'181 5 Marks) 

Answer 5 
As per provisions of AS 10, any cost directly attributable to br ing the assets to the location and conditions 
necessary for it to be capable of operating in the manner indicated by the management are ca lled directly 
attr ibut ab le costs and wou ld be included in the costs of an item of PPE. 
Managem ent o f Neon Enterprise should capitalize the costs o f construction and remodeling the restaurant, 
because they are necessary to bring the restaurant to the condition necessary for it to be capable of operating 
in the manner intended by management. The restaurant cannot be opened withou t incurring the construction 
and remodeling expenditure amounting Rs. 30,00,000 and thus the expenditu re shou ld be considered part of the 

asset . 
However, the cost o f salaries o f staff engaged in preparation o f rest aurant Rs. 7,50,000 before its opening are in 
the nature of operating expenditure that would be incurred i f the restaurant was open and these costs are not 
necessary to br ing the restaurant to the conditions necessary for it to be capable of operating in the m anner 
intended by management. Hence, Rs. 7,50,000 should be expensed. 

Question 6 
You are required to give the correct accounting treatment for the following in line w ith provisions of AS 10: 
(a) Trozen Ltd. operates a major chain of supermarkets all over India. It acquires a new store in Pune which 

requires signi ficant renovation expenditure. It is expected that the renovations will be done in 2 months 
during which the store will be closed. The budget for this period, including expenditure related to 
construction and remodeling costs (Rs. 18 lakhs), salaries of staff (Rs. 2 lakhs) who will be preparing the 
store b.,fore its opening and related utilities costs {Rs. l .S lakhs), Is prepared. The cost of salaries of the 
staff and utilities are operatine expenditures that would be incurred even aftar the openine of the 
supermarket. What will the treatment of all these 0xpendituras in the books of accounts? 

(b) W ivi Tsu Ltd is setting up a new refinery outside the city limits. In order to facilitate the construction 
of the rcfinc,ry and its operations, Wivl Tsu Ltd. is required to Incur expenditure on the 
construction/ development of railway siding, road and bridge. Though Wivi Tsu Ltd. incurs the 
expenditure on the construction/ development, it will not have ownership rights on these items and 
they are also available for use to other entities and public at large. Can W ivi Tsu Ltd. capitalize 

expenditure incurred on these items as property, plant and equipment (PPE)? (RTP May '21} 

Answer 6 
(a) Trozen Ltd. should capitalize the costs o f const ruction and remodeling the superm arket, because they are 

necessary to bring t he store to the condit ion necessary for It to be capable of operating In the manner 
intended. The supermarket cannot be opened w ithout incurring the remodeling expenditure. Therefore, 
this construction and remodeling expendit ure of Rs. 18 lakhs should be considered as part of t he cost of 
t he asset . However, t he cost of salaries of the staff Rs. 2. lakh and util it ies cost Rs. 1.5 lakh are operat ing 
expenditures that would be incurred even after t he opening of the superm arket. There fore, these costs 
are not necessary to bring the st ore to the condit ion necessary for it to be capab le of operating in the 

manner intended by the managem ent and shou ld be expensed. 
(b) AS 10 st at es t hat the cost of an item of property, plant and equipment shall be recognized as an asset if, 

and only if: 

5.2-4 

(a) it is probable that fu ture economic benefits associated w ith the item will flow to the entity; and 
(b) the cost of the item can be m easured reliably. 
Further, the standard provides that the standard does not prescr ibe the unit of measure for recognition, 
i.e., w hat constitut es an item of property, plant and equipment. Thus, judgement is required in applying the 
recognition cri teria to an entity' s specific circumstances. The cost of an item o f property, p lant and 
equipment comprise any costs d irectly at tributable to bringing the asset to the location and condition 
necessary for i t to be capable of operating In the manner intended by managem ent . 
In the given case, railway sid ing, road and bridge are required to facili tate t he construction o f the refinery 
and for its operat ions. Expenditure on t hese items is required to be incurred in order to get future economic 

Chapter 5.2 AS 10·Property, Plant & Equipment 



benefits from the project as a whole which can be considered as the unit of measure for the purpose of 
capital ization of the said expenditure even t hough the company cannot restrict the access of others for using 
the asset s individually. It is apparent that the aforesaid expenditure is directly attributable to br inging the 
asset to t he location and condition necessary for it to be capable of operating in the manner intended by 
management. 
In view of th is, even though Wivi Tsu ltd. may not be able to recognize expenditure incurred on these assets 
as an individual item of property, plant and equipment In many cases (where it cannot restrict others from 
using the asset), expenditure incurred may be capitalized as a part of overall cost o f the project. From this, 
i t can be concluded that, in the given case the expenditure incurred on these assets, i.e., railway siding, road 
and br idge, should be considered as t he cost of construct ing t he refinery and accordingly, expenditure 
incurred on these items should be allocated and capitalized as part of the items of property, plant and 
equipment of the refi nery. 

Question 7 

RS Ltd. has acquired :, heavy plant at a cost of" 2,00,00,000. The estimated useful life is 10 years. At the end 
of the 2nd year, one of the major compon<!nts i.e., tho Boiler has bccom" obsolete (which was acquired :,t 
price of 0: S0,00,000) and requires replacement, as further maintenance is uneconomical. The remainder of the 
plant is perfect and is expected to last for next 8 years. The cost of a new boiler is'( 60,00,000. Can the cost of 
the new boiler be recognised as an asset, and, if so, what should be the carrying value of the plant at the end 
of second year? (RTP Nov'22} 

Answer 7 
Recognition of Asset : The new boiler w ill produce economic benefits to RS l td ., and t he cost is measurable. 
Hence, t he item should be recognized as an asset. The cost old boiler should be de-recognized and the new boiler 
will be added. 
Statement showing cost of new boiler :ind m:ichine after e:,r 2 

Original cost of lant 
Less: Accumulated depreciat ion ((2,00,00,000 /10) x 2] 
Carrying value of the plant after two years 

Less: Current Cost of Old Boiler to be derecognized 

Less: WDVof Boiler (replaced) after 2 years 0: 40 00 
(50,00,000/10 .X 8) 

Add: Cost of new Boiler to be recognized 0: 60 00 
Revised carrying amount of Plant 0: 1,80,00,00 

Question 8 

A property costing 0: 10,00,000 is bought on 1.4.2020. Its estimated total physical life is 50 years. However, the 
company considers it likely that it will sell the property after 25 years. The estimated residual value in 25 years' 
time, based on current year prices, ls: 
Case (a)" 10,00,000 
Ca.so (b) " 9,00,000 
You are required to compute the amount of depreciation charged for the year ended 31.3.2021. 
(RTP Nov 21, SM} 

Answer 8 
Case (a) 
The company considers that the residual value, based on prices prevailing at the balance sheet date, will equal 
the cost. There is, therefore, no depreciable amount and depreciation is zero. 
Case (b) 
The company considers that t he residual value, based on pr ices prevailing at t he balance sheet date, wil l be 0: 
9,00,000 and the depreciable amount is, therefore, " 1,00,000. 
Annual depreciation (on a straight-line basis) w il l be" 4,000 [{10,00,000 -9,00,000} + 25] . 
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Question 9 
(i) A limited has contracted with a supplier to purchase machinery which Is to be installed :,t Its new plant in 

four months' time. Speci:,I foundations were:, required for the m:.chinery which were to bc prep:,rcd within 
this supply lead time. Thc cost of thc site preparation and laying found:>tions wc,re ~ 2,10,000. Thcse 
activities were supervised by an Architect during the entire period, who is employed for this purpose at a 
salary of~ 35,000 per month. The machinery was purchased for 'I; 1,27,50,000 and a sum of'-: 2,12,500 was 
incurred towards transportation charges to bring the machinery to the plant site. An Engineer was 
appointed at a fee of~ 37,500 to supervise the installation of the machinery at the plant site. You are 

required to ascertain the amount at which the machinery should be capitalized in the books of A limited. 
{PYP 2 .5 Marks Ju/'21} 

(ii) B limited, which operates a major chain of retail stores, has acquired a new store location. The new location 
requires substantial renovation expenditure. Management expects that the renovation will last for 4 
months during which the store will be closed. Management has prepared the budget for this period 
including expenditure related to construction and re-modelline costs, sal:iry of staff who shall be preparing 
the store before its openlne and related utilities cost. How would such expenditure be tre:ited in the books 
of B limited? {PYP 2.5 Marks, July,21, SM} 

Answer 9 
(i) Statement Showing the Computation of the amount at which the Machinery should be capitalized in the 

books of A Limited 
Particulars Amount ('-:) 

Purchase cost of machinery Given 1,27,50,000 
Add: Site Preparation Cost Given 2,10,000 
Architect' s Salary Specific/ Attributable 1,40,000 

overheads for 4 months ('-: 
35,000 X 4) 

Initial Delivery Cost Transportation 2,12,500 
Professional Fees for I nsta II ation Engineer's Fees 37,500 
Total Cost of Machinery to be 1,33,50,000 
capitalized 

(ii) Manageme nt should capitalize the costs of construction and remode ling the store, because they are 
necessary to bring the store to the condition necessary for it to be capable of ope rating In the manner 
intended by manageme nt. The store cannot be opened witho ut incurring the re modeling expenditure, and 
thus the expenditure should be considered part of the asset . However, if the cost of salaries, utilities and 
storage of goods are in the nature of operating expenditure that would be incurred if the store was open, 
then these costs are not necessary to bring the store to the condition necessary for it to be capable of 
operati ng in the manner intended by management and should be expensed. 

Question 10 
Wivi Tsu ltd. is lnstalllne a new plant at Its production facility. It has Incurred these costs: 
Cost of the plant (cost per supplier's invoice plus taxes) Rs. 25,00,000 
Initial delivery and handling costs Rs. 2,00,000 

Cost of site preparation ~s. 6,00,000 
Consultants used for advice on the acquisition of the plant Rs. 7,00,000 

Interest charges paid to supplier of pl:int for deferred credit Rs. 2,00,000 
Estimated dismantling costs to be incurred after 7 years ~s. 3,00,000 
Operating losses before commercial production Rs. 4,00,000 

Please advise Wivi Tsu ltd. on the costs that can be capitalised in accordance with AS 10 (Revised). {MTP Aug. 
'18, 5 Marks) {Same concept lesser adjustments MTP 5 Marks Nov'2l, MTP 5 Marks Mar'23, SM, RTP May'l9, 
Nov'lB & Nov '23} 

Answer 10 
Accordine to AS 10 (Revised), the following costs can be capitalized: 
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Cost of the plant Rs. 25,00,000 
Initial delive ry and handl ing costs Rs. 2,00,000 
Cost of site preparation Rs. 6,00,000 
Consul tants' fees Rs. 7,00,000 
Estimated dismantling costs to be incurred after 7 years Rs. 3,00,000 

Rs. 43.00.000 
Note: Interest charges paid on "Deferred credit terms" to the supplier of the plan t (not a quali fyi ng asset) of 
Rs.2,00,000 and operating losses be fore commercial production amount ing to Rs.4,00,000 are not regarded 
as directly attributable costs and thus cannot be capitali zed. They should be written off to the Statement of 
Profit and loss in the period they are incurred. 

Question 11 
Star Limited purchased machinery for~ 6,80,000 (inclusive of GST of~ 40,000}. Input credit is available for 
entire amount of GST paid. The company incurred the following other expense for installation. 

~ 

Cost of preparation of site for installation 21,200 
Total Labour charges 56,000 

(200 out of the total of 500 men hours worked, were spent on Installation of the machinery) 
Spare parts and tools consumed In Installation 

Total salary of supervisor 

(Time spent for installation was 25% of the total time worked) 
Total technical expense 

(1/10 relates to the plant installation) 
Test run and experimental production expenses 

Consultancy charges to archite<:t for pl:.nt set up 

s,ooo 
26,000 

34,000 

18,000 

11,000 

Depreciation on assets used for installation 12,000 

The machine was ready for use on 15.01.2021 but was used from 01.02.2021. Due to this delay further 
expenses of " 8,900 were incurred. Calculate the value at which tho plant should be capitalized in the books 
of Star Limited. {RTP May 23, SM) 
Answer 11 

Calculation of Cost of Plant 
Particulars 

Purchase Price 

Add: Site Prepa ration Cost 

l abor charges 

Spare parts 

Supervisor's Salary 

Technical costs 

Test run and experimental production 
cha rges 

Architect Fees for set up 

Depreciation on assets used for installation 

Tota I Cost of Asset 

l ess: GST credit receivable 

Given 6,80,00 

Given 21,2 

(56,000X200/500) Given 22,4 

5,00 

25% of ~ 26,000 6,50 

1/10 of~ 34,000 3,40 

Given 18,0 

Given 

Given 

7,79,50 

(40,000 

Value to be capitalized 7,39,50 

Note: Further Expenses of~ 8,900 from 15.1.2021 to 1.2.2021 to be charged to profi t and loss A/c as plant was 
ready for production on 15.1.2021. 
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Question 12 

MS ltd. has acquired a heavy machinery at a cost of '{ 1,00,00,000 (with no breakdown of the component 
parts). The estimated useful life is 10 years. At the end of the sixth year, one of the major components, the 
turbine requires replacc,ment, :,s further maintc,n:,ncc is uneconomical. The, remainder of the machine is 
perfect and is expected to last for the next four years. The cost of a new turbine is "45,00,000. The discount 
rate assumed is 5%. 
Can the cost of the new turbine be recognised as an asset, and, if so, what treatment should be used? {RTP 
Jan'25} 

Answer 12 
The new turbine will produce economic benefits to MS Ltd., and the cost is measurable. Hence, the item should 
be recognised as an asset. The original invoice for the machine d id not specify the cost of the t urbine; however, 
the cost of the replacement 'i: 45,00,000 can be used as an ind ication (usua lly by discounting) of the likely cost, 
six years previously. 

Statement showine cost of new turbine and machine after 6th year . 
~ 

Cost of machi nes recogn ized on purchase 1,00,00,00( 
Less: Depreciation charged for 6 years [(1,00,00,000/ 10) X 6] (60,00,000) 

40,00,000 
Less: Current cost o f turbine to be 

derecognized: 
Cost of Turbine befo re 6 vears [45,00,000 X {1 / (1.0S)•}l 33,57,90 

Less: Depreciation for 6 years ((33,57,900 / 10) x 6) (20 14 740 (13,43,160 
Add: Cost of new turbine to be recognised 45,00,00Q 
Revised carrying amount of machi ne I I 'I ~ , ' . ' • • • • 71,56,840 

I I I \\/ I I I ~· II 
Question 13 

A ltd. had followlne assets. Calculate, depreciation for the year ended 31st March, 2020 for each asset as per 
AS 10 (Revised): 

(i) Machinery purchased for" 10 lakhs on 1st April, 2015 and residual value after useful life of 5 years, based 
on 2015 prices is " 10 lakhs. 

(ii) land for "50 lakhs. 
(iii) A Machinery is constructed for " 5,00,000 for its own use (useful life is 10 years) . Construction is 

completed on 1st April, 2019, but the company docs not bcein using the machine until 31st March, 2020. 

(iv) Machinery purchased on 1st April.2017 for 'i: 50,000 with useful life of 5 years and residual value is Nil. 

On 1st April, 2019, management decided to use this asset for further 2 years only. {PYP 5 Marks Nov 20} 
{MTP 5 Marks Sep '23} 

Answer 13 
Comput3tion of 3mount of depreciation as per AS 10 

" (i) Machinery purchased on 1/ 4/15 for 'i: 10 lakhs (having residua l value of 'i: 10 lakhs) Nil 
Reason: The company considers that the residual value, based on prices 
prevailing a t the balance sheet da te, will equal the cost. Therefore, there is no depreciablE 
amount and depreciation is correctly zero. 

(ii) l and (SO lakhs) (considered freehold) Nil 
Reason: Land has an unlimited useful life and t here fore, it is not dep reciated. 

(iii) Machinery construct ed for own use ('i: 5,00,000/10) 50,000 
Reason: The entity should begin charging depreciation from the date the machine is ready fo 
use i.e. 1st Ap ril,2019. The fact that the machine was not used for a period after it was read 
to be used Is not re levant In considerine when to begin chargi nl! de preciation . 

(iv) Machinery having revised useful life 15,000 
Reason: The entity has charged depreciation using the straight-line method at 'i: 10,000 pe 

5.2-8 Chapter 5.2 AS 10-Property, Plant & Equipment 



ann um i.e. (50,000/5 years). On 1st April,2019 the asset's net book value is (50,000 - (10,000 
2)] i.e.~ 30,000. The remaini ng useful life is 2 years as per revised estimate. The company shoul 
amend the annual provision for depreciation to charge the unamortized cost over the revise 
remaining life of 2 yea rs. Consequently, it should charge depreciation for the next 2 years at 
15,000 per annu m i.e. (30,000 / 2 years). 

Question 15 
XVZ Limited provided you the following information for the yeor ended 31st March, 2022. 

~ 

(i) The carrying amount of a property at the end of the year amounted to 't 2,16,000 (cost/value 0: 2,50,000 
and accumulated depreciation 0: 34,000). On this date the property was revalued and was deemed to 
have a fair value of" 1,90,000. The balance In the revaluation surplus rc,latlng to:, previous revaluation 
gain for this property was" 20,000. 
You are required to calculate the revaluation loss as per AS 10 (Revised) and give its treatment in the 
books of accounts. 

(ii) An asset that originally cost ~ 76,000 and had accumulated depreciation of~ 62,000 was disposed of 
during the year for" 4,000 cash. 
You are required to explain how the disposal should be accounted for in the financial statements as per 
AS 10 (Revised) . {PYP 5 Marks May '22} 

Answer 15 
(I) As per AS 10, a decrease In the carrying amount of an asset arising on revaluation should be charged to the 

statement of profit and loss. However, the decrease shou ld be debited directly to owners' interests unde r 
the heading of revaluation surplus to the extent of any credit ba lance existing in the revaluation surplus in 
respect of that asset. 
Calculation of revaluation loss and its accounting treatment 

Carrying value of the asset as on 31st March, 2022 
Revalued amount of the asset 
Tota I revaluation loss on asset 
Adjustment of previous revaluation reserve 
Net reva luation loss to be charged to the Profit and 
account 

los 

a 
b 

c=a-b 
d 20 000 

e=c-d 6,00 

(ii) AS 10 states that the carrying amount of an Item of property, plant and equipment Is derecognlzed on 
disposal of the asset. It further states that the gain or loss ari sing from the derecognit ion of an item of 
property, plant and equipment should be included in the statement of profit and loss when the Item is 
derecognized. Gains should also not be classified as revenue. 
Calculation of loss on disposal of the asset and its accounting trea tmen t 

Origina l cost of the asset a 76,00 

Accumulated depreciation ti ll date b 62 00 

Carrying value of the asset as on 31st March, 2022 c=a-b 14,00 
Cash received on disposal of the asset d 4 00 
Loss on disposal of asset charged to the Profit and loss accou nt e=c-d 1000 

Question 16 

In the books of Top maker Limited, carrying amount of Plant and Machinery as on lstAprll, 2022 is 0: 56,30,000. 
On scrutiny, it WQS found that a purchase of Mochinery worth 0: 21,12,000 was included In the purchase of 
goods on lstJunc, 2022. On 30thJune, 2022 the comp~ny disposed a Machine having book value of~ 9,60,000 
(as on lstApril, 2022) for~ 8,25,000 in part exchange of a new machine costing~ 15,65,000. 
The company charges depreciation @ 10% p.a. on written down value method on Plant and Machinery. 
You are required to compute: 
(i) Depreciation to be charged to Profit & Loss Account; 
(ii) Book value of Plant & Machinery as on 31stMarch, 2023; and 
(iii) Profit/Loss on exchange of Plant & Machinery. {PYP 5 Marks May '23} 
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Answer 16 

(i) Depreciation to be charged in the Profit & Loss Account 

Particulars Amount in ~ 

Depreciation on old Machinery 1,40, 750 

(10% on~ 56,30,000 for 3 months (01.04.2022 to 30.06.2022)] 
Add: Depreciation on Machinery acquired on 01.06.2022 1,76,000 

(~21,12,000 X 10% Xl0/12) 
Add: Depreciation on Machinery after adjustment of Exchange 4,67,625 
[10% of~ 56,30,000 -9,60,000 + 15,65,000) for 9 months I 
Total Depreciation to be charged in Profit & Loss A/c 7,84,375 

(ii) Book value of Plant & Machinery as on 31.3.2023 

Particulars Amount in ' 

Balance as per books on 01.04.2022 56,30,001 

Add: Included in purchases on 01.06.2022 21,12,001 

Add: Purchases on 30.06.2022 15.65 001 36.77 00 
93,07,001 

l ess: Book value of Machine sold on 30.06.2022 (9,60,000 
83,47,001 

l ess: Depreciation on Machinery in use (7,60,375 
~ (7,84,375 -24,000) 

Book Value as on 31.03.2023 75,86,62 
Note: The computation of depreciation and book value of Plant & Machinery can be presented in the fol lowing 
alternative manner: 

Particulars Book Value or Cost or Period Depreciation Book Value a 
Acquisition on 

31.03.2023 

Opening Value 46,70,000 01.04.2022 4,67,000 42,03,000 
(56,30,000 -9,60,000) to 31.03.2023 (46,70,000 X 10%) 

Sold 9,60,000 01.04.2022 24,000 . 

to 30.06.2022 (9,60,000 X 10% X 3/12) 

Purchases 21,12,000 01.06.2022 1,76,000 19,36,000 
to 31.03.2023 (21,12,000 X 10% X 10/12) 

New 15,65,000 01.07.2022 1,17,375 14,47,625 
Machinery to 31.03.2023 (15,65,000 X 10% X 9/12} 

Total 7,84,375 75,86,625 
(iii) Profit/Loss on Exchange of Machinery 

Particulars Amount in 

Balance as oer books on 01.04.2022 9,60,000 

Less: Depreciation for 3 months (~ 9,60,000 x 10 /100 x 3 / 12) (24,000) 

W.D.V. as on 30.06.2022 9,36,000 

Less: Exchange value (8,25,000) 
l oss on Exchange of Machinery 1,11,000 

Question 17 ~ LDR 

Akshar Ltd. installed a new Plant (not a qualifying asset), at its production facility, and incurred the following 
costs: 

• Cost of the Plant (as per supplier's invoice): 'c: 30,00,000 
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• 
• 
• 
• 
• 
• 

Initial delivery and handling costs: 0: 1,00,000 
Cost of site preparation:~ 2,00,000 
Consultant fee for advice on acquisition of Plant:"! 50,000 

Interest charges paid to supplier against deferred credit: 0: 1,00,000 

Estimate of Dismantling and Site Restoration costs 
Operating losses before commercial production: 'I! 

: "50,000 after 10 years (Present Value is 'I! 30,000) 

40,000 
The company Identified motors Installed In the Pia nt gs :, separ;,te component and a cost of 't 5,00,000 

em proportionately. The company estim:ites the useful 
nd 6 years respectively and SLM method of Deprecl:ition 

(Purchase Price) and other costs were allocated to th 
life of the Plant and those of the Motors as 10 years a 
is used. 
At the end of Year 4, the company replaces the M otors installed in the Plant at a cost of ~ 6,00,000 and 

rs. Also, the company revalued its entire class of Fixed 
Plant as a whole is" 25,00,000. At the end of Year S, the 

estimated the useful life of new motors to be 5 yea 
Assets at the end of Year 4. The revalued amount of 
company decides to retire the Plant from active use and also disposed the Plant as a whole for " 6,00,000. 

ation liability during the period of use. You are required 
nted in accordance with AS 10. {SM) 

There is no change in the Dismantling and Site Restor 
to explain how the above transaction would be accou 

Answer 17 
1. 

2. 

3. 

4. 

Cost at Initial Recognition: 

Particulars 
Cost of the Plant (as per Invoice) 
Initial Delivery and Handling Costs 
Cost of Site Preparation 
Consultants' Fees 
Estimated Dismantling and Site Restoration Costs 
Total Cost of Plant including Motors 
Less: Cost of Motors identified as a separate comp onent (1/6)* 5,63,33 

Cost of the Plant (excluding M otors - balance 5/ 

* Purchase price of Motors=" 5,00,000 out of" 30 
6) 28,16,66 
,00,000 i.e., 1/6 of value of Plant 

Note: 
Since the asset is not a qualifying asset, payme 
operating losses of "40,000 incurred before com 

nt of interest to the supplier is not capitalized. Further, 
mercial production is not a directly attributable cost, and 

re expensed to the P/L as and when they are incurred. hence excl uded from cost of asset. These costs a 
Recognit ion of M otors Replacement 

Particulars 

Cost of Motors determined above 5,63,33 
l ess: Depreciation for 4 years (as per SLM) 3, 75,55 

5,63,333 + 6 years x 4 years 
Carrying Amount of M otors at the end of Year 4 1,87,77 

Accounting: 
The company should derecognize the existing Carryi ng Amount of Motors replaced of" 1,87, 778. Further, the 

be capitalized as a separate component. This amount will 
.;, 5 years=" 1,20,000 p.a. 

acquisition cost of new motors of " 6,00,000 would 
be depreciated over the next 5 years at" 6,00,000 
Revaluation 

Particulars 

Cost of the Plant at initial recognition [from (1) ab ove) 28,16,66 
l ess: SLM Depreciation for 4 years :"! 28, 16,667 .;, 10 years x 4 years 11,26,66 
Carrying Amount of Plant at the e nd of Year 4 16,90,00 

e the same is treated Revalued Amount of Plant {Excluding Motors, si ne 19,00,00 
00) as a separate component:" 25,00,000 - "6,00,0 

Therefore, Gain on Revaluation credited to Revalu ation Reserve 2,10,00 
Revised Depreciation Charge p.a.: 19,00,000 + 6 y ears 3,16,66 

Derecognition 
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Particulars Motors Plant (excluding Motors) 

Cost/ Revalued Amount at end of Year 4 6,00,001 19,00,00 
Less: Depreciation for Years 5-8 1,20,000 XI 3,16,667 XI 

= 4,80,001 =12,66,66 
Carrying Amount before Disposal / De- recognition 1,20,00, 6,33,33 

Less: Disposal Proceeds >: 6,00,000 allocated in 95,57' 5,04,42' 
ratio of carryinR amount 

Loss to be written off to P/L 24,42! 1,28,90 
Notes: 
(a) The Revaluation Surplus of >: 2,10,000 would be transferred directly to Retained Earnings. 
(b) The allocation of disposal proceeds of>: 6,00,000 for the plant as whole is apportioned based on carrying 

amount of motors and plant (excluding motors) 
Alternatively, i t may be apportioned as 1/6 towards motors and 5/6 plant (excluding motors) based on the 
reasoning that the initially, motors amounted to 1/6 of the entire plant. This approach may not be prefe rable 
because there has been a revaluation of the plant (excluding motors) and a disposal and subsequent acquisition 
of the Motor, which is not in the initial proportion of 5/6 and 1/6 respectively. 

Multiple Choice Questions {MCQs) 

1. As per AS 10 (Revised) 'Property, plant and equipment', which of the following costs is not included in 
the carrying amount of an item of PPE (SM} 
(a) Costs of site preparation 
(b) Costs of relocating 
(c) Installation and assembly costs. 
(d) initial delivery and handl ing costs 

Ans: (b) 
2. As per AS 10 (Revised) 'Property, Plant and Equipment', an enterprise holding investment properties should 

value Investment property. {SM} 
(a) as per fair value 
(b) under discounted cash flow model. 
(c) under cost model 

( d) under cash flow model 
Ans: (c) 

3. A plot of land with carrying amount of 0: 1,00,000 was revalued to 0: 1,50,000 at the end of Year 2. 
Subsequently, due to drop in market values, the land was determined to have a fair value of>: 1,30,000 at 
the end of Year 4. Assuming that the entity adopts Revaluation Model, what would be the accounting 
treatment of Revaluation? {SM} 
(a) Initial upward valuation of°' 50,000 credited to Revaluation Reserve. Subsequent downward revaluation 

of '; 20,000 debited to P/L. 
(b) Initial upward valuation of '( 50,000 credited to P/L. Subsequent downward revaluation of'( 20,000 

debited to P /L. 
(c) Initial upward valuation ofO: 50,000 credited to Revaluation Reserve. Subsequent downward revaluation 

of>: 20,000 debited to Revaluation Reserve. 
(d) Initial upward valuation of'( 50,000 debited to P/l. Subsequent downward revaluation of >: 20,000 

credited to P /L. 
Ans: (c) 

4. A plot of land with carrying amount of >: 1,00,000 was revalued to '< 90,000 at the end of Year 2 . 
Subsequently, due to increase in market values, the land was determined to have a fair value of 0: 1,05,000 
at the end of Year 4. Assuming that thc, entity adopts Revaluation Model, what would be the accounting 
treatment of Revaluation? (SM} 
(a) Initial downward valuation of~ 10,000 debited to Revaluation Reserve. Subsequent upward revaluation 

of 0: 15,000 credited to P/L. 
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(b) Initial downward valuation of "( 10,000 debited to P/L. Subsequent upv,ard revaluation of "( 15,000 

credited to P / L. 
(c) Initial downward valuation of "( 10,000 debited to P/ L. Subsequent upward revaluation of "( 10,000 

credited to P/L and"( 5,000 credited to Revaluation Reserve. 
(d) Initial downward valuation of I!: 10,000 credited to P/L. Subsequent upward revaluation of"( 10,000 

debited to P/L and" 5,000 debited to Revaluation Reserve. 
Ans: (c) 
S. On salo of an asset which was revalued upwards, what would be the treatment of Revaluation Reserve? 

{SM} 
(a) The Revaluation Reserve is credited to P/l since the profit on sale of such asset is now realized. 
(b) The Revaluation Reserve is credited to Retained Earnings as a movement in reserves without impacting 

the P/L. 
(c) No change in Revaluation Reserve since profit on sale of such asset is already impacting the P/L. 
(d) The Revaluation Reserve is reduced from the asset value to compute profit or loss. 

Ans: (b) 
6. A machinery was purchased having an invoice price"( 1,18,000 (including GST"( 18,000) on 1 April 20X1. The 

GST amount is available as input tax credit. The rate of depreciation is 10% on SLM basis. The depreciation 
for 20X2 -X3 would be (SM) 
(a) "( 10,000. 
(b) "( 11,800. 
(c) "( 9,000. 
( d) "( 10500 

Ans: (a) 
7. Accounting Standard 10, Property, Plant and Equipment is applicable to: {MTP 2 Marks Nov'24) 

(a) Biological Assets (other than Bearer Plants) related to agr icultural activity 

(b) Wasting Assets including Mineral r ights, Expenditure on the exploration for and extraction of minerals, 
oil, nat ural gas and similar non regenerative resources 

(c) Inventor ies 
(d) Bearer Plant (except produce on Bearer Plants) 

Ans: (d) 
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CONCEPTS OF THIS CHAPTER 

• Forms of Investments • Investment Properties 

• Cost of Investments • Disposal of Investments 

• Current Investments • Reclassification of Investments 

• Long-term Investments • Disclosure Requirements 

• Classification of Investments 

QUICK REVIEW OF IMPORTANT CONCEPTS 

Accounting for 

► Right shares 

~ 
LOR Questions 
020 029 

032 

_ • Subscribed Cost _of shares added to carrying amount __ i_ •. Not subscribed, but_sold Sale_proceeds taken _to _P&L A/c 

• If acquired on cum-r ight basis & the market va lue of investments immediately after is lower than the right is lower 
than the cost for which they w ere acquired, apply the sale proceeds of r ights to reduce the carrying amount of such 
investments to the market value. 

► Bonus • No amount is entered in the capital column of investment account 

Carrying Amount 
► Current investments 
lower of cost and fair value. • Any reduction to fair value is debited to profit and loss account, however, If fair 

value of investment is increased subsequently, the increase in value of current 
investment up to the cost of investment is credited to the profit and loss account 
(and excess portion, if any, is ignored). 

Valuation • On overall (or global) basis is not considered appropriate; prudent method is to 
carry investment individually. 

► Loni term investments 
Carried at cost i • Where there is a decline, other than temporary, in the carrying amounts of long term 

! valued investments, the resu ltant reduction in the carrying amount is charged to the 
I profit and loss statement. The reduction in carrying amount is reversed when there is a 

---------·-·-·--·--·---·--_l-· rise in the value of the investment, or if the reasons for the_reduction no longer exist. __ _ 
Valuation • Determined on an individual Investment basis. 

• 
• 

Rccbsslficatlon of Investments 
I 

Current to Long-term I • 
Transfer at Lower of cost & fair value at t he date I• 

I 

of t ransfer I 

Disposal of Investments 

l ong-term to Current 
Transfer at lower of cost & carrying amount at 

the date of transfer 

• Difference between the carrying amount and the disposal proceeds, net Of Expenses is recognised in t he P 
& L statement. 

• When part of investment is disposed, carrying amount is allocated to that part on the basis of average 
carrying amount of total investment . 

• If investments held as stock-in-trade, cost of stocks disposed calculated as per cost formula as per AS 2. 

Disclosures 

• Investment Valuation Policies: Accounting policies for investment valuation. 
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• Profit & Loss Inclusions: 
• Interest, dividends (separately for subsidiaries), and rental income, distinguishing between long-term 

and current investments. 
• Gross income st ated, with tax deducted at source shown under advance taxes paid. 

• Profits/losses on disposal and changes in carrying amounts of current and long-term investments. 

• Restr ictions: Significant rest rict ions on ownership, realizability, or remittance of income and disposal 
proceeds. 

• Investment Det ails: Aggregat e amount s of quoted and unquoted investments, wit h market value of 
quoted investments. 

• Other Disclosures: As required by relevant statutes 

Question & Answers 

Question 1 
Whether the accounting treatment 'at cost' under the head 'long Term Investments' without providing 
for any diminution in value is correct and in accordance with the provisions of AS 13. If not, what should 
have been the accounting treatment in such a situation? What methodology should be adopted for 
ascertaining the provision for diminution in the value of investment, if any. Explain briefly. (MTP 4 Marks 
Oct 20, Mar 22, SM} 

Answer 1 
The accounting treatmen t 'at cost' under the head 'Long Term Investment' in the financial statements of the 
company w ithout providing for any diminution in value is correct and is in accordance w ith the provisions of AS 
13 provided that t here is no decline, ot her than temporary, in the value of investment. If the decline in the value 

of investment is, o ther than temporary, compared to the time when the shares were purchased, provision is 
required to be made. The reduct ion in market value should not be considered, in isolat ion to determine the 

decline, other than t emporary. 
The amount of the provision for diminution in the value of invest ment may be ascertained consider ing the 
factors indica ted in AS 13. 

Question 2 

How will you doal with the following in the financial statements of the Parish Electronics ltd. as on 
31.3.18 with roferencc, ta AS-13? 
Also Parish Electronics Ltd. has current Investment (X Ltd.'s shares) purchased for Rs. 5 lakhs, which the 
company want to reclassify as long term Investment. The, market value of thasa inv0stmants as on data 
of Balance Sheet was Rs. 2.5 lakhs. (MTP Aug 'lB, 5 Marks, RTP May 19, MTP 5 Marks Oct '22} 

Answer 2 
As per AS 13 'Accounting for Investments', where investment s are reclassified from current to long - term, 
transfers are made at the lower of cost or fair value at the date of transfer. 
In the given case, the market value of the investment (X Ltd. shares) is Rs.2.50 lakhs, which is lower than its 
cost I.e. Rs. 5 lakhs. Therefore, the transfer to long term investments should be made at cost of Rs. 2.50 lakhs. 
The loss of Rs. 2.50 lakhs shou ld be charged to profit and loss accoun t. 

Question 3 

Z Bank has classified its total investment on 31-3-2021 into three categories (a) held to maturity (b) 
available for sale (c) held for tradlnc as per the RBI Guidelines. 'Held to maturity' investmonts are carried 
11t acquisition cost less amortized amount. 'Available for sale' Investments are carried at marked to 
market. 'Held for trad ing' lnvc,stments are valued at weekly Intervals at market rates. Net dcprcciatlon, 
If any, is chargcd to revenue and net :,ppraciatlon, if :,ny, is ignorcd. You :>re required to commcnt 
whether the policy of the bank is in accordance with AS 13? (MTP 5 Marks Nov '21, RTP Nov 2l, Nov 19} 

Answer 3 
As per AS 13 'Accounting for Investments', the accounting standard is not applicable to Bank, Insurance 
Company, M utual Funds. In this case Z Bank is a bank, therefore, AS 13 does not apply to it. For banks, the RBI 
has issued separate guidelines for classification and valuation of its investmen t and Z Bank shou ld comply with 
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those RBI Guidelines/Norms. Therefore, though Z Bank has not follo\'lted the provisions of AS 13, yet i t would 
not be said as non-compliance since, it is complying wi th the norms stipulated by the RBI . 

Question 4 
JVR limited has made investment of 't 97.84 Crores in Equity Shares of QSR limited in 2016-17. The 
investment has been made at par. QSR limited has been in continuous losses for the last 2 years. JVR 
limited is willing to re-assess the carrying amount of its investment in QSR limited and wish to provide 
for diminution in value of investment for the year ended 31st March, 2021. Discuss whether the 
connection of JVR limited to bring down the carrying Amount of investment in QSR limited is in 
accordance with Accountinc Standards. (RTP May '22) 

Answer4 
The investments are classified into t\'110 categories as per AS 13, viz., Current Investment s and Long-term 
Investments. A current Investment is an investment that is by its nature readily realizable and is intended to be 

held f or not more than one year from t he date on which such investment is made. The carrying amount for 
current investments is the lower of cost and fair value. Any reduction to fair value and any reversals of such 
reductions are included in the statement of profit and loss. A long - term investment is an investment other than 
a current investment. The investments referred in the question can be classified as long-term Investments and 
long-term investments are usual ly carried at cost. However, when there is a decline, other than temporary, in 
the value of a long-term investment, the carrying amount Is reduced to recognize the decline. The contention of 
the company to br ing down the value of investment may be correct if the decline in value is permanent in nature 
and the reduction in carrying amount may be charged to the statement of profit and loss. The reduction in 
carrying amount is reversed when there is a ri se in the value of the investment, or if the reasons for the reduction 
no longer exist. 

Question S 
(I) An unquoted long term investment made in the shares of Rachel limited is carried In the books of Zlva 

limited at a cost of 't 1,00,000. The audited financial statements of Rachel Limited received in May,2021 
showed that the company had been incurring cash losses with declining market share and the long term 
investment may not fetch more than 't 55,000. 

(ii) On 1st December, 2021 Ziva limited had made an investment of 't 5,00,000 in 4,000 Equity Shares of 
Garry limited at a price of 't 125 per share with an intention to hold it for not more than six months. In 

the first week of March, 2022, Garry limited suffered heavy loss due to an earthquake; the loss was 
not covered by an insurance policy. On 31st March,2022, the shares of Garry Ltd. were traded at a price 
of 't 80 per share on the Stock Exch:inge. 
How would you deal with the above invcstm1>nts in the books of Ziva Limited for the year ended 31st 
March,2022 as per the provisions of Accounting Standard 13 'Accounting for Investments'? (PYP 5 
Marks Nov '22) 

Answer 5 
(i) Investments classified as long -term investments should be carried in the financial statements at cost. 

However, provision for diminution should be made to recognize a decline, other than temporary, in the 
value of the investments, such reduction being determined and made for each Investment individually. 
On this basis, the facts of the given case, i t would be appropriate to reduce the carrying value of l ong
t erm investmen ts to 't 55,000 in the financial statements for the year ended 31st March, 2022.Thus t he 
unquoted investment in the shares of Rachel Ltd. will be valued at 't 55,000 
The provision for diminution amounting 't 45,000 should be made to reduce the carrying amount of the 

investments. 
(ii) Equity Shares in Garry Ltd. w ill be considered as current invest ment as intended to hold for not more than 

six months. As per AS 13, " Accounting for Investments", carrying amount for cu rrent investment s is t he 
lower of cost and fa ir value. In respect of current Investment s for which as active market exists, market 
value generally provides the best evidence of fair value. 
Since on 31st March,2022, the shares of Garry Limited were trading at a price of ~ 80 per share on the 
stock exchange, the equity shares of Garry Ltd. should be carried in the financia l statements at realizable 
value i.e. at 'I: 3,20,000 {4,000 shares @ 'I: 80 per share).The reduction of 'I: 1,80,000 in carrying value of 
current Investment w ill be charged to the statement of profit and loss for the year ended 31 st 
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March,2022. 

Question 6 
A company is engaged in the business of refining, transportation and marketing of petroleum products. 
During the financial year ended 31st March, 2024, the company acquired controlling interest from 
Government of India in another public sector undertaking@'{ 1,551 per share as against the book value 
of'{ 192.58 per share and market value of'{ 876 per share as on 18th February, 2024. 
Thus, the strategic premium of'{ 675 per share has been paid considering various tangible and intangible 
factors. 
The above investment in the shares of the acquired company h:is been considered as long term strategic 
investment and, therefore, has been accounted for at cost, i.o. at ~ 1,551 P"' share in the fin:incial 
statements. No provision for diminution In value has been m:ide in the books of account. 
As pl!r the requirement of Schedule Ill to the Companil!s Act, 2013, the :,ggreg;ite market v:ilue of the 
quoted shares has been properly reflected in the financial statements. 
On 28th March, 2024, the acquired shares were quoted at'{ 880 per share on BSE and the current market 
price as on 18th July was around '{ 300. 
Considering the tangible and intangible benefits the Management is of the view that there is no 
permanent diminution in the value of the strategic investment in the acquired company, as the same has 
been considered as a long-term investment. Therefore, there is no need for provision for diminution in the 
value of the shares of the acquired company. 
Required: 
(i) Whether the accounting treatment 'at cost' under the head 'Long Term Investments' without providing 

for any diminution In value is correct ;:ind In :iccord:ince with the provisions of AS 13. 
(ii) If :iny provision for diminution in the value is to be made, whether such provision should b., charged to 

tho profit and loss account or whethor samo can b" consldored as deferrod expanditure and amortised 
over a period of 5 years. Whether it is open for the company to charge off such diminution in the value 
in the books of account instead of creating provision. 

(iii) Whether the premium paid for strategic benefits for investment described in facts of the case, can be 
accounted for separately in the books of account keeping in view that AS 13 specifies that long term 
investments should be recorded at cost and there is no specific provision in the standard in respect of 
accounting for premium paid for strategic benefits. (RTP Sep'24, SM} 

Answer 6 
(i) The accounting treatment 'at cost' under the head 'Long Term Investment' in the separate financial 

statements of the company without providing for any diminution in value is correct and Is in accordance 
with the provisions of AS 13 provided that there is no decline, other than temporary, in the value of 
investment. 

(ii) The provision for diminution in the value of investment should be a charge to the profit and loss 
statement. As per the requirements of AS 13, the diminution in the value of investment can neither be 
accounted for as deferred revenue expenditure nor it can be written off in the statement of profit and 
loss. 

(iii) The long-term investments should be carried at cost as per the requirements of AS 13. The amount paid 
over and above the market price should be treated as cost and cannot be accounted for separately. 

Question 7 
Paridhi Electronics Ltd. invested in the shares of Dhansukh Ltd. on 1st May 2020 at a cost of Rs. 10,00,000. 
Three fourth of these investments were current investments and the remaining investments were 
intended to be held for more than a year. The published accounts of Dhansukh ltd. received in January, 
2021 reveals that the company has incurred cash losses with decline in market share and investment of 
Parldhi Electronics Ltd. may not fetch more than 7,50,000. The reduction In v:ilue is ;,pparent to be non -
temporary. You arc required to explain how you wlll deal with the above In the flnancial statements of 
the Parldhi Electronics ltd. as on 31.3.21 with reference to AS 13? (RTP May '21, ) (Same concepts different 
figures RTP May lB, MTP 4 Marks, Oct'2l} 

Answer 7 
As per AS 13, "Accounting for Investments", carrying amount for current investments is the lower of cost and 
fair value. But long term investments should be carried in the financial statements at cost. However, provision 
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for diminution shall be made to recognize a decl ine, other than temporary, in the value of the investments, such 
reduction being determined and made for each investment individually. The standard also states that indicators 
of the value of an investment are obtained by reference to its market value, the investee's assets and results 
and the expected cash flows from the investment. Paridhi Ltd. made three fourth of Rs. 10,00,000 ie. Rs. 7,50,000 
as curren t investment and remaining Rs. 2,50,000 as long term. The facts of the case given in the question clearly 
suggest that the provision for diminution should be made to reduoe the carrying amount of shares for both 
categories of shares to bring them to market value. Hence the carrying va lue of investments will be shown at 
amount of Rs. 7,50,000 in the financial statements for the year ended 31st March, 2021 and charge the 
difference of loss of Rs. 2,50,000 to profit and loss account. 

, Question 8 
lnnov:itive Garments M:.nufacturine Comp:.ny limited invested in the shares of :,nother comp:.ny on 1st 
October, 2022 at:, cost of~ 2,50,000. It <1lso e:irller purchased Gold of~ 4,00,000 <1nd Silver of U: 2,00,000 
on 1st March, 2020. Market value as on 31st March, 2023 of above investments are as follows: 
Shares 2,25,000 
Gold 6,00,000 
Silver 3,50,000 
How above investments will be shown in the books of accounts of Innovative Garments Manufacturing 
Company Limited for the year ending 31st March, 2023 as per the provisions of Accounting Standard 13 
"Accounting for Investments"? (MTP 5 Marks Mar'24) {Same concept different figures RTP Nov'18, May 
23, SM) 

Answer 8 
As per AS 13 (Revised) 'Accounting for Investments', for investment in shares if the investment is pu rchased with 
an Intention to hold for short-term period (less than one year), then it wil l be classified as current investment 
and to be carried at lower of cost and fair value, i.e., in case of shares, at lower of cost (~ 2,50,000) and market 
value(~ 2,25,000) as on 31 March 2023, i.e.,~ 2,25,000. 
If equity shares are acquired with an intention to hold for long term period (more than one ¥ear), then should 
be considered as long-term investment to be shown at cost in the Balance Sheet of the company. However, 
provision for diminution should be made to recognise a decline, if other tha n temporary, in the value of the 
investments. 
Gold and silver are generally purchased with an Intention to hold it for long term period (more than one year) 
until and unless given otherwise. Hence, the investmen t in Gold and Sliver (purchased on 1st March, 2020) 
should continue to be shown at cost (si nce there is no 'other than temporary' diminution) as on 31st March, 
2023, i.e.,~ 4,00,000 and~ 2,00,000 respectively, though their market values have been increased. 

Question 9 
Gowtham Limited Invested in sh:ires of another company (with the intention to hold the shares for short · 
term period) on 30th November, 2021 at a cost of~ 4,25,000. It also earlier purchased Gold of-: 8,00,000 
and Silver of 'I: 3,S0,000 on 31st March 2019, 
Market values as on 31st March, 2022, of the above investments :.re as follows : 
Shares -: 3,50,000 
Gold ~ 10,25,000 
Silver~ 5,10,000 
You are required to explain how will the above investments be shown (individually and in total) in the 
books of account of Gowtham limited for the year ending 31st March, 2022 as per the provisions of AS 
13. {RTP May 23, SM) {Same concept different figures RTP Nov'18) 

Answer 9 
As per AS 13 (Revised) 'Accounting for Investments', for investment in shares - if the investment is pu rchased 
with an intention to hold for short-term period (less than one year}, then it will be classified as current 
investment and to be carried at lower of cost and fair value, i.e., in case of shares, at lower of cost(~ 4,25,000} 
and market value(~ 3,50,000} as on 31 March 2022, i.e.,~ 3,50,000. 
Gold and silver are generally purchased with an intention to hold it for long term period (more than one year) 
until and unless given otherwise. Hence, the investment in Gold and Silver (purchased on 31stMarch, 2019} 
should continue to be shown at cost (since there is no 'other than temporary' diminution) as on 31st March, 
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2022, i.e., ~ 8,00,000 and ~3,50,000 respectively, though their market values have been increased. 
Thus the shares, gold and silver will be shown at~ 3,50,000, ~ 8,00,000 and~ 3,50,000 respectively and hence, 
total investment will be valued at~ 15,00,000 for the year ending on 31st March, 2022 as per AS 13. 

Question 10 
Kunal Securities Ltd. wants to reclassify its investments in accordance with AS-13 (Revised). State the 
values, at which the investments have to be reclassified in the following cases: 
(i) Long term investment in Company A, costing ~ 10.5 lakhs is to be re-classified as current investment. 

The company had reduced the value of these investments to'I'. 9 lakhs to recoflnlze a permanent decline 
in value, The fair value on the date of reclassification Is 'I:: 9.3 lakhs. 

(ii) long torm invc,stmant in Company B, costing 'I: 14 lakhs is to be re•classific,d as current investment Tho 
fair value on the date of reclassification Is 'l'. 16 lakhs and book value is 'I'. 14 lakhs. 

{iii) Current investment in Company C, costing 'l'.12 lakhs is to be re-classified as long term investment as tho 
company wants to retain them. The market value on the date of reclassification is 'I: 13.5 lakhs. 

(iv) Current investment in Company D, costing 'I: 18 lakhs is to be re-classified as long term investment. 
The market value on the date of reclassification is~ 16.5 lakhs. (PYP 5 Marks Jan '21, Old & New SM) 
(MTP 5 Marks Sep '23) 

Answer 10 
As per AS 13 (Revised) 'Accounting for Investments', where long-term investments are reclassified as current 
investments, transfers are made at the lower of cost and carrying amount at the date of transfer. And where 
investments are reclassified from current to long term, transfers are made at lower of cost and fair value on 
the date of transfer. 
Accordingly, the re-classification will be done on the following basis: 
(i) In this case, carrying amount of investment on the date of transfer is less than the cost; hence this re

classified curre nt investment should be carried at ~ 9 lakhs in the books. 
(ii) The carrying / book value of the long-term investment is same as cost i. e.,~ 14 lakhs. Hence this long

term investment will be reclassified as current investment at book value of 'I'. 14 lakhs only. 
{iii) In this case, reclassification of current investment into long-term investments will be made at 'I'. 12 lakhs 

as cost are less than its marke t value of 'I'. 13.S lakhs. 
(iv) Market value of the investmen t is ~ 16.S lakhs, which is lower than its cost i.e., 'I: 18 lakhs. There fore, the 

transfe r to long term investments sho uld be done in the books at the market value i.e., 'l'.16.S lakhs. 

Question 11 
On 15th June, 2024, Y limited wants to re-classify its Investments In accordance with AS 13 {revised). 
Decide, and state the, amount of transfer, basc,d on the following Information: 

" (1) A portion of long term investments purchased on 1 March, 2023 are to be re-classified as current 
investments. The original cost of these investments was '{ 14 lakhs but had been written down by 
'{ 2 lakhs (to recognise 'other than temporary' decline in value). The market value of these investments 

th 
on 15 June, 2024 was 'I: 11 lakhs. 

(2) Another portion of long term investments purchased on 15th January, 2023 are to be re· 
classified as current Investments. The original cost of these Investments was 'I'. 7 lakhs but had been 
written down to'{ 5 lakhs (to recognize 'other than temporary' decline In value), The fair value of these 
Investments on 15th June, 2024 was'{ 4.S lakhs. 

(3) A portion of current investments purchased on 15th March, 2024 for 'I: 7 lakhs are to be re-classified as 
long term investments, as the company has decided to retain them. The market value of these 
investments on 31st March, 2024 was 'I: 6 lakhs and fair value on 15th June 2024 was '{ 8.5 lakhs. 

(4) Another portion of current investments purchased on 7th December, 2023 for~ 4 lakhs are to be re• 
classified as long term investments. The market value of these investments was: 

on 31st March 2024 ~ 3.5 lakhs 
on 15th June, 2024 'l'.3.8 lakhs 

(MTP 7 Marks July'24, PYP May '19, 5 Marks, MTP 4 Marks Apr'24) 

Answer 11 
As per AS 13 'Accounti ng for Investments', where long-term investments are reclassified as current investments, 
transfers are made at the lower of cost and carrying amount at the date of tra nsfer; and where investments are 
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reclassified from current to long term, transfers are made at lower of cost and fair value on the date of transfer. 
Accordingly, the re-classification will be done on the following basis: 
(i} In this case, carrying amount of investment on the date of transfer is less than t he cost; hence this re

classified curren t investment should be carried at 0: 12 lakhs in the books. 
(ii) In t his case also, carrying amount of investment on the date of transfer is less t han t he cost; hence this re

classified current investment should be carried a t 'i: 5 lakhs in the books. 
(iii)ln this case, reclassification of current Investment into long-term Investments will be made at 'i: 7 lakhs as 

cost is less than its fair value of>: 8.5 lakhs on the date of transfer. 
(iv}ln this case, market value (considered as fair vale) is 0: 3.8 lakhs on the date of transfer which is lower than 

the cost of 0: 4 lakhs. The reclassification of current investment into long-term investments will be made 
at 0: 3.8 lakhs . 

Question 12 

Mr. Mohan has invested some money in various Mutual funds. Followine information in this reeard is 
elven: 

Mutual Date of Purchase Brokerage Stamp Market value as on 
Funds urchase cost '{ Cost -: dut ~ 31,03.2021 't 

A 01.05.2017 50,000 200 20 48,225 
B 05.08.2020 25,000 150 25 24,220 
C 01.01.2021 75,000 300 75 78,190 
D 07.05.2020 70,000 275 so 65,880 

You are required to: 
1. Classify his investmant in accordance with AS-13 (revised). 
2. Value, of Investment In mutual fund as on 31.03.2021(PYP 5 Marks, Dec '21) 

Answer 12 
As per AS 13 "Accounting for Investments", a current investment is an investment that is by its natu re readily 
realizable and is intended to be held for not more than one year from the date on which such investment is 
made. The carrying amount for current investments is the lower of cost and fair value. 
A long-term Investmen t is an investment other than a current investment. Long term investments are usually 
carried at cost. If there is a decline, other than temporary, in the value of a long-t erm investment; the carrying 
amount is reduced to recognize the decline. 

Mutual Classification Cost (0:) Market value (0:) Carrying value (0:) 
Funds 

A Long-term Investment 50,220 48,225* 50,220 

B Current Investment 25,175 24,220 24,220 

C Current Investment 75,375 78,190 75,375 

D Current Investmen t 70,325 65,880 65,880 
Total 2,15,695 

Note: *The reduction in value of Mutual fund A is considered to be temporary. If reduction in Market value is 
assumed as other than t emporary in nature, then the ca rrying value of 0:48,225 will be considered. 

Question 13 
Mother Mart Ltd., wants to re-classify its investment in accordance with AS 13. Decide the treatment to 
be given in each of the following cases assuming that the market value has been determined in an arm's 
length transaction between knowledgeable and willing buyer and seller: 
(i) A portion of current investments purchased for 0: 25 lakhs to be reclassified as long-term investments, as 

the company has decided to retain them. The market value as on the date of balance sheet was 0: 30 lakhs. 
The fair value of the investments on the date of transfer is same as the market value on the balance sheet 
date 

(II) Another portion of current investments purchased for 'I: 20 lakhs has to be re• classified as lone-term 
investments. The Fair value of these investments as on the date of the balance sheet was 'i: 12.5 lakhs. 

(Iii) One portion of lone·term investments, no loneer considered for holding purposes, to be reclassified as 
curr<!nt investments. The orieinal cost of these was 'I: 15 lakhs, but had been written down to 'I: 11 lakhs 
to recognize permanent decline as per AS 13. (RTP Nov'22, SM} 
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Answer 13 
As per AS 13 'Accounting for Investments', where investments are reclassified from current to long-term, 
transfers are made at the lower of cost and fair value at the date of transfer. When long-term investmen ts are 
re-classified as current investments, transfers are made at the lower of cost and carrying amount at the date of 
transfer. 
(i) In the first case, the market value of the investments is ll( 30 lakhs, which is higher than its cost i.e. ll( 25 

lakhs. Therefore, the t ransfer to long term investments should be made at cost i.e. ll( 25 lakhs 
(ii) In the second case, the market value of the investment is ll( 12.5 lakhs, which is 

lower than its cost i.e. ll( 20 lakhs. Therefore, the transfer to long term investments should be made in the 
books at the market value i.e. ll( 12.5 lakhs. The loss of ll( 7.50 lakhs (20-12.5) should be charged to Profit 
and Loss statement. 

(iii) In the third case, the book value of the investments is ll( 11 lakhs, which is lower than its cost, i.e. ll( 15 lakhs. 
As the tra nsfer should be at carrying amount, hence this re-classified current investment should be carried 
at 'I: 11 lakhs. 

Question 14 
Omega limited (listed company) issued ll( 4,50,000 S% Debentures on 30th September 2020 on which 
interest is payable half yearly on 31st March and 30th September. The company has power to purchase 
debentures in the open market for cancellation thereof. On 31 December 2020, investments made for the 
purpose of redemption were ll( 67,500. The following purchases were made during the year ended 31st 
December, 2022 :1nd the cancellation were m:1de on the same date 1st March 2022 · ll( 75,000 nominal 
value purchased for ll( 74,175 ex-interest. 
1st September 2022 · '( 601000 nominal v:ilue purch:ised for ll( 60,375 cum-Interest. You :ire required to 
draw up the following accounts up to the date of cancellation: 
(i) Debentures Account; and 
(ii) Own Debenture (Investment) Account. Ignore ta><ation. (MTP 5 Marks March '23} 
Answer 14 

2022 

Mar 1 

Mar l 
Se 1 

Sep 1 
Dec 31 

Omega Limited Debenture Accounts 

To Own Debentures 

To Profit on cancellation (25,000-24,725) 
To Own Debentures Note 3 
To Profit on cancellation {20,000-19,708) 

Balance c/d 

W: 2022 

74,175 Jan l 

825 
59,124 
876 

3,15,000 

By Balance b/d 4,50,000 

4,50,000 4,50,000 

Own Debenture (Investment) Account 
Nominal Interest Cost Nominal Interest Cos1 

Cost Cost 
ll( ll( ll( ll( ll( ll( 

2022 2022 

Marl To Bank 75000 1563 74,175 Mar 1 By Debentures 75,000 - 74,175 
(W.N. 1) A/c 

Sep 1 To Bank 60,000 1,251 59,124 Sep 1 By Debentu res 60,000 - 59,124 
(W.N. 2 A/c 
& 3) 

- Dec. 31 By P&L A/c - 2,814 -

1,35,000 2,814 1,33,299 1,35,000 2,814 1,33,299 

Working notes: 
1. 75,000 X 5% X 5/12 = 1,563 
2. 60,000 X 5% X 5/ 12 = 1,251 
3. 60,375 - 1,251= 59,124 
Question 15 

On 1st April, 2019 Mr. Shyam had an opening balance of 1000 equity shares of X ltd Rs. 1120,000 (face 
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value Rs.100 each) . On 5.04.2019 he further purchased 200 cum-right shares for Rs. 135 each. On 
8.04.2019 the director of X Ltd announced right issue in the ratio of 1 :6. 
Mr. Shyam waived off 100% of his entitlement of right issue In the favour of Mr. Rahul at the rate of Rs. 
20 each. All the shares held by Shyam had been acquired on cum right basis and the total market price 
(ex-right) of all these shares after the declaration of rights got reduced by Rs. 3,400. On 10.10.2019 Shyam 
sold 350 shares for Rs. 140 each. 31.03.2020 The m:irket price of each share is Rs. 125 each. You are 
required to prepare the Investment account in the books of Mr. Shyam for the year ended 31.03.2020 
assuming that the shares are baing valued at average cost . (RTP May '21} 

Answer 15 
In the books of Mr. Shyam 

for the year ending on 31·3·2020 (Scrip: Equity Shares of X Limited) 
Date Particulars Qty Amount Date Particulars Qty Amount 

1.4.2019 To Balance 1000 1,20,000 8.04.2019 By Bank A/c 3,400 
b/d (W.N.1) 

5.04.2019 To Bank 200 27,000 10.10.2019 By BankA/c 350 49,000 
(200x (350x Rs.140) 
Rs.135) 

10.10.2019 To Profit & 7,117 31.3.2020 By Balance c/d 850 1,01, 717 
Loss A/c (W.N.3) 
(W.N.2) 

1200 1,54,117 1200 1,54, 117 

Working Notes: 
1. Sale of Rights Rs. 4,000 

The market price of all shares of X Ltd after shares becoming ex-rights has been reduced by Rs. 3,400 
In this case out of sale proceeds of Rs.4,000; Rs. 3,400 may be applied to reduce the carrying amount to 
the market value and Rs. 600 would be credited to the profit and loss account. 

2. Profit on sale of 350 shares 

Sale price of 350 shares (350 shares X 140 each) 
Less: Cost of 350 shares [(1,20,000+27,000-3,400 X350)/1200 
Profit 

3. Valuation of 850 shares as on 31.03.2020 
Particulars 
Cost price of 850 shares 

1,20,000 +27,000 -3,400) X 850 /1,200 
Fair Value as on 31.03.2020 (850 X Rs. 125 eachJ 
Cost price or fair value whichever is less 

Question 16 

Amount 
Rs. 49,000 
Rs. 41,883 
Rs. 7,117 

Amount 
Rs. 1,01, 717 

Rs. 1,06,250 
Rs. 1,01, 717 

On 1st April, 2022, Vivit Su has 1,00,000 equity shares of Beta Ltd. at a book value of ~ 15 per share 
(nominal value 'o:: 10 each). He provides you the further information : 
1. On 20th June, 2022 he purchased another 20,000 shares of Beta Ltd. at 'o:: 16 per share 
2. On 1st August, 2022, Beta Ltd. issued one equity bonus share for every six sh:ires held by the 

shareholders. 
3. On 31st October, 2022, the directors of Beta Ltd. announced a right issue which entitles the holders to 

subscribe three shares for every seven shares at~ 15 per share. Shareholders can transfer their rights in 
full or in part. 

Vivit Su sold l/3rd of entitlement to Umang for a consideration of~ 2 per share and subscribed the rest 
on 5th November, 2022. 
You are required to prepare Investment A/c in the books of Vivit Su for the year ending 31st March, 2023. 
(RTP Nov '23, PYP 4 Marks Sep'24, MTP 6 Marks Sep 22, MTP 8 Marks March '21, SM) 

Answer 16 
In the books of Vivit Su 
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Investment Account (Equity shares in Beta Ltd.) 

Date Particulars No. of Amount(~) Date Particulars No. of Amount 

shares shares (~) 
1 .4.2022 To Balance b/d 1,00,000 15,00,000 31.3.2023 By Balance c/d 1,80,000 24,20,000 

(By bal b/ d) 
20.6.2022 To BankA/c 20,000 3,20,000 
1.8.2022 To Bonus issue 20,000 -

{W.N.1) 
5.11.2022 To Bank A/c 

( right shares) 40,000 6,00,000 
{W.N.4) 

1,80,000 24,20,000 1,80,000 24,20,000 

Working Notes: 

(1) B Sh 1,00.000 + 20,o oo 20 000 Sh onus ares= 
6 

= , ares 

(2) R. h Sh 1.oo,ooo+ z o,000+20,0 00 X 3 60 000 Sh ,g t ares = 
7 

= , ares 

(3) Sale of Rights= 60,000 Shares xi X Rs. 2 = Rs. 40,000 to be credited to Statement of Profit & Loss 
? 

(4) Right subscribed= 60,000 Shares x; X Rs. '15 = Rs. 6,00,000 

Question 17 
On 1st April 2021 Ms. Jayshrec has 5,000 equity shares of Rama Limited (a listed company) of face valuc 
oR 10 each. Ms. Jayshree has purchased the above shares at 'I! 15 per share and paid a brokerage of 2% 
and stamp duty of 1 %. 
On 15th May,2021 Ms. Jayshree purchased another 5,000 shares of Rama Limited at 'I! 18 including 
brokerage and stamp duty. 
On 26th August,2021 Rama Limited issued one bonus equity share for every 1 equity share held by the 
shareholders. 
On 23rd October,2021 Rama Limited announced a Right Issue which entitles the holders to subscribe 1 
equity share for every 2 equity share.s held at"! 20 per share. Shareholders can exercise their rights in full 
or in p:.rt. Ms. Jayshree sold 1/4th of entitlement to Mr. Mike for a considcratlon of 'I! 10 per share and 
subscribed the rest on 1st November 2021. 
Ms. Jayshrec also sold 10,000 sharos at 'I! 25 per share on 1st Novembcr,2021. The sharc,s of Rama limited 
were quotcd at 'I! 11 per share on 31st March,2022. 
You are required to prepare Investment account for Ms. Jayshree for the year ended 31st March 2022. 
(PYP, S Marks, May 22) 

Answer 17 
In the books of M s. Jayshree 

Investment Account (Equity shares in Rama Ltd.) 

Date Particulars No. of Amount Date Particulars No. of Amount 
shares ("!) shares ("!) 

1.4.21 To Ba lance b/d 5,000 77,250 1.11.21 By Bank A/c 10,000 2,50,000 
15.5.21 To Bank A/c 5,000 90,000 
26.8.21 To Bonus issue - 31.3.22 By Balance c/d 17,500 1,92,500 

{W.N.l} 10,000 
1.11.21 To Bank A/c 31.3.22 By Profit & l oss 9,386 

(right shares) A/c (loss on 
{W.N.4) 7 500 

' 
1,50,000 valuation) 

1.11.21 ~o Profit & 1,34,636 
Loss A/c 

27,500 4,51,886 27,500 4,51,886 
Working Notes: 
(1) Profit on sa le of shares (average cost basis) on 1.11.21 10,000 shares@ ~ 25 per sha re= 2,50,000 

Cost of shares sold = ((77,250 + 90,000 + 1,50,000)/27,500 x 10,000) 
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= 't: 1,15,364 
Profi t on sa le of shares = 't: 1,34,636 

(2) Va lue of shares on 31 .3.22 [77,250 + 90,000 + 1,50,000)/27,500 x 17,500] 
= 't: 2,01,886 or 't: 1,92,500 (17,500 shares at 't: 11) 
Shares will be valued at 't:, 1,92,500 as market value is less than cost. 

Note: Average cost basis has been considered for valuation of shares at the year end and for calculation of 
cost of shares sold in the given answer. 

Question 18 
Vlvit Su Ltd. purchased 5,0001 13.5% Debentures of Face Value of 'I: 100 each of Pereot Ltd . on 1st May 
2021 @ 'I: 105 on cum interest basis. The interest on these debentures is payable on 31st & 30th of March 
& September respectively. On Aueust 1st 2021 the company again purchased 2,500 of such debentures 
@ " 102.50 each on cum interest b:asis. On October 1st, 2021 tho comp:any sold 2,000 Debentures @ ~ 

103 each on ex- interest basis . The market value of the debentures as at the close of the year was 'I: 106. 
You are required to prepare the Investment in Debentures Account in the books of Vivit Su Ltd. for the 
year ended 31st Dec. 2021 on Average Cost Basis. {RTP Nov'22, MTP 8 Marks , Nov '21} 

Answer 18 
Books of Vivit Su ltd . 

Investment in 13.5% Debentures in Pergot ltd. Account (Interest payable on 31st March & 30th September) 
Date Particulars Nominal Interest Amount Date Particulars Nominal 

2021 'I: " " 2021 " Mayl To Bank 5,00,000 5,625 5,19,375 Sept.30 By Bank 
(6 months Int ) 

Aug.1 To Bank 2,50,000 11,250 2,45,000 Oct.1 By Bank 2,00,000 
Oct.1 To P&LA/c 2,167 
Dec.31 To P&L A/c 52,313 

Dec.31 By Balance c/d 5,50,000 
7,50,000 69,188 7,66,542 7,50,000 

Note: Cost being lower than Market Value the debentures are carried forward at Cost. 
Working Notes: 

Interest Amount 

" " 50,625 

2,06,000 

18,563 5,60,542 
69,188 7,66,542 

1. Interest paid on 't: 5,00,000 purchased on May 1st, 2021 for the month of April 2021, as part of purchase 
price: 5,00,000 x 13.5% x 1/12 = 't: 5,625 

2. Interest received on 30th Sept. 2021 
On 't: 5,00,000 = 5,00,000 X 13.5% X 1/, = 33,750 
On 1' 2,50,000 = 2,50,000 x 13.5% x ½ = 16,875 
Total 't: 50,625 

3. Interest paid on 't: 2,50,000 purchased on Aug. 1st 2021 for April 2021 to July 2021 as part of purchase 
price: 
2,50,000 X 13.5% X 4/12 = 't: 11,250 

4. Loss on Sale of Debentures Cost of acquisition 
('t: 5, 19,375 + 't: 2,45,000) X 't: 2,00,000/'t: 7,50,000 = 2,03,833 
Less: Sa le Price {2,000 x 103) = 2,06,000 
Profit on sale = 't: 2,167 

5. Cost of Ba lance Debentures 
('t: 5,19,375 + 't: 2,45,000) X 't: 5,50,000/'t: 7,50,000 = 'I: 5,60,542 

6. Interest on Closing Debentures for period Oct.-Dec. 2021 carried forward (accrued interest) 
't 5,50,000 X 13.5% X 3/12 = 't 18,563 

Question 19 
On 1st April, 2019, Mr . Vljay h11d 30,000 Equity sh:ares In X Ltd . (the comp:any) 11t a book v11lue of 'I: 4,501000 
(Face Value 't 10 per sh:,rc). On 22nd Juno, 2019, he purch:,sed another 5000 shares of the same comp:,ny 
for 'I: 80,000. The Directors of X Ltd. announced a bonus of equity shares in the ratio of one share for 
seven shares held on 10th August, 2019. 
On 31st August, 2019 the Company made a right issue in the ratio of three shares for every eight shares 
held, on payment of '( 15 per share. Due date for the payment was 30th September, 2019, Mr. Vijay 
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subscribed to 2/3rd of the right shares and sold the remaining of his entitlement to Viru for a 
consideration of 'I: 2 per share. 
On 31st0ctober,2019, Vijay received dividends from X Ltd. @ 20% for the year ended 31st March, 2019. 
Dividend for the shares acquired by him on 22ndJune,2019 to be adjusted against the cost of purchase. 
On 15th November, 2019 Vijay sold 20,000 Equity shares at a premium of 'I: S per share. 
You arc required to prepare Investment Account In the books of Mr. Vij:iy for the year ended 31st 
March, 2020 11ssumin1t the shares are beine valued :,t averaee cost.{MTP 8 Marks,Oct'21 & MTP 10 Marks 
May'20, SM} 

Answer 19 
00 S 0 IJBY B k f V .. t nves men tA ccoun t (S . E ·t Sh cr,p: :qui y ares 1n . . X Ltd I 

No. Amount No. Amount 
a: a: 

1.4.2019 To Bal b/d To 30,000 4,50,000 31.10.2019 By Bank . 10,000 
22.6.2019 Bank 5,000 80,000 (dividend 
10.8.2019 To Bonus to 5,000 . On shares 
30.9.20 19 Bank 10,000 1,50,000 acquired on 

(Rights Shares) 22/6/2019) 
15.11.2019 To Profit 32,000 15.11.2019 By Bank 20,000 3,00,000 

(on sale of shares) (Sale of shares) 
31.3.2020 By Bal. c/d 30,000 4,02,000 

50,000 7,12,000 50,000 7,12,000 
Working Notes: 
(1) Bonus Shares30,000+S0,000)/7=5,000 shares 

(2) R. h h (3o,ooo+s,ooo+s,oooJ 3 1~ OOO h ,g ts s ares= 
8 

x = :.,, s ares 

(3) Righ ts shares sold = 15,000><1/3 = 5,000 sha res 
(4) Dividend received = 30,000x10x20% = ~60,000 wil l be taken to P&L statement 
(5) Dividend on shares purchase d on 22.6.2019= S,000x10x20% = ~ 10,000 is adjusted to Investment A/c 
{6) Profit on sale of 20,000 shares 

= Sales proceeds - Average 
Sales proceeds =Rs.3,00,000 
Average cost= 
= '( c, .so,ooo +ao,ooo+ 1,so,000- 10,000) x 

20 000 
= R . 

2 68 000 50,000 1 S ' ' 

Profit = a: 3,00,000- '1;2,68,000= '1;32,000. 
(7) Cost of shares on 31.3.2020 

=a:(+,so,ooo+so.o~:.:::0,000- 10.000) x 30,000 = Rs. 4,02,000 

(8) Sale of rights amounting 'I; 10,000 ('I: 2 x 5,000 shares) will not be shown in investment A/c but will 
d irectly be taken to P & L statement . 

Question 20 ri LDR 

Mr. Wise had 12% Debentures of Face Value 'I: 100 of Vivit Su Ltd. as current investments. He provides 
the followi ng details relating to the investments. 
1·4·2020 Opening balance 4,000 debentures costing 0: 98 each 
1-6-2020 Purchased 2,000 debentures @ a: 120 cum interest 
1-9-2020 Sold 3,000 debentures @ 0: 110 cum interest 
1· 12-2020 Sold 2,000 debentures @ 0: 105 ex interest 
31-1-2021 Purchased 3,000 debentures @ a: 100 ex interest 
31-3-2021 Market value of the investments 'I: 105 each 

Interest due dates are 30th June and 31st December. Mr. Wise closes his books on 31-3-2021. He incurred 
2% brokerage for all his transactions. Show investment account in the books of Mr. Wise assuming FIFO 
method is followed. {RTP May '22} 

Answer 20 
Investment A/c of Mr. Wisc 
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for the year ending on 31·3·2021 (Scrip: 12% Debentures of Vivit Su l imited) 
(Interest Payable on 30th June and 31st December) Amount in~ 

Date Particulars Nominal Interest Cost Date Particulars Nomina Interest Cost 
Value Value 

1.4.2020 To Balance 4,00,000 12,000 3,92,000 30.6.2020 By Bank (6,00,000 . 36,000 . 
b/d X 6%} 

1.6.2020 To Bank 2,00,000 10,000 2,34,800 1.9.2020 By Bank 3,00,000 6,000 3,17,400 
1.9.2020 To Profit & 23,400 1.12.2020 By Bank 2,00,000 10,000 2,05,800 

Loss A/c 
31.1.2021 To Bank 3,00,000 3,000 3,06,000 1.12.2020 By Profit & Loss . - 9,600 

a/c 
31.3.2021 To Profit & 45,000 31.12.20 By Bank (1,00,000 . 6,000 -

Loss A/c X 6%) 
Bal. fig.) 

31.3.2021 By Profit & Loss . - 3,400 
A/c 

31.3.2021 By Balance c/d 4,00,000 12,000 4,20,000 

9,00,000 70,000 9,56,200 9,00,000 70,000 9,56,200 

Working Notes: 
1. Valuation of closing balance as on 31.3.2021 

Market value of 4,000 Debentures at~ 105 4,20,000 
Cost price of 1,000 debentu res at 1,17,400 

3,000 debentures at 3,06,000 4,23,400 
Value at t he end=~ 4,20,000 i.e., whichever is less 

2. Profit on sale, of debentures as on 1.9.2020 

Sales price of debentures {3,000 x ~ 110) 3,30,000 
Less: Brokerage @ 2% {6,600) 

3,23,400 
Less: Interest for 2 months {6,000) 

Less: Cost price of Debentures ( 3, 92,000 X :::~) 
2 94 0 

Profit on sale 23,400 
3. Loss on sale of debentures as on 1.12.2020 

Sales price of debentures {2,000 x "I: 105) 2,10,000 
Less: Brokerage @ 2% {4,200) 

2,0S,800 
Less: Cost price of Debentures (98,000 + 1,17,400) {2,15,400) 

Loss on sale 9,600 
4. Purchase Cost of 2,000 debentures on 1.6.2020 

2000 Debentures @~ 120 cum interest 2,40,000 
Add: Brokerage @ 2% 4,800 

2,44,800 
Less: Interest for 5 months (10,000) 
Purchase cost of 2,000 debentures 2,34,800 

5. Sale value for 3,000 dc,bc,ntures on 1.9 .2020 

Sales price of debentures cum interest {3,000 x ~ 110) 3,30,000 
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Less: Brokerage @ 2% {6,600) 

3,23,400 
Less: Interest for 2 months {6,000) 

Sale value for 3,000 debentures 3.17,400 

Question 21 
Remo ltd. held on 1st April, 2021, 1000 9% Government Securities at 't 90,000 (Face Value of Security 't 100 
each). Three month's interest had accrued on the above date. On l st May, the company purchased the same 
Government Securities of the face value of 't 80,000 at 't 95 cum-interest. On 1st June, 0: 60,000 face value of 
the security was sold at 0: 94 cum-Interest. Interest on th" security was paid each year on 30th June and 31st 
December and was credited by the bank on the same date. On 30th September, 
0: 40,000 face value of the Govt. S(!curities were sold at 0: 97 cum-interest. On 1st December, the company 
purchased the same security 't 10,000 at par ex-interest. On 1st March, the company sold 0: 10,000 face 
value of the i:overnment sQcurities at 0: 95 ex - interest. 
You are required to draw up the 9% Government Security Account in the books of Remo l imited. FIFO 
method shall be followed. 
Calculation shall be made to the nearest rupee or multiple thereof. (RTP May 23) 

Answer 21 
In the Books of Remo Ltd. 

9% Government Securities (Investment) Account 
Face Interest Cost Particulars Face Value Interest Cost 

Value 
2021 " 0: " 2021 " " " April 1 To Balance 1,00,000 2,250 90,000 June 1 By Bank 60,000 2,250 54,150 

b/d A/c 
Mayl To Bank 80,000 2,400 73,600 June 30 By ~ ~ 5,400 

A/c Bank . -
A/c 

Ju ne 1 To P&LA/c - . 150 Sept. 30 By Bank 40,000 900 37,900 
A/c 

Sept. 30 To P& L - - 1,900 Dec. 31 By Bank . 4,050 -
A/c A/c 

Dec. 1 To Bank 10,000 375 10,000 Mar.1 By Bank 10,000 150 9,500 
A/c 2022 A/c 

Mar. 1 To P&l A/c . . 300 Mar. 31 By 
2022 2022 Balance 80,000 1,800 74,400 

c/d 
Mar. To P&l A/c . 9,525 . 

31, 2022 (Transfer) 
19000' 14.550 1,75,950 1,90,000 14,550 1,75,950 

Working Notes: 
1. Interest accrued on 1st April 2021 = 'tl,00,000 x 9% x 3/12 = 't 2,250 
2. Accrued Interest on 800 units as on 01 05.2021 = 't 80,000 x 9/100 x 4/12 = 't 2,400 
3. Cost of Investment for purchase on 01.05.2021 = 't 76,000 - 't 2,400 = 't 73,600 
4. Accrued Interest on 600 units as on 01 06.2021 = 't 60,000 x 9/100 x 5/12 = 't 2,250 
5. Profit on Securities sold on 1st June = 't 54,150 (56,400 - 2,250)- 0: 54,000 

(60,000 X 90,000/1,00,000) = 'I; 150 
6. Interest received on 30 06.2021 = 0:1,20,000 x 9/100 x 6/12 = 0: 5,400 
7. Accrued Interest on 400 units as on 30 09.2021 = 0: 40,000 x 9/100 x 3/12 = 0: 900 
8. Cost of 400 Govt. Securities sold on 30.09.2021 = 40,000 x 90,000/1,00,000 = 0: 36,000 
9. Profit on securities sold on 30th September= 0:37,900 (38,800-900) - 0: 36,000 = 0: 1,900 
10. Accrued Interest on 112.2021 = 0: 10,000 x 9/ 100 x 5/12 = 0: 375 
11. Interest received on 3112.2021 = 0: 90,000 x 9/100 x 6/12 = 0: 4,050 
12. Accrued Interest on 100 units as on 01 03.2022 = 0: 10,000 x 9/100 x 2/12 = 0: 150 
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13. Cost of 100 Govt. Securities sold on 01.03.2022 = ~ 10,000 x 73,600/80,000 = ~ 9,200 
14. Profit on securities sold on 01.03.2022 = ~ 9,500 - ~ 9,200 = ~ 300 15 
Calculation of closing balance: Units 

Securities in hand remained in hand at 31/3/2022 

From original holding (1,00,000 - 60,000-40,000) 

Purchased on 1st May (80,000 - 10,000) 70,000 4,400 

Purchased on 1st December 10,000 10,000 

80,000 74,400 

Question 22 
During the year ended 31st March, 2021, Purple Ltd. entered into the foll owing transactions: 
1st April, 2020 Purchased ~ 4,00,000, 10% Govt. loan l(interest payable on 30th 

April and 31st October) at~ 70 cum interest. 
1st April, 2020 
1st October, 2020 
15th January, 2021 

Purchased 6,000 Equity shares of~ 5 each in XV Ltd. for~ 1,26,000. 
Sold~ 80,000, 10% Govt. loan at ~75 ex-interest. 
XY Ltd. made a bonus Issued of four equity shares for every three 
sharas hald . Purple l td. sold all of the bonus sharos for~ 10 each. 

1st March, 2021 Received dividend@ 22% on shares in XV Ltd. for the year ended 31st 
December 2020. 

Prepare Investment accounts in the books of Purple Ltd. {PYP 10 Marks , Dec '21} 
Answer 22 

In the books of Purple ltd. 
10% Govt. loan Interest Payable: 30th Aoril & 31st October) 

Date Particulars Nominal Interest Cost Date Particulars Nominal 
Value(~) (~) (~) Value(~) 

1.4.20 To Bank 4,00,000 16,667 2,63,333 30.4.20 By Bank A/c -
A/c (4,00,000 X 

(W.N.1) 10% X 6/12) 
1.10.20 To Profit & 1.10.20 By Bank A/c 

Interest Cost 
(~) (~) 

20,000 -

Loss A/c 7,333 (W.N.2) 80,000 3,333 60,000 
(W.N 5) 

31.10.20 By Bank A/c - 16,000 . 
31.3.21 To Profit & 31.3.21 By Balance 

Loss A/c 35,999 c/d (W.N.3) 3,20,000 13,333 2,10,666 
4,00,000 52,666 2,70,666 4,00,000 52,666 2, 70,666 

Investment in Equity Shares of XV ltd. Account (of~ 5 each) 
Date Pa rticulars No. Dividend Cost Date Pa rticu la rs No. Dividend Cost 

(":) (~) ( ":) 
1.4.20 To Bank A/c 6,000 1,26,000 15.1.21 By Bank 8,000 80, 

A/c 4,950 
15.1.21 To Bonus Issue 8,000 1.3.21 By Bank 1, 
15.1.21 To Profit & 8,000 A/c 

Loss A/c. (W.N.6) 
31.3.21 (W.N.4) 4,950 By 

To Profit & 31.3.21 Balance 6,000 52,3! 
Loss A/c c/d 

14,000 4,950 1,34,000 14,000 4,950 1,34,0C 
Working Notes: 
1. Cost of investment purchased on 1st April, 2020 

4,000, 10% Govt . loan were purchased @ ~ 70 cum-interest. Total amount paid 4,000 bonds x ~ 70 = 
2,80,000 which incl udes accrued interest for 5 months, i.e ., 1st November, 2020 to 31st March, 2021. 
Accrued interest will be~ 4,00,000 x 10% x 5/12 = ~ 16,667. Therefore, cost of investment purchased=~ 
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2,80,000 - "; 16,667 = "; 2,63,333. 
2. Sale of 10% Govt. loan on 1st October, 2020 

800, 10% Govt. loan were sold@ "- 75 ex-interest, i. e., Total amount received = 800 x 75 + accrued 
interest for 5 months = "- 60,000 + "- 3333 

3. Cost of 10% Govt. loan on 31.3.2021 
Cost of 10% Govt . loan on 31.3.2021 will be 'It 2,63,333 x 3,20,000/4,00,000 
= 'It 2,10,666. 
Interest accrue d on 10% Government Loan on 31.3.2021 = "- 3,20,000 x 10% x 5/ 12 
= "- 13,333 

4. Profit on sale of bonus shares 
Cost per share after bonus='; 1,26,000/ 14,000 = "; 9 (average cost method being followed} 
Profit per sha re sold ("- 10 - "; 9} = '; 1. 
Therefore, total profit on sa le of 8,000 shares = 8,000 x '; 1 = '; 8,000. 

5. Profit on sale of 10% Govt. loan '{ 
Sale value = 60,000 
Cost of '{ 80,000 10% Gove rnment Loan = 2,63,333 x 80,000/ 4,00,000 = 52,667 
Profit=,333 

6. Dividend on equity sh:>res = 6,000 x S x 22% = '{ 6,600 out of which '{ 1,650 w ill be treated as capi tal 
receipt as it has been received for the period of 3 months during which shares were not held . 

Note: It has been considered that dividend rece ived re lates for t he period of 12 months ended 31st Dec., 
2020, strictly based on the informat ion, given in the Question . Hence, divide nd received for the period of 3 
months (1st Janua ry, 20 to 31st March, 20} has been t reated as pre -acquisit ion. 

Question 23 
P Ltd. had 8,000 equity shares of K Ltd., at a book value of"- 15 per Jhare (face value of'{ 10 each) on 1st 
April,2019. On 1st Septembar, 2019, P Ltd. acquired another 2,000 equity shares of K Lt~. at a premium 
of 'It 4 per share. K Ltd. announced a bonus and right issue for existine shareholders. 
The term of bonus and right Issue were: 
(i) Bonus was declared at the rate for two equity shares for every five shares held on 30th September, 

2019. 
(ii} Right shares are to be issued to the existing shareholders on 1st December, 219. The Company 

had issued two right shares for every seven shares held at 25% premium on face value. No dividend 
was payable on these shares . The whole sum being payable by 31st December, 2019. 

(iii} Existing shareholders were entitled to transfer their right to outsiders either wholly or in part. 
(iv} P Ltd. exercised its option under the issue for 50"/4 of its entitlements and sold the remaining rights 

for '{8 per share. 
(v) Dividend for the year ended 31st March,2019 at the rate of 20% was declared by K Ltd. and 

received by P Ltd. on 20th January, 2020. 
(vi} On 1st February, 2020, P Ltd. sold half of its sharoholdings at a premium of" 4 per share. 
(vii} The market price of share on 31st March,2020 was 'lt13 per share. 
You are required to prepare the Investment account of P ltd. for the yaar ended 31st March,2020 
and determine the value of shares held on that date, assuming th" investment as current Investment. 
Consider average cost basis for ascertainment for cost for equity shares sold. (PYP 10 Marks Jan 21} 

Answer 23 
Investment Account-Equity Shares in K Ltd. 

Date No. of Dividend Amount Date No. of Dividen Amount 
shares shares d 

'I; 'I; 'I; 

"' 1.4.19 To Bal.bid 8,000 - 1,20,000 20.1.20 By Bank 16,000 4,000 
(dividend) 
[8,000 X 10 
X 20"/4] 
and[2,000 x 
10 X 20%) 
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1.9.19 To Bank 2,000 . 28,000 1.2.20 By Bank 
30.9.19 To Bonus 4,000 -

Issue 

31.12.19 To Bank 2,000 . 25,000 31.3.20 By Balance 
(Right) c/d (W.N. 3) 
(W.N.l) 

20.1.20 To Profit & 16,000 
Loss Nc 
(Dividend 
income) 

1.2.20 ToP& L '7 500 
' 

A/c (profit 
on sale) 

16,000 16,000 ',00,500 
Working Notes: 
1. Right shares 

No. of right shares issued = (8,000 + 2,000 + 4,000)/ 7 X 2= 4,000 
No. of right shares subscribed = 4,000 x 50% = 2,000 shares 
Value of righ t shares issued = 2,000 x '1:12.50 = 'I: 25,000 
No. of righ t shares sold = 2,000 shares 

8,000 

~,000 

16,000 16,000 

Sale of righ t shares = 2,000 x 'I: 8 = 'I: 16,000 to be credited to statemen t of profit and loss 
2. Cost of shares sold - Amount paid for 16,000 shares 

('!:1,20,000 + '!: 28,000 + '!: 25,000) 1,73,000 

Less: Dividend on sha res purchased on Sept.1 (since the dividend (4,000) 

pertains to the year ended 31st March, 2019, i.e., the pre-acquisition period) 
Cost of 16,000 shares 1,69,000 

Cost of S,000 shares (Average cost basis) 84,500 

Sale proceeds (8,000 X '1;14) 1,12,000 

Profit on sale 27,500 
3. Value of investment at the end of the year 

1,12,000 

84,500 

2,00,500 

Assuming investment as current investment, closing balance will be valued based on lo\,ver of cost or 
net rea lizable value. Here, Net real izable value is '1;13 per share i.e., 8,000 shares xii; 13 = ii; 1,04,000 and 
cost= 84,500. Therefore, value of investment at the end of the year will be 'I; 84,500. 

Question 24 
Mr. Saurabh held 10,000 equity shares of BT Limited on 1st April,2021. Nominal value of the shares is ii; 2 
each and their book value is ii; 7 per share. 

On 4th July,2021 he purchased another 7,500 shares at ii; 10 each. 
On 31st July 2021 the company announced a Bonus and Right issue. 
Bonus was declared of one share for every five shares held and was received on 5th August,2021. 
Right issue to be issued on 12th Septemb"r,2021, which entitl"d the holders to subscribe to 
additional 2 shares for every 7 shares held at 'I; 2 per share. Shareholders were entitled to transfer 
their rights in full or part. Mr. Saurabh sold whole of his entitlements to Mr. Nihal at ii; 1 .50 per share. 
Dividend was declared for the year ended 31st March,2021 @ 25% and received by Mr. Saurabh on 
19th September 2021. 
On 11th December 2021 Mr. Saurabh sold 7,500 shares at ii; 8 per share. 
The market price of the shares on 31st March,2022 was 'I; 7 per share. 

You are required to prepare the Investment Account of Mr. Saurabh on 31st March,2022 considering the 
above-mentioned points, also state the value of shares held on that date. (Assume investment as current 
investment) (PYP 10 Marks Nov '22} 

Answer 24 
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Investment Account in Books of Saurabh 

(Script: Equity Shares in BT Ltd.) 
No. Divi- dend Amount No. Divi• Amount 

dend 
,,: ,,: 

1.4.21 To Bal b/d 10,000 70,000 19.9.2021 By Bank 5,000 3,750 
(dividend 

4.7.21 To Bank 7,500 75,000 on shares 
acquired on 
4.7.2021) 

5 .8.21 To Bonus 3,500 0 
11.12.21 To P&LA/c 9,554 11.12.2021 By Bank 7,500 60,000 

(Profit (Sale of 
on sale of shares) 
shares) 

31.3.22 To P&L A/c 5,000 31.3.2022 By Bal. c/d 13,500 90,804 
21,000 5,000 1,54,554 21,000 5,000 1,54,554 

Working Notes: 

(1) Right Shares= ( l 0,000+7,S00 +3,SOO) X 
2 

= 
6 

OOO 
7 • 

{2) 

Sale of rights amount ing-: 9,000 (-: 1.5 • 6,000 shares) 
It will not be shown in investment A/c but will direct ly be taken to P & L statement. 
Profit on sale of 7,500 shares 
= Sales proceeds -Average cost 

Sales proceeds =" 60,000 
Average cost= (70,000 + 75,000 - 3,750) /21,000 • 7,500 =" 50,446 
Profit=" 60,000 - "50,446 =" 9,554. 

(3) Value of investments 

Current investments are valued at lower of cost or net real izable value. Here, cost= (70,000 + 
75,000- 3,750)/ 21,000 X 13,500 =" 90,804 
Net realizable va lue of the shares='!; 94,500 
Therefore, value of investments will be taken lower of above i.e.'!; 90,804 
Note: As question is silent, Average cost basis has been considered for calculation of cost of shares in 
above solution. Alternatively, FIFO method can also be considered for calculation of cost of shares. An 
alternative solution is given below based on FIFO method-
Alternative Solution 

Investment Account in Books of Saurabh (Script: Equity Shares in BT Ltd.) 

No. Divid Amount No. Divid Amount 
end end 

" ~ 
1.4.21 To Bal b/d 10,000 70,000 19.9.21 By Bank ~,000 3,750 

4.7 .21 To Bank 7,500 75,000 
{Dividend on 

shares 
acquired on 
4.7.2021) 

5.8.21 To Bonus 3,500 0 
11.12.21 To P&L A/c 7,500 11.12.21 By Bank 7,500 60,000 

(Profit 
(Sale of 

on sale of 
shares) 

shares) 

31 .3.22 To P&L A/c 5,000 31.3.22 By Bal. c/d 13,500 88,750 
21,000 1,52,500 21,000 1,52,500 

Working Note: 

(1) R' h Sh (10,000t7,S00+3,S OO} 2 6 000 1g t ares= 
7 

X = , 
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Sale of rights amounti ng 't: 9,000 ('t: 1.5 x 6,000 shares) 
It will not be shown in investment A/c but will directly be taken to P & L statement . 
(2) Profit on sale of 7,500 shares 
= Sales proceeds -Cost Sales proceeds= 't: 60,000 
Cost = 7,500 X 't: 7= 't: 52,500 
Profit = 1' 60,000 - 1' 52,500 = 1' 7,500. 
(3) V:ilue of investments 
Current investments are valued at lower of cost or net realizable va lue Here, cost= (2500 X't:7) 
+ (7500 X't:10) -'t:3750 = 't: 88,750 
Net realizable value of the shares = 't: 94,500 
Therefo re, value of investments wil l be taken lower of above i.e.'t: 88,750 

Question 25 
The following information is given for Mr. Atwood for the year ended 31.03.2023: 

01.04.2022 Mr. Atwood has 3,000 equity sh:>rcs In Sun limited :it a book value of 0: 3,30,000 
(nominal value 't: 100 each.) 

01.07.2022 Purchased 1,500 equity shares in Sun Limited for 1' 1,38,600. 

01.08.2022 Purchased 5,000.9% Bonds at 1' 97 cum-interest (f:ice value 1' 100). The due dates of 
interest are 1st September and 1st March. 

02.10.2022 Dividend declared on equity shares and paid by Sun Limited for the year 2021- 2022 
@10%. 

15.10.2022 Sun limited made a bonus issue of two equity shares for every five shares held. 

I 01.01.2023 1,000 equity shares in Sun l imited sold @Ill 115 per share. 

31.03.2023 Sold 4,000,9% Bonds@ 1' 99 ,,,,-interest 
• The market price of Equity Shares of Sun limited is 't: 125 each and Bonds 't: 98 each on 31st March 2023. 
• Interest on bonds was received on due dates. 

You are required to prepare Investment Account in the books of Mr. Atwood for the year ended 31stMarch 
2023, assuming that the investments are valued at the average cost or market value, whichever is lower. 
(Round off to nearest Rupee) (PYP 10 Marks May '23) 
Answer 25 
In the books of Atwood 

Investment in Equity Shares of Sun ltd. Account 

Date Particulars No. Dividend Amount Date Particulars No. Dividend Amount 

('t: ) (0: ) (0: ) (0: ) 

1.04.22 To Balance 3,000 3,30,000 2.10.22 By Bank 30,000 15,000 
b/d A/c (W.N. 

S) 

1.07.22 To Bank 1,50( 1,38,600 1.1.23 By Bank 1,000 1,15,000 
A/c A/c 

15.10.22 To Bonus 1,80( 31.3.23 By Balance 5,300 3,81,600 
Issue 

1.01.23 To Profit 43,000 c/d 
& (W.N. 7) 

Loss A/c 
(W.N. 6) 

31.3.23 To Profit 30,000 
& l oss A/c 

6,300 30,000 5,11,600 6,300 30,000 5,11,600 
9% Bonds Account [Interest Payable: 1st September & 1st March) 
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D"tc P"rticul"rs Nomina Interest Cost D"te P"rticul"rs Nomin"I Interest Cost 
Value (";) (";} Value (",) (";) 

( ";) (";) 

1.8.22 To Bank 5,00,000 18,750 4,66,250 1.9.22 By Bank A/c - 22,500 -
A/c (5,00,000 X 

(W.N.1) 9% X 6/12) 

31.3.23 To Profit & 23,000 1.3.23 By Bank A/c - 22,500 -
Loss A/c 
(W. N 3) 

31.3.23 By Bank A/c 4,00,000 3,000 3,96,000 
(W.N 2\ 

31.3.23 To Profit & 30,000 31.3.23 By Balance 1,00,000 750 93,250 
Loss A/c c/d (W.N.4) 

5,00,000 48,750 4,89,250 5,00,000 48,750 4,89,250 
Workine Notes: 
1. Cost of Bond purchased on 1st August, 2022 

5,000, 9% bonds were pu rchased @ "97 cum-interest. Total amount paid 5,000 bonds x" 97 = 4,85,000 
which includes accrued interest for 5 months, i.e., 1st March, 2022 to 31st July, 2022. Accrued interest will 
be "( 5,00,000 x 9/lOOx 5/12 = "( 18,750. Therefore, cost of Bond purchased = "( 4,85,000 - 18,750 = "( 
4,66,250. 

2. Sale of bonds on 31st March, 2023 
4,000 bonds were sold@"; 99 ex-interest, i.e., Total amount received= 4,000 x 99 + accrued inte rest for 1 
month="; 3,96,000 + "; 3,000 (4,00,000 x 9/100 x 1/12) 

3. Profit on sale of bonds <; 
Sale value = 3,96,000 
Cost of 4,00,000 9% bonds = 4,66,250/5,000x 4,000 = 3, 73,000 
Profit = 23,000 

4 . Value of bonds on 31.3.2023 Lower of: 
Cost of bonds on 31 .3.2023 w ill be 'i: 4,66,250/ 5,000 x 1,000 = ii: 93,250. 
Market Value on 31.3.2023 wil l be ii: 1,000 X 98 = 98,000 
Value of bonds on 31.3.2023 =" 93,250 
nterest accrued on bonds on 31.3.2023 = 1,00,000 x 9% x 1/12 =" 750 

5. Dividend on equity shares for 2021-22 
Post acquisition dividend = 3,00,000 x 10% = "; 30,000 transferred to Profi t & Loss account 
Pre-acquisition dividend= 1,50,000 X 10% = "; 15,000 credited to investment A/c 

6. Profit on sale of equity shares 
';Sale value= 1,15,000 
Cost of shares = 4,53,600 / 6,300 x 1,000 = 72,000 Profit= 43,000 
(Average cost method being followed) 

7. Value of equity shares at end of year 
Lower of: Cost of sha res on 31.3.2023 will be"( 4,53,600 / 6,300 x 5,300 = "3,81,600 
Market Value on 31.3.2023 will be"( 5,300 x 125 = 6,62,500 
Value of shares = " 3,81,600 

Question 26 
Following information is elven by Mr. Happy (stock broker) relatlne to his holdine in 10% Government 
Bonds: 
Opening Balance as on 1st April, 22 was 5,000 units {Nominal v:ilue" 100 each), Cost "( 4,85,000 
On 1st June, 22, Purchased 600 units, cum-interest@ "; 99 
On 1st August, 22, Purchased 2400 units, ex-interest@"; 97.50 On 1st October, 22, Sold 2,500 units@"; 
98.50, ex-interest 
On 1st January, 23, Sold 3,000 units @ "( 99 cum interest 
Interest is received on 30th June and 31st December each year. Mr. Happy closes his books on 31st March 
each year. 
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Prepare Investment Account in the books of Mr. Happy assuming that FIFO method of valuation is 
followed by Mr. Happy. (PYP 10 Marks Nov'23} (Same concept Different Figure SM} 

Answer 26 
In the Books of Mr. Happy 

10% Government Bonds (Investment) Account 
Particulars Nominal Interest Principal Particulars Nominal 

Value Value 
2022· " " " 2022-23 " 23 
Aprill To Balance 5,00,000 12,500 4,85,000 June. 30 By Bank 

b/d A/c 
(W.N.l) (W.N.3) 

Ju ne 1 To Bank 60,000 2,500 56,900 Oct . 1 By Bank 2,50,000 
A/c A/c 
(W.N. 2) (W.N.4) 

Dec.31 By Bank 
A/c 
(W.N.6) 

Aug. l To Bank 2,40,000 2,000 2,34,000 Jan. 1 By Bank 3,00,000 
A/c A/c 

(W.N.7) 
Oct. 1 To P&L A/c 3,750 March 31 By 2,50,000 

(W.N.5) Balance 

I. c/d (W.N. 
9& 
W.N.10) 

Jan. 1 To P&L A/c 7,083 ~ -
(b.f.) 
(W.N.8) 

March To P&L A/c 51,000 
31 (Transfer 

8,00,000 68,000 7,86,733 8,00,000 

Working Notes: 
1. Interest element in opening balance of bonds= 5,00,000 x 10% x 3/12 = ,,: 12,500 
2. Purchase of bonds on 1.6.22 

Interest element in purchase of bonds = 600 x 100 x 10% x 5/12 = 'I; 2,500 
Investment e lement In purchase of bonds = (600 X 99) = ,,: 59,400 . " 2,500 = 56,900 

3. Interest for half-year ended 30.6.22 =" 5,60,000 x 10% x 6/12 = ,,: 28,000 
4. Sale of bonds on 1.10.2022 

Interest ele ment = 2,500 x 100 x 10% x 3/12 = " 6,250 
Investment e lement = 2,500 x 98.50 =" 2,46,250 

5. Profit on sale of bonds on 1. 10.22 
Cost of bonds= (4,85,000/5,000 X 2,500) = 2,42,500 
Sale proceeds =" 2,46,250 Profit element =" 3,750 

6. Interest for half-year ended 31 Dece mber 2022 
= 5,500 X 100 X 10% X 6/12 = " 27,500 

7. Sale of bonds on Jan.l ,23 Interest element = 0 (Nil) 
Investment element= 3000 x ,,: 99 = lll2,97,000 

8. Profit on sale of bonds on Jan 1, 23 
Cost of bonds = [2,42,500+56,900X5/6 ) = 2,42,500 + 47,417 = 2,89,917 
Sale proceeds= lll 2,97,000 Profit ele ment= ei: 7,083 

9. Closing value of investmen t 
Calculation of closin,: balance: Nominal value ~ 
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Interest Principal 

" " 
28,000 

6,250 2,46,250 

27,500 

2,97,000 

6,250 2,43,483 

68,000 7,86,733 



Bonds in hand remained in hand on 1.4.22 
Purchased on 1st June,22 10,000 9,483 
Purchased on 1st August,22 2,40,000 2,34,000 

2,50,000 2,43,483 
10. Interest element in closing balance of bonds = 2,500 x 100 x 10% x 3/12 = ~6,250. 

Question 27 
Sanket had 50,000 Equity shar<!S of XYZ ltd. on 01.01.2022 at a book value of~ 25 per share (face value 
"( 10). On 01.06.2022, he purchased another 10,000 shares of the company at"( 20 per share. 
The director of XYZ ltd. announces a bonus and right issue. No dividend was payable on these issues. The 
terms of the issue were as follows: 
• Bonus basis 1:6 (Date: 16.08.2022) 
• Right basis 3: 7 (Date: 31.08.2022) price "!15 per share 
• Due:, date:, for payment 30.09.2022 
• Shareholders can transfer their rights in full or in part. 
Accordingly, Sanket sold 33 1/3% of his 0ntitlement in the market for consideration of"( 4 per share on 
31.08.2022 & he:, procured other entitlement by payment. 
Dividends for the y0.ir endc,d 31.03.2022 at the rate of 20% were declar0d by XYZ Ltd. and received by 
Sanket on 31.10.2022. Dividend amount for shares acquired by him on 01.06.2022 are to be adjusted 
against the cost of purchase. 
On 15.11.2022, Sanket sold 25,000 equity shares at premium~ 12 per share. You are required to prepare 
in books of Sanket. 
(i) Investment Account 
(ii) Profit & loss Account (Extract for Investment) 
Books of accounts are closed by Sanket on 31.12.2022 and market price of shares on that date is~ 20 per 
share. {RTP 10 Morks March '23}{Same concept different figures SM) 

Answer 27 
Books of Sanket 

Investment Account (Scrip: Equity Shares in XYZ Ltd.) 

No. Amount, No. Amount~ 

1.1.2022 To Bal b/d To 50,000 12,50,000 31.10.2022 By Bank . 20,000 
1.6.2022 Bank 10,000 2,00,000 (dividend 

16.8.2022 o Bonus 10,000 . On shares 
(W.N.1) 3,00,000 acquired on 

30.9.2022 To Bank (Rights 20,000 1.6.2022) 
Shares) (W.N.3) {W.N.4) 

15.11.2022 To Profit (on sale of 69,444 15.11.2022 By Bank 25,000 5,50,000 
shares) (Sale of sha res) 

31.12.2022 By Bal. c/d 65,000 12,49,444 
(W.N.6) 

90,000 18,19,444 90,000 18,19,444 

Profit and loss Account (An extract for investment) 

31.12.2022 To Balance c/d (profit) 2,09,444 31.8.22 By Sale of righ ts {W.N.3) 40,000 

31.10.22 By Dividend (W.N.4) 1,00,000 

15.11.22 By Profit transferred 69,444 

2,09,444 2,09,444 

Working Notes: 

(1) B Sh cso,ooo+ 10,000} 10 000 h onus ares= 
6 

= , s ares 

R. ht Sh (so.000+10,000+ 10.ooo) X 3 30 000 h 2/3 20 000 h ,g ares -
7 

= , s ares x = , s ares (2) 

(3) Right shares renounced = 30,000xl/3 = 10,000 shares Sale of right shares = 10,000 x 4 = ~ 40,000 
Right shares subscribed = 20,000 shares 
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Amount paid for subscription of right shares= 20,000 x 15 =-:: 3,00,000 
Dividend received = 50,000 (shares as on 1st April 2022) x 10 x 20% =-:: 1,00,000 (4) 

(5) 
Dividend on shares purchased on 1.6.2022 = 10,000x10x20% =-:: 20,000 is adjusted to Investment A/c 
Profit on sale of 25,000 shares= Sales proceeds-Average cost Sales proceeds= it: 5,50,000 

A t 
(lZ,50,000+2,00,000+ 3,00,000-ZO,OOO) X 

25000 
., 

4 
SO 

556 verage cos = 
90

_
000 

= , , , 
Profit=-:: 5,50,000--:: 4,80,556 =-:: 69,444. 

(6) Cost of shares on 31.12.2022 ( l
7,so.oooJ X 65 000 =-:: 12 49 444 
90,000 I ' I 

Market value of share = 65,000 shares x-:: 20 = 13,00,000 
Shares wil l be valued at-:: 12,49,444 as market value is more than cost. 

Question 28 
Following transactions of Meeta took place during the financial year 2020 •21: 
1st April, 2020 Purchased 'I: 4,500 8% bonds of~ 100 each at~ 80.50 cum-interest. Interest 

is payable on 1st November and 1st May. 

1st May, 2020 
10 July, 2020 

1st October 2020 

1st November, 2020 

15th January, 2021 

15th March, 2021 

Received half year's interest on 8% bonds, 

Purchased 6,000 equity shares of 'o:: 10 each in Kamal Limited for 'o:: 44 each 
through a broker, who charged brokerage@ 2%. 
Sold 1,125 8% bonds at 'I: 81 Ex-Interest. 

Received half year's interest on 8% bonds. 

Received 18"/4 interim dividend on equity shares of Kamal Limited. 

Kamal Limited made a rights issue of one equity share for every four Equity 
shares held at 'o:: 5 per share. Meeta exercised the option for 40% of her 
entitlements and sold the balance rights in the market at 'o:: 2.25 per share. 

Prepare separate investment account for 8% bonds and equity shares of Kamal Limited in the books of Meeta 
for the year ended on 31st March, 2021. Assume that the average cost method is followed. (RTP Nov 21, PYP 

Nov 1181 10 Marks) 

Answer 28 
In the books of Meeta 

8% Bonds for the year ended 31st March, 2021 
Date Particulars No. Income Amount Date Particulars No. Income Amount 

-:: -: -:: -: 
2020 1 Apri I, 1 May By Bank- . 18,000 

Oct. 1 To Bank A/c 4,500 15,000 3,47,250 2020 Interest 
2021 ToP&LA/c . . 4,312.50 1 Oct. By Bank A/c 1,125 3,750 91,125 

March 31 (W.N.1) 2020 
ToP&LA/c 20,250 1 Nov. By Bank- 13,500 

2021 Interest 
2021 By Balance 3,375 . 2,60,437.50 

Ma r. 31 c/d (W.N.2) 
4,500 35,250 3,51,562.50 4,500 35,250 3,51,562.50 

Investment in Equity shares of Kamal Ltd. for the year ended 31 st March, 2021 
Date Particulars No. Income Amount Date Particulars No. Income Amount 

-:: ~ -:: ~ 

2020 To Bank A/c 6,000 . 2,69,280 2021 Jan 15 By Bank . 10,800 
July 10 dividend 
2021 To Bank A/c 600 . 3,000 March 31 By Balance 6,600 2,72,280 
March 15 (W.N. 3) c/d (bal.fig.) 
March 31 To P& LA/c . 10,800 

6,600 10,800 2,72,280 6,600 10,800 2,72,280 
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Working Notes: 
1. Profit on sale of B% Bonds 

Sales price 'I; 91,125 
Less: Cost of bonds sold= 3,47,250/4,SOOx 1,125 ('1;86,812.50) 
Profit on sa le 'I; 4,312.50 

2. Closine balance :1s on 31.3.2021 of B % Bonds 
3,47,250/4,500x 3,375= '( 2,60,437.50 

3. C:1lculation of right shares subscribed by Kamal Ltd. 
Right Shares= 6,000/4 x 1= 1,500 sha res 
Shares subscribed by Meeta = 1,500 x 40%= 600 shares 
Value of right shares subscribed= 600 shares@ 'I; 5 per share = 'I; 3,000 

4. Calculation of sale of right entitlement by Kamal Ltd. 
No. of right shares sold= 1,500 - 600 = 900 rights for 2,025 

Note: As per para 13 of AS 13, sa le proceeds of rights are to be credited to P & L A/c. 

Question 29 r; LDR 

Mr. Vijay entered into the following transactions of purchase and sale of equity shares of JP Power Ltd. 
The shares have paid up value of 'I; 10 per share. 

Date No. of Shares Terms 

01.01.2019 600 Buy@" 20 per share 

15.03.2019 900 Buy@" 25 per share 

20.05.2019 1000 Buy @ 'I; 23 per share 

25.07.2019 2500 Bonus Shares received 

20.12.2019 1500 Sale@'( 22 per share 

01.02.2020 1000 Sale @ 'I: 24 per share 

Addition information: 
1. On 15.09.2019 dividend @ 'I: 3 per share was received for the year ended 31.03.2019. 
2. On 12.11.2019 company made a right issue of equity shares in the ratio of one share for five shares held 

on payment of" 20 per share. He subscribed to 60% of the shares and renounced the remaining shares 
on receipt of" 3 pc,r sh:ire. 

3. Shares are to be valued on weiehted averaee cost basis. 
You are requin,d to prepare Investment Account for the year ended 31.03.2019 and 31.03.2020. (MTP 8 
Marks Mar'22, Oct 20, PYP May '18 10 Marks) 

Answer 29 
Investment in Equity shares of JP Power Ltd. 

Date Particulars No. Dividend Amount Date Particulars No. Dividend Amount 
'I: 'I: " " 1.1.19 o Bank A/c 600 12,000 31.3.19 By Balance c/d 1,500 34,500 

15.3.19 o Bank A/c 900 22,500 
1,500 34,500 1,500 34,500 

1.4.19 To Balance b/d 1,500 34,500 15.9.19 By Bank 4,500 3,000 
dividend 

20.5.19 To Bank A/c 1,000 23,000 20.12.19 By Bank 1,500 33,000 
25.7.19 To Bonus shares 2,500 1.2.20 By Bank 1,000 24,000 

12.11.19 To Bank A/c 600 12,000 31.3.20 By Balance c/d 3,100 36,812.50 
20.12.19 oP&LA/c 

(profit on sale) 15,187.50 
1.2.20 o P& LA/c 12,125 

( rofit on sale 
31.3.20 o P & LA/c 4,500 

(dividend 
5,600 4,500 96,812.50 5,600 4,500 6,812.50 
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Working Notes: 
1. Calculation of Weighted average cost of equity shares 

600 shares pu rchased at o; 12,000 
900 shares pu rchased at o; 22,500 
1,000 sha res purchased at o; 23,000 
2,500 shares at nil cost 
600 right shares purchased at 0: 12,000 
The total cost of 5,600 shares is o; 66,500 [o; 69,500 less o; 3,000 (pre-acquisition dividend received on 
1,000 shares purchased on 20.5.19). 
Hence, weighted average cost per share will be considered as o; 11.875 per share (66,500/5,600). 

2. It has been considered that no dividend was received on bonus shares as the dividend pertains to the 
year ended 31set March, 2019. 

3. Calculation of right shares subscribed by Vijay Right Shares (considering that right shares have been 

granted on Bonus shares also)= S,000/5 x 1= 1,000 shares 
Shares subscribed = 1,000 x 60%= 600 shares 
Value of right shares subscribed = 600 shares 20 per share = o; 12,000 Calculation of sale of right 
renouncemen t 
No. of right shares sold = 1,000 x 40% = 400 shares 
Sale value of right = 400 shares x o; 3 per share = o; 1,200 
Note: As per para 13 of AS 13, sale proceeds of rights is to be credited to P & L A/c. 

4. Profit on sale of equity shares 

As on 20.12.1 
Sales price (1,500 shares at o; 22) 
Less: Cost of 1,500 X o; 11.875) 
shares sold 
Profit on sale 
Sales price (1,000 shares at o; 24} 
Less: Cost of (1,000 X 0: 11.875) 
shares sold 
Profit on sale 

Question 30 

33,000.00 
(17,812.50} 

15,187.50 
24,000 
(11 ,875) 

12,125 

A Ltd. purchased on 1st April, 2022 8% convert ible debenture In C Ltd. of face value of" 2,00,000 @ 'I: 
108. On 1st July, 2022 A Ltd. purchased another 0: 1,00,000 debentures @ 'I! 112 cum interest. On 1st 
October, 2022 ~ 80,000 debentures were sold @ ~ 105. On 1st December, 2022, C Ltd. give option for 
conversion of 8% convertible debentures into equity share of 'C; 10 each. A Ltd. received 5,000 equity 
shares in C Ltd. in conversion of 25% debentures held on that date. The market price of debenture and 
equity share in C ltd. on 31st December, 2022 is 'C; 110 and 'C; 15 respectively. Interest on debenture is 
payable each year on 31st March, and 30th September. Prepare investment account in the books of A 
ltd. on average cost basis for the accounting year ended 31st December, 2022. (MTP 8 Marks April 23, 
April '22 ,April '21 & Oct '23, MTP 10 Marks Aug'24, RTP May 19} 

Answer 30 

Date 

Investment Account for the year ending on 31st December, 2022 
Scrip : 8% Convertible Debentures in C Ltd. 

[Interest Payable on 31st March and 301h September) 
Particulars Nomina Interest Cost Rs. Date Particulars Nominal 

I value Rs. Value Rs. 
Rs. 

1.4.22 To Bank A/c 2,00,000 - 2,16,000 30.09.2022 ByBank Nc -
1.7.22 To Bank A/c 1,00,000 2,000 1,10,000 (3,00,000 

(W.N.1) X 8% X (6/12) 
31.12.22 To P& LA/c 14,033 - 1.10.2022 By Bank A/ c 80,000 

[Interest) 1.10.2022 By P & LA/c 
(loss) /W.N.3) 
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interest Cost {Rs. ' 

Rs. 

12,000 

84,000 
2,933 



1.12.2022 3y Bank A/c 733 
(Accrued 
interest) 

(T 55,000 
X 08 X 2/12) 

1.12.2022 By Equity 
shares in C Ltd. 55,000 59,767 
(W.N.3 and 4) 

31.12.2022 By Balance 1,65,000 3,300 1, 79,300 
c/d (W.N.5) 

3,00,000 16,033 3,26,000 3,00,000 16,033 
SCRIP: Equity Shares in C LTD. 

Date Particulars Cost (Rs.) Date Particulars Cost (Rs.) 

1.12.2022 To 8 % debentures 59,767 31.12.2022 By balance c/d 59,767 
Working Notes: 
{i) Cost of Debentu re purchased on 1st July = Rs. 1,12,000 - Rs. 2,000 (Interest) 

= Rs. 1,10,000 
(ii) Cost of Debentu res sold on 1" Oct.= (Rs.2,16,000 + Rs. 1,10,000) x 80,000/3,00,000 = '!; 86,933 
(iii) Loss on sale of Debentures= Rs. 86,933- Rs.84,000 = '!;2,933 
(iv) Nominal value of debentures converted into equ ity shares ='!;55,000 

[(Rs. 3,00,000 - 80,000) x.25] 
Interest received before the conversion of debentu,·es 

In terest on 25% of total debentures = 55,000 x 8% x 2/ = 733 

(v) Cost of Debentures converted= (Rs. 2,16,000 + Rs. 1,10,000) x SS,000/3,00,000 = Rs. 59,767 
(vi) Cost of closing balance of Debentures = (Rs. 2,16,000 + Rs.1,10,000) x 1,65,000 /3,00,000 = Rs. 1,79,300 
(vii) Closing balance of Debentures has been valued at cost. 
(viii) 5,000 equity Shares In C Ltd. wil l be valued at cost of Rs. 59,767 being lower than the market value Rs. 

75,000 (Rs. 15 x5,000) 
Note: It is assumed that interest on deben tures, which are converted into cash, has been received at the 
time of conversion. 

Question 31 

3,26,000 

WIWITZU Ltd. holds 2,000, 15% Dcbenturos of ~ 100 each in XYZ Ltd. as on April 1, 2022 at a cost of ~ 
2,50,000. 
Interest Is payable on June, 30 and December, 31 each year. 
Following are the details of 15% Debentures purchased and sold during the year 2022-23. 

articulars 
n May 1, 2022, 1 000 debentures are purchased cum-interest at'!; 1,05,000. 
n November 1, 2022, 1200 debentures are sold ex-interest at~ 1,28,200. 
n November 30, 2022, 500 debentures arc purchased ex-interest at~ 54,500. 

n December 31, 2022, 900 debentures are sold cum-interest for~ 1,18,000 
You arc required to prepare the Investment Account showing valuc of holdings on March 31, 2023 at cost, 
using FIFO Mothod. {RTP May124) (Same Concept Different figures MTP 10 Marks Oct '22 & April '19} 

Answer 31 
In the Books of WIWITZU Ltd 15% Debentures (Investment) Account 

Particulars Face Valu Interest Principal Particulars Face Value Interest Principal 

1.4.22 To Balance b/d 2,00,000 7,500 ,50,000 30.6.22 By Bank Ne 22,500 
1.11.22 By Bank Ne 1,20,000 ,000 1,28,200 

1.5.22 To Bank Ne 1,00,000 5,000 1,00,000 1.11.22 By P&L Ne 21,800 
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31.12.22 By BankA/c 0,000 

30.11.22 To Bank A/c 50,000 3,125 54,500 31.12.22 By BankA/c 
31.12.22 ToP&lA/c 1,250 1.3.23 By Balance c/d 1,40,000 
31.3.23 To P&l A/c 35,375 

(Transfer} 3,50,000 51,000 4,05,750 3,50,000 

1. Loss on sale of debentures on 1.11.22 Cost = 2,50,000/2,000X 1,200 = 'o:: 1,50,000 
Sale proceeds = 'o:: 1,28,200 
loss= 'o:: 1,50,000 less 'o:: 1,28,200 = 'o:: 21,800 

2. Profit on sa le of debentures on 31.12.22 
Cost = 2,50,000/2,000X 800 + 1,00,000/1,000X 100 = '( 1,10,000 (1,00,000+10,000) 
Sale proceeds = 'o:: 1,11,250 
loss = '( 1,11,250 less 'o:: 1,10,000 = 'o:: 1,250 
3. 

Calculat ion of closing balance: 
Debentures in hand remained in 
hand at 1.4.23 
Purchased on 1st Ma , 22 
Pu rchased on 30th Nov. 22 

Question 32 

Units 

900 
500 

1,400 

1,00,000 X 9/10 90,000 
54,500 54,500 

1,44,500 

,750 1,11,250 

10,500 
,250 1,44,500 

,05,750 

, •. , LOR 
" 

Mr. Z has made following transactions during tho financial year 2020·21: Investment 1: 8% Corporate 
Bonds having face value 0: 100. 

Dato 
01-06-2020 

15-02-2021 

Particulars 
Purchased 36,000 Bonds at 'o:: 86 cum-interest. Interest is payable on 
30th September and 31st March every year 
Sold 24,000 Bonds at 'o:: 92 ex-interest 

Interest on the bonds is received on 30th September and 31st March. Investment 2 : 
Equity Shares of G ltd having face value 'o:: 10 

Date 
01-04-2020 
01-05-2020 

Particulars 
Open inc balance, 8000 equity sharc,s at a book value of'( 190 per share 
Purchased 7,000 equity shares@'( 230 on cum right basis; Brokerage of 1% was paid in 
addition. 

15-06-2020 The company announced a bonus issue of 2 shares for every 5 shares held 
01-08-2020 The company made a rights issue of 1 share for every 7 shares held at'-:: 230 per share. 

The entire money was payable by 31.08.2020 
25-08-2020 Rights to the extent of 30% of his entitlements was sold @ 'o:: 75 per share. The 

remaining rights were subscribed. 
15-09-2020 Dividend @ 'o: 6 per share for the year ended 31.03.2020 was received on 16.09.2020. No 

dividend payable on Right issue and Bonus issue. 
01-12-2020 Sold 7 ,000 shares @ 260 per share. Brokerage of 1% was incurred extra. 
25•01-2021 Received interim dividend @ '( 3 per share for the year 2020-21. 
31-03-2021 The shares were uoted in the stock exchanee @ '( 260. 

Both investments have been classified as Current investment in the books of Mr. Z. On 15th May 2021, 
Mr. Z decides to reclassify investment in equity shares of Z Ltd. as Long term Investment. On 15th May 
2021, the shares were quoted in the stock exchanee @ '( 180. 
You are required to: 
(i) Prepare Investment Accounts in the books of Mr. Z for the year 2020-21, assuming that the average 

cost method Is followed. 
(11) Profit and loss Account for the year 2020-21, based on the above information. 
(Ill} Suggest values 11t which investment in equity shares should be reclassified In accordance with AS 13. 

(PYP July'2l, 20 Marks MTP l5 Marks Sep '23} 
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Answer 32 
I. In the books of Mr. Z 

Investment in 8% Corporate Bonds Account For the period 01 April 2020 to 31 March 2021 
Date Particulars Nos Interest Amount Date Particulars Nos Interest Amount 

(!11;) (!11;) (!11;) (!11;) 

1/6/20 To Bank A/c 36,000 48,000 30,48,000 30/9/20 By Bank A/c 1,44,000 
(WNl ) (Interest 

36,000 X 100 X 

8% X 6/12) 
15/2/2 To Profit & 1,76,000 15/2/21 By Bank A/c 24,000 72,000 22,08,000 

1 Loss A/c (WN 3) (WN2) 
31/3/2 To Profi t & Loss 2,16,000 31/3/21 By Bank A/c 48,000 

1 A/c (I nterest 
12,000 X 100 X 

8% X 6/12) 
By Balance c/d 12,000 10,16,000 
(WN 4) 

Total 36,000 J,64,000 32,24,000 Total 36,000 2,64,000 32,24,000 
Note: For computing the interest on the bonds sold on 15 Feb 2021, if number of days {138 days) is t aken 
instead of months, the interest received on 15.02.2021 should be ~72,592 and the total interest transferred 
to Profit & Loss Account should be~ 2,16,592. Wrongly printed as Z Ltd. in the Question paper. It should 
have been given as G Ltd. 

Investment in Equity Shares of G Ltd 
For the period 1st April 2020 to 31 March 2021 

Date Particulars Nos Dividend Amount Date Particulars Nos Dividend Amount(~) 
(~) (!11;) (!11;) 

01/4/20 To Balance 8,000 15,20,000 16/9/20 By Bank A/c 48,000 42,000 
b/d (WN 7) 

01/ 5/ 20 To BankA/c 7,000 16,26,100 1/12/20 By Bank A/c 7000 18,01,800 
{WN 5) (WN 8) 

15/6/20 To Bonus 6,000 25/1/21 By Bank A/c 48,300 
Shares (WN 10) 

25/8/20 To Bank A/c 2,100 4,83,000 
{Right 
Shares) 
{WN 6) 

01/12/20 To Profit & 7,14,800 
Loss A/c 
{Sale of 
shares) 
{WN 9) 

31/3/21 To Profit & 31/3/21 By Balance c/d 16,100 25,00,100 
Loss A/c 96,300 'WN 11) 

Total 23,100 96,300 43,43,900 Total 23,100 96,300 43,43,900 
Working Notes 
1. Computation of the Interest element in the bonds purchased on 01 June 2020 

No of Bonds purchased 36,000 
Face value per bond 'I: 100 
Face value of the bonds purchased !11; 36,00,000 
Interest Rate 8% 
Interest Amount 36,00,000 x 8% x 2/12 

~ 48,000 
Cum-interest per bond ~ 86 
Value of bond excluding interest 36,000 x 86 - 48,000 
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~ 30,48,000 
2. Computation of the Interest element in the bonds sold on 15 Feb 2021 

No of Bonds sold 24,000 
Face value per bond ~ 100 
Face value of the bonds sold ~ 24,00,000 

Interest Rate 8% 

Interest Amount 24,00,000 x 8% x 4.5/12 = ~ 72,000 

3. Computation of Profit on Sale of Bonds on 15 Feb 2021 
No of Bonds sold 24,000 
Face value per bond 'I: 100 
Ex- interest Rate per bond ~ 92 
Sales proceeds ~ 22,08,000 
Average Cost of Bonds {30,48,000/36,000) x 24,000 

~ 20,32,000 
Profit on sale of bonds Sale Proceeds - Average Cost 

22,08,000 - 20,32,000 
~ 1, 76,000 

4. Valuation of Bonds as on 31 March 2021 
No of Bonds held as on 31 Mar 12,000 
2021 
Average Cost of Bonds {30,48,000/36,000) X 12,000 

II: 10, 16,000 
5. Computation of the cost of the equity shares purchased on 01 May 2020 

No of shares purchased 7,000 
Cum right price per share ~ 230 
Cost of purchase II: 16, 10,000 
Brokerage @1% ~ 16,100 
Cost including brokerage ~ 16,26,100 

6. Right Shares 
No of Right Shares Issued (8,000+7,000+6,000)/7 = 3,000 shares 
No of ri ht shares sold 3,000 shares x 30% = 900 shares 
Proceeds from sale of right shares 
to be credited to statement of profit 
& loss 

900 shares x ~ 75 = ~ 67,500 

No of right shares subscribed 3,000-900 = 2,100 shares 
Amount of right shares subscribed 2,100 X 230 = ~ 4,83,000 

7. Computation of Dividend Received on 16 Sept 2020 
No of shares held during the period of dividend 
Dividend er share 
Dividend Amount 
No of shares received after the pe riod of dividend 
(excluding bonus & right shares) 

8,000 shares 

8,000 X 6 = ~ 48,000 
7,000 shares 

Dividend pe r share ~ 6 
Dividend Amount 7,000 x 6 = ~ 42,000 

The amount of dividend for the period for wh ich the shares were not held by the investor has been treated 
as capita l receipt . Thus II: 42,000 shall be treated as capital receipt . 
8. Sale Proceeds for the shares sold on 1st Dec. 2020 

No of shares sold 7,000 Shares 
Sale price per share ~ 260 

Proceeds from sale of share 7,000 X 260 = ~ 18,20,000 

Less: Brokerage@ 1% ~ 18,200 

Net Sale Proceeds ~ 18,01,800 
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9. Profit on sale of shares on 1st Dec. 2020 
Sales Proceeds ~ 18,01,800 
Average Cost (15,20,000+16,26, 1 00+4,83,000-42,000)/23,100x7000 

= ~ 10,87,000 
Profit on sa le of shares Sales Proceeds -A verage Cost 

= ~ 18,01,800-10,8 7,000 
= ~ 7,14,800 

10.Computation of Amount of Interim Dividend 
No of shares held 8,000+ 7,000+6,0 00+2,100-7,000 

= 16,100 
Dividend per share '-: 3 per share 
Dividend Received 16,100 shares x ~ 3 per share 

= ~ 48,300 
11. Valuation of Shares as on 31 March 2021 

I I. 

111. 

Cost of Shares {15,20,000 + 16,26, 100 + 4,83,000 - 42,000) / 23,100 
X 16,100 
= 25,00,100 

Market Value of Shares ~ 260 X 16,100 = ~ 41,86,000 
Closing stock of equity shares has been value a t ~ 25,00,100 i.e. cost being lower 
than its market value. 

Profit & loss Account (Extract) 
For the period 01 April 2020 to 31 March 2021 

Particulars Amount(";) 
To Balance c/d 12, 70,600 

,-

Particulars 
By lnvestm ent i h 8% Corporate Bonds 

rofit on sale of bonds) Account(P 
By lnvestm ent in 8% Corporate Bonds 

terest on bonds) Account (In 
By Sale of Ri ht Shares 
By lnvestm ent in Equity Shares of G Ltd 

ale of shares /Profit on s 
By lnvestm ent in Equity Shares of G Ltd 

ncome) (Dividend I 

Amount (";) 
1,76,000 

2,16,000 

67,500 
7,14,800 

96,300 

As per AS 13, when investments are classified 
transfer is made at Cost and Fair value, wh icheve 

from Current Investments to Long term Investments, 
r is less (as on the date of transfer). So, in the given case 

valuation shall be done as follows: 
Date of reclassification/transfer - 15 May 2021 
Per Un it Cost of 16,100 shares held - ~ 25,00,1 00/16,100 shares-'-: 155.29 Market 
Price/ Fair Value per share - ~ 180 
As the cost per unit Is lower than its fair value, t he shares are to be transferred at its cost i. e., at~ 155.29 
per share on 15 May 2021 

Note: 
1. 

2. 

In the eight last line of the Question, investmen tin equity shares of G ltd. was wrongly printed as Z Ltd. 
has been considered as investment in G Ltd. If considered 
other investment and not investment in G Ltd.), then the 
ot be available. 

in the Question paper. In the above solution, it 
as Investment in equity shares in Z Ltd . (some 
cost of the investment for shares in Z Ltd . will n 
The entire amount of sale proceeds from rights 
solution. However, the sale proceeds of rights in 

has been cred ited to Profit and Loss account in the above 
respect of 7,000 shares (purchased cum right on 1 .5.20) 

f such investments (without crediting it to profit and loss 
ares has reduced after becoming their ex -right. In that 
reduce the ca rrying amount of investment and 0: 45,000 

can be applied to reduce the carrying amount o 
account) considering that the value of these sh 
case,~ 22,500 (67,500X 7 /21) will be applied to 
will be credited to profit and loss account. 

Multiple Choic e Questions (MCQs) 

1 . The cost of Right shares is {SM} 
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(a) added to the cost of investments. 
(c) no treatment is requi red. 

Ans: (a) 

(b) subtracted from the cost of investments. 
(d) added to cost of investments at market value 

2. Long term investments arc carried at {SM) 
{a) fair value. (b} cost less 'other than temporary' decl ine. 
{c) Cost and market value whichever is less. (d} Cost and market value whichever is higher. 

Ans: (b) 

3. Current Investments are carried at {SM} 
(a) Fair value. 
{c) Cost and fai r value, whichever is less. 

Ans: (c) 

(b} cost. 
(d) Cost and fair value, whichever is higher 

4. A Ltd. acquired 2 ,000 equity shares of Omega Ltd. on cum-rieht basis at" 1S per share. Subsequently, 
omega Ltd. made a rleht Issue of 1:1 at 0: 60 per share, which was subscribed for by A. Total cost of 
investments at the year- end w ill be" {SM} 
(a) 2,70,000. (b) 1,50,000. 
(c) 1,20,000. (d) 1,70,000. 

Ans: (a) 

S. Cost of Investment includes {SM} 
(a) Purchase costs. 
(c) Both (a) and (b). 

Ans: (c} 

(b) Brokerage and Stamp duty paid. 
(d) none of the above. 

6. Cost of current Investment acquired was" 1,00,000 but tho fair valuo wiis 0: 80,000. The Investment 
wiis recorded at 0: 80,000. Now the fair value of Investment Is Rs 1,201000. At what value should It be 
recorded and how much gain will be credited to profit and loss account. (MTP 2 M<lrks July'24} 
(a) No change is required, and it will continue at". 80,000 
(b) Current investment \,viii be recorded at ".1,00,000 and gain of". 20,000 will be credi ted to profit and 

loss account. 

(c) Current investment w ill be recorded at"- 1,20,000 and gain of"- 40,000 will be credited to profit and 
loss account. 

(d) Current investment will be recorded at'!: 1,20,000 but no gain will be credited to profit and loss 
account. 

Ans (b) 

7 . Securities held as stock-in-trade held by an entity are: (Chapter S.3 AS 13-Accountlng for Investments) 
(MTP 2 Mark, Aug'24} 
(a) Investments (b) Not Investments 
(c) May or may not be Investments (d) Not an asset for entity 

Ans: (b) 

8. Pratham and Associates is a manufacturer of steal rods . It invests its profits by purchasing shares of 
listed companies in order to earn dividend income. It had purchased shares of Bharti Airtel Limited in 
FY 2018-19. However, it sold all the shares of Bharti Airtel Limited during the current year i.e. FY 2023-
24. What amount would be disclosed in the profit and loss account for FY 2023-24? (MTP 2 
Marks Apr'24} 
(a) This transaction \,vould not affect the profit and loss account since t he primary business of the 

company is manufactur ing, and not investment . 
(b) The carrying amount net of expenses would be disclosed in the profit and loss account. 
(c) The disposal proceeds net of expenses would be disclosed in the profit and loss account. 
(d) The difference between the carrying amount and the disposal proceeds, net of expenses, would be 

disclosed in the profit and loss account. 
Ans: (d) 
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9. Cost of current investment acquired was '{ 1000 but the fair value was '{ 800. The Investment was 
recorded at '{ 800. Now the fair value of Investment is Rs 1200. At what value should it be recorded 
and how much gain will be credited to profit and loss account. {2 Marks MTP Nov'24) 
(a) No change is required and it will continue at'{ 800 
(b) Current investment will be recorded at'{ 1000 and gain of'{ 200 will be credited to profit and loss 

account. 
(c) Current Investment will be recorded at 'i: 1200 and gain of -: 400 will be credited to profit and loss 

account. 
(d) Current investment w ill be recorded at'{ 1200 but no gain wil l be credited to profit and loss account. 

Ans: (b) 
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CONCEPTS OF THIS CHAPTER 

• Borrowing Costs • General Borrowings 

• Qualifying Asset • Commencement of Capitalization 

• Specific Borrowings • Disclosure Requirements 

• Accounting Treatment for Borrowings 

• Suspension and Cessation of Capitalization. 

QUICK REVIEW OF IMPORTANT CONCEPTS 

LOR Questions 
Ql7 
Ql9 

Borrowing Costs 
Directly related* for ' Qual ifying Asset s I Capitalized 

------------------------------·-➔-·-----------·-------·---
• Acquisition/ Construction/ production of Assets other than Qualifying assets I Revenue Expenditure 

Qualifying Asset 
An asset when acquired for its intended use or sale 

Necessarily takes a substantial period of time to get ready for Is ready for use 
its intended use or sale 

Qualifying asset Not qualifying asset -·--·-----·-------·--·--·---·--· . -----·-------·--·-----·--·--· ----------·-------·--·--·-----·-------·------
• Manufacturing plants • Power generation facilities 

• Investment • property 
• Inventories that require a substantial period of time to 

bring them to a saleable condition 

Borrowing Costs may include 
• 

Other investment and those invent ory that 

are routinely manufactured or otherwise 
produced in large quantities on a repetitive 
basis over a short period of time 

Int erest & commitment charge on Borrowings 

Exchange Differences 

i Amortisation of ancillary costs relating to Borrowings 
• ! Amortisation of Discount/ Premium on Borrowings 

Finance charges for assets acquired on Finance Lease 
Types of Borrowings 

j Borrowed funds specifically for the purpose of obtaining a particular qualifying asset. Borrowing 
Specific I costs that directly relate to that qualifying asset can be readily identif ied ,-·-----·--·-------·--·-----·--·--·----·--·-----·--·-----·--·-----·--·-----·--·--·-----·-------·--·-· 
borrowings ! If f d .

1 
. d Capitalised borrowing costs= borrowing costs less any income 

; un s temporar, y 1nveste 
! earned on the temporary investment of those borrowings 

No Direct relationship between particular borrowings and a quali fying asset 

Amount of borrowing costs The capitalisation rate should be the weighted average of the 
eligible for capitalisation borrowing costs applicable to the borrowings of t he enterprise 

General determined by applying a that are outstanding during the period, other than borrowings 
borrowings capitalisation rate to the made specifically for the purpose of obtaining a qualifying 

expenditure on that asset. asset. 
The amount of borrowing costs capitalised during a period should not exceed the amount of 

borrowing costs incurred during that period. 

Commencement of Capitalization 
The capitalisation of borrowing costs as part of the cost of a qualifying asset should commence when all the 
follow Ing conditions are satisfied 
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• Expenditure for the acquisition, construction or production of a qualifying asset is being incurred: 
• Borrowing costs are being incurred 
• Activities that are necessary to prepare the asset for its intended use or sale are in progress 

Cessation of Capitalisation 
• Capitalizat ion of borrowing costs stops when nearly al l activities requ ired to prepare the asset for use or 

sale are complete. 
• An asset is considered ready when its physical construction is finished, even if minor tasks like decoration 

remain. 
• If a qualifying asset is completed in pa rts and a finished part can be used while construction continues, 

capitalization for that part ceases when it is ready for use or sale. 
Disclosure, 
• The accounting policy adopted for borrowing costs; and 
• The amount of borrowing costs capitalised during the period. 

Question & Answers 

Question l 
In May, 2020, Omega ltd. took a bank loan from a Bank. This loan was to be used specifically for the 
construction of a new factory building. The construction was completed in January, 2021 and the building was 
put to its use immediately thereafter. Interest on the actual amount used for construction of the building t ill 
its completion was" 1,8 lakhs, whereas the total interest payable to the bank on the loan for the period till 31 

st March, 2021 amounted to" 25 lakhs. the company wants to treat" 25 lakhs as part of the cost of factory 
building and thus capitalize it on the plea that the loan was specifically taken for the construction of factory 
building? Explain the treatment in line with the provisions of AS 16. (RTP Nov 21, Nov 19, May'18} 

Answer 1 
AS 16 clearly states that capitalization of borrowing costs should cease when substantially all the activities 
necessary to prepare the qualifying asset for its intended use are completed. Therefore, interest on the amou nt 
that has been used for the construction of the building up to the date of completion (January, 2021) i.e." 18 
lakhs alone can be capitalized. It cannot be extended to" 25 lakhs. 

Question 2 
Raj & Co. has taken a loan of US$ 20,000 at the beginning of the financial year for a specific project at an 
Interest rate of 6% per annum, payable annually. On the day of takine loan, the exchange rate betwc,cn 
currencies was " 48 per 1 US$. The exchange rate at the closing of the financial year was" 50 par 1 US$. The 
corresponding amount could have been borrowed by the company In Indian Rupee at :>n Interest rate of 
11% per annum. Determine the treatment of borrowing cost in the books of accounts. (RTP Nov 123} 

Answer 2 
Interest on Foreign Currency Loan: 
= US $ 20,000 x" 50 per US $ x 6% = " 60,000. 
Foreign Exchange l oss on Foreign currency loan: 
= US$ 20,000 x" (50-48) = "40,000. 
Interest that would have been if the loan was taken in Indian cu rrency i.e. local currency: 
=US$ 20,000 X 48 X 11% = "1,05,600 
Difference between interest on local currency borrowing and foreign currency borrowing: 
=" 1,0S,600 - ~ 60,000 = ~45,600 
The en ti re exchange difference of 40,000 wou ld be considered as borrowing costs. The total borrowing cost 
would be~ 100000 (~ 60000+ ~ 40000). 

Question 3 
When should capitalization of borrowing cost cease as per Accounting Standard 16? Explain in brief. (RTP May 

'21, Nov'20, SM} 
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Answer 3 
Capitalization of borrowing costs should cease when substantial ly all the activities necessary to prepare the 
qualifying asset for its intended use or sale are complete. An asset is normally ready for its intended use or sale 
when its physical construction or production is complete even though routine administrative work might still 
continue. If minor modifications such as the decoration of a property to the user's specification, are all that are 
outstanding, th is indicates that substantially all the activities are complete. When the construction of a qualifyi ng 
asset is completed in parts and a completed part is capable of being used whil e construction continues for the 
other parts, capitali zation of borrowing costs in relation to a pa rt should cease when substantially all the 
activities necessary to prepare that pa rt for its intended use or sale are complete. 

Question 4 

(a) An enterprise has constructed a complex piece of equipment (qualifying asset) that is to be installed on the 
production line of a manufacturing plant. The equipment has been constructed over a period of 15 months. 
However, on installation, ccrt3in calibrations ore required to achieve the desired level of production before 
it Is finally commissioned. This process is expected to take approximately 2 months durine which test runs 
will be, made. Should the borrowing costs attributable to borrowings pertaining to the 2 months test run 
period be capitalized? 

(b) Should capitalization of borrowing costs be continued when the qualifying asset has been constructed but 
marketing activities to sell the asset are still in progress? (RTP May '22} 

Answer 4 
(a) As per AS 16 Borrowing Costs "Capitalization of borrowing costs should cease when substantial ly all the 

activities necessary to prepare the qualifying asset for it s Intended use or sale are complete". On installation 
of the equipment, an evaluation has to be made to conclude whether substantially all the activities necessary 
to prepa re the asset are complete. After an equipment has been Instal led It is usually tested and adjusted for 
commercial production before it is finally commissioned. The calibrations and adjustments required during 
this period are performed in order to bring the equipment up to the stage at which it is ready to commence 
commercial production . Until the asset reaches the stage when it is ready to support commercial levels of 
production, it is not appropriate to conclude that substantially al I the activities necessary to prep a re the asset 
are complete. Thus., the borrowing cost incurred during the normal period of test runs (after the installation) 
are required to be capitalized. 

(b) As per provisions of AS 16, capitalization of borrowing costs should cease when substantially al l the activities 
necessary to prepare the qualifying asset for its intended use or sale are complete. Further, t he standard also 
explains t hat "An asset is normally ready for its intended use or sale when its physical construction or 
production is complete even though routine administrative work might sill continue. If minor modifications, 
such as the decorat ion of a property to the user's specification, are all that are outstanding, this indicates that 
substantially a ll the activities are complete". The emphasis in the Standard is on "to prepa re the qualifying 
asset for its intended use or sale" and not the actual activity of sa le. Therefore, where the physical 
construction of the asset is complete, substantially all the activities necessary to prepare the qualifying asset 
for its intended use or sale are complete. The refore, in the given case, the borrowing costs pertaining to the 
period during which the marketing activities to sell the asset are stil l in progress should not be capitalized as 
part of the cost of the asset. 

Question S 
A company lncorpor:>tad In Juno 2023, h:,s sotup:, f:,ctory within" period of 8 months with borrowed funds. 
The construction period of the assets had reduced drastically duo to usage of technical innovations by the 
company and the company is able to justify the rc,asons for the same. Whether interest on borrowings for 
the period prior to the date of setting up the factory should be capitalized although it has taken less than 12 
months for the assets to get ready for use. You are required to comment on the necessary treatment with 
reference to AS 16. {MTP 5 Marks April 21, April 22, RTP Nov'lB, MTP 4 Marks Aug'24) 
Answer 5 
As per AS 16 'Borrowing Costs', a qualifying asset is an asset that necessarily takes a substantial period of time 
to get ready for its intended use or sale. Further, the standard states that what constitutes a substantial period 
of ti me primarily depends on the facts and circumstances of each case. However, ordinarily, a period of twelve 
months is considered as substantial period of time unless a shorter or longer period can be justified on the basis 
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of facts and circumstances of the case. In estimating the period, time which an asset takes, technologica lly 
and commercially, to get it ready for its intended use or sale is considered. It may be implied that there is a 
rebuttable presumption that a 12 months peri od constitutes substa ntial period of t ime. Under present 
circumstances where construction period has reduced drastically due to technical innovation, the 12 months 
period shou ld at best be looked at as a benchmark and not as a concl usive yardstick. It may so happen that an 
asset under normal circumstances may take more than 12 months to complete. However, an enterprise that 
completes the asset in 8 months should not be penalized for its efficiency by denying it interest capitalization 
and vice versa. The substantial period criteria ensures that enterprises do not spend a lot of time and effort 
capturing immaterial interest cost for purposes of capitalization. Therefore, if the factory is constructed in 8 
months then it shall be considered as a qualifying asset. The interest on borrowings for the same shall be 
capitalised although it has taken less than 12 months for the asset to get ready to use. 

Question 6 
ABC Limited has started construction of an asset on 1st December, 2021, which continues till 31st March, 2022 
(and is expected to go beyond a year). The entity has not taken any specific borrowings to finance the 
construction of the asset but has incurred finance costs on its general borrowings during the construction 
period. The directly attributable expenditure at the beginnlne of the month on this asset was "! 10 lakh in 
D"cc,mber 2021 and "! 4 lakh in each of the months of January to March 2022. At the beginning of the year, 
the entity h:,d taken Inter Corporate Deposits of "! 20 lakh at 9% rate of interest :,nd had an overdraft of ~ 4 
lakh, which increased to "- 8 lakh on 1st March, 2022. Interest was paid on the overdraft at 10% until 1st 
January, 2022 and then the rate was increased to 12%. You are required to calculate the annual capitalization 
rate for computation of borrowing cost in accordance with AS 16 'Borrowing Costs'. {MTP 5 Marks Nov'21 & 
April 23) 

Answer 6 
Calculation of ca italization rate on borrowines other than s ecific borrowin s 

Nature of 
general 

borrowines 

Period of Amount of Rate of interest Weighted averaee 
Outstandine loan(Rs.) p.a. amount of Interest (Rs.) 

balance 

a b C d=[bXc)X(a/12)) 

9% Debentures 12 months 20,00,000 9% 1,80,000 

Bank overdraft 9 months 4,00,000 10% 30,000 

2 months 4,00,000 12% 8,000 

1 month 8,00,000 12% 8,000 

36,00,000 2,26,000 

Weighted average cost of borrowings 
=(20,00,000 x(12/12) )+(4,00,000 x(ll/ 12})+(8,00,000 x (1/12)} = 24,33,334 
Capitali sation rate= [(Weighted average amount of interest/ Weighted average of general borrowings) x 100] 
= [(2,26,000 / 24,33,334) X 100] = 9.29% p.a. 

Question 7 

Omeea limited has borrowed a sum of US $ 10,00,000 at the beeinnine of Financial Year 2021-22 for its 
residential project at 4%. The interest is payable at the end of the Financial Year. At the t ime of avaifm.,nt of 
loan exchange rate was 'I: 56 per US$ and the rate as on 31st March, 2022 was ~ 62 per US$. If Omega Limited 
had borrowed the loan in India in Indian Rupee equivalent, the pricing of loan would have been 10.50%. 
You are required to compute Borrowing Cost and exchange difference for the year ending 31st March, 2022 
as per applicable Accounting Standards. {MTP 5 Marks Sep'22, Mar'18, Mar'19, MTP 4 Marks March 21 & Oct 
'23, RTP May '21} 

Answer 7 
(i) Interest for the period 2021-22 

= US$ 10 lakhs x 4% x 'I; 62 per US$ = 'I; 24.80 lakhs 
(ii) Increase in the liability towards the principal amount 

= US$ 10 lakhs x "- (62 · S6) = 'I; 60 lakhs 
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{ii i) Interest t hat \,vould have resulted if the loan was taken in Indian currency 

= US$ 10 lakhs x 0:: 56 x 10.5% = 0:: 58.80 lakhs 
{iv) Difference between interest on local currency borrowing and foreign currency borrowi ng 

= 0:: 58.80 lakhs - 0:: 24.80 lakhs = 0:: 34 lakhs. 
Therefore, out of 0:: 60 lakhs increase in the liability towards principal amount, only 0:: 34 lakhs will be 
considered as the borrowing cost. Thus, total borrowing cost wou ld be 't 58.80 lakhs being the aggregate of 
interest of 't 24.80 lakhs on foreign currency borrowings plus the exchange difference to the exten t of 
difference between interest on local currency borrowing and interest on foreign currency borrowing of 0:: 34 
lakhs. 
Hence, 0:: 58.80 lakhs wou ld be considered as the borrowing cost to be accounted for as per AS 16 and the 
remaining 0:: 26 lakhs {60 - 34) would be considered as the exchange difference to be accounted for as per AS 
11. 

Question 8 
Vital Limited borrowed an amount of 0::150 crores on 1.4.2021 for construction of boiler plant@ 10% p.a. The 
plant is expected to be completed in 4 years. Since the weighted average cost of capital is 13% p.a., the 
accountant of Vital Ltd . capltall2ed 'I:: 19.50 crores for the :iccounting period ending on 31.3.2022. Due to 
surplus fund out of":150 crores, an income of't 1.50 crores was earned and credited to profit and loss account. 
Comment on the above treatment of accountant with reference to relevant accounting standard. (MTP 5 
Marks March '23, RTP Nov 20}(Same concepts different figures SM} 

Answer 8 
Para 10 of AS 16 'Borrowing Costs' states that to the extent t he funds are borrowed specifically for the purpose 
of obtaining a qualifying asset, the amount of borrowing costs eligible for capitalization on that asset should be 
determined as the actual borrowing costs incurred on that borrowing during tne period les,s any income on the 
temporary investment of those borrowings. The capitalization rate should be the weighted average of the 
borrowing costs applicable -to the borrowings of the enterprise that are outstanding during the period, other 
than borrowings made specifically for the purpose of obtaining a qua lifying asset. Hence, In the above case, 
t reatment of accountant of Vital ltd. is incorrect . The amount of borrowing costs capitalized for the financial 
year 2021-22 should be calcu lated as follows: 

Actual interest for 2021-22 (10% of 0:: 150 crores) 0:: 15.00 crores 

Less: Income on temporary investment from specific borrowings ("!'. 1.50 crores) 

Borrowing costs to be capitalized during year 2021-22 0:: 13.50 crores 

Question 9 
How w ill interest be capitalized when qualifying assets are funded by borrowings in the nature of bonds that 
are issued at a discount? 
Vivtsu Ltd. issued in year 1, a 3 year 10% p.a . (interest paid annually) bond with a face value of 0:: 1,00,000 at 
a price of 0:: 90,000 to finance a qualifying asset which is ready for intended use at the end of year 2. Compute 
tho amount of borrowings costs to be capitalized if the company uses for amorti~ation of discount straieht 
line basis. (RTP Jan'25} 

Answer9 
As per AS 16, "Borrowing costs are interest and other costs incurred by an enterprise in connection with the 
borrowing of funds". Further, as per para 4 (b) of the standard, "amortization of discounts or premiums rel ating 
to borrowings" as a component of borrowing costs. Thus, the borrowing costs comprise the periodic interest 
payable on the bonds in question and the amount of discount amortised during the period . 
Paragraph 6 of the Statement, inter-alia, states that "Borrowing costs that are directly attributable to the 
acquisition, construction or production of a qualifying asset should be capitalized as part of the cost of that 
asset". 
Further, paragraph 19 states that "Capitalisation of borrowing costs should cease when substantially a ll the 
activities necessary to prepare the qualifying asset for its intended use or sa le are complete". Thus, only that 
portion of the amortised discount should be capitalised as part of the cost of a qualifying asset which relates to 
the period during which acquisition, construction or production of the asset takes place. 
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Straight line basis 
(Amount in~) 

Years Interest Amortisation of discount Total borrowin_g costs . 
Year 1 10,000 3,333 13,333 
Year 2 10,000 3,333 13,333 
Year 3 10,000 3,334 13,334 

In the above case, the amount of borrowing costs capitalized would be 'i: 13,333 in Year 1 and Year 2. The 
borrowing costs of ~ 13,334 incurred in Year 3 wou ld be expensed since the asset is ready for its intended use 
at the end of Year 2. 

Question 10 
U Limited has obtained a term loan of~ 620 lacs for a complete renovation and modernization of its Factory 
on 1st April, 2020. Plant and Machinery was acquired under the modernization scheme and installation was 
completed on 30th April, 2021. An expenditure of~ 564 lacs was incurred on this Plant and Machinery and 
the balance loan of~ 56 lacs has been used for working capital purposes. The company has paid total interest 
of ~ 68.20 lacs during financial year 2020-2021 on the above loan. The accountant seeks your advice how to 
account for the interest paid in the books of accounts. Will your answer be different, if the whole process of 
renovation and modernization gets completed by 28th February 2021? (MTP 5 Marks, Oct '21) 

Answer 10 
Borrowing Cost: As per AS 16 'Borrowing Costs', borrowing costs that are directly attributable to the acquisition, 
construction or production of a qualifying asset shou ld be capitalized as part of the cost of that asset. Other 
borrowing costs should be recognized as an expense in the period in which they are incurred. Borrowing costs 
should be expensed except where they are directly attributable to acquisition, construction or production of 
qualifying asset. 
Qualifying Asset : A qualifying asset is an asset that necessarily takes a substantial period of time (ordinarily, a 
period of twelve months unless a shorter or longer period can be justified on the basis of the facts and 
circumstances of the case) to get ready for its intended use or sale. 
(i) When construction of asset completed on 30th April, 2021 
The treatment for total borrowing cost of 'l: 68.20 lakhs will be as fo llows: 

Purpose Nature Interest to be 

Plant and mach inery 
Under 
Modernization 
And renovation 
scheme 
Worki ng Capital 

Quali f in asset 

Not a qualifying 
asset 

capitalized 
~ inlakhs 

68.20 X 564/620 
= 62.04 

62.04 
(ii) When construction of assets is completed by 28th February, 2019 

Intere st to be 
charged to profit 
and loss account 
~ in lakhs 

(68.20 X (56/620)) 
= 6.16 

6.16 

In this scenario, when the process of renovation gets completed in less t han 12 months, the plant and 
machinery wil l not be considered as qualifying assets (until and un less the entity specifically considers t hat the 
asset took substantial period of time for completi ng their construction) and the whole of interest will be 
required to be cha rged off / expensed off to Profit and loss account . 

Question 11 
loyal Ltd. has undertaken a project for expansion of capacity as per the following details: 

Plan ~ 
October, 2023 5,00,000 4,00,000 
November, 2023 6,50,000 7,95,000 
December, 2023 20,00,000 
January, 2024 2,00,000 50,000 
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~ 
February, 2024 9,00,000 2,00,000 
March, 2024 10 ,00,000 12,00,000 

The company pays to its bank interest at a rate of 15% p.a., which is debited on a monthly basis. During the 
half year, company had '{ 20 lakh ov<>rdraft up to 31st Dec<>mbcr, surplus cash in January and again overdraft 
of'{ 14 lakh from 1.2.2024 and 0: 30 lakh from 1.3.2024. Tho company had a strike during Dcc<>mber and hence 
could not continue the work during said period. Howev<>r, the substantial administrative work related to the 
project was continued. Onsitc work was again commenced on 1st January and all the work were completed 
on 31st March. Assume that expenditure was incurred on 1st day of each month. 
Calculate interest to be capitalized giving reason wherever necessary. Assume overdraft will be less, if there 
is no capital expenditure. {RTP Sep'24} 

Answer 11 
Loyal Ltd. 

Month Actual Interest on outstanding Interest Outstanding Cumulative 
Expenditure amount@ 15% p.a. capitalized amount amount 

('{) ('{} (~} 
1 2 3 

October, 2023 4,00,000 4,00,000*15% 5,000 4,05,000 4,05,000 
*1/12 

November, 2023 7,95,000 ( 4,05,000+ 7,95,000) 15,000 (4,05,000 + 12,15,000 
•15%•1112 7,95,000+ 

15,000) 
December, 2023 - (12,15,000) 15,188 12,15,000 + 12,30,188 

*15%'1/12 15,188 
January, 2024 50,000 - 12,30,188 + 12,80,188 

50,000 
February, 2024 2,00,000 14,00,000 17,500 12,80,188 + 14,97,688 

•15%•1112 2,00,000+ 
17,500 

March, 2024 12,00,000 (14,97,688 + 33,721 14,97,688 + 27,31,409 
12,00,000)*15 12,00,000 + 

%*1/12 33,721 
26,45,000 86,409 

Note: 
1 . As per para 18 of AS 16, 'Borrowing Cost', capitalisation of borrowing costs is not normally suspended 

during a period when substantial technical and administrative work is being carried out. Therefore, the 
interest for that period i.e. for the month of December has also been capitalized. 

2. During January, the company did not incur any interest as there was surplus cash in January. Therefore, 
no amount should be capitalized during January as per para 14(6) of AS 16. 

3. During February, actual overdraft (borrowings) was 0: 14 lakh only. Hence, interest of~ 17,500 on ~ 
14,00,000 has been calcu lated even though actual expenditure on project exceed '{ 14 lakh. 

Question 12 
Harish Construction Company is constructing a huge building project consisting of four phases. It is expected 
that the full building will be constructed over several years but Phase I and Phase II of the building will be 
started as soon as they are completed. 
Following is the detail of the work done on different phases of the building during the current year: 

(11: in lakhs) 
Phase I hase II hase Ill Phase IV 

Cash expenditure 10 30 25 30 
Building purchased 24 34 30 38 
xpenditure 
Total expenditure of all phases 221 
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;::::::=========;::::==:::::;:::::==::::::;::::====;::::==-----=;~ ! Loan taken @ 15% at the beginning of the year 200 
During mid of the current year, Phase I and Phase, II have become operation:il. Find out the total amount to 
be capitalized and to be expensed during the year. (RTP Nov '22, SM) 

Answer 12 
Particulars 

1. Interest expense on loan'!; 2,00,00,000 at 15% 
2 Total cost of Phases I and II (ti: 34,00,000 +64,00,000) 
3. Total cost of Phases Ill and IV('!; 55,00,000+ '!; 68,00,000 
4. Total cost of al l 4 phases 
5. Total loan 
6. Interest on loan used for Phases I & II, based on proportionate 

30,00,000 98 00 000 Loan amount = ---- x , , 
2,21.00,000 

7. Interest on loan used for Phases Ill & IV, based on proportionate Loan amount 
= 3o,oo,ooo X 1 23 00 000 

2,2 1,00,QQQ I I I 

Accounting treatment: 
1. For Ph:ase I :and Ph3se II 

30,00,000 
98,00,000 

1,23,00,000 
2,21,00,000 
2,00,00,000 
13,30,317 
(approx.) 

16,69,683 
(approx. ) 

Since Phase I and Phase II have become operational at the mid of the year, half of the interest amount of~ 
6,65,158.50 (i.e. '!; 13,30,317 /2) relating to Phase I and Phase II should be capita II zed (in the ratio of asset costs 
34:64) and added to respective assets in Phase I and Phase II and remaining half of the interest amount of'!; 
6,65,158.50 (i.e. '!; 13,30,317/2) relating to Phase I and Phase II should be expensed du ring the year. 
2. For Phase Ill and Phase IV 

Interest of '!; 16,69,683 relating to Phase Ill and Phase IV should be held in Capital Work-in-Progress till 
assets const~uction work is completed, and thereafter capitalized in the ratio of cost of assets. No part of 
this interest amount should be charged/expensed off during the year since the work on these phases has 
not been completed yet. 

Question 13 
On 15th April, 2019 WIVITZU Ltd. obtained a Term loan from the Bank for~ 320 lakhs to be utilized as under: 

"i (in lakhs) 
Construction for factory shed 240 
Purchase of Machinery 30 
Workint: caplt:al 24 
Purchase of Vehicles 12 
Advance for tools/ cranes etc. 8 
Purchase of technical know how 6 

In March, 2020 construction of shed was completed and machinery was installed . Total interest charged by 
the bank for the year ending 31st March, 2020 was 'I; 40 lakhs. 
In the context of provisions of AS 16 'Borrowing Costs', show the treatment of interest and also explain 
the nature of Assets. (PYP 5 Marks Nov '20}(MTP 5 Marks Sep '23} 

Answer 13 
As per AS 16 A qualifying asset is an asset t hat necessarily takes a substantial period of t ime to get ready for it s 
intended use or sale. Other investments and those inventories that are routinely manufactured or otherwise 
produced in large qua ntities on a repetitive basis over a short period of time, are not qualifying assets. Assets 
that are ready for t heir intended use or sale when acquired also are not qualifying assets. Borrowing costs 
that are directly attributable to the acquisition, construction or production of a qualifyi ng asset should be 
capitalized as part of the cost of that asset. Other borrowing costs shou ld be recognized as an expense in the 
period in wh ich they are incurred. Construction of factory shed amounting~ 240 lakhs is qualifying asset in the 
given case. The interest for this amount during the year will be added to the cost of factory shed. All others 
(purchase of machi nery, vehicles and technical know how, working capital, advance for tools/cranes) are 
non-qualifying assets and related borrowing cost will be charged to Profit and Loss statement. Qualifying Asset 
as per AS 16 (construction of a shed) = 'i: 240 lakhs Borrowing cost to be capitalized = '!; 40 lakhs x 240/320 = '!; 
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30 lakhs Int e rest to be debited to Profit or Loss account : 'I; (40 - 30) = "; 10 lakhs. Note: Assumed that 
construction of factory shed completed on 31st March 2020. 

Question 14 
H ltd. began the construction of a new building on 1st April 2022. It obtained a special loan of'( 6,00,000 on 
1st April 2022 at an interest of 12% to finance the construction of the building. 
The company's other outstanding two non-specific loans on 1st April, 2022 were as follows: 

Amount in II! R:1te of Interest 

30,00 000 14% 
54,00,000 16% 

The expenditure incurred on the building project was as per detail given below: 
mount in'( 

1st May, 2022 12,00,000 
1st July, 2022 15,00,000 
1st October, 2022 27,00,000 
1st March, 2023 7,20,000 

The building was completed by 31st March 2023. 
Following the provisions of Accounting Standard 16, you are required to calculate the amount of interest to 
be capitalized and also give one Journal Entry for capitalizing the cost and borrowing cost in respect of the 
building. {RTP May'24}{Same Concept Different figure PYP May '19, 5 Marks) 

Answer 14 
Interest amount to be capitalized 

Specific borrowings ('!; 6,00,000 x 12%) = 72,000 
Non-specific bo rrowings 
Ill; 30,35,000 ('!; 36,35,000 - 'I; 6,00,000) x 15.29%*] = 4,64,052 
Amount of inte rest to be capitalized = 5,36,052 

Journal Entry for capitalizing cost and borrowing cost 

Date Particulars Dr. 'I: 
31.3.2023 Building account Dr. 66,56,052 

(Cost of building 
II! 61,20,000 + borrowin cost II! 5,36,052 
To Bank account 
(Being amount of cost of bu ild ing and borrowing cost 
thereon capitalized) 

Working notes: 
(i) Computation of average accumulated expenses 

'I: 
II! 1 2 ,00,000 X 11 / 12 = 11,00,000 
II; 15,00,000 x 9 / 12 = 11,25,000 
'I; 27,00,000 X 6 / 12 = 13,50,000 
'I; 7,20,000 X 1 / 12 = 60,000 
61,20,000 36,35,000 

(ii) Calculation of average interest rate other than for specific borrowings 
Amount of loan ('!;) Rate of interest Amount of interest('!;) 

30,00,000 14% 
54,00,000 16% 
84,00,000 
Weighted average rate of 
• (1 2,a•.000 X lOO) interest ---

s•.00,000 
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= 

4,20,000 
8,64,000 

12,84,000 
15.29%4 

( Rounded off) 

Cr. '( 

66,56,052 



Question 15 
Glen ltd. began construction of a new building on 1st January, 2022. On 1st April, 2022, following two loans 
were obtained to fund the construction cost: 
(I) Loan of" 60,00,000 from Data Bank Ltd. was taken at intcrc,st rate of 8% per annum. This loan was 

fully utilizc,d for construction of the new building. 
(ii) Loan of 'I: 20,00,000 from Satya Bank Ltd. Out of this, loan amount of'{ 6,00,000 was utilized for working 

capital purpose. Total interest of" 1,92,000 were paid to Satya Bank Ltd. for the financial year 2022 • 
23. 

Construction of the new building was completed on 31st January, 2023 and was ready for its intended use on 
the same date. 
None of the loan was repaid during the year. The building is a qualifying asset for the purpose of AS-16. 
Out of loan from Data Bank Ltd ., surplus funds were temporarily invested for the short period of time. This 
temporary investment earned interest of" 30,000. 
You are required to calculate the amount of interest (a) to be capitalized, (b) to be charged to profit and loss 
account from the total interest Incurred as borrowing cost during the year 2022·23 (as per AS-16). (PYP 5 
Marks Nav'23} 

Answer 15 
According to AS 16 "Borrowing Costs", borrowing costs that are directly attributable to the acquisition, 
construction or production of a qualifying asset should be capitalized as part of the cost of that asset. The 
amount of borrowing costs e ligible for capitalization should be determined in accordance with this Standard. 
Other borrowing costs should be recognized as an expense in the period in which they are incurred. 
The standard also states that to the extent that funds are borrowed specifically for the purpose of obtaining a 
qualifying asset, the amount of borrowing costs eligible for capitalization on that asset should be determined as 
the actual borrowing costs incurred on that borrowing during the period less any income on the temporary 
investment of those borrowings. 
Thus, eligi ble borrowing cost on Loan of data bank to be capitalized: 
= "(60,00,000 X 8%)x 10/12 ·" 30,000 
= "4,00,000 - "30,000 = "3,70,000 

Loan Particulars Nature of (a) Interest to be 
assets Capitalized (") 

Da ta bank Construction of factory Qua I ifying Asset 3,70,000 
building 

Satya Construction Qualifying (1,92,000x14/20) 
Bank of factory building Asset X 10/12 

= 1,12,000 
Satya Working Not a NIL 
Bank Capital Qualifying Asset 

Total "4,82,000 
Note: Loan from Satya bank is considered to be specific borrowings. 

(b) Interest to be charge 
to Profit & Loss Accoun 

(") 
(4,80,000 - 4,00,000) 

80,000 
(1,92,000 X 14/20) 

X 2/12 : 22,400 

(1,92,000x6/20) 
= "57,600 
"1,60,000 

EXAM INSIGHTS: Majority of the examinees were not able to calculate the amount of interest to be 

capitalized and charged to the profit and loss account. 

Question 16 
Expert Limited issued 12% secured debentures of'{ 100 lakhs on 01.06.2021. Money raised from d<!benturcs 
to be utilized as under: 
Intended Purpose Amount" in lakhs 

Construction of factory building 40 
Working Capital 30 
Purchase of Machinery 15 
Purchase of Furniture 2 
Purchase, of truck 13 
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Additional Information: 
(i) Interest on debentures for the Financial Year 2021-2022 was paid by the Company. 

(ii) During the year, the company invested idle fund of 'I: 5 lakhs (out of the money raised from debentures) 
in Bank's fixed deposit and earned interest of 'I: 50,000. 

(iii) In March, 2022 construction of factory building was not completed (it is expected that it will take another 
6 months). 

(iv) In March 2022, Machinery was installed and ready for its Intended use. 
(v) Furniture was put to use at the end of March 2022. 
(vi) Truck is going to be received in April, 2022. 

You are required to show the treatment of interest as per AS 16 in respect of borrowing cost for the year 
ended 31st March, 2022 in the Books of Expert Limited. (RTP May 23} (Same concept different figures MTP 5 
Marks Oct '22, MTP Oct. '18, MTP Aug. '18, MTP Oct. '19, 5 Marks, RTP May 20} 

Answer 16 
According to AS 16 "Borrowing Costs", a qualifying asset is an asset that necessarily t akes a substantial period 
of time to get ready for its intended use. As per the Standard, borrowing costs that are directly attributable to 
the acq uisition, construction or production of a qualifying asset should be capitalized as part of the cost of that 
asset . The amount of borrowing costs el igible for capitalization should be determi ned in accordance with this 
Standard. Other borrowing costs should be recognized as an expense in the period in which they are incu rred. 
It also states that to the extent that funds are borrowed specifically for the purpose of obtaining a qualifyi ng 
asset, the amount of borrowing costs e ligible for capitaliza tion on that as set should be determined as the actual 
borrowing costs Incurred on that borrowing duri ng the period less any income on the temporary investment of 
those borrowings. 
Thus, eligible borrowing cost = 'I: 10,00,000 (100 lakhs x 12% x 10/12) - ~ 50,000 = ~ 9,50,000 
Particulars Nature of assets Interest to be capitalized ('I:) Interest to be char11:ed to 

Profit & Loss Account ('I:) 
Construction of factory Qualifyln Asset 9,50,000x40/ 100 NIL 
buildin = "1:3,80,000 
Purchase of Machinery Not a Qualifying Asset NIL 9,50,000x15/100 

= 1,42,500 
Purchase of and Not a Qualifying Asset NIL 9,50,000x2/100 
furniture =19,000 
Purchase of truck Not a Quali fying Asset NIL 9,50,000x13/100 

= 1,23,500 
Working Capital Not a Qualifying Asset NIL 9,50,000x30/100 

= 'I: 2,85,000 
Total 'I: 3,80,000 ~ 5,70,000 

Question 17 1'~ LDR 

Zebra Limited began construction of a new plant on 1st April,2021 and obtained a special loan of 'I: 20,00,000 
to fln:>nce thc construction of the plant. Tho rate of Interest on loan was 10%. 
The expenditure that was incurred on the construction of plant was as follows: 

1st April,2021 
1st August,2021 

'I: 
10,00,000 
24,00,000 

1st January,2022 4,00,000 
The company's other outstanding non-specific loan was 'I: 46,00,000 at an interest rate of 12%. 
The construction of the plant completed on 31st March,2022. You are required to: 
(a) Calculate the amount of interest to be capitalizlld as per the provisions of AS 16 "Borrowing Cost". 
(b) Pass a journal entry for capitalizing the cost and the borrowing cost In respect of the plant . (PYP 5 

Marks May'22} 

Answer 17 
Total expenses to be capital ized for borrowings as per AS 16 "Borrowing Costs": 

Chapter 5.4 AS 16-Borrowing Costs 



Cost of Plant (10,00,000 + 24,00,000 + 4,00,000) 

Add: Amount of in terest to be capitalized (W.N.) 

Journal Entry 

Dr. 31st March, 2022 Plant A/c 
1=,--,,----,---,----------~--1 

o Bank A/c 

Working Note: 

[Being amount of cost of plant and 
borrowing cost thereon capitalized! 

Computation of interest to be capitali zed: 

Expenditure 
1st April, 2021 10,00,000 On specific borrowing 
1st August, 2021 On specific borrowing 

24,00,000 

38,00,000 

3,24,000 

41,24,000 

41,24,000 

41,24,000 

10,00,000 X 10% 1,00,000 
10,00,000 X 10% 1,00,000 

1st August, 2021 On non-specific borrowings 14,00,000x .!. x 12% 1,12,000 
12 

1st January, 2022 4,00,000 On non-specific borrowings 4,00,000 x 3
, Xl2 % 12,000 

3,24,000 
Alternatively, interest cost to be capitalized can be derived by computing average accumulated expenses in the 
following manner. 
Computation of Average Accumulated Expenses: 

1st April, 2021 10,00,000 x 12/12 10,00,000 

1st August, 2021 

1st January, 2022 

10,00,000 X 12/12 
14,00,000 X 8/12 

4,00,000 X 3/12 

Computation of interest to be capitalized: 

On specific borrowing ~ 20,00,000 K 10% 

On non-specific borrowing 0: (30,33,333- 20,00,000) K 12% 

10,00,000 
9,33,333 

1,00,000 

30,33,333 

2,00,000 

1,24,000 

3,24,000 

NOTE: Since specific borrowings are earmarked for construction of a particular qua lifying asset, it cannot be 
used for construction of any other qual ifying asset e,cept for temporary investment. Therefore, once the 
commencement of capitalizat ion of borrowing cost criteria are met, actual borrowing cost incurred on specific 
borrowing shall be capitalized irrespective of the fact that amount had been uti lized in parts. 

EXAM INSIGHTS:_Majority of the examinees erred In calculating the amount of interest on non-specific 
borrowings and hence, they failed to calcu late t he amount of interest to be capitalized as per the provisions 
of AS 16, "Borrowing Costs". They were also not able to journal entry for capitalizing the cost and the 
borrowing cost in respect of plant for t he year ended 31st March, 2022. 

Question 18 
On 1st April, 2023, Green Limited started the construction of an Office Building (qualified asset). The land 
under the building is regarded as a separate asset and is not a part of qualifying asset. 
For the purpose of construction of building, the company raised a specific loan of~ 14 lakhs from a Bank at an 
interest rate of 12% per annum. An interest income of~ 15,000 was earned on this loan while it was held in 
anticipation of payments. 
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The company's other outstanding loans on lstApril, 2023 were as follows: 

Amount of loan Rate of Interest per annum 
~ 20,00,000 15% 
~ 30,00,000 8% 

Th<! construction of building started on lstApril, 2023 and was compl<1tcd on 31st January, 2024 when it was 
ready for its intended use. Up to the date of completion of the buildlne, the followlne payments were made 
to the contractor: 

Pa ent date Amount in~ 
1st April,2023 4,00,000 
1" August,2023 10,00,000 
1" Deeember,2023 25,00,000 
31st Januar 2024 5,00 000 

to be 20 years and depreciation is calculated on straight line method. 
You are required to: 

(i) Calculate the amount of borrowing cos1 to be capitalized. 

(ii) Pass Initial Journal entry to recoenise the cost of building. 

(iii) Depreciation on building for the year ending 3151 March, 2024. 

(Iv) Carrying value of building as on 31st March, 2024. (PYP 7 Marks May'24) 

Answer 18 
Computation of borrowine cost to be capitalized for specific borrowines and general borrowings based on 
weighted average accumulated expenses 

Date of Amount Financedthrouch Calculation 'I: 
lncurrence of 
ex enditure 

1st April 2023 
1st August 2023 
1st December 2023 
31" January2024 

spent 

4,00,000 S ecific borrowin 
10,00,000 Specific borrowing 
25,00,000 General borrowing 
5,00,000 General borrowing 

Less: interest income on borrowing 
Total amount borrowing cost to be capitalized 

(ii) Journal Entry 

Date Particulars 

31.1.2024 Building account Dr. 

To Bank account 

To Interest payable (borrowing cost) 
(Being expenditu re incurred on construction of 
building and borrowing cost thereon capitalized) 

4,00,000 X 12% X 10/12 40,000 
10,00,000 X 12% X 10/12 1,00,000 
25,00,000 X 10.8% X 2/12 45,000 
5,00,000 X 10.8% X 0/12 NII 

1,85,000 
(15,000) 
1,70,000 

45,70,000 

44,00,000 

1,70,000 

ote: In the above journal entry, it is assumed that interest amount will be paid at the year end. 
ence, entry for interest payable hasbeen passed on 31.1.2024. 

Alternatively, following journal entry may be passed if interest is paidon the date of capitalization: 

Date Particulars ~ 'I: 
31.1.2024 Building account Dr. 45,70,000 

To Bank account 45,70,000 
(Being expenditu re incurredon construction of building 
and borrowing cost thereoncapitalized) 

(iii) Depreciation on building for the year ending 31.3.2024 
Cost of building 45,70,000 
Life of building = 20 years 
Depreciation = (45, 70,000/20) x 2/12 = 38,083.33 
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(iv) Carrying Value of Building on 31st March 2024: 
Carrying Value = Cost of Building - Accumulated Depreciation 
= 45, 70,000- 38,083.33 
= 45,31,917 

Working Notes: 
1. Calculation of capit:illzation rate on borrowings other 

Amount of loan ('!;) Rate of 
th:inspecific borrowings 

Amount of 

20,00,000 

30,00,000 
50,00,000 

Weighted average rate of Interest 

( 
s,• o.ooo x 1 oo) 
50.00,000 

interest 
15% = 

8% = 

= 

2. Total expenses to be capitalized for building 

Cost of building '!; (4,00,000 + 10,00,000 + 25,00,000 + 
5,00,000) 
Add: Amount of interest to be capitalized 

Question 19 

interest '!; 

3,00,000 

2,40,000 
5,40,000 

10.8%* 

44,00,000 

1,70,000 
45,70,000 

r~ LDR 

On 1st April, 2022 Workhouse Limited took a loan from a Financial Institution for '!; 25,00,000 for the 
construction of Building. The rate of interest is 12%. 
In addition to above loan, the com an has taken multiple borrowings 12s follows: 

I. 8% Debentures '!; 15,00,000 
II. 15% Term Loan '!; 30,00,000 

Ill. 10% Other Loans 'I: 18,00,000 
The company has utilised the above funds in construction/ purchase of the followine :issets: 
(i) Building 70,00,000 
(ii) Furniture ~ 22,00,000 
(iii) Plant & Machinery ~ 90,00,000 
(iv) Factory Shed ~ 43,00,000 
The construction of Building, Plant & Machinery and Factory Shed was completed on 31st March 2023. 
Readymade Furniture was purchased directly from the market. The factory was ready for production on 
lstApril 2023. 
You are required to calculate the borrowing cost for both qualifying and non-qualifying assets. 
{PYP 5 Marks May '23) 

Answer 19 
Int erest to be Capitalized (on qualifying asset) 

i. 

i i. 

ii i. 

Particulars 

On specific Borrowings 

On non-specific borrowings 
Amount of int erest t o be 

Capitalised 

Computation 

25,00,000x12% 

(W.N.1) 
(i+ii) 

3,00,000 

6,67,500 

9,67,500 

In terest t ransferred to P&l (on non-qualifying asset) 

Parti culars Computation 

i. On non-specific Borrowings (W.N.1) 82,500 

Working note: 
1. Treat ment of in terest under AS 16 on non-specific borrowings 
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Particulars Qualifying # Computation Interest- Interest charged 

asset Capitalized to P&L 

A/c 

i. Building Yes 45,00,000/2,00,00,000 X 1,68,750 -
63,00,000 X 11.9048% 

ii. Furnitu re No 22,00,000/ 2,00,00,000 X - 82,500 
63,00,000 X 11.9048% 

iii. Plant & Yes 90,00,000/2,00,00,000 X 3,37,500 -
Mach inery 63,00,000 X 11.9048% 

iv. Factory Yes 43,00,000/2,00,00,000 X 1,61,250 -
shed 63,00,000 X 11.9048% 

Tot al 6,67,500 82,500 
NOTE: Alternative manner of presentation for Treatment of in terest under AS 16 on non-specific borrowings: 

P:,rticul:us Qu:>lifying Expenses Share in Interest- Interest ch:>rged 
asset Incurred borrowings Capit:>lized to P&L 

'{ '{ it: A/c ff. 

,. Building Yes 4S,00,000 7 ,S0,000 x 4S/200 1,68, 750 -

II . Furniture No 22,00,000 7,50,000 X 22/ 200 - 82,500 

iii. Plant & Yes 90,00,000 7,50,000 X 90 /200 3,37,500 -
Machinery n ·~ 

Iv. Factory shed Yes 43,00,000 7,S0,000 x 43 / 200 1,61,250 
I I 

I I -
Total 2,00,00,000 6,67,500 82,500 I 

2. Weighted Average interest rate for non-specific borrow ings 

Part iculars Amount of loan (a) Rate of interest Amount of interest 
(b) (c = (a) x (b) 

Debentures 15,00,000 8% 1,20,000 

Term loan 30,00,000 15% 4,50,000 

Other loans 18,00,000 10% 1,80,000 

63,00,000 7,50,000 
# Weight ed Average Rat e of Interest 
= 7,50,000 / 63,00,000 x 100 = 11 .9048% 

EXAM INSIGHTS: Most of the examinees were able to calculate the porrowlng cost fo.r both qualifying ahd 

non-qua I ifvi ng assets. 

M ultiple Choice Questions (MCQs) 

1. As per AS 16, all the following are qualifying assets except {SM} 
(a) Manufactur ing plants and Power generation facilities 
(b) Inventor ies that require substantial period of time 
(c) Asset s those are ready for sale. 
( d) None of the above 

Ans: (c) 

2 . Which of the followine statement is correct: {SM} 
(a) Entire exchange gain is reduced from the cost of t he Qualifying asset. 
(b) Entire exchange loss is added to the cost of a Quali fying asset. 
(c) No adjustment Is done for the exchange loss while computing cost of Qualifying asset. 
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(d) None of the above 
Ans: (c) 

3. Capitalization rate considers: {SM} 
(a) Borrowing costs on general borrowings only. 
{b) Borrowi ng costs on general and specific borrowings both. 
(c) Borrowing costs on specific borrowings only 
( d) None of the above 

Ans: (a) 

4. If the amount eligible for capitalisation in case of inventory as per AS 16 is 'I( 12,000 and cost of inventory 
is 'I( 40,000 and its net realizable, value is 'I( 45,000; What amount can be capitalised as a part of inventory 
cost. (SM} 

(a) 'I( 12,000. 
( c) 'I( 7,000. 

Ans: (b) 

(b) "- 5,000. 
(d) "- 10,000. 

5. Vivtsu Ltd is commenclnc: a new construction project, which is to be financed by borrowini:. The key dates 
arc as follows: 
l) 15th May, 20X1: Loan interest rolatlng to the project starts to be, incurred 
ii) 2nd June, 20Xl: Technical site planning commc,nces 
Iii) 19th June, 20X1: Expenditure on tho project started to be incurred 
iv) 18th July, 20X1: Construction work commences 
Identify the commencement date for capitalization under AS 16. (SM} 

(a) 15th May, 20Xl (b) 19th June, 20Xl 
(c) 18th July, 20X1 (d) 2nd June, 20X1 

Ans: (b) 

6. Gyan ltd. borrowed 'I( 10 crore for construction of a plant at the rate of 10% per annum (interest paid 
annually 'I( 1 crore). The construction was being carried on and out of the borrowings, 'I( 4 crore was 

temporarily placed in a fixed deposit at the rate of 6% per annum (interest earned 'I( 24 lakh). At the end of 
the year, how much cost of borrowing Gyan Limited will capitalise? (RTP May'24} 
(a) Interest paid on 'I( 10 crore i.e. 'I( 1 crore 
(b) Interest paid on" 6 crore as only this amount was utilized i.e. " 60 Lakh. 
(c) Interest paid less income on temporary investment i.e." 76 lakh 
(d) Nothing will be capitalized 

Ans: (c) 

7. Gyan Ltd. borrowed "( 10 crore for construction of a plant at the rate of 10% per annum (interest paid 
annually "( 1 crore). The construction was being carried on and out of the borrowings, 'I( 4 crore was 

temporarily placed in a fixed deposit at the rate of 6% per annum (interest earned 'I( 24 lakh). At the year 
end, how much cost of borrowing Gyan Limited will capitalise? (MTP 2 Marks July'24} 
(a) Interest paid on 'l'.10 crore i.e. 'l'.1 crore 
(b) Interest paid on '1(6 crore as only this amount was ut ilized i.e. 'l'.60 Lakh. 
(c) Interest paid less income on temporary investment i.e . 'l'.76 lakh 
(d) Nothing will be capitalised. 

Ans: (c) 

8. Vljay ltd. borrowed '1: 30 lakh at interest rate of 5% per annum and purchased plant and machinc,ry for" 
60 lakh (using borrowed funds) and started production. It took 1 year time for Vijay Ltd. to create optimum 
market for the goods manufactured and generate revenue. How much borrowing cost can be capitalized 
by the cost of plant and machinery: (MTP 2 Marks Aug'24} 

(a) 'I'. 1.5 lakh (b) 'I'. 3 l akh 
(c) Nil (d) 'l(S lakh 

Ans: (c) 
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CONCEPTS OF THIS CHAPTER 

• Definition of Lease • Classification of Leases 

• Finance Lease • Operat ing lease 

• Accounting for Lessees • Accounting for Lessors 

• Sale and leaseback • Disclosures 

QUICK REVIEW OF IMPORTANT CONCEPTS 

t1 
LOR Quest ions 

Q 12 
Q14 

Finance leases I Operating leases ·--·--·--- --·--- -·---·--·--- - - --·--·--·-·-- --·---·--·--·-- - - --·--·--·-·-- --- --·--·--- -- - - --·--- --·--·--·--- - - -
A lease that transfers substantially, all the risks and ! A lease Is classified as an Operating Lease, If it does 
rewards Incident to ownership of an asset. Title may i not transfer substantially all the risk and rewards 
or may not be eventually transferred. i inciden t to ownership. 

Indicators of Finance Lease 

• Ownership transfers to the lessee by the end of the term. 

• The lessee has a purchase option at a price significantly below fair value, making exercise reasonably 
certain. 

• The lease term covers most of the asset's economic life, even without ti tle transfer. 

• The present value of lease payments is substantially all o f the asset's fair value. 
The asset is highly specialized, usable only by the lessee without major modifications. 

Accounting for Finance Leases 

Books of Lessee 

At lease inception, the lessee records the asset and liabil ity at the lower of: 

• Fair value of the leased asset. 

• Present value of minimum lease payments (discounted using the implicit interest rate, or if Impracticable, 
the lessee's Incremental borrowing rate). 

l ease payments are split between finance charges and liability reduction. A finance lease incurs both 
depreciation and finance expenses. Depreciation follows AS 10 (Revised) and aligns with owned asset s. If 
ownership is uncertain, depreciation is over the lease t erm or useful life, whichever is shorter. Initial direct 
costs related to securing the lease are included in t he asset's value. 

Books of Lessor 

The lessor should recognise assets given under a finance lease in its balance sheet as a receivable at an amount 
equal to the net investment in the lease. 
In a finance lease, the lessor recognises the net investment in lease which is usually equal to fair value as 
receivable by debiting the Lessee A/c. 

Accounting for Operating Leases 

Accounting t reatment in the Books of lessee 

Lease payments under an operating lease should be recognised as an expense In the statement of profit and loss 
of a lessee on a straight line basis over the lease term unless another systematic basis is more represen tative of 
the time pattern of t he user's benefit. 

Accounting Treatment in the books of Lessor 

• Present the leased asset as fixed assets on its balance sheet. 

• Recognize lease income on a straight- line basis over the lease term, unless another method better reflects 

5.5-1 Chapter s.s AS 19- leases 



the benefit pattern from the leased asset . 

• Depreciate the leased asset based on t he lessor's usual depreciation policy for similar assets. 

• Determ ine and treat impairment losses according to AS 28* 

Where sale and leaseback results in operating lease 
Caso 1: Sale price = Fair Value I Profit or loss should be recognized immediate ly. 

Case 2: Sale Price< Fair Value ! 
Profit should be recognized immediately, w hile loss should also be recognized immediat ely, unless it is compensated 
by future lease payments below market price. In t hat case, the loss should be deferred and amortized in proportion 

. to the lease payments_over the asset's expected usage period. __ ·------------·--·--·---·--·-------·---------·--·· 
Case 3: Sale Price> Fair Value 

If the sale and leaseback transaction results in a price exceeding the fair value, t he excess should be deferred and 
amortized over the asset's expected usage period. If the fair value is less than the carrying amount, a loss equal to 
the difference between the carrying amount and fair value should be reoognized immediately. 

Sale price established at fair l Carrying amount equal l Carrying amount less i Carrying amount 
value , to fair value , than fair value i above fair value -•-------•--•-----•--•--•---•--•--••L-----•-------•--•--•-----••• •• ••• • •HO•• - •• 0 •• • • 0 0 0 H •• 0 • • • • • H • • • • • • • • •• • • ••• H •H •• •H•I • • 0 0 • • ••• 0 • ••• 0 0 0 • • 0 000 • 0 • • • • •• 0 •• •H • 

Profit i No profi t i Recognize profi t immediately i Not applicable -----------------------------------··r------------------------•·· ................... •·• ....................................... ··•··· ....... -......................... . 
I I I R · I 

l oss i No loss i Not applicable i ecogni~e oss 
____________________________________ .L ______ ---·---·-_________ _[_ ............ __ ..... _ ......................................... !. .... __ Imme d 1a tely ...... . 

Sale price below fair value (paragraph SO) 

Profit 

Loss not compensated by future 
lease payments at below 

market price 
l oss compensated 

by future lease payments at 
below market price 

No profi t 

Reoognize loss 
immediately 

Defer and amortize loss 

Sale price above fair value (pa rag aph SO) 

Recognize profi t immediately No profit (note 1) 

Recognize loss immediat ely (note 1) 

Defer and amortize loss (note 1) 

--------·--·--·---·--·--·,-·--------------·----·---·----·--r-·--·------------·-------·--·--·--·---·--·-------·--. I . . I . . Defer and amortize 
Profi t I Defer and amortize profi t I Defer and amortize profi t f· ( 

2
) 

I ! pro ,t note -·--·-----·--·-----·--·--·~·-----·--·--·-----·----·-·--·----·--+----·-----·--·---·--·-----·--·--·--·-----·----·---·--·--
Loss I No loss I No loss (note 1) 

Question & Answers 

Question 1 

What :arc the disclosurc,s rc,qulrcmonts for operating lc,asc,s by tho lc,sscc, as par AS-19? 
(PYP 5 Marks May'22} ( SM) 

Answer 1 
As per AS 19, lessees are required to make following disclosures for operating leases: 

(a) the t otal o f future min imum lease payments under non-cancelable operating leases for each of the 
following per iods: 
(i) not later than one year; 
(ii) later than one year and not later than five years; 
(iii) later than five years; 

(b) the total of future minimum sublease paymen ts expected to be received under non- cancelable subleases 
at the balance sheet date; 

(c) lease payments recognised In the statemen t of profit and loss for the period, w ith separat e amounts for 
minimum lease payments and contingent rents; 

(d) sub-lease payments received (or receivable) recognised in t he statement of profit and loss for the period; 
(e) a general description of the lessee's sign ificant leasing arrangements including, but not limited to, the 

fo llowing: 
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(i) the basis on wh ich contingent rent payment s are dete rmined; 
(ii) the existence and terms of renewal or purchase options and escalation clauses; and 

(iii) restrictions imposed by lease arrangement s, such as those concerning dividends, additional debt, and 
further leasing. 
Note: The l evel II and Level Ill non-corporate entities (and SMCs) need not make disclosures required by 
(a), (b) and (e) above. 

EXAM INSIGHTS: Most of the examinees did not explain t he disclosure requirements of Operating Leases by 
the Lessee as per AS 19 ''Leas~s" In the required manner. 

Question 2 

Sun Limited wishes to obtain a machine costing Rs. 30 lakhs by way of lease. The effective life of the machine 
is 14 years, but the company requires it only for the first S years. It enters into an agreement with Star Ltd., 
for a lease rental for Rs. 3 lakhs p.a . payable in arrears and the implicit rate of interest is 15%. The chief 
accountant of Sun Limited is not sure about the treatment of these lease rentals and seeks your advise. You 
are required to explain the necessary accounting treatment in line with AS 19. {use annuity factor at@ 15% 
for 3 years as 3.36) {MTP 5 Marks, Aug'l81 RTP Nov '19, RTP Moy 21) 

Answer 2 
As per AS 19 'leases', a lease will be classified as finance lease if at the inception of the lease, the present value 
of minimum lease payment amounts to at least substantially all of the fair value of leased asset. In the given 
case, t he implicit rate of interest is given at 15%. The present va lue of minimum lease payments at 15% using 
PV- Annuity Factor can be computed as: 

Annuity Factor (Year 1 to Year 5) 3.36 (approx.) 
Present Value of minimum lease payment s (Rs. 3 lakhs each year) Rs. 10.08 lakhs (approx.) 
Thus present value of minimum lease payments is Rs. 10.08 lakhs and t he fair value of the machine is Rs. 30 
lakhs. In a finance lease, lease term should be for the major part of the economic life of the asset even if title is 
not t ransferred. However, in the given case, the effective useful life of the machine is 14 years while the lease is 
only for five years. Therefore, lease agreement is an operating lease. lease payments under an operating lease 
should be recognized as an expense in the statement of profit and loss on a straight line basis over the lease 
term unless another systematic basis is more representative of the time pattern of the user's benefit. 

Question 3 

Sooraj limited wishes to obtain a machine costing 't 30 lakhs by way of lease. The effective life of the machine 
is 14 years, but the company requires it only for the first 3 years. It enters Into an agreement with Star Ltd., 
for a lease rental for '; 3 lakhs p.a. payable in arrears and the impllcit rate of Interest is 15%. The chief 
accountant of Sooraj Limited is not sure about the treatment of these lease rentals and seeks your advice. {use 
annuity factor at@ 15% for 3 years as 2.28) (RTP May'24) {Same Concept Different figure MTP 5 Marks, Aug 118, 
RTP Nov '19, RTP May 21} 

Answer 3 
As per AS 19 'leases', a lease will be classified as finance lease if at the inception of the lease, the present value 
of minimum lease payment amounts to at least substantial ly all o f the fair value of leased asset. In the given 
case, the implicit rate of interest is given at 15%. The presen t va lue of minimum lease payments at 15% using 
P A F b d V- nnuitv actor can ecomout e as: 

Annuity Factor (Year 1 to Year 3) 2.28 

Present Value of minimum lease payments ('I: 3 lakhs each year) 't 6.84 lakhs 

Thus present value of minimum lease payments is~ 6.84 lakhs and t he fair value of the machine is~ 30 lakhs. In 
a finance lease, lease term should be for the major part of t he economic life of the asset even if title is not 
transferred. However, in t he given case, the effective useful life of the machine is 14 years while t he lease is on ly 
for three years. Therefore, lease agreement is an operating lease. Lease payments under an operating lease 
should be recognized as an expense in t he statement of profit and loss on a straight line basis over the lease 
term unless another systematic basis is more representative of t he time pattern of the user's benefit. 
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Wivitsu Ltd. sold machinery having WDV of Rs. 40 lakhs to B Ltd. for Rs. SO lakhs and the same machinery 
was leased back by B Ltd. to W ivitsu Ltd. The lease back is operating le:>se. Explain the accounting treatment 
as per AS 19 in the following cases: 
(i) Salo price of Rs. SO lakhs is equal to fair value. 
(ii) Fair value is Rs. 45 lakhs and sale price is Rs. 38 lakhs. 
(iii) Fair value is Rs. 40 lakhs and sale price is Rs. 50 lakhs. 

(iv) Fair value is Rs. 46 lakhs and sale price is Rs. SO lakhs 
(v) Fair value is Rs. 35 lakhs and sale price is Rs. 39 lakhs. {MTP 5 Marks Mar'1.8, Oct'18, PYP 5 Marks, May 

'18} {Same concept different figures PYP 5 Marks Jan 21, MTP 5 Morks Oct'20, MTP 5 Marks Oct'21, SM, 
MTP 4 Marks Nov'24} 

Answer 4 
The following will be t he treatment in the given cases: 
(i) When sal es price of 'I: 50 lakhs is equal to fai r value, Wivitsu ltd. should immediately recognise the profit 

of 'I: 10 lakhs (i.e. SO - 40) in its books. 
(ii) When fair value of leased machinery is~ 45 lakhs & sales price is~ 38 lakhs, then loss of~ 2 lakhs (40 - 38) 

to be immediately recognised by Wivitsu Ltd. in its books provided loss is not compensated by future lease 
payment. 

(iii) When fair value is~ 40 lakhs & sales price is~ SO lakhs then, profit of~ 10 lakhs is to be deferred and 
amortised over the lease period. 

(iv) When fair value is ~ 46 lakhs & sales price is~ SO lakhs, profit of ~ 6 lakhs (46 - 40) to be immediately 
recognised in its books and balance profit of~ 4 lakhs (50-46) is to be amortised/deferred over lease period. 

(v) When fair value is 'I: 35 lakhs & sales price is ~ 39 lakhs, then the loss of~ 5 lakhs (40-35) to be immediately 
recognised by Wivitsu Ltd. In its books and profit of " 4 lakhs (39-35) should be amortised/deferred over 
lease period. 

Question 5 

(a) Classify the following into either operating or finance lease: 
(i) If Present value (PV) of Minimum lease payment (MLP) = "X"; Fair value of the asset is "Y" and X=Y. 
(ii) The economic life of the asset is 7 years, lease term is 6.5 years, but asset is not acquired at the 

end of the lease term; 
(iii) The economic life of the asset is 6 ye:irs, lease term is 2 years, but the asset is of special nature and 

has been procured only for use of the lessee . (RTP Nov 20} 
(b) Viral Ltd. sold machinery having WDV of Rs. 40 lakhs to Sarai Ltd . for Rs. 50 lakhs and the same 

machinery was leased back by Sarai Ltd. to Viral Ltd. The lease back is in nature of operating lease. 
You are required to explain the treatment in the given cases -

(i) The fair value is Rs. 45 lakhs and sale price is Rs. 38 lakhs. 
(ii) The fair value is Rs. 40 lakhs and sale price is Rs. SO lakhs. 
(iii) The fair value is Rs. 46 lakhs and sale price is Rs. SO lakhs (RTP Nov 20, May 22} 

Answer 5 
(i) The lease is a finance lease if X = Y, or if X substantially equals Y. 
(ii) The lease wil l be classified as a finance lease, since a substantial portion of the life of the asset is covered 

by the lease te rm. 
(iii) Since the asset is procu red only for the use of lessee, it Is a finance lease. 
As per AS 19, where sale and leaseback results in operating lease, then the accounting treatment in different 
situations is as fol lows: 
Situation 1: Sale price = Fair Va lue 
Profit or loss should be recognized immediately. 
Situation 2: Sale Price < Fai r Value 
Profit should be recognized immediately. The loss should also be recognized immediately except that, if t he loss 
is compensated by future lease payments at below market price, it should be deferred and amortized in 
proportion to the lease payments over the period for which the asset is expected to be used . 
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Situation 3: Sale Price > Fair Value 
The excess over fair value shou ld be deferred and amortized over the period for which t he asset is expected to 

be used. 
The following w ill be the treatment in the situations given in the question: 
(i) When fa ir value of leased machinery is Rs. 45 lakhs & sales price is Rs. 38 lakhs, then loss of Rs. 2 lakhs (40 

- 38) to be immediately recognized by Viral Ltd. in its books provided loss Is not compensated by future 
lease payment. 

(ii) When fair value is Rs. 40 lakhs & sales price is Rs. SO lakhs then, profit o f Rs. 10 lakhs is to be deferred and 
amorti zed over t he lease period 

(iii) When fair value is Rs. 46 lakhs & sales price is Rs. SO lakhs, profit of Rs. 6 lakhs (46 less 40) to be 
immediately recognized in its books and balance profit o f Rs.4 lakhs (50-46) is to be amort ized/deferred 
over lease per iod. 

Question 6 

Aksat lnt<,rnational Llmitad has givc,n a machinery on lc,asc, for 36 months, and its useful life is 60 months. 
Cost & fair market value of the machinery is Rs. S,00,000. The amount will be paid in 3 equal annual 
installments and tho lessee will return the, machinery to lessor at termination of lease. The unguaranteed 
residual value at the end of 3 years is Rs. 50,000. IRR of investment is 10% and present value of annuity 
factor of Rs. 1 due at the end of 3 years at 10"/4 IRR is 2.4868 and present value of Rs. 1 due at the end of 3rd 
year at 10% IRR is 0 .7513. 

You are required to comment with reason whether the lease constitute finance lease or operating lease. If it 
is finance lease, calculate unearned finance income. {RTP May 19} {MTP 5 Marks Sep '23} 

Answer 6 
Determination of Nature of lease 
Present value of unguaranteed residual value at the end of 3rd year = R$. 50,000 x 0.7513= Rs. 37,565 
Present value of lease payments = Rs. 5,00,000 - Rs. 37,565= Rs. 4,62,435 
The percen tage of present value of lease payments to fair value of the equipment is 
(Rs. 4,62,435/ Rs. 5,00,000) x 100 = 92.487%. 
Since lease payments substant ially covers the major port ion of the fair value; the lease constitutes finance 
lease. 
Calculation of Unearned Finance Income 

Annual lease payment = Rs. 4,62,435/ 2.4868 = Rs. 1,85,956 (approx.) 
Gross invest ment in the lease = Total minimum lease payments + unguaranteed residual value 
= (Rs. 1,85,956 x 3) + Rs. 50,000 
= Rs. 5,57,868 + Rs. 50,000 = Rs. 6,07,868 
Unearned finance income 
= Gross investment - Present value of minimum lease payments and unguaranteed residual value 
= Rs. 6,07,868 - Rs. 5,00,000 = Rs. 1,07,868 

Question 7 

WIN Ltd. has entered into a three year lease arrangement with Tanya sports club in respect of Fitness 
Equipments costing ~ 16,99,999.50. The, annual lease payments to be, made at the end of each year arc, 
structured In such a way that the sum of the Present Values of the lease payments and that of the residual 
vaJuc, together c,qual the cost of the, equipments leased out. The unguaranteed residual value of the 
equipment at the expiry of the lease is estimated to be~ 1,33,500. The assets would revert to the lessor at tho 
end of the lease. Given that the implicit rate, of interest is 10%. You arc required to calculate the amount of 
the annual lease payment and the unearnc,d finance income,, Discounting Factor at 10% for years 1, 2 and 3 
are 0.909, 0 .826 and 0.751 respectively. (RTP May'lB, May '23} 

Answer 7 
I. Computation of annual lease payment to the lessor 
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Cost of equipment 

Unguaranteed resid ual value 
Present value of residual value after third year@ 10% 
("( 1,33,500 X 0.751) 

Fair value to be recovered from lease payments 
('t 16,99,999.5- 't l,00,258.5) 

Present value of annuity for t hree years is 2.486 

Annual lease payment = 0:: 15,99,741/ 2.486 

II. Computation of Unearned Finance Income 

Total lease payments ('t 6,43,500 x 3) 
Add: Unguaranteed residual value 
Gross Investment in the lease 
Less: Present value of investment (lease payments and 

residual value o: 1,00,258.5+ o: 15,99,741) 
Unearned finance income 

Question 8 

16,99,999.50 

1,33,500.00 

1,00,258.50 

15,99,741.00 

6,43,500.00 

19,30,500 
1,33,500 

20,64,000.00 

16,99,999.50 
3,64,000.50 

Color limited leased a Machine to Red limited on 1 April, 2021 on the followini:: 
Cost of the machine 0:: 18,00,000 
Lease term 3 Years 
Fair market value of the machine 0:: 18,00,000 
Unguaranteed residual value as on 31.3.2024 0:: 2,00,000 
Internal rate of return 12% 

Other information: 
The axpected useful life of the machine is S years. The machine will revert to Colour Limited on terminntlon 
of tho lease. The lease payment is to be made at the end of each year in 3 equal parts. 
The present value of 0:: 1 due at the end of 3rd year at 12% rate of interest is 
't 0.7118. The present value of annuity of at 0:: l due at the end of 3rd year at 12% IRR is'!! 2.4018. 
You are required to analyze whether lease constitutes finance lease. Also calculate unearned finance 
income, if any. {PYP 4 Marks May'24} {Same concept different figures SM} 

Answer 8 
Computation of Annual Lease Payment 

Particulars 
Cost of Equipment 
Unguaranteed Residual Value 
Present Value of un uaranteed residual value 0::200,000 x 0.7118 
Present Value of Lease Payments('t18,00,000 - 'tl,42,360) 
Present Value of Annuity for t hree years is 2.4018 
Annual l ease Payment (16,57,640 / 2.4018) 

Classification of Lease: 
Parameter 1: 

Amount 
18,00,000 
2,00,000 
1,42,360 

16,57,640 

6,90,165.71 

The present value of lease payment i.e. 't 16,57,649 which equals 92.09% oft he fair market value i.e., 't 
18,00,000. 
The present value of minimum lease payments is substan tially covers t hefair value of the leased asset 
Parameter 2: 
The lease term (i.e. 3 years) covers the major part of the life of t he asset (i.e.S years). 
Therefore, it constitutes a finance lease. 
Computation of unearned Finance Income: 
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Particulars Amount 

Total Lease Payments ('1;6,90,165 x 3) '1;20,70,495 

Add: Unguaranteed residual value '1;2,00,000 

'1;22,70,495 

l ess: Present value of lease payments and residual value i.e. 
Net investment (1,42,360+16,57,640) 'I; 18,00,000 
Unearned Finance Income 'I; 4,70,495 

Question 9 

lessee ltd. took a machine on lease from lessor Ltd., the fair value being 'I; 7,00,000. 
The economic life of machine as well as the lease term is 3 years. At the end of each year lessee Ltd. pays 'I; 
3,00,000. The lessee has guaranteed a residual value of 'I; 22,000 on expiry of the lease to the lessor. 
However, Lessor ltd., estimates that the residual value of the machinery will be only 'I; 15,000. The implicit 
rate of return is 15% p.a. and present value factors at 15% are 0.869, 0 .756 and 0.657 at the end of first, 
second and third years respectively. Calculate the value of machinery to be considered by lessee ltd. and 
the finance charees In each year. (MTP 5 Marks Mar'24){Same Concept Different Figure MTP 5 Marks 
Apr'l91 Oct'l9, Mar'l9, RTP May 20,Nov 18 & Nov123, SM) 

Answer 9 
As per AS 19 "Leases", the lessee should recognize the lease as an asset and a liability at the inception of a 
finance lease. Such recognition should be at an amount equal to the fair value of the leased asset at the inception 
of lease. However, if the fair value of the leased asset exceeds the present value of minimum lease payment 
from the standpoint of the lessee, the amount 
recorded as an asset and liability should be the present value of minimum lease payments from the standpoint 
of the lessee. 
Computation of Value of machinery: 
Present value of minimum lease payment= 'I; 6,99,054 (See working note below) 
Fair value of leased asset = ~ 7,00,000 
Therefore, the recognition will be at the lower of the two i.e. 6,99,054 
Working Note - Present value of minim um lease payments: 
Annual lease rental x PVIF+ Present value of guaranteed residual value 
: 'I: 3,00,000 >< (0.869 + 0.756 + 0.657) + 'I: 22,000 X 0.657 
= 'I; 6,84,600 + ~ 14,454 = 6,99,054 
Computation of finance charges: 

Year Finance Payment Reduction in outstandlne liabiliti 
charge 

1st Year beginning - - -
End of 1st year 1,04,858 3,00,000 1,95,142 
End of 2nd year 75,587 3,00,000 2,24,413 
End of 3rd year 41,925 3,00,000 2,58,075 

Question 10 

Outstandine liability 

6,99,054 
5,03,912 
2,79,499 
21,424 

S. Square Private limited has taken machinery on finance lease from S.K. Ltd. The information is as under: 
lease term= 4 years 
Fair value at inception of lease= 'I; 20,00,000 lease rent= 'I; 6,25,000 p.a . at the end of year Guaranteed 
residual value= 'I; 1,25,000 Expected residual value= 'I; 3,75,000 Implicit interest rate= 15% Discounted rates 
for 1st year, 2nd year, 3rd year and 4th year are 0 .8696, 0. 7561, 0.6575 and 0 .5718 respectively. 
You are required to calculate the value of the lease liability as per AS-19 and also disclose impaet of this on 
Balance sheet and Profit & loss account at the end of year 1. {MTP 5 Marks Nov '21 & April '23, SM}{Same 
concept different figures MTP 5 Marks Oct'22, PYP 5 Marks May '19} 

Answer 10 
According to AS 19 "Leases", the lessee should recognise the lease as an asset and a liability at an amount 
equal to the lower of the fair value of the leased asset at the inception of the finance lease and the presen t 
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value of the minimum lease payments from the standpoint of the lessee. In calculating the present value of the 
minimum lease payments the discount rate is the interest rate implicit in the lease. Present value of minimum 
lease payments will be calculated as follows: 

Year Minimum Lease Payment at Implicit interest rate (Discount rate @15%) Present value at 

1 6,25,000 0.8696 5,43,500 
2 6,25,000 0.7561 4,72,563 
3 6,25,000 0.6575 4,10,937 
4 7,50,000 0.5718 4,28,850 

Total 26,25,000 18,55,850 
Present value of minimum lease payments at 18,55,850 is less than fair value at the ince ption of lease i.e. at 
20,00,000, therefore, the asset and corresponding lease liabi lity should be recognized at at 18,55,850 as per AS 
19.Minimum Lease Payment of 4thyear includes guaranteed residual value amounti ng at 1,25,000 

Question 11 

Money Limited leased a machine to Vivtsu Limited on the following terms: 
(at in lakh) 

{i) Fair value of the machine 24.00 
(ii} Lease term S years 
{iii) Lease rental per annum 4.00 
(iv) Guaranteed residual value 0.8 
(v) Expected residual value 1.S 
{vi) Internal rate of return 15% 

Discounted rates for 1st year to 5th year are 0.8696, 0.7S61, 0.6575, O.S718, and 0.4972 respectively. 
Ascertain Unearned Finance Income. {RTP Jon'25} 

Answer 11 
As per AS 19 on Leases, unearned finance income is the difference between (a) the gross investment in the 
lease and {b) the present value of minimum lease payments under a finance lease from the sta ndpoint of the 
lessor; and any unguaranteed residual value accruing to the lessor, at the interest rate implicit in the lease. 
Where: 
(a) Gross investment in the lease is the aggregate of (i) minimum lease payments from the stand point of the 

lessor and (ii) any ungua ranteed residual value accruing to the lessor. 
Gross investment= Minimum lease payments + Unguara nteed residual value 
= (Total lease rent+ Guaranteed residual value (GRV)] + Unguaranteed residual value (URV} 
= ((~ 4,00,000 x 5 years) + ~ 80,000] + ~ 70,000 
= ~ 21,50,000 (a) 

(b} Table showing present value of (i) Minimum lease payments {MLP) and {ii ) Unguaranteed residual value 
{URV) . 

Ye:,r MLP inclusive of URV Intern:,! rate of return {Discount Present Value 0: 
0: f:,ctor@ 15%) 

1 4,00,000 0.8696 3,47,840 
2 4,00,000 0.7561 3,02,440 
3 4,00,000 0.6575 2,63,000 
4 4,00,000 0.5718 2,28,720 
5 4,00,000 0.4972 1,98,880 

80,000 (GRV) 0.4972 39,776 
20,80,000 13,80,656 ( i) 

70,000 { U RV) 0.4972 34,804 (ii) 
21,50,000 (i)+ (ii} 13.45,852(6) 

Unearned Finance Income (a) - (b} = at 21,50,000- 0: 13,45,852 = at 8,04,148. 
Question 12 r-1 LDR 

A machine was given on 3 years operating lease by a dc,aler of the machine, for c,qual annual lease, rc,ntals to 
yield 30% profit margin on cost of~ 2,25,000. Economic life of the machine is 5 years and output from the 
machine is estimated as 60,000 units, 75,000 units, 90,000 units, 1,20,000 units and 1,05,000 units 
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consecutively for S years. Straight line depreciation in proportion of output is considered appropriate. You 

are required to compute the following as per AS·19. 
(ii Annual Lease Rent 
(iii Lease Rent income to be recognized in each operating year and 
(iii) Depreciation for 3 years lease {PYP 5 Marks Dec121, MTP 4 Marks March 21 , MTP 4 Marks May 20, SM} 

Answer 12 
i. Annual lease rent 

Total lease rent 
= 130% of 'I'. 2,25,000 X Output during lease period/ Total output 
= 130% of'{ 2,25,000 X (60,000 +75,000+ 90,000)/(60,000 + 75,000 + 90,000 + 1,20,000 + 1,05,000) 
= 2,92,500 x 2,25,000 units/4,50,000 unit s = " 1,46,250 
Annual lease rent = 0: 1,46,250 / 3 = ~ 48,750 

ii. Lease rent Income, to be recognized in each operating year 
Total lease rent should be recognized as income in proportion of output during lease period, i.e. in the 
proportion of 60,000: 75,000: 90,000 or 4:5:6 
Hence income recogni zed in years 1, 2 and 3 will be as: 
Year 1 '{ 39,000, 
Yea r 2 '{ 48,750 and 
Yea r 3 '{ 58,500. 

iii. Depreciation for three years of lease 
Since depreciation in proportion of output is considered appropriate, the depreciable amount '{ 2,25,000 
should be allocated over useful life 5 years in proportion of output, 
i.e. In proportion of 60 :75: 90: 120: 105 . 
Depreciation for year 1 is '{ 30,000, year 2 = 37,500 and year 3 = 45,000. 

EXAM INSIGHTS: Few examinees made mistakes in computation of Annual Lease Rent, l ease Re nt income 

to be recognized in each operating year and depreciation for three years of lease. 

Question 13 

You are required to give the necessary journal entry at the inception of lease to record the asset taken on 

finance lease in books of lessee from the following information: 
Lease period = 5 years; 

Annual lease rents - '{ 50,000 -
at tho end of each year. 

Guaranteed residual value = 'I: 25,000 
Fair Value at the inception (beginning) of lease - 0: 2,00,000 -

Interest rate implicit on lease is = 12.6% (Discounted rat"s for year 1 to 5 ar" .890, .790, .700, .622 and .552 
respectively). {MTP 7 Marks Aug'24} ). (MTP 5 Marks April 21, April 22} 

A.nswer 13 
Present value of minimum lease payment is computed below: 

Year MLP OF (12.6%) 
'( 

1 50,000 0.890 
2 50,000 0.790 
3 50,000 0.700 
4 50,000 0.622 
5 50,000 0.552 
s 25,000 0.552 

Present value of minimum lease payment='{ 1,91,500 
Fair value of leased asset = '{ 2,00,000 
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'( 

44,500 

39,500 
35,000 

31,100 
27,600 
13,800 

1,91,500 



As per AS 19, on the date of inception of Lease, Lessee should show it as an asset and corresponding liabil ity at 
lower of Fair value of leased asset at the inception of the lease and present value of minimum lease payments 
from the standpoint of the lessee. The accounting entry at the inception of lease to record the asset taken on 
finance lease in books of lessee is suggested below: 

Asset A/c Dr. 1,91,500 

To Lessor (Lease Liability) A/c 1,91,500 
(Being recognition of finance lease as asset andliability) 

Question 14 t~ LDR 

Sun Limited leased a machine to Moon Limited on the following terms: 

Amount in"!.) 

Fair value at ince tion of lease 50,00,000 
Lease Term 4 Years 
Lease Rental per annum 16,00,000 
Guaranteed residual value 3,00,000 
Expected residual value 4,50,000 
Implicit Interest rate 15% 

Discounted rates for 1st year, 2nd year, 3rd year and 4th year arc 0.8696, 0. 7561, 0.6S75 and 0.S718 
respectively. Calculate the value of Lease Li:1bility and ascertain Unearned Finance Income as per AS-19. 
(MTP 5 Marks Scp'22} (Same concept different figures SM} 

Answer 14 
According to AS 19 "Leases", the lessee should recognise the lease as an asset and a liability at an amount equal 
to the fair value of the leased asset at the Inception of the finance lease. However, If the fair value of the leased 
asset exceeds the present value of the minimum lease payments from the standpoint of the lessee, the amount 
recorded as an asset and a liability should be the present value of the minimum lease payments from the 
standpoint of the lessee. In calculat ing the present value of the minimum lease payments the discount rate is 
the interest rate implicit in the lease. Present value of minimum lease payments will be calculated as follows: 

Year Minimum lease Payment"!. Internal rate of return (Discount rate @15%) Present value"!. 

1 16,00,000 0.8696 13,91,360 
2 16,00,000 0.7561 12,09,760 
3 16,00,000 0.6575 10,52,000 
4 19,00,000 0.5718 10,86,420 
Total 67,00,000 47,39,540 

Present value of minimum lease payments i.e. ~ 47,39,540 is less than fair value at the inception of lease i.e.~ 
50,00,000, therefore, the value of lease is"!. 47,39,540 and lease liability should be recognized in the books at"!. 
47,39,540 as per AS 19. 
Calculation of Unearned Finance Income 
As per AS 19 on Leases, unearned finance income is the difference between (a) the gross investment in the lease 
and (b) the present value of minimum lease payments under a finance lease from the standpoint of the lessor; 
and any unguara nteed residual value accruing to the lessor, at the interest rate implicit in the lease. 
Where: 
I. Gross investment in the lease is the aggregate of (i) minimum lease payments from the stand point of the 

lessor and (ii) any unguaranteed residual value accruing to the lessor. 
Gross investment = Minimum lease payments+ Unguaranteed residual value 
= (Total lease rent+ Guaranteed residual value{GRV)] + Unguaranteed residual value (URV) 
= [("!. 16,00,000 X4 years) +"!. 3,00,000] + "!. 1,50,000 = "!. 68,50,000 

II. Present value of minimum lease payment from Lessor's view point 
Lease liability "!. 47,39,540 + present value of (URV) ungua ranteed resid ual value 
("!. 1,50,000 X 0.5718) = 0: 48,25,310 
Unearned Finance Income= (a)- (b) = 0: 68,50,000- 0: 48,25,310= 0: 20,24,690 

•Minimum Lease Payment of 4th year includes guaranteed resid ual value amounting l.e 16,00,000 + 3,00,000 
=19,00,000. 
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Multiple Choice Quc,stions {MCQs) 

1. Wivitsu Ltd. sold machinery having WDV of~ 40 lakhs to B Ltd. for~ 50 lakhs (Fair value ~ 50 lakhs) and 
same machinery was leased back by B Ltd. to Wivitsu Ltd. The lease back is in nature of operating lease. 
The treatment will be (SM} 
(a) Wivitsu Ltd. should amortise the profit of~ 10 lakhs over lease term. 
(b) Wivitsu Ltd. should recognise the profit of~ 10 lakhs immediately. 
(c) Wivitsu Ltd. should defer the profit of~ 10 lakhs. 
(d) B Ltd. should recognise the profit of ~ 10 lakhs immediately. 

Ans: (b) 

2 . In case of an operating lease - identify which statement is correct: {SM) 
(a) The lessor continues to show the leased asset in its books of accounts. 
(b) The lessor de-recognises the asset from its Balance Sheet . 
(c) The lessor discontinues to claim depreciation in its books. 
(d) The lessee recognises the asset in its Balance Sheet . 

Ans: (a) 
3 . In case of finance lease, if the asset is returned back to the lessor at the end of the lease term · the lessee 

always claims depreciation based on which of the following: {SM} 
(a) Useful life. 
(b) Lease term. 
(c) Useful life or lease term whichever is less. 
(d) Useful life or lease term whichever is higher. 

Ans: (c) 

4 . AS 19 lays down 5 deterministic conditions to classify the lease as a finance lease. To classify the lease as 
an operating lease - which statement is correct? {SM) 
(a) Any 1 condition fails, 
(b) Majority of the 5 conditions fail. 
(c) All 5 conditions fail. 
( d) Any 2 conditions fails. 

A.ns: (c) 

S. The basis of classification of a lease is: (SM} 
(a) Control Test. 
(b) Risk and reward Test. 
(c) Both control test and risk and reward test. 
( d) Only reward Test 

Ans: (b) 

6 . As per Accounting Standards, difference between the Gross Investment and the present value of Minimum 
Lease Payments under finance lease (from the standpoint of the lessor) and Unguaranteed Residual Value 
accruing to the lessor is recorded as (MTP 2 Marks Apr'24} 
(a) Unearned finance income 
(b) Guaranteed Residual Value 
(c) Profit on lease 
(d) Loss on lease 

Ans: (a) 

7 . Accounting Standard 19, Lease is applicable on followinc Leases; (MTP 2 Marks Dec124} 
{a) Lease agreements to explore for or use of natural resou rces, such as oil, gas, timber metals and other 

mineral rights. 
(b) Legal owner of an asset conveys to another party in return for a payment or series of periodic payments, 

the right to use an asset for an agreed period of time. 
(c) licensing agreements for items such as motion picture films, video recordings, plays, manuscripts, 

patents and copyrights. 
( d) lease agreements to use lands 

Ans: (b) 
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CONCEPTS OF THIS CHAPTER 

~ • Intangible Assets I• Amortization Principles 

• Separate Acquisition !. Amortization Period 
I 

• Amalgamation :. Exchanges of Assets 
Government Grant 

i 
Amortization Method LOR Questions • , . 

' • Retirements and Disposals i• Residual Value Q13 
I 

Internally Generated Goodwill 
I 

Review • , . 
! 

• Subsequent Measurement I• Disclosures 

• Recognition and Initial Measurement 

QUICK REVIEW OF IMPORTANT CONCEPTS 

Impairment Loss• Amount by which Carrying amount of an asset exceeds its recoverable amount 

Carryine Amount• Amount at which an asset is recognised In the balance sheet. Net of any accumulated 
amortisation and accumulated impairment losses thereon. 

Intangible Assets:ls identifiable non-monetary asset, without physical substance, held for use in the production 
or supply of goods or services, fo r rental to others, o r for administrative purposes 

Internally Generated Goodwil l 
• Internally generated goodwi II i • . 
• controlled by the enterprise j • 

is not recognised as an asset • because it is not an identifiable resource 
that can be measu red reliably at cost. 

To assess whether an internally generated intangible asset meets the criteria for recognition, an enterprise 

-----------···----·---·-···--·--···----·- classifies the generation of the asset into ------------------------------------·-· 
____________ _ R!!!:.~rc~_!'_I:>.'.'..:'~---------- ---------------------------- Development Phase ____________________________ _ 

Research is original and planned Developmen t is the application of research findings or other knowledge 
investigation undertaken with the to a plan or design for the production of new or substantially improved 
prospect of gaining new scientific or materials, devices, products, processes, systems or services prior to the 
technical knowledge and understanding. commencement of commercial production or use. 

Recognition of an Expense 
Expenditure on an intangible item should be recognized as an expense when it is incurred unless: 

It forms part of the cost of an intangible asset that meets I The item is acquired in an amalgamation in the 
I 

the recognition criteria j nature of purchase and cannot be recognized as an 
I intangible asset. 

Subsequent Expenditure 
Subsequent expenditure on an intangible asset after its purchase or its completion should be recognised as an 

expense when it Is incurred unless 
' It is probable that the expenditure will enable the asset to i Expenditure can be measured and attribu ted to the 

generate future economic benefits in excess of its i asset rel iably. 
originally assessed standardof performance ! 
Measurement Subsequent to Initial Recognition 
After initial recognition, an intangible asset should be carried at its cost less any accumulated amortisation and 
any accumulated impairment losses. 
Amortisation Method 
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• A variety of amortisation methods can be used to allocate the depreciable amount of an asset on a 
systematic basis over it s useful life. These methods include the straight-line method, the diminishing 

balance method and the unit of production method. 

• The method used for an asset is selected based on the expected pattern of consumption of economic 
benefits and is consistently applied from period to period. 

Residual Value -Residual value is the amount, wh ich an enterprise expects to obtain for an asset at the end of 
its useful life aft er deducting the expected costs of disposal. 
The residual value of an intangible asset should be assumed to be zero unless 

• There is a commitment by a third party to purchase the asset at the end of its useful life ·-------------------------r.-----------------·--·-----·--·-------·-------·--·-------·---------------· 
• There is an active marketl I. Residual value can be determined by reference to that market and 

I 
for the asset and: iii. It is probable that such a market will exist at the end of the asset's useful life. 

Retirements :1nd Dispos:1ls 
An intangible asset should be, derecognlsed (eliminated from the balance sheet) if 

• Disposed 

• When no future economic benefits are expected from its use and subsequent disposal. 

Disclosure 
The fin:1nci:1I st:>tements should disclose for e:>ch class of intaneiblc :,ssets, distinguishing between internally 
generated intangible assets :,nd other intangible assets 

• Usefu l lives or the amortisation rates used. 

• Amortisation methods used 

• Gross carrying amount and t he accumulated amortisation (aggregated with accumulated impairment 
losses) at the beginning and end of the period. 

• A reconciliation of the ca rrying amount at the beginning and end of the period showing: 

Additions, indicating separately those from internal development and through amalgamation 

Retirements and disposals. 
Impairment losses recognised in the statement of profit and loss. 

Impairment losses reversed in the statement of profit and loss. 

Amortisation recognised dur ing the per iod and 

Other changes in the carrying amount during the period. 

Question & Answers 

Question 1 
PQR Ltd. has acquired a Brand from another company for Rs. 100 lakhs. PQR Ltd. contends that since the said 
brand is a very popular and famous brand, no amortization needs to be provided. Comment on this in line 
with the Accounting Standards. (RTP, Moy 22} 

Answer 1 
AS 26 'Intangible Assets" provides that an intangible asset should be measured initially at cost. After initial 

recognition, an intangible asset should be carried at cost less any accumulated amortization and any 
accumulated impairment losses. The amount of an int angible asset should be allocated on a systematic basis 
over the best estimate of its useful life for computing amortization. There is a rebuttable presumption that the 
useful li fe of an intangible asset wil l not exceed 10 years from the date when the asset is available for use. It 
must be ensured that the value of brand is amortized in accordance w ith AS 26, as brand is considered to be 
intangible asset. The contention of PQR Ltd. that Brand is very popular and famous, hence no amortization needs 
to be provided is not correct as there is no persuasive evidence that t he useful life of the intangible asset will 
exceed 10 years. 

Question 2 
X Ltd. is engaged in the business of newspaper and radio broadcasting. It operates through different brand 
names. During the year ended 31st March 2021, it incurred substantial amount on business communication 

and branding expenses by participation in various corporate social responsibility initiatives. The company 
expects to benefit by this expenditure by attracting new customers over a period of t ime and accordingly it 
has capitalized the same under brand development expenses and intends to amortize the same over the 
period in which it expects the beneflts to flow. As the accountsnt of the company do you concur with these 
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views? You are required to explain in line with provisions of Accounting Standards. (RTP May 22} 

Answer 2 
As per AS 26 on Intangible Assets, expenditure on an intangible item should be recognized as on expense when 
it is incurred unless It forms part of the cost of an intangible asset that meets the recognition criteria. An 
Intangible asset should be recognized if, and only if: (I) it is probable that the future economic benefits that are 
attributable to the asset wil l flow to the enterprise; and (ii) the cost of the asset can be measured reliably. In 
the given case, no intangible assets or other asset is acquired or created that can be recognized, the accounting 
treatment by the company to amortize the entire expenditure over the period in which it expects the benefits 
to flow is not correct and the same should be debited to the profit and loss statement during the year ended 
31st March, 2021. 

Question 3 
X Ltd. carried on business of manufacturing of Bakery products. The company has two trademarks "Sun" and 
"Surya". One month before the company knows through one of the marketing managers that both trademarks 
have allegedly been infringed by other competitors engaged in the same field. After investigation, legal 
department of the company informed that it had weak case on trademark "Sun" and strong case in regard to 
trademark "Surya". X Ltd. incurred additional leeal fees to stop infringement on both trt1demarks. Both 
trademo1rks have a remaining legal life of 10 years. How should X Ltd. account for those legal costs Incurred 
relating to the two trademarks? .(MTP 5 Marks March '23, RTP Nov'20} 

Answer 3 
As per para 59 of AS 26, subsequent expenditure on an intangible asset after its purchase or its completion 
should be recognized as an expense. However, if the subsequent expenditure enables the asset to generate 
future economic benefits in excess of its originally assessed standard of performance or can be measured and 
at tributed to the asset reliably, then such subsequent expenditure should be added to the cost of the intangible 
asset. The legal costs incu rred for both the trademarks do not enable them to generate future economic benefits 
in excess of its originally assessed standard of performance. They only ensure to maintain them if the case is 
decided in favour of the company. Therefore, such legal costs mu~t be recognised as an expense. 

Question 4 
K ltd. launched a project for producing product X in October, 2023. The Company incurred~ 40 lakhs towards 
Research and Development expenses upto 31st March, 2024. Due to prevailing market conditions, the 
Management came to conclusion that the product cannot be manufactured and sold in the market for the 
next 10 years. The Management hence wants to defer the expenditure write off to future years. Advise the 
Company as per the applicable Accounting Standard. (MTP 5 Marks Apr'24} MTP•Mar'19 5 Marks, RTP Nov 
19, May 18, RTP Nov'22, Old & New SM} 

Answer 4 
As per AS 26 "Intangible Assets", expenditure on research should be recognized as an expense when it Is 
incurred. An intangible asset arising from development (or from the development phase of an Internal project) 
should be recognized if, and only if, an enterprise can demonstrate all of the conditions specified in para 44 of 
the standard. An intangible asset (arising from development) should be derecognised when no future economic 
benefits are expected from its use according to para 87 of the standard. Thus, the manager cannot defer the 
expenditure write off to future years in the given case. 
Hence, the expenses amounting~ 40 lakhs incurred on the research and development project has to be written 
off in the current year ending 31st March 2024. 

Question 5 
As per provisions of AS-261 how would you deal to the following situations: 
(1) ~ 23,00,000 paid by a manufacturing company to the legal advisor for defencling the patent of a product 

is treated as a capital expenditure. 
(2) During the year 2021-22, a company spent~ 7,00,000 for publicity and research expenses on one of its 

new consumer product which WQS marketed in the same accountlne year but proved to be a failure. 
(3) A company spent 'I: 25,00,000 in the past three years to develop a product, these expenses wore 

charged to profit and loss account since they did not meet AS-26 criteria for capitalization. In the 
current year approval of the concerned authority has been received. The company wishes to capitalize 
~ 25,00,000 by disclosing it as a prior period item. 
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(4) A company with a turnover of'<:: 200 crores and an annual advertising budget of'<:: 50,00,000 had taken up 
for the marketing of a new product by a company. It was estimated that the company would have a 
turnover of'<:: 20 crore from the new product. The company had debited to its Profit & Loss Account the 
total expenditure of'<: 50,00,000 incurred on extensive special initial advertisement campaign for the new 
product. {RTP May 123, PYP Nov '19 5 Marks, MTP 5 Marks Nov'24) {Same concept different figures RTP 
May'19,SM) 

Answer S 
As per AS 26 " Intangible Assets", subsequent expenditure on an intangible asset after its purchase or its 

completion shou ld be recognized as an expense when it is incurred unless (a) it is probable that the 
expenditure w ill enable the asset to generate future economic benefits in excess of its origina lly assessed 
standard of performance; and (b) expenditure can be measured and attr ibuted to the asset reliably. If 
these conditions are met, the subsequent expenditure should be added to the cost of the intangible asset. 
(i) In the given case, the legal expenses to defend the patent of a product amounting'<:: 23,00,000 should not 

be capitalized and be charged to Profit and Loss Statement. 
(ii) The company is required to expense the entire amount of 0: 7,00,000 in the Profit and Loss account for 

the year ended 31st March, 2022 because no benefit will arise in the future. 
(iii) As per AS 26, expenditure on an intangible item that was init ially recognized as an expense by a reporting 

enterprise in previous annual financial statements should not be recognized as part of the cost of an 
intangible asset at a later date. Thus the company cannot capitalize the amount of'<:: 25,00,000 and it 

should be recognized as expense 
(iv) Expenditure of'<:: 50,00,000 on advertising and promotional act ivities should always be charged to Profit 

and Loss Statement. Hence, the company has done the correct treatment by debiting the sum of 50 lakhs 
to Profit and Loss Account 

Question 6 

Vivitzu Ltd. is showing an intangible asset at Rs. 72 lakhs as on 31-3-2022. This asset was acquired for Rs. 120 
lakhs as on 01-04-2016 and the same was used from that date. The company has been following the policy of 
amortization of the intangible assets over a period of 15 years, on straight line basis . You are required to 
comment on the accounting treatment of asset with reference to AS 26 "Intangible Assets" and also give the 
necessary rectification journal entry in the books. {MTP 5 Marks April 22, MTP 4 Marks March'21, RTP Nov 
'21} 
Answer 6 
As per AS 26 'Intangible Assets', the depreciable amount of an intangible asset should be allocated on systematic 
basis over the best estimate of its useful life. There is a rebuttable presumption that the useful life of an 
intangible asset will not exceed ten years from the date when the asset is available for use. The Company has 
been following the policy of amortization of the intangible asset over a period of 15 years on straight line basis. 
The period of 15 years is more than the maximum period of 10 years specified as per AS 26. Accordingly, the 
company would be required to restate the carrying amount of intangible asset as on 31.3.2022 at Rs. 48 lakhs 
i.e. Rs. 120 lakhs less Rs. 72 lakhs (Rs. 120 Lakhs / 10 years x 6 years= 72 Lakhs). The difference of Rs. 24 l akhs 
(Rs. 72 lakhs- Rs. 48 lakhs) wil l be adjusted against the opening balance of revenue reserve. The carrying amount 
of Rs. 48 lakhs wil l be amortized over remaining 4 years by amortizing Rs. 12 lakhs per year. 

The necessary journal entry (for rectification) wi ll be Revenue Rs. 24 l akhs 

Reserves Dr. 
To Intangible Assets Rs. 24 Lakhs 

(Adjustment to reserves due to restatement of the carrying amount of intangible asset) 

Question 7 

Plymouth Ltd. is engaged in research on a new process design for its product. It had incurred Rs. 10 lakh 
on research during first S months of the financial year 2020-21. The development of the process began on 1st 
September, 2020 and up to 31st March, 2021, a sum of Rs. 8 lakhs were incurred as Development Phase 
Expenditure, which meets assets recognition criteria. From 1st April, 2021, the Company has implemented 
the new process desien and It is llkely that this will result in after tax savini: of Rs. 2 lakhs per annum for next 
five years. The cost of capital is 10"/4. The present value of annuity factor of Rs. l for 5 years @ 10"/4 is 3. 7908. 
Decide the treatment of Research and Development Cost of the project as per AS 26. {MTP 5 Marks April 21) 
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Answer 7 
Research Expenditure - According to AS 26 'Intangible Assets', the expenditure on research of new process 
design for its product Rs. 10 lakhs should be charged to Profit and Loss Account in the year in which it is incurred. 
It is presumed that the en tire expenditure is incurred in the financial year 2020-21. Hence, it should be written 
off as an expense in that yea r itself. 
Cost of internally generated intangible asset - it is given that development phase expenditure amounting Rs. 8 
lakhs incurred up to 31st Ma rch, 2021 meets asset recognition criteria. As per AS 26, for measurement of such 
internally generated intangible asset, fair value should be est imated by discounting estimated future net cash 
flows. 
Savings (after tax) from impleme ntation of new design for next 5 years Rs. 2 lakhs p.a. 

Company's cost of capital 10% 

Annuity factor @ 10% for 5 years 3.7908 

Present value of net cash flows ( Rs. 2 lakhs x 3. 7908) Rs. 7.582 lakhs 

The cost of an internal ly generated intangible asset would be lower of cost value Rs. 8 lakhs or present value of 
future net cash flows Rs. 7.582 lakhs. 
Hence, cost of an internally generated Intangible asset will be Rs. 7.582 lakhs. 
The difference of Rs. 0.418 lakhs (i.e. Rs. 8 lakhs - Rs. 7.582 lakhs) wil l be amortized by Plymouth for the financial 
year 2020-21. Amortization - The company can amortise Rs. 7.582 lakhs over a period of five years by charging 
Rs. 1.516 lakhs per annum from the financial yea r 2021-2022 onwards. 

Question 8 
A Company acquired for its internal use a software on 01.03.2020 from U.K. for£ 1,50,000. The exchanee rate 
on the date was as 'I: 100 per£. The seller allowed trade discount @ 2.5%. The other expenditures were: 
(i) Import Duty 10% 
(ii) Additional Import Duty 5% 
(iii) Entry Tax 2% (Recoverable later from tax department). 
(iv) Installation expenses II; 1,50,000. 
(v) Professional fees for clearance from customs 'I: 50,000. 

Compute the cost of software to be Capitalized as per relevant AS. {PYP S Morles , Jan 21) 

Answer 8 
Calculation of cost of software (intangible asset) acquired for internal use 

Purchase cost of the software £ 1,50,000 
l ess: Trade discount @ 2.5% £ (3,750) 

£1 ,46,250 
Cost in 0: (UK £1,46,250 x ~ 100) 146,25,000 
Add: Import du on cost @ 10% (~) 14,62,500 

160,87,500 
Add: Additional import duty @ 5% (~) 8,04,375 

168,91,875 
Add: Installation expenses ~ 1,50,000 
Add: Professional fee for clearance from customs(~) 50,000 
Cost of the software to be capitalized (~) 170,91,875 

Note: Since entry tax has been mentioned as a recoverable/ refundable tax, it is not included as part of the cost 
of the asset. 

Question 9 
Panna Limited purchased software from Agate Limited for a period of 5 years and capitalized the cost. It 

provided you the following information: 
Cost of software ~57,60,000. Expected Life cycle of the software 5 years 
The software was amortised at~ 6,40,000 per annum in first three years based on economic benefits derived 
from the software, After three years, it was found that the software may be used for another 5 years from 
then. So, Panna Limited got it renewed after expiry of five years for 3 more years. 
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The net cash flows from the software during these S years were expected to be as follows: 
Year l 0: 23,04,000 
Year 2 0: 29,44,000 
Year 3 0: 28116 000 
Year 4 0: 25,60,000 
Year 5 0: 21,76,000 

You are required to calculate the amortization cost of the software for each of the years. {PYP 5 Marks Nov'23} 
(MTP 5 Marks Oct '20, Mar'22 & Oct '23){Same concept different figures RTP Nov'lB, SM, PYP 5 Marks Moy'lB, 
RTPNov'23) 

Answer 9 
Panna Limited amortised 11: 6,40,000 per annum for the first three years i.e. 
'I: 19,20,000. The remaining carrying cost can be amortised during next 5 years on the basis of net cash flows 
arisi ng from the sale of the product. The amortisation may be found as follows: 
ear et cash flows~ Amortisation Ratio Amortisation Amount~ 

0.1111 6,40,000 
II 0.1111 6,40,000 
Ill 0.1111 6,40,000 
IV 23,04,000 0.180 691200 
V 29,44,000 0.230 883200 
VI 28,16,000 0.220 844800 
VI I 25,60,000 0.200 768000 
IX 21,76,000 0.170 652800 
Total 1,28,00,000 1.000 57,60,000 

It may be seen from above that /rqm fourth year onwards, the balance of carryi ng amount I.e., 0: 38,40,000 has 
been amortised in the ratio of net cash flows arising from the product of Panna Ltd. 

EXAM INSIGHTS: A few examinees maqe mistakes in calculating the amortization ratio from the fourth year 
onwards. 

Question 10 
M/s. Pasa Ltd. is developing a new production process. During the financial year ended 31st March, 2019, 
the total expenditure incurred on the process was 0: 80 lakhs. The production process mc,t the, criteria for 
recoinition ;is an intane:ible asset on 1st November, 2018. Expenditure incurred till this date w;is 'C 42 lakhs. 
Further exponditure incurred on the process for the financial year ending 31st March, 2020 was 0: 90 lakhs. As 
on 31.03.2020, the recoverable amount of know how embodied in the process is estimated to be 'C 82 lakhs. 
This includes estimates of future cash outflows and inflows. 
You are required to work out: 
(1) What is the expenditure to be charged to Profit and loss Account for the year ended 31st March, 2019? 
(2) What is the carrying amount of the intangible asset as on 31st March, 2019? 
(3) What amount of expenditure to be charged to Profit and loss Account for the year ended 31st March, 

2020? 
What is the carrying amount of the intangible asset as on 31st March, 2020? {PYP 5 Marks Nov 20 & Dec '21) 
(Some concept lesser adjustments MTP 5 Marks Sep'22 & Sep '23) 

Answer 10 
As per AS 26 'Intangible Assets' 
(i) Expenditure to be charged to Profit and Loss account for the year ending 31.03.2019 

'I: 42 lakhs is recognized as an expense because the recognit ion criteria were not met until 1st 
November, 2018. Th is expenditure wi ll not form part of the cost of the product ion process 
recognized as an intangible asset in the balance sheet. 

(ii) Carrying value of intangible asset as on 31.03.2019 
At the e nd of financial year, on 31st March 2019, the production process w ill be recognized (i.e. 
carrying amount} as an intangible asset at a cost of ~ 38 (80-42) lakhs (expenditure incurred since 
the da te the recognition criteria were met, i.e., from 1st November 2018) 

(iii) Expenditure to be chareed to Profit and Loss account for the year ended 31.03.2020 
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(~ in lacs) 
Carrying Amount as on 31.03.2019 38 

Expenditure during 2019 - 2020 90 

Book Value 128 

Recoverable Amount 1m 
Impairment loss to be charged to Profit and loss account 46 
~ 46 lakhs to be charged to Profit and loss account for the year ending 31.03.2020. 

(iv) Carr in value of intaneiblc asset as on 31.03.2020 

(~ in lacs) 

Book Value 128 

Less: Impairment loss {46) 

Carrying amount as on 31.03.2020 82 

Question 11 
During 2023-2024, an enterprise incurred costs to develop and produce a routine, low risk computer software 

roduct as follows: 
Amount (it:) 

Completion of detailed programme and design (Phase 1) 25,000 
Coding and Testing for establishing technical feasibility {Phase 2) 20,000 
Other codine costs {Phase 3) 42000 
Testing costs (Phase 4 12,000 
Product masters for training materials {Phase 5) 13,000 
Duplication of computer software and training materials, from product 40,000 
masters (2,000 units) {Phase 6) 
Packing the product (1,000 units) (Phase 7) 11,000 

After completion of phase 2, It was established that the computer software is technically feasible for the 
market. What amount should be capitalized as software costs in the books of the company, on the Balance 
Sheet data? (RTP lan'25, MTP 5 Marks May '20, Oct'21 & Apr// '23, Did & New SM) 

Answer 11 

As per para 44 of AS 26, costs incurred in creating a computer softwa re product should be charged to research 
and development expense when incurred unti l technological feasibil ity/asset recognition criteria has been 
established for the product. Technological feasibility/asset recognition criteria have been established upon 
completion of detailed programme design or worki ng model. In this case, ~ 45,000 would be recorded as an 
expense (~ 25,000 for completion of detailed program design and~ 20,000 for coding and testing to establish 
technological feasibility/asset recognition criteria). Cost incurred from the point of technological 
feasibility/asset recognition criteria until the time when products costs are incurred are capitalized as software 
cost(~ 42,000 + ~ 12,000 + ~ 13,000) ~ 67,000. Duplication of computer software and training materials, from 
product masters and packing the products are the cost incurred after development phase. Hence, the same shall 
be expensed off during the year it is incurred . 

Question 12 
In the following cases, racord Journal Entries for amortization in the books of Huge Ltd. for the ye"r ended 
31st March, 2024 with reference to AS-26: 
{i) The company had acquired Patent Rights for it: 340 lakhs on 01.04.2022. The estimated product life is 4 

years. Amortization was decided in the ratio of estimated future cash flows which are as under: 
l" Year it: 140 lakhs 
2nd Vear it: 350 Lakhs 
3rd Vear it; 280 Lakhs 
4th Vear it: 420 lakhs {PYP 4 Marks Sep'24} 

(ii) The company had developed know-how by incurring expenditure of 0: 80 lakhs. The know-how has been 
used by the company since 01.04.2018. Its useful life is 8 years from the year of commencement of its use. 
The company has not :>mortised the asset until 31.03.2024. (PYP 2 Marks Sep'24) 
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Answer12 

i) Journ:>I Entry for the ye:>r ended on 31st Ma,rch 2024 

in lakhs In l11khs 
31.3.24 Amortization A/c (340 x 350/ 1,190) Dr. 100 

To Patent Right s Ne 100 
P&L Nc Dr. 100 

To Amort ization A/c 100 
Working note 
Huge Limited amortised II( 340 lakhs during next 4 years on the basis of net cash flows arising of the product. 
The amortisation for second year will be worked ou t as under: 
'I: 340 x 350 /1,190 (140+350+280+420) = 'I: 100 lakhs 

(ii) ~-----------------------------------~ 
Particulars 

Prior eriod item 

Amortization Ne 
To Know-how Ne 

[Being amortization of 6 years (out of which amortization 
of 5 years charged as prior period item i.e. 80 x 6 /8 = 60 
lakhs)] 

Profit and Loss Ne 
To Amortization Ne 
To Prior Period item 

Bein amount transferred to Profit and Loss account 

Question 13 

a: in lakhs a: in lakhs 

Dr. so 
Dr. 10 

60 

Dr. 60 
10 
50 

•~ LDR 

Honey Ltd. is in the process of developing a new production method. During the financial year ended 31st 

March, 2023, total expenditure incurred on development of this production method was 'I( 98,00,000. On 1st 

Jan, 2023, the production method met the criteria as an intangible asset and expenditure incurred till this date 

was a: 68,00,000. Further expenditure incurred on the new method was 'I: 72,00,000 for the year ended 31st 

March, 2024 and recoverable amount of the know how embodied in the new method for this financial year 
is a: 52,00,000. 
You are required to calculate: 

{1) The carrying amount of the Intangible asset on 31st March, 2023. 

{2) The expenditure to be shown in Statement of Profit ond Loss for the year ended 31st March, 2024. 

(3) The carrying amount of the Intangible asset on 31st March, 2024. (MTP 7 Marks Dec'24) 
Answer 13 
As per AS 26 'Intangible Assets' 
(i) Carrying value of intangible asset as on 31.03.2023 

At the end of f inancial year, on 31st March 2023, the production process w ill be recognized (i.e. carrying 

amount) as an intangible asset at a cost of a: 30 (98-68) lacs (expenditure incurred since the date the 

recognition criter ia were met, i.e., from 1s t January, 2023). 
(ii) Expenditure to be charged to Profit :>nd Loss account for the year ended 31.03.2024 

Carrying Amount as on 31.03.2023 
Expenditure dur ing 2023-2024 
Book Value 

Recoverable Amount 

Impairmen t loss 

a: 50 lakhs to be charged t o Profit and loss account for the year ending 31.03.2024. 
(iii) C:>rrylng value of int:>ngiblc :>ssct as on 31.03.2024 
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'I: in lacs) 

30 
72 

102 
_fill 

so 



Book Value 

Less: Impairment loss 

Carrying amount as on 31.03.2024 

Multiple Choice Questions (MCQs) 
1. Which of the following is not covered within the scope of AS 26? {SM} 

(a) Intangible assets held-for-sale in the o rd inary course of business 
(b) Assets arising from employee benefits 
(c) (a) & (b) both 
(d) Research and development activities 

Ans: (c) 

2. Intangible asset is recognised if it: {SM} 
(a) meets the definition of an inta ngible asset 
(b) is probable that future economic benefits will flov, 
(c) the cost can be measured reliably 
(d) meets al l o f the above parameters 

Ans: (d) 

("- in lacs) 

102 

3. Sun limited has purchased a computer with various additional software. These are inteeral part of the 
computer. Which of the following are true In the context of AS 26: {SM} 
(a) Recogni se Computer and software as tangible asset 
(b) Recognise tangible and intangible separately 
(c) Recognise computer and software as intangible asset 
(d) Does not recognize the software as an asset. 

Ans: (a) 

4 . Wiwitsu ltd developed a technology to enhance the battery life of mobile devices. Wiwitsu has capitalised 
development expenditure of"- 5100,000. Wiwitsu estimates the life of the technology developed to be 3 
years but the company has forecasted that SO% of sales will be in year 1, 35% in year 2 and 15% in year 3. 
What should be the amortisation ch:iri:c In the second year of the product's life? {SM} 
(a) ~ 2,50,000 
(b) ~ 1,75,000 
(c) "- 1,66,667 
(d) "- 1,85,000 

Ans: (b) 
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CONCEPTS OF THIS CHAPTER 

• Recoverable Amount 

• Value In Use 
• Net Selling Price 

• Cost of Disposal 

• Impairment Loss 

• identify Impaired Asset 

• Measure Recoverable 
Amount 

Indicators of lmp:ilrment 
External sources of inform:ition 

• Recognize Impairment loss 

• Ident ify Cash-Generating Units 
• Goodwill and CGU 

• Impair Cash-Generating Unit 

• Reversing Impairment Loss 

• Impairment In Discontinued Operations 

• Compute Cash-Generating Unit's 
Recoverable & Carrying Amount 

QUICK REVIEW OF IMPORTANT CONCEPTS 

• The asset's market value has decl ined significantly beyond normal depreciation. 

~ 
~ 

LOR Quest.ions 
Q6 

• Adverse t echnologica l, market, economic, or legal changes have occurred or are imminent. 

• Increased market interest rates may lower t he asset' s recoverable amount . 

• The enterprise's net assets exceed its market capitalization. 
Internal sources of information 

• Evidence of obsolescence or physical damage exists. 

• Adverse changes in asset use, including plans for discontinuation, restructuring, or ear ly disposal. 

• Internal reports indicat e worse-than-expected economic performance. 

Recognition and Measurement of an Impairment Loss 
Case I: If recoverable amount of assets> carrying amount, we ignore the difference and asset is carried on at t he 

same book value. Note: As ment ioned above, if t here is an indication that an asset may be impaired, t his 
may indicate that the remaining useful li fe, the depreciation method or the residual value for the asset 

need to be review ed and adjusted under t he Accounting Standard 10, even if no impairment loss is 
recognised for the asset. 

Case II : When this recoverable amount < carrying amount, this difference termed as Impairment Loss. 
Accounting implications: 

T f 
i It should be written off immediately as expenses to Profit & Loss Account. 

reatment o , . , . 
. 

1 
I If assets are carr ied out at revalued figures then the Impairment loss equivalent t o revalued 

Impairment oss , I . d' d . h . d h b I ('f } · h d p f' & L A ! surp us 1s a Juste w it ,tan t e a ance I any ,s c arge to ro 1t oss ccount. -·-------·--·----,.·--·--·---·-- --- -- -- --- -- -- --·--- -- --·--·--- -- --·--- -- --- -·--- --- -·---·--·--·--- -- -
Depreciation I Depreciation for the coming years on the assets are recalculated on the basis of the new 

I carrying amount, residual value and remaining useful life of the asset, according to AS 10. 
Case Ill: When the amount estimated for an impairment loss is> carrying amount of the asset to which it relates, 

an enterprise should recognise a liability if, and only if, that is required by another Accounting Standard. 

Reversal of an Impairment Loss for an Individual Asset 
i
1
° If impairment loss was w ritten off t o profit and loss account, then t he reversal o f impairment loss should 

Case I: I be recognized as income in the financial statement immediately. ·--·--- -- -..-----·--·--·---·--·-----·--·-------·--·-----·--·--·-----·-----·--·-------·---------·-------·--- ----·· 
1, If impairmen t loss was adjusted wit h the Revaluation Reserve; then reversal o f impairmen t loss wil l be 

Case II: ! written back to t he reserve account to the extent it was adjusted, any surplus wil l be recognised as 
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i revenue. But in any case t he increased carrying amount of an asset due to a reversal of an impairment 
i loss should not exceed the carrying amount that would have been determined (net of amortisation or 

_________ L deprecia tion) had no impa irment loss_been recognised for the asset in prio r accounti ng periods. ______ __ 
Depreciation impact post reversal of impairment loss: After a reversal of an impairment loss is recognised, the 
depreciation (amortisation) charge for the asset should be adjusted in future periods to allocate the asset's revised 
carrying amount, less its resid ual value (if any), on a systematic basis over its remaining useful life . 

Goodwill Corporate Assets 

• Can be allocated on a reasonable and consistent basis 
Perform Bottom up Test ONLY 

Reversal of an Impairment Loss for Goodwill 

• Cannot be a llocated on a reasonable and consisten t basis 
' ! - Perform Bottom up and Top Down Test BOTH 

Impairment loss recognised for goodwill should not be reversed in a subsequent period unless: 
• The impairment loss was caused by a specific external event of an exceptional nature that is not expected 

to recur; and 

• Subsequent external events have occu rred that reverse t he effect of that event . 

Cash Generating Unit (CGU): A CGU is the smallest iden tifiable group of assets that generates cash inflows from 
continuing use that are largely independent of the cash inflows from other assets o r groups of asset s. 

Recoverable Amount and Carrying Amount of a CGU 

• Carrying amount is the summation of the carrying amount of all the assets grouped under one CGU. 
• In t his case, the net selling price of the CGU is the estimated selling price for the assets of the CGU and the 

liability together, less the cost s of disposal. 

• the recoverable amount of a CGU is sometimes determined after consideration of assets that are not part 
of the CGU or liabilities that have already been recognised in the fina ncial statements. 

Impairment Loss for a CGU 
The impairment loss should be allocated to reduce the carrying amount of the assets of t he unit in t he following 
order• First, to goodwill allocated to the CGU (if any); and then, to the o ther assets of the unit on a pro-rata basis 
based on the carrying amount of each asset in t he unit. 
These reductions in carrying amounts should be treated as impairment losses on individual assets 
The carrying amount of an asset should not be reduced below the highest of: 

' ' • Its net selling price (if determinable); : • Its value in use (if determinable); and : • Zero. 
The amount of the impairment loss that would otherwise have been a llocated to the asset should be allocated 
to the other assets of the unit on a pro-rata basis. 
After the requirements of impairment loss have been applied, a li ability should be recognised for any remaining 
amount of an impairment loss for a CG U if that Is required by another Accounting Standard. 

RGversal of an Impairment Loss for a CGU 

• First, assets o ther than goodwill on a pro-rata basis based on the carrying amount of each asset in the unit; 
and Then, to goodwill allocated to the CGU (if any), 

• In a ll ocating a reversal of an impairment loss for a CGU under paragraph 106, the ca rrying amount of an 
asset shou ld not be increased above the lower of: 

Its recoverable amount (if determinable); and 
the carrying amount that wou ld have been determined (net of amortisation or depreciation) had no 
impairment loss been recognised for the asset In prior accounting periods. 

• The amount of the reversal of the impairment loss that would otherwise have bee n allocated to the asset 
should be allocated to the other assets of the unit on a pro-rata basis 

Disclosures 

• The amount of impairment losses recognised in the stateme nt of profit and loss during the period and the 
line item(s) of the statement of profit and loss in which those impairment losses are included; 

• The amount of reversals of impairmen t losses recognised in the statement of profi t and loss du ring the 
period and the line item(s) of the statement of profit and loss in which those impairment losses are reversed; 

• The amount of impairment losses recognised directly against revaluation surplus during the period; and 
• The amount of reversals of impai rment losses recognised directly in revaluation surplus during the period. 
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Question & Answers 

Question 1 
A publisher owns 150 m:ig:uinc titlcs of which 70 Wl!rc purch:iscd :ind 80 were self • erl!:>tl!d. The price paid 
for a purchased magazine title is recognised as an intangible asset. The costs of creating magazine titles and 
maintaining the existing titles are recognised as an expense when incurred. Cash inflows from direct sales and 
advertising are identifiable for each magazine title. Titles are managed by customer segments. The level of 
advertising income for a magazine title depends on the range of titles in the customer segment to which the 
magazine title relates. Management has a policy to abandon old titles before the end of their economic lives 
and replace them immediately with new titles for the same customer segment. What is the cash-generating 
unit as per AS 28? (RTP May 20, Sep'24, New SM) 

Answer l 
It is likely that the recoverable amount of an individual magazine title can be assessed. Even though the level of 
advertising Income for a title is influenced, to a certain extent, by the other titles In the customer segmen t, cash 
inflows from direct sales and advertising are identifiable for each title. In addition, although titles are managed 
by customer segments, decisions to abandon titles are made on an individual title basis. 
Therefore, it is likely that individual magazine titles generate cash inflows that are la rgely independent one from 
another and that each magazine title is a separate cash-generating unit. 

Question 2 

M Ltd. produces a single product and owns plants A, B and C. Each plant is located in :> different continent. 
Plant A produccs a component that Is assembled in either plant B or plant C. The combined cap:,city of plants 
B and C is not fully utillsl!d. M Ltd's products arc sold world-wide from llith11r plants B or C I.e. plant B'{s 
production can b11 sold in plant <:s continent if the products can be delivered faster from plant B than from 
plant C. Utilisation levels of plant Band plant C depend on the allocation of sales between the two sites. 
For each of the following cases, what are the cash-generating units for plants A, 8 and C? 
Case 1: There is an active market for plant A's products. 
Case 2: There is no active market for plant A's products. (RTP May 18) 

Answer 2 
Case 1: it is like ly that A is a separate cash-generati ng unit because there is an active market for its products. 
Although there is an active market for the products assembled by B and C, cash inflows for Band C depend 
on the allocation of production across the t\,vo sites. It is unlikely that the futu re cash inflows for Band C can be 
determined individually. Therefore, it is likely that Band C together is the smallest identifiable group of 
assets that generates cash inflows from continuing use that are largely independent. 
In determining the value in use of A and B plus C, M Ltd . adjusts financial budgets/forecasts to reflect its best 
estimate of futu re market prices for A's products. 
Case 2: It is likely that the recoverable amount of each plant cannot be assessed independently because: 

(a) there is no active market for A's products. Therefore, A's cash inflows dependon sales of the final 
product by B and C; and 

(b) although there is an active market for the products assembled by B and C, cash inflows for Band C 
depend on the allocation of production across the t\,vo sites. It is unlikely that the future cash inflows for 
Band C can be determined individually. 

As a consequence, it is likely that A, Band C together (i.e., M Ltd. as a whole) is the smallest identifiable group 
of assets that generates cash inflows from continuing use that are largely independen t. 

Question 3 
Wow Ltd. is developing a new production process. During the financial year ending 31st March, 2018, the 
total expenditure incurred was Rs. 50 lakhs. This process met the criteria for recognition as an intangible asset 
on 1st December, 2017. Expenditure incurred till this date was Rs.22 lakhs. Further expenditure incurred on 
the process for the financial year ending 31st March, 2019 was Rs. 80 lakhs. As at 31st March, 2019, the 
recoverable amount of know-how embodied in the process is estimated to be Rs. 72 lakhs. This includes 
estimatc,s of future, cash outflows as well as inflows. 
You are required to calculate: 
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i. Amount to be charged to Profit and loss A/c for the year ending 31st March, 2018 and carrying value of 

intangible as on that date. 

ii. Amount to be charged to Profit and loss A/c and carrying value of intangible as on 31st March, 2019. 
Ignore depreciation. {MTP, 4 Marks Oct 18) 

Answer 3 
As per AS 26 'lnt:,ngible Assets' 

(i) For the year ending 31.03.2018 
(1) Carrying value of intangible as on 31.03.2018: 
At the end of financial year 31" March 2018, the production process w ill be recognized (i.e. carrying 
amount) as an intangible asset at a cost of Rs. 28 lakhs (expenditure incurred since the date the 
recognition criteria were met, i.e., from 1st December 2017). 
(2) Expenditure to be charged t o Profit and l oss account : 
The Rs. 22 lakhs is recognized as an expense because the recognition criter ia were not met until 1" 
December 2018. This expenditu re w ill not form part of the cost of the production process recognized in 
the balance sheet. 

(ii) For the year ending 31.03.2019 
(.l) Expenditure to be, charged to Profit :,nd loss :,ccount: 

(Rs. in lakhs} 

Carrying Amount as on 31.03.2018 28 

Expendit ure during 2018 - 2019 80 

Total book cost 108 

Recoverable Amount ~ '" ~ ., (72) 

Impairment loss 36 
Rs. 36 lakhs to be charged to Profit and loss account for the year ending 31.03.2019. 
8) C:,rrying value of int:,ngible as on 31.03.2019: .. 

{Rs.in lakhs} 

Total Book Cost 108 

Less: Impairment loss (36) 

Carrving amount as on 31.03.2019 72 

Question 4 

Wiwltzu ltd. purchased a Property, Plant and Equipment four years :,go for"( 150 lakhs :,nd depreciates it at 
10"/4 p.a. on straight line method. At the end of the fourth year, it has revalued the asset .it'( 75 lakhs and has 
written off the, loss on revaluation to the profit .ind loss account. However, on the date of revaluation, the 
market price Is 'I: 67.50 lakhs and expected disposal costs are"( 3 lakhs. What will be the treatment in respect 
of impairment loss on the basis that fair value for revaluation purpose is detenmined by market value and the 
value in use is estimated at 'I: 60 lakhs? {MTP 4 Marks Mar'24}{SM} 

Answer4 
Treatment of Impairment loss 
As per AS 28 "Impairment of assets" , if the recoverable amount (higher of net selling price and its value in use} 
of an asset is less t han its carrying amount, the carrying amount of the asset should be reduced to its recoverable 
amount . In the given case, net selling price is a: 64.50 lakhs ("( 67.50 lakhs - "( 3 lakhs) and value In use Is"( 60 
lakhs. Therefore, recoverable amount w ill be '( 64.50 lakhs. Impairment loss will be calculated as 'i: 10.50 lakhs 
('I: 75 lakhs {Carrying Amount after revaluation - Refer Working Note) less 'I: 64.50 lakhs {Recoverable Amount)]. 
Thus impairment loss of 'I: 10.50 lakhs shou ld be recognised as an expense in the Statement of Profi t and Loss 
immediately since there was downward revaluation of asset which was already charged to Statement of Profit 

and Loss. 
Working Note: 

Calculation of carrying amount of the Property, Plant and Equipment at the end of the fourth year on 
revaluation 
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('I: in lakhs) 
Purchase price of a Property, Plant and Equipment 150.00 
Less: De reciation for four years (150 lakhs / 10 years x 4 years (60.00 
Carrying value at the end of fourth year 90.00 
Less: Downward revaluation charged to profit and loss account (15.00) 
Revalued carrying amount 75.00 

Question 5 
G Ltd., acquired a machine on 1st April, 20XO for 'I: 7 crore that had an estimated useful life of 7 years. The 
machine is depreciated on straight line basis and does not carry any residual value. On 1st April, 20X4, the 
carrying value of the machine was reassessed at 'I: 5.10 crore and the surplus arising out of the revaluation 
being credited to revaluation reserve. For the year ended March, 20X6, conditions indicating an impairment 
of the machine existed and the amount recoverable ascertained to be only 'I: 79 lakhs. You are required to 
calculate the loss on impairment of the machine and show how this loss is to be treated in the books of G Ltd. 
G ltd., had followc,d the policy of writin,: down the revaluation surplus by the, increased chare:e of depreciation 
resulting from the revaluation. (SM) (PYP 5 Markt May '18) (MTP 4 Marks Oct 117) 

Answer 5 
Statement Showing Impairment loss 

<,; in crores) 

Carrying amount of the machine as on 1" April, 20XO 7.00 

Depreciation fo r 4 years i.e. 20X0-20Xl to 20X3-20X 

l7 Crores j 
I ":: .. / 

(4.00) 
X 4 years 

7 Years 

Carrying amount as on 31.03.20X4 3.00 

Add: Upward REwaluation (credited to Revaluation Reserveaccount) 2.10 
Carrying amount of the machine as on 1" April, 20X4 (revalued) 5.10 

Less: Depreciat ion for 2 years i.e. 20X4-20X5& 20XS-20X6 

l 5.10 Crores j (3.40) 
x 4years 

3 Yea1·s 

Carrying amount as on 31.03 .20X6 1.70 

Less: Recoverable amount (0.79) 
Impairment loss 0.91 

Less: Balance in revaluation reserve as on 31.03.20X6: 

Balance In revaluation reserve as on 31.03.20X4 2.10 

Less: Enhanced depreciation met from revaluation reserve 

20X4-20X5 & 20XS-20X6=[(1.70 - 1.00) x 2 years) (1.40) 

Impairment loss set off against revaluation reserve balance as 
per para 58 of AS 28 "Impairment of Assets" (0. 70) 

Impairment Loss to be debited to profit and loss account 0.21 

Question 6 t? LDR 

A plant was acquired 15 years a,:o at a cost of'I: 5 crores. Its accumulated depreciation as at 31st March, 20Xl 
was 0: 4.15 crores. Depreciation estimated for the financial year 20X1-20X2 is 0: 25 lakhs. Estimated Net Selling 
Price as on 31st March, 20X1 was ~ 30 lakhs, which Is expected to decline by 20 per cent by the end of the 
next financial year. 
Its value in use has been computed at 'I: 35 lakhs as on 1st April, 20X1, which is expected to decrease by 30 
per cent by the end of the financial year. 
(i) Assuming that other conditions for applicability of the impairment Accounting Standard are satisfied, 
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what should be the carrying amount of this plant as at 31st March, 20X2? 

(ii) How much will be the amount of write off for the financial year ended 31st March, 20X2? 
(iii) If the plant had been revalued ten years ago and the current revaluation reserves against this plant 

were to be 'I: 12 lakhs, how would you answer to questions {i) and (ii} above? 
If the value in use was zero and the enterprise were required to incur a cost of 'I: 2 lakhs to dispose of the 
pl:1nt, wh:,t would be, your response, to questions (i) :,nd (ii) :1bove? (SM) 

A.nswer 6 
As per AS 28 "impairment of Assets", if the recoverable amount of an asset is less tha n its carrying amount, the 
carrying amount of the asset should be reduced to its recoverable amount and that red uction is an impairment 
loss. An impairment loss on a revalued asset is recognized as an expense in the statement of profit and loss. 
However, an impairment loss on a revalued asset is recognised directly against any revaluation surplus for the 
asset to the extent that the impairment loss does not exceed the amount held in the revaluation surplus for that 
same asset. 
In the given case, recoverable amoun t (higher of asset's net selling price and value in use) will be 'I: 24.S lakhs 
on 31.3.20X2 according to the provisions of AS 28 [Refer worki ng note]. 

('I: in lakhs) 
(i) Carrying amount of plant (after impairment) as on 31st March, 20X2 24.50 
(ii) Amount of write off (impairment loss) for the financial year ended 31st Ma rch, 20X2 35.50 

['I: 60 lakhs - 'I: 24.5 lakhs] 
(iii) If the plant had been revalued ten years ago 

Debit to revaluation reserve 12.00 
Amount charged to profit and loss account 

i:r n \\ Hn 7 fr~ I 23.50 
('I: 35.50 lakhs - '!; 12 lakhs) 

(iv) If Value in use is zero ',',If I I \\// I I I ~ I 
Value in use (a) \/ J I V I I I - ~- Nil ... 
Net sel Ii ng price ( b) (-)2.00 
Recoverable amount [higher of (al and (b)l Nil 
Carrying amount (closing book value) Nil 
Amount of write off (impairment loss) ('I: 60 lakhs -Nil) 60.00 
Entire book value of plant wil l be written off and charged to profit and loss account. 

Working Note: 
C:,lculation of Closing Book Value, Estimated Net Selling Value :>ndEstimated Value In Use of Plant at 31st 
March, 20X2 

(~ in lakhs} 
Opening book value as on 1.4.20X1 ('!: 500 lakhs -'I: 415 lakhs) 85 
Less: Depreciation for financial year 20Xl-20X2 (25) 
Closing book value as on 31.3.20X2 60 
Estimated net sel ling price as on 1.4.20X1 30 
Less: Estimated decrease during the year (20"/o of 'I: 30 lakhs) (6) 
Estimated net sel ling price as on 31.3.20X2 24 
Estimated value in use as on 1.4.20Xl 35.0 
Less: Estimated decrease during the year (30"/4 of~ 35 lakhs) (10.S) 
Estimated value in use as on 31.3.20X2 24.S 

Question 7 

Himalaya Ltd. which is in a business of manufacturing and export of its product. Sometimes, back in 2014, the 
Government put restriction on export of goods exported by Himalaya Ltd. and due to that restriction Himalaya 
Ltd. impaired its assets. Himalaya Ltd. acquired identifiable assets worth of 'I: 4,000 lakhs for 'I: 6,000 lakh at 
the end of the year 2010. The difference is treated as goodwill. The useful life of identifiable assets is 1S 
years and depreciated on straight line basis. When Government put the restriction at the end of 2014, the 
company recognised the impairment loss by determining the recoverable amount of assets for 'I: 2,720 lakh. 
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In 2016 Government lifted the restriction imposed on the export and due to this favourable change, Himalaya 
ed at o: 3,420 lakh. Ltd. re-estimate recoverable amount, which was estimat 

Required: 
(i) 4. Calculation and allocation of impairment loss in 201 
(ii) Reversal of impairment loss and its allocation as per AS 28 in 2016. {PYP Nov 17) 

Answer 7 
Calculation and allocation of impairment loss in 2014 (A mount in 0: lakhs) 

Historical cost 

Accumulated depreciation/amortization (4 yrs.) 
Carrying amount before impairment 

Impairment loss• 

Carrying amount after impairment loss 

* Notes: 

Goodwill Identifiable 

2,000 

(1,600) 
400 

(400) 

0 

assets 
4,000 

(1,067) 

2,933 

{213) 
2,720 

Total 

6,000 

(2,667) 

3,333 
(613) 

2,720 

1. As per para 87 of AS 28, an impairment loss should be al located to reduce the carrying amount of the assets 

2. 

of the unit in the following order: 
(a) first, to goodwill allocated to the cash-generatln g unit (i f any); and 

(b) then, to the other assets of the unit on a pro-rat a basis based on the carrying amount of each asset in 
the unit. 

Hence, first goodwill is impaired at full value and then identifiable assets are impaired to arrive at 
recoverable value. 
Since the goodwill has arisen on acquisition of asset s, AS 14 comes into the picture. As per para 19 of AS 

ng five years unless a somewhat longer period can be 
will is considered as S years. 

14, goodwill shal l amortise over a period not exceedi 
justified. Therefore, the amortization period of good 

Carrying amount of the assets at the end of 2016(Amou nt in 0: lakhs) 
End of 2016 G oodwill Identifiable Total 

assets 
Carrying amount in 2016 0 2,22S 2,225 

Add: Reversal of impairment loss (W .N.2} 175 175 

Carrying amount after reversal of impairment loss 2,400 2,400 

Working Note: 
Calculation of depreciation after impairment till 2016 a nd reversal of impairment loss in 2016 
Amount in 0: lakhs) 

Goodwill Identifiable Total 
ssets 

Carrying amount after impairment loss in 2014 0 2,720 2,720 

Additional depreciation (i.e. (2,720/11) x 2) (495) (495) 

Carrying amount 0 2,225 2,225 

Recoverable amount 3,420 

Excess of recoverable amount over ca rrying amount 1,195 
Note: It is assumed that the restriction by the Gover nment has been lifted atthe end of the year 2016. 

ating depreciated historical cost of the identifiable Determination of the amount to be impaired by calcul 
assets without impairment at the end of 2016 

End of 2016 ldentifla ble assets 

Historical cost 4, 000 

Accumulated depreciation (266.67 X 6 y ears) = (1,600} 

400 Depreciated historical cost 2, 

Carrying amount (in W.N. 1) 2, 225 

Amount of reversal o f impairmen t loss 1 75 
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Notes: 
1. As per para 107 of AS 28, in all ocating a reversal of an impairment loss for a cash-generating unit, the 

carrying amount of an asset should not be increased above the lower of: 
(a) its recoverable amount (if determinable); and 
(b) the carrying amount that woul d have been determined (net of amortisat ion or depreciation) had 

no impairment loss been recognized for the asset In prior accounting periods. 
Hence impairment loss reversal is restricted to 11(175 lakhs only. 

2. The reversal of impairment loss took place in the 6th year. However, goodwil l is amort ised in 5 

years. Therefore, there would be no balance inthe goodwill account in the sth year even without 
impairment loss. Hencein W.N. 2 above there is no column for recalculation of goodwill. 

Question 8 
H Ltd. which is in a business of manufacturing and export of its product. Sometimes, back in 2018, the 
Government put restriction on export of coods exported by H ltd. and due to that restriction H ltd. impaired 
its assets. H Ltd. acquired identifiable assets worth of Rs. 4,000 lakh for Rs. 6,000 lakh at the end of the year 
2014. The difference is treated as goodwill. The useful life of identifiable assets is 15 years and depreciated 
on straight line basis. When Government put the restriction at the end of 2018, the company recognised 
the impairment loss by determining the recoverable amount of assets for Rs. 2,720 lakh. In 2020 Government 
lifted the restriction imposed on the export and due to this favourable change, H Ltd. re-estimate recoverable 
amount, which was estimated at R.s. 3,420 lakh. 
Required: 
(i) Calculation and allocation of impairment loss in 2018. 
(ii ) Reversal of Impairment loss and its allocation as per AS 28 In 2020. {RTP Nov 20} 

Answer 8 
(i) Calculation and allocation of impairment loss in 2018{Amount in Rs. lakh) 

Goodwill Identifiable Total 
assets 

Historical cost 2,000 4,000 6,000 

Accumul ated depreciation/amortization (4 yrs.) {1,600) (1,067) (2,667) 
Carrying amount before impairment 400 2,933 3,333 
Impairment loss* {400) (213) (613) 
Carryi ng amount after impairment loss 0 2,720 2,720 

Notes: 
1. As per para 87 of AS 28, an impairment loss should be allocated to reduce the carrying amou nt of the 

assets of the unit in the following order: 
(a) first, to goodwill allocated to the cash-generating unit (if any); and 
(b) then, to the other assets of the unit on a pro-rata basis based on the carrying amount of each asset in 

the unit.Hence, fi rst goodwill is impaired at full value and then ident ifiable assets are impaired to arrive 
at recoverable va lue. 

2. Since the goodwill has arisen on acquisition of assets, AS 14 comes into the picture. As per para 19 of AS 
14, goodwill shall amorti se over a period not exceeding five years unless a somewhat longer period can be 
just ified. Therefore, the amortization period of goodwill is considered as 5 yea rs. 

{ii) Carryinc amount of the assets at the end of 2020 (Amount in Rs. lakh) 

End of2020 Goodwill Identifiable Total 
assets 

Carrying amount in 2020 0 2,225 2,225 

Add: Reversal of impairment loss (W.N.2) - 175 175 

::arrying amount after reversal of impairment loss - 2,400 2,400 

Working Note: 
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1. Calculation of depreciation after impairment till 2020 and reversal of impairment loss in 2020 

(Amount in Rs. lakh) 

Goodwill Identifiable Total 
assets 

Carrying amount after impairment loss in 2018 0 2,720 2,720 
Addit ional de reciation i.e. (2,720/11 x 2) 495 495) 
Ca rrying amount 0 2,225 2,225 
Recoverable amount 3,420 
Excess of recoverable amount over carrying amount 1,195 

Note: It is assumed that the restriction by the Government has been lifted at the end of the year 2020. 
2. Determination of the amount to be impaired by calculating depreciated historical cost of the 

identifiable assets without impairment at the end of 2020 (Amount in Rs. lakh) 

End of 2020 Identifiable assets 

Historical cost 4,000 

Accumulated depreciation (266.67 x 6 years)= (1,600) 

Depreciated historical cost 2,400 

Carrying amount (in W.N.1) 2,225 

Amount of reversal of impairmen t loss 175 

Notes: 
1. As per para 107 of AS 28, in allocating a reversal of an impairment loss for a cash-generating unit, the 

carrying amount of an asset should not be increased above the lo\ver of: 
(a) its recoverable amount (if determi nable); and 
(b) the carrying amount that would have been determined (net of amortisation or depreciation) had no 

impairment loss been recognised for the asset in prior accounting periods. 
Hence impairment loss reversal is restricted to Rs. 175 lakh only. 

2. The reversal of Impairment loss took place in the 6th year. However, goodwill is amortised in 5 years. 
There fore, there would be no balance In the goodwill account in the 6th year even without Impairment 
loss. Hence in W.N. 2 above there is no column for recalculation of goodwill. 

Question 9 
C Ltd. acquired S Ltd. business (a cash generating unit) on 31-3-2016 for 't; 8,000 Lakhs. The details of 
acquisition are us under: • 

F:>lr valua of idantifi:>bla assat 6000 Lakhs 

Goodwill 2000 Lakhs 

Tha :>nticipated useful life, of acquired assats is 5 yc,ars Goodwill is to be, amortised in 4 yc,ars C Ltd. usc,s 
straight-lino method of deprc,ciation with no rc,sidual values anticipatc,d. On 31-3-2018, C Ltd. c,stimatc,d the, 
significant decline in production due to change in Government policic,s. The net selling price of identifiable 
asset is not determinable. The cash flow forc,cast based on recent financial budget for next 7 years after 
considering change in Govt. policies are as follows. Incremental financing cost is 8% which represent current 
market assessment of the time value of money. 

Year Cash flow 

2019 800 

2020 800 

2021 800 

You are required to calculate: 
(i) Value in use 
(ii) lmpairmc,nt loss 

'C: In Crorc, 

Year C,1sh flow 

2022 600 

2023 600 

2024 500 

2025 400 

(ill) Revised c:>rrylng :>mount on 31-3-2018 {PYP Nov 18 5 Marks) 
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Answer 9 
(i) Value in Use 

Year ended on 31st March Cash flow Discounting Present Value 

I" in lakh) factor @ 8% I" in lakh) 

2019 800 0.926 740.80 

2020 800 0.857 685.60 

2021 800 0.794 635.20 

2022 600 0.735 441.00 

2023 600 0.681 408.60 

2024 500 0.630 315.00 

2025 400 0.583 233.20 

3459.40 
Impairment loss 
Impairment loss = Carrying amount of the asset - Recoverable Amount 

= "4,600 lakhs . " 3,459.40 lakhs (Refer W.N.) 
=" 1,140.60 lakhs 

Revised Carrying Amount on 31.3.2018 
As per para 87 of AS 28 'Impairment of Asset s', an impairment loss should be allocated to reduce the carrying 
amount of the assets of CGU in the following order: 
(a) first, to goodwil l al located to the cash -generating unit (If any); and 
(b) t hen, to the other assets of the unit on a pro-rata basis based on t he carrying amount of each asset in the 

unit. 
Hence, first goodwill is impaired at full value and then identifiable assets are impaired to arrive at recoverable 

value. (~ in lakh) 

Goodwill 

Useful life 4 years 

Historical cost 2,000 

Accumulated depreciation/amortization (for 2 years) 
(1,000) 

Carrying amount before impairment 1,000 

Impairmen t loss (1,000) 

Revised carrying amount after impairment loss 0 

Working Note: 
Calcu lation of Recoverable Amount 
Recoverable amount= Higher of Asset's Net Selling Price or Value in Use 

Where, Asset' s net selling price is not det erminable 

Identifiable assets 

S years 

6,000 

(2,400) 

3,600 

(140.60) 
3,459.40 

Recoverable Amount of the asset w ill be equal to the Value in use ie. ~ 3,459.40 lakh. 

Question 10 

Total 

8,000 

(3,400) 

4,600 

(1,140.60) 
3,459.40 

M Ltd. has three cash-generating units: A, Band C. Due to adverse changes in the technological environment, 
M ltd. conducted impairment tests of each of its cash• generating units. On 31st March, 2018, the carrying 
amounts of A, Band Care Rs. 100 lakhs, Rs. 150 lakhs and Rs. 200 lakhs respectively. 
The operations are conducted from a headquarter. The carrying amount of the headquarter assets is Rs. 200 
lakhs: a headquarter building of Rs. 150 lakhs and a research centre of Rs. 50 lakhs. The relative carrying 
amounts of the cash-generating units are a reasonable indication of the proportion of the head-quarter 
building devoted to each cash-generating unit. The carrying amount of the research centre cannot be allocated 
on a reasonable basis to the individual cash-generating units. 
Followine is the remaining estimated useful life of: 

A B C Head quarter assets 

Remaining astim.:itcd useful life 10 20 20 20 
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The headquarter assets are depreciated on a straight-lin e basis. 
The recoverable amount of eaoh cash generating unit is based on its value in use since net selling price for 

s equal to each CGU cannot be calculated. Therefore, Value in use i 

~rable amount I I I 
I as a whole 

*The research centre gen0ratcs additional future cash fie ws for the enterprise:, as a whole. Thoreforo, th0 sum 
alue in use of the business as a whole. The additional 
ng. 

of the value in use of each individual CGU is less than the v 
cash flows are not attributable to the headquarter buildi 
Calculate and show allocation of impairment loss as per AS 28. Ignore tax effects. (RTP Nov 18} 

Answer 10 
1. 

2. 

3. 

4. 

Identification of Corporate Assets of M Ltd . 
Here, the corporate assets are the headquarter buildin g and the resea rch centre. 
For corporate bu il ding 
Since, the carrying amount of the headquarter building can be allocated on a reasonable and consiste nt basis 

only a "bottom-up" test Is necessary. to the cash-generating units under review. Therefore, 
For research centre 
Since the ca rrying amount of the research cent re cann ot be allocated on a reasonable and consistent basis 

down~ test will be applied in addition to the ~bottom-to the individual CGU under review. Therefore, a ~top-
up~ test. 
Allocation of Corporate Assets 

Since the estimated remaining useful life of A~s CGU 1 ·s 10 yea rs, whereas the estimated remaining useful 
aunt of the headq uarter building is allocated to the 
t on weight basis. 

lives of B and C~s CGU are 20 years, the carrying am 
carrying amount of each individual cash-generating uni 
Calculation of a weighted allocation of the carrying a mount of the headquarter building (Amount in Rs. 
lakhs) 

On 3i st March, 2018 A B C 

Carrying amount (A) 100 150 200 

Useful life 10 years 20 years 20 years 

Weight based on useful life 1 2 2 

Ca rrying amount after weigh t 100 300 400 

Pro-rata allocation of the building 12.5% 37.5% 50% 

(100/800) (300/800) (400/800) 

Allocation of the carrying amount of thebu ildlng 
(based on pro-rata above) (B) 18.75 56.25 75 
Carrying amount (after allocation of thebu il ding) 118.7S 206.25 275 

Calculation of Impairment LossesApplication of ~be ttom-up'{ test (Amount in Rs. lakhs) 

31st March, 2018 A B C 

Carrying amount (after allocation of the 118.7 5 206.25 275 
building)(Refer point 3 above) 

Recoverable amount (given in the question) 199 164 271 

Impairment loss 0 (42) (4) 

Allocation of the impairment losses for eash-generati ng units B and C (Amount in Rs. lakhs) 

C Cash-generating unit 

To headq uarter building 

To assets in cash-ge nerating unit 

B 

(12) (42*56/206) 

{30) 
(42*150/ 206) 
(42) 

(1) (4*75/275) 

( 3) 
(4*200/275) 
(4) 

Total 

450 

800 

100% 

1S0 
600 

Since the research cent re could not be allocated on a rea sonable and consistent basis to A, Band C'{s CGU, M 
which the carrying amount of the research centre can Ltd. compares the carrying amount of the smallest CGU to 
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be allocated (i.e., Mas a whole) to its recoverable amount, in accorda nce with the "!top-down"! test. 

Application of the "!top-down"! test (Amount in Rs. lakhs) 

31st March, 2018 A B C Building Research M Ltd. 
Centre 

Carrying amount 100 150 200 150 50 650 
Impairment loss 

. . 
arising - (30) (3) (13) - (46) 

from the "!bottom-up"! 
test 
Carrying amount after 100 120 197 137 50 604 
the O:bottom-upO: test 
Recoverable amount 720 

Since recoverable amount is more tha n the carrying amount of M Ltd., no additional impairment loss has been 
resulted from the application of the top- down test. Only an impairment loss of Rs. 46 lakhs will be recognized 
as a result of the application of the 1'bottom-up0: test. 

Multiple Choice Questions (MCQs) 

1. If thero is indication that an asset may be impaired but tho recoverable amount of the assot is moro 
than tho carrying ;:,mount of the :issct, the following arc true: {SM) 
(a) No further action Is required and the company can continue the asset in the books at the book value 

itself. 
(b) The entity should review the remaining useful life, scrap value and method of depreciation and 

amortization for the purposes of AS 10. 
(c) The entity can follow either (a) or (b). 
(d) The entity should review the scrap value and method of depreciation and amortization for the purposes 

of AS 10. 
Ans: (b) 

2. In case Goodwill appears in the Balance Sheet of an entity, the following is true: {SM} 
(a) Apply Bottom up test if goodwill cannot be a llocated to CGU (cash generating unit) under reviev,. 
(b) Apply Top down test if goodwill cannot be allocated to CGU (cash generating unit) under review. 
(c) Apply bo th Bottom up test and Top down test if goodwill cannot be allocated to CGU (cash generating 

unit) under review. 
(d) Apply either Bottom up test or Top down test if goodwill cannot be allocated to CGU (cash generating 

unit) under review. 
Ans: (c) 

3. In case of Corporate assets in the Balance Sheet of an entity, the following is true: {SM} 
(a) Apply Bottom up test if corporate assets cannot be allocated to CGU (cash generating unit) under review. 
(b) Apply Top down test if corporate assets cannot be allocated to CGU (cash generating unit) under review. 

(c) Apply both Bottom up test and Top down test if corporate assets cannot be allocated to CGU (cash 
generating unit) under review. 

(d) Apply either Bottom up test or Top down test if corporate assets cannot be allocated to CGU (cash 
generati ng unit) under review. 

Ans: (c) 

4 . In case of reversal of impairment loss, which statement is true: {SM} 
(a) Goodwill written off can never be reversed. 
(b) Goodwill written off can be reversed without any conditions to be met . 
(c) Goodwill written off can be reversed only if certain conditions are met. 
( d) Goodwil I written off can be reversed. 

Ans: (c) 
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CONCEPTS OF THIS CHAPTER 

• Employee Benefits • Post.employment Benefits ~ • Short•term Employee Benefits • Defined Contribution Plans 

• Defined contribution • Defined benefit LOR Questions 
• Act uarial Valuation • Act uarial Gains/Losses Q9 
• Measure Post-employment • Disclosure Requirements 

Obligations 

• Gains/Losses on Curtailment or • Long-term and Terminat ion 
Settlement Benefits 

• Recognize and Measure Short-term Benefits 

• Short-term Compensat ed Absences & Profit-shar ing/Bonus 

QUICK REVIEW OF IMPORTANT CONCEPTS 

Short Term Employee Benefits- Short•term employee benefits (other than termination benefits) are payable 
within twelve months after the end o f the period In which the service is rendered. No actuarial assumptions are 
required to measure the obligation or cost. 
Short-term employee benefits are broadly classified into four categories: 

i. Regular period benefits (e.g., wages, sa laries); 
Ii. Short-term compensated absences (e.g., paid annual leave, maternity leave, sick leave etc.); 

iii. Profit sharing and bonuses payable within twelve months after the end of the period in which employee 
render the related services and 

iv. Non-monetary benefits (e.g., medical care, housing, cars etc.) 

Post Employment Benefits: Defined Contribution Vs Defined Benefits 
Defined contribution plans require fixed contributions to a separate fund, w ith no further obligation for the 
enterprise. The employee bears actuarial and investment risks . A common example is the Provident Fund. 
Defined benefit plans are post-employment benefit plans other than defined contribution p lans. In defined 
benefits plans, the actuar ial and investment risk fall on the employer 

Accounting Treatment 

In the Balance Sheet o f the enterpri se, the amount recognized as a defined benefit liability should be the net 
total o f the fo llowing amounts: 

• the PV of t he defined benefit obligation at the balance sheet date; 

• m inus any past service cost not yet recogn ized; 

• m inus the fair value at the balance sheet date of plan assets (if any) out of which the obl igations are to be 
settled directly. 

If fair value of plan assets is high, it may so happen that the net under defined benefit liab ility turns negative 
(giving rise to net assets) . measure the resulting asset at the lower of: 

• the amount so determined; and 

• the PV of any economic benefits available in the form of refunds from t he plan or reductions in future 
contributions to t he plan 

The Standard identifies seven components of defined employee benefit costs: 

• Current service cost; 
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• Interest cost; 
• The expected return on any plan assets (and on any reimbursement right s); 
• Actuarial gains and losses (to the extent they are recognized); 
• Past service cost (to the extent they are recognized); 
• The effect of any curtailments or settlements; and 
• The exten t to which the nega tive net amount of defined benefit liability exceeds the amount mentioned In 

Para 59(b) of the Standard. 
Actuarial Assumptions: Actuarial gains and losses should be recognized Immediately in the statement of profit 
and loss as income or expense. 
Other long Term Employee Benefits 
Other long-term employee benefi ts include, for example: 
• long-term compensated absences such as long-service or sabbatical leave; 
• jubilee or other long-service benefits; i • long-term disability benefits; 
• profi t-sharing and bonuses payable twelve months or more after the end of the period in which the 

employees render the related services and 
• deferred compensation paid twelve months or more after the end of the period in which it is earned. 

Termination Benefrts 

• Termi nation benefits are recognized as a liabi lity and expense only with an approved formal plan and a 
reliable cost estimate. 

• Benefits due within 12 months are recorded at an undi scounted amount in the balance sheet and charged 
to P&l. 

• Benefits due after 12 months are discounted using an appropriate rate . 
• If uncertainty exists abou t employee acceptance of voluntary redundancy, it is d isclosed as a contingent 

liability under AS 29. 
Question & Answers 

Question 1 

Hello Limited belongs to the ~nufacturing industry. The company received an actuarial valuation for the first 
time for its pension scheme which revc,aled a surplus of~ 12 lakhs. It wants to spread the some over the next 
2 years by reducing the annual contribution to~ 4 lakhs instead of 't 10 lakhs. The average remaining life of 
the c,mployc,es is estlm.1tcd to be 6 years. You are requirc,d to advise tho company on tho following items 
from the, vic,wpoint of finalization of accounts, taking noto of the mandatory accounting standards. {RTP 
May'24} {Same u,ncept Different figure MTP May 20 ,RTP May 18 & RTP Nov 19} 

Answer 1 
According to AS 15 (Revised 2005) ' Employee Benefits', act ua rial gains and losses should be recognized 
immediately in the statement of profit and loss as income or expense. Therefore, surplus amount of~ 12 
lakhs is requ ired to be credited to the profit and loss statement of t he current yea r. 

Question 2 
Synergy Ltd. is in cnginaoring industry. The company rccoivod an actuarial valuation for the first timo for its 
pension scheme which revealed a surplus of 'I'. 6 lakhs. It wants to spread the same over the noxt 2 years by 
reducing the annual contribution to~ 2 lakhs instead of~ 5 lakhs. The average remaining life of the employee 
is estimated to be 6 years. You are required to advise the company. {MTP 4 Marks July'24} 

Answer 2 
According to AS 15 (Revised) "Employee Benefits", actuarial gains and losses should be recogn ized 
immediately in the statement of profit and loss as income or expense . Therefore, surplus of~ 6 lakhs in 
t he pension sche me on its actuarial val uation is required to be credited to the profit and loss statement of 
t he current yea r. Hence, Syne rgy Ltd . cannot spread the actua rial gain of~ 6 lakhs over the next 2 years by 
reducing the annual contributions to 't 2 la khs instead of "= 5 lakhs. It has to contribute 'o: S lakhs annually 
for its pension schemes. 
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Question 3 
What are the types of Employees benefits and what Is the objective of lntroduetion of this Standard I.e. AS 
15? (SM} 

Answer 3 
There are four types of employee benefits according to AS 15 {Revised 2005). They are: 
(a) short -term employee benefits, such as wages, salaries and social security contributions (e.g., 

contribut ion to an insurance company byan employer to pay for medical care of its employees), paid 
annual leave, profit-sharing and bonuses {if payable within twelve months of the end of the period) and 
non-monetary benefits (such as medicalcare, housing, cars and free or subsidised goods or services) 
for current employees; 

(b) post-employment benefit s such as gratuity, pension, other retirement benefits, post-employment life 
insura nce and post-employmentmedical care; 

(c) other long-term employee benefits, including long-service leave or sabbatical leave, jubilee or other long
service benefits, long-te rm disability benefits and, if they are not payable wholly within twelve months after 
the end of the period, profit-sharing, bonuses and deferred compensation; and termination benefits . 
Because each category identified in (a) to (d) above has different characterist ics, this Statement establ ishes 
separate req uirements for each category. 

The objective of AS 15 is to prescribe the accounting and disclosure for employee benefits . The statement 
requires an enterprise to recognise: 
(a) a liability when an employee has provided service in exchange for employee benefits to be paid in the 

future; and 
{b) an expense when the enterprise consumes the economic benefit arising from service provided by an 

employee in exchange foremployee benefits. 

Question 4 
luv limited is a private limited company. As per HR policy of luv Limited, Grade F employees are eligible for 

sabbatical leave (long term compensated absences as per AS 15). Till previous year, there were 15 
employees who are eligible for Sabbatical leave and company had duly recorded the liability for long term 

compensated absences based on the aetuarial valuation for eligible employees. During the current period 
out of total 15 employees, 13 employees have left the organization and only 2 employees are continuing in 
lUV Limited. Due to budget constraint, CFO has denied to involve actuary and told finance manager to 
determine the liability based on the recent actuarial report available with them. Finance manager ensured 
the following: 
- There is no material change in interest rate 
• There is no change In fair value of plan assets. 
Based on that, Finance manager have manually computed an amount of Rs. 5,00,000 (considering last 
year actuarial report as base) towards long term compensation liability without involving Actuary during 
the period ended 31.03.2020. Is this treatment is in line with AS 15? {RTP Nov 20} 

Answer 4 
As per para 58 of the AS 15, the detailed actuarial valuat ion of the present value of defi ned benefit 
obligations may be made at intervals not exceeding three years. However, with a viev, that the amounts 
recognized in the financial statements do not differ materially from the amounts that wou ld be determined 
at t he balance sheet date, t he most recent valuation Is reviewed at the balance shee t date and updated to 
refl ect any material transactions and othe r material changes in circumstances {including changes in 
Interest rates) between the date of valuation and the balance sheet date. The fair va lue of any plan assets 
is determined at each ba lance shee t. 
Since AS-15 (Para 58) states that actua rial valuation needs to be done at least once in t hree yea rs. Since 
management had done the actuaria l valuation in Previous Year, they can go ahead with exemption for this 
yea r subject to evaluation and conclusion by management as at balance sheet date that there are no 
significant changes in the amount of liab ility compared to previous year. Hence working done by the 
finance manager is appropriate . It is in line with AS 15, since company had recently done the actuaria I 
valuat io n in previous year and there is no material changes in the external environment. 
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Question S 
A company has a scheme for payment of settlement allowance to retlrine employees. Under the scheme, 
retirlne employees :ire entitled to reimbursement of certain tr:ivel expenses for class they :ire entitled to as 
per company rule and to a lump-sum p:iyment to cover l!xpcnsl!s on food and stay during the travl!I. 
Alternatively, employees can claim a lump sum amount equal to one month pay last drawn. 
The company's contentions in this matter are: 
{i) Settlement allowance does not depend upon the length of service of employee. It is restricted to 

employee's elieibility under the Travel rule of the company or where option for lump-sum payment 
is exercised, equal to the last pay drawn. 

{ii) Since it is not related to the length of service of the employees, it is accounted for on claim basis. 
State whether the contentions of the company are correct as per relevant Accountine Standard. 
Give reasons in support of your answer. (MTP 5 Marks Aug 18, RTP May'l7, SM} 

Answer 5 
The presen t case falls unde r the category of de fin ed benefit scheme unde r Para 49 of AS 15 "Employee 
Benefits". The said para encompasses cases where payment promised to be made to an e mployee at or 
near retirement presents sign ificant difficulties in the determination of periodic charge to the statement 
of profit and loss. The contention of the Company that the settlement allowance will be accounted for on 
claim basis is not correct even if company's obligation under the scheme is uncertain and requires 
estimation. In estimating the obligation, assumptions may need to be made regarding future conditions 
and events, which are largely outside the company's control. Thus, 
(1) Settlement allowance payable by the company is a defi ned retirement benefit, covered by AS 15. 
(2) A provision should be made every year in the accounts for the accruing liability on account of settlement 

allowance. The amount of provision should be calcu lated according to actuarial valuation. 
(3) Where, however, the amount of provision so determined is not material, the company can follow some 

other method of accounting for se ttlement allowances, 

Question 6 
The following data apply to 'X' ltd. defined benefit pension plan for the year ended 31.03.20X2 calculate the 
actual return on plan assets: (SM) 

• Benefits paid 2,00,000 
· Employer contribution 2,80,000 
· Fair market value of plan assl!ts on 31.03.20X2 11,40,000 
· Fair market value of plan assets as on 31.03.20Xl s,00,000 

Answer 6 

Fair value of plan assets on 31.3.20Xl 8,00,000 
Add: Employer contribution 2,80,000 
Less: Benefits aid 2,00,000) 
(A) 8,80,000 
Fair market value of plan assets at 31.3.20X2 (B) 11,40,000 
Actual return on plan assets (B-A) 2,60,000 

Question 7 
The fair value of plan assets of Viwit Su Ltd. was~ 2,00,000 in respect of employee benefit pension plan as 
on 1st April, 20X1. On 30th September, 20X1 the plan paid out benefits of ~ 25,000 and received inward 
contributions of~ 55,000. On 31st March, 20X2 the fair value of plan assets was~ 3,00,000. On 1st April, 20X1 
the com an made the following estimates based on its market studies and prevailing prices. 

% 

Interest and dividend income {after tax) payable by fund 10.25 
Realized gains on plan assets {after tax) 3.00 

Fund administrative costs (3.00) 

Expected rate of return 10.2S 
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Calculate the expected and actual returns on plan assets as on 31st March,20X2, as per AS 15.(SM) 

Answer 7 
Computation of Expected Returns on Plan Assets as on 31st March, 20X2, asper AS 15 

~ 

Return on open ing value of p lan assets of"'. 2,00,000 (held for the year) @ 20,500 
10.25% 

Add: Return on net gain of~ 30,000 (i.e.~ 55,000- ~ 25,000) dur ing the year 
i.e. held for six months@ 5% (equivalent to 10.25% annually, compounded 1,500 
every six months) 

Expected return on plan assets as on 31st March, 20X2 22,000 
Computation of Actual Returns on Plan Assets as on 31st March, 20X2, as per AS 15 

~ ~ 

Fair value o f Plan Assets as on 31st March, 20X2 3,00,000 

Less: Fair value of Plan Assets as on 1" April 20X1 (2,00,000) 

Add: Contribution received as on 30th September, 20Xl 55,000 (2,55,000) 
45,000 

Add: Benefits paid as on 30th September, 20Xl 25,000 
Actual reruns on Plan Assets as on 31st March, 2.0X2 70,000 

Question 8 

Peter Ltd. discontinues a business segment. Under the agreement with employee~s union, the employees of 
the discontinued segment will earn no further benefit. This is a curtailment without settlement, because 
employees will continue to receive benefits for services rendered before discontinuance of the business 
segment. Curtailment reduces the gross obligation for various reasons Including change in actuarial 
assumptions made before curtailment. If the benefits are determined based on the last pay drawn by 
employees, the gross obligation reduces after the curtailment because the last pay earlier assumed is no 
longer valid. 
Peter ltd. estimates the share of unamortized service cost that relates to the part of the obligation at Rs. 18 
(10% of Rs. 180). Calculato the gain from curtail ment and liability after curtailment to bo recognised in the 
balance sheet of Petc,r Ltd. on tho basis of given information; 
(") Immediately before the curtailment, gross obligation is estimated at Rs. 6,000 based on curront 

actuarial assumption. 
(b) The fair value of plan assets on the dato is estiml!ted at Rs. 5,100. 
(c) The unamortized past service cost is Rs. 180. 
(d) Curtailment reduces the obligation by Rs. 600, which is 10% of the gross obligation. {RTP May 19){ 

SM}(Same concept different figures MTP 5 Marks Mar'17} 

Answer 8 
G"in from curtailment is estimated as under: 

Rs. 

Reduction in gross obligation 600 

Less: Proportion of unamortised past service cost (18) 

Gain from curtailment 582 

The liability to be recognised after curtailment in the balance sheet is estimated as under: 

Rs. 

Reduced gross obligation (90% of Rs. 6,000) 5,400 

Less: Fair value of plan assets (5,100) 

300 

Less: Unamortised past service cost (90% of Rs . 180) (162) 

Liab ility to be recognised in the balance sheet 138 
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Question 9 f~ LDR 

Pendora Ltd. has given the following details in respect of employee benefit pension plan: 
Particulars Amount':: 
he fair value of plan assets as on 01-04-2023 5,00,000 
he benefits paid out on 30•11-2023 63,000 

Inward contributions received on 30-09-2023 1,42,000 
he fair value of plan assets as on 31-03-2024 7,50,000 

On 01.04.2023, the company made following estimates, based on its market studies and prevailing prices : 
Particulars % 

Interest and dividend income (after tax) ayable by fund 10.50 
Realised gains on plan assets (after tax) 2.00 
Fund administrative costs -2.00 
Expected rate of annual return (Interest is compounded annually) 10.50 

You are requlrc,d to find tho expected and actual returns on plan :issots as on 31.03.2024 as per AS 15. {PYP 5 
Marks Sep'24} 

Answer9 
Computation of Expected and Actual Returns on Plan Assets 

Return on " 5,00,000 held for 12 months at 10.50% 52,500 

Return on " 1,42,000 for 6 months at 10.50% 7,455 
Loss of interest on benefits paid for 4 months on 0:: 63,000 for 4 months @ 10.50% {2,205) 
Expected return on plan assets for 2023-2024 
Fair value of plan assets as on 31" March 2024 
Less: Fair value of plan assets as on 1 Aprll,2023 

Contributions received on 30.9.2023 

Add: Benefits paid on 30'0 Nov 2023 
Actual return on plan assets 

Question 10 

5,oo,ooo 
142 000 

57,750 

7,50,000 

6 42 000 
1,08,000 

63,000 

1,71,000 

An employee Roshan has joined a company XYZ Ltd. in the year 20Xl. The annual emoluments of Roshan as 
decided is" 14,90,210. The company also has a policy of giving a lump sum payment of 25% of the last drawn 
annual salary of the employee for each completed year of service if the employee retires after completing 
minimum 5 years of service. The salary of the Roshan is expected to grow @ 10% per annum. 
The company has inducted Roshan in the beginning of the year and it is expected that he will complete the 
minimum five year term before retiring. Thus he will get 5 yearly increment. 
What is the amount the company should charge in its Profit and Loss account every year as cost for the Defined 

Benefit obligation? Also calculate the current service cost and the interest cost to be charged per year 
assuming a discount rate of 8%. (P.V factor for 8% • 0.735, 0.794, 0.857, 0.926, 1) {SM} 

Answer 10 
Calculation of Defined Benefit Obligation (DBO) 
Expected last drawn salary= 0:: 14,90,210 x 110% x 110% x 110% x 110% x 110% 

= 0:: 24,00,000 
Defined Benefi t Obligation (DBO) = 0:: 24,00,000 x 25% x 5 = 0:: 30,00,000 
Amou nt of 0:: 6,00,000 will be charged to Profit and Loss Account of the company every year as cost for Defined 
Benefit Obligation. 
Calculation of Current Service Cost 

Year Equal apportioned amount of DBO Discounting@ 8% PV factor 

(i.e." 30,00,000/5 years) 
a b C 

1 6,00,000 0.735 (4 Years) 

Current service cost 
(Present Value) 

d=bxc 

4,41,000 
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2 6,00,000 0. 794 (3 Years) 4,76,400 
3 6,00,000 0.857 (2 Years) 5,14,200 
4 6,00,000 0.926 (1 Year) 5,55,600 
5 6,00,000 l (0 Yea r) 6,00,000 

Calculation of Interest Cost to be charged per year 

Year Opening b.1lancc Interest cost CurrC!nt service cost 

" b c =b x 8% d 

1 0 0 4,41,000 
2 4,41,000 35,280 4,76,400 
3 9,52,680 76,214 5,14,200 
4 15,43,094 1,23,447 5,55,600 
5 22,22,141 1,77,859* 6,00,000 

•oue to approximations used in calculation, t his figure is adjusted accordingly. 

Multiple Choice Questions (MCQsl 

1. Gratuity and Pension would be examples of: {SM) 
(a) Short-term employee benefits 
(b) long-term employee benefits 
(c) Post-employment benefits. 
(d) None of the above. 

Ans: (c) 

2. Non-accumulating compensating absence is commonly referred to as: (SM} 
(a) Earned l eave 
(b) Sick leave 
(c) Casual leave 
(d) All of the above 

Ans: (c) 

Closing balance 

e=b+c+d 

4,41,000 
9,52,680 
15,43,094 
22,22,141 
30,00,000 

3. The plans that are established by legislation to cover all enterprises and are operated by Governments 
include: {SM} 
(a) Multi-Employer plans 
(b) State plans 
(c) Insured Benefits 
(d) Employee benefit plan 

Ans: (b) 

4. Best estim.1tes of the variable to determine the eventual cost of post• employment benefits is referred 
to as: (SM) 
(a) Employer's contribution 
(b) Actuarial assumptions 
(c) Cost to Company 
( d) Employee's contribution 

Ans: (b) 

5. Actuarial gains / losses should be: {SM} 
(a) Recognized th rough reserves 
(b) Charged over the expected life of employees 
(c) Charged immediately to Profit and loss Statement 
(d) Do not charged to Profit and loss Statement 

Ans: (c) 
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CONCEPTS Of THIS CHAPTER 

• Executory Contracts • Present Obligation and Past Event 

• Provision • Probable Outflow of Resources 

• liability • Recognition and Measurement 

• Obligating Event • Disclosure Requirements 

• Need for Provision Recognition 

QUICK REVIEW OF IMPORTANT CONCEPTS 

Contingent Liability: 

LOR Questions 
Q12 
Q16 

(a) A possible obligation t hat ar ises from past events and the existence of which w ill be confirmed only by the 
occurrence or non-occurrence of one or more uncertain future events not wholly w ithin the control of the 
enterprise; or 

(b) A present obligation that arises from past 
events but is not recognised because-

• It is not probable that an outflow of resources embodying 
economic benefits w ill be required to settle the obligation; 
or 

• A reliable estimat e of the amount of the obligation cannot 
be made. 

• An enterprise should not recognise a contingent liabil ity but should be disclosed. A contingent liabil ity is 
disclosed, unless the possibility of an outflow of resources embodying economic benefits is remote. 

• Where an enterprise is jointly and severally liable for an obligation, the part of the obligation that is 
expected to be met by other parties is treat ed as a contingent liability. The enterprise recognises a provision 
for the part of the obligation for which an outf low of resources embodying economic benefits is probable, 
except in the extremely rare circumstances where no reliable estimate can be made 

Provisions 
A provision should be recognised when: 

• An enterprise has a present obligation as a result o f a past 

• It is probable t hat an out flow of resources Embodying economic benefits will be required to settle the 

·--·- obi igation; -·---·----·-----·--·--·-·----·---·--·--·--·-·----·----·---·--·-----·----·---·----·-----·--·--·-·----·--·· 
• A reliable estimate can be made of the amount of the obligation. 

Present Oblig~tion 
• An enterprise assesses all available evidence to determine if a present obligation exists at the balance 

sheet date. 

• If a present obligation is more likely than not, a provision is recognized {if criteria are met ). 

• If no present obligation is likely, a contingent liability is disclosed unless the outflow of resources is 
remote. 

P~st Event 

• A past event that leads to a present obligation is called an obligating event. For an event to be an obligating 
event, i t is necessary that the enterprise has no realistic alternative to settling the obligation created by the 
event. 

• Provisions are not recognized for future operating costs, only for existing liabilities at the balance sheet date. 

• Obligations from past events, independent of future actions, are recognized as provisions. 

• A non-obl igating event may become one later due to legal changes, requ iring rectification of past damage. 
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Contingent Assets 
• Contingent assets arise from unexpected event s t hat may lead to economic benefits. 

• They are not recognized to avoid recording unrealized income. 

• They are not disclosed in financial statements but may be mentioned in reports if an inflow is probable. 

• If an inflow becomes virtually certain, the asset and related income are recognized. 

·--·--- - - - - --- - - - - --·--- - - --·--- - Table-.Provisions and contingent liabilities--- -- - - - - --- - - --·--- - - - - --·--·-
Where, as a result of past events, there may be an outflow of resources embodying future economic benefits ic 
settlement of: 

• a present obligation the one whose existence at the balance sheet date is considered probable; or 

• a possible obl igation the existence of w hich at the balance sheet date Is considered not probable. 
•--•--•--- --•--•--•---•--•-- - - - - -•--•--- --•,• • • 0 0 0 • • 0 • • H • • 0 • • • • 0 • • • • 0 0 0 • • 0 • 0 H O O O • • H O • •• • 0 • • • • • • 0 • • H O • ••- • • 0 H • • • -,--•--•--- - -•--•-- - --•--•-- - - - - -•--• 

There is a present obligation that There is a possib le obligation or a There is a possible obligation 
probably requires an outflow of present obligation that may, but or a present obligation where 
resources and a reliable estimate probably w ill not, require an the likelihood o f an outf low of 
can be made o f the amount of outflow o f resources. resources is remote. 
obligation. 

A provision is recognised. 
Disclosures are required for the 
provision. 

Future Events 

No provision is recognised. 

Di sclosures are required for the 
contingent liability. 

No provision is recognised. No 

disclosure is required. 

• Provisions are recognized only for obligations from past events, independent of future actions. 

• Future events affecting settlemen t amounts are considered if supported by objective evidence. 

• Possible new legislation Is factored in w hen its enactment is virtually certain. 

[ Start 1 
.L 

.'-----, 

Present obi igation No No 
as a result of an Possible obligation? 

obliga ting event? 

Yes + Yes 
No Yes 

Possible obligation? - Remote? 

Yes 
No (rare) No 

Reliable estimate? 

Yes 

Provide 
Disclose contingent 

liabil ity 
Do nothing 

Disclosure 
For each class of provision, an enterprise should disclose: 
• Carrying amount at the beginning and end of the period; ! • Unused amounts reversed during the period. 
• Additional provisions made in the period, Including increases to existing provisions; 

• Amounts used (i.e. incurred and charged against the provision) during the period; and 

Question & Answers 

Question l 
Explain whether provision is required in the following situations in Ii ne with AS 29: 

(i) There is a present obligation that probably requires an outflow of resources and a reliable estimate 
can be made of the amount of obligation; 

(ii) There is a possible obligation or a present obligation that may, but probably will not, require an 
outflow of resources. 
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(iii) There is a possible obligation or a present obligation where the likelihood of an outflow of resources 
is remote. {RTP May 21) 

Answer 1 
(i) There is a present obligati on t hat probably requires an outflow of resources and a reliable estimat e can be 

made of the amount of obli gat ion - Provision is recognized. Disclosures are required for the provision. 

(ii) There is a possible obligation or a present obligation that may, but probably will not, require an outflow of 
resources - No provision is recognised. Disclosures are required for the contingent liability. 

(i ii) There is a possible obl igation or a present ob ligation where t he likelihood of an out flow of resources is remote 
- No provision Is recognised. No disclosure is required. 

Question 2 

An airline Is required by law to overhaul its aircrah once in every five years. The pacific Airlines which 
operate aircrafts does not provide any provision as required by law in its final accounts. You are 
required to comment on the validity of the treatment done by the company in line with the provisions 
of AS 29. (MTP 5 Marks• Oct'l9, Aug'lB, Nov'21 & April '23} 

Answer 2 
A provision should be recognized only when an enterprise has a present obl igation arising from a past event 
or obligation. In the given case, there is no present obligation but a futu re one, therefore no provision is 
recognized as per AS 29. The cost of overhauling aircraft is not recognized as a provis ion because It is a 
future obligation and the incur r ing of the expenditure depends on the company' s decision to cont inue 
operating the aircrafts. Even a legal requirem ent to overhaul does not require the comp any to m ake a 
provision for the cost of overhau l because there is no present obligation to overhau l the aircrafts. Further, 
the enterpri se can avoid the future expenditure by its future action, for example by selling the aircraft. 
However, an obligation might arise to pay fines or pena lt ies under t he legislat ion after completion o f five 
years. Assessment of probability of incurring fi nes and penalties depends upon the provisions of the 
legislation and the str ingency of the enforcement regim e. A provision should be recognized for the best 
estimate of any fines and penalties if airline continues to operate aircraft s for more than five years. 

Question 3 
XYZ Ltd. has not made provision for warrantee in respect of cert:>ln goods due to the fact that the 
company c:,n claim the warranty cost from the original supplier. Hence the accountant of the company 
says that the company is not having any liability for warrantees on a particular date as the amount gets 
reimbursed. You are required to comment on the accounting treatment done by the XYZ Ltd. in line 
with the provisions of AS 29. (MTP 5 Marks Mar'22 & Sep '22, RTP Nov'l9, RTP May 21, May 18} {MTP 
4 Marks Apr'24, MTP 6 Marks Dec'24} 

Answer 3 
As per AS 29 "Provisions, Contingent Liabilities and Contingent Assets", where some or all of the expenditure 
required to settle a provision is expected to be reimbursed by another party, the reimbursement should be 
recognised when, and only w hen, i t is virtual ly certain that reimbursemen t w ill be received i f the enterprise 
settles the obligation. The re imbursem ent should be t reat ed as a separate asset. The amount recognised 
for the reimbursem ent shou ld not exceed t he amount of t he provision. It is apparent from the Question 
that the company had not made provision for warranty in respect o f cer tain goods considering that t he 
company can claim t he warranty cost from t he or iginal supplier. However, t he provision for warranty shou ld 
have been made as per AS 29 and t he amount claimable as re imbursement shou ld be t reated as a separate 
asset in the f inancial statements o f the company rather than omitting t he disclosure o f such liability. 

Accordingly, it is vie\,ved tha t the accoun ting treatment adopted by the company \"li th respect to warranty 
is not correct. 

Question 4 

A company incorporated under Section 8 of the Companies Aot, 2013, have main objective to promote 
the trade by oreanizine trade fairs / exhibitions. When company was organizine the trade fair and 
exhibitions It decided to charge 5% contini:ency charges for the participants/outside agencies on the 
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income received from them by the company, while in the case of fairs organized by outside agencies, 
5% contingency charges are levied separately in the invoice, the contingency charges in respect of fairs 
organized by the company itself are inbuilt in the space rent charged from the participants. Both are 
credited to Income and Expenditure Account of the company. 
The intention of levying these charges is to meet any unforeseen liability, which may arise in future. 
The, lnstanclls of such unforeseen li abilities could be on account of injury/loss of life to visitors/ 
c,xhibitors, 
etc., due, to fir<>, terrorist att:ick, st:ampede, natural calamities and other public and third party liability. 
The chances of occurr0nce of these events are high because of large crowds visiting the fair. The 
decision to levy 5% contingency charges was based on assessment only as actual liability on this account 
cannot be estimat0d. 
Th0 following accounting treatm0nt and disclosure was mad0 by the company in its financial 
statements: 
1 . 5% contingency charges are treated as income and matching provision for the same is also 

being made in accounts. 
2. A suitable disclosure to this effect is also made in the notes forming part of accounts. 
Required: 
(1) Whether creation of provision for contingencies under the facts and circumstances of the case is 

in conformity w ith AS 29. 
(II) If tho :answer of (1) Is "No" then what should be the troatment of the provision which is already created 

in the balance sheet. (RTP Sep' 24) 

Answer4 
(i) Para 14 of AS 29 "Provisions, Contingent Liabilities and Contingent Assets" states that a provision should 

be recognized when (a) An enterprise has a present obligation as a result of a past event and (b) It is 

probable that an out flow of resources embodying economic benefits w ill be required to settle the 
obligation and (c) A reliable estimate can be made of the amount of the obligation. If these conditions are 
not met, no provision should be recognized. 
From the above, i t is clear that in the contingencies considered by the company, neither a present 
obligation exists as a result of past event, nor a reliable estimate can be made of the amount of the 
obligation. Accordingly, a provision cannot be recognized for such contingencies under the facts and 
circumstances of the case. 

{11) "Provision" Is the amount retained by the way of providing for any known liability. Since the contingencies 
stipulated by the company are not known at the balance sheet date, the provision in th is regard cannot be 
created. Therefore, the provision so created by the company shall be treated as a 'Reserve' . 

Question S 

Chaos limited is in the process of finalizing its accounts for the year ended 31st March, 2020. It s eeks 
your advice in the following cases: 
(i) Chaos Limited has filed a court case in 2014·2015 against its competitors. It became evident to its lawyers 

durinit the year ended 31st March, 2020 that Chaos Limited may lose the case and would h:ive to pay Rs. 
3,00,000 being the cost of litigation. No entries/provisions have been made in the books. 

(Ii) A new reeulatlon has been passed in 2019-2020 by the healthcare ministry to upgrade facilities. Deadline 
set by the governmant is 31.03.2021. The company estimatas an expenditure of Rs. 10,00,000 for the s:1id 
upgrade. 

(iii) The company gives one year warr:>nty for its healthcare equipment under the contract of sale that it will 
make good any manufacturing defect by repair or replacement. As per past experience, it is probable that 
there will be 1% such cases and estimated cost of repair/ replacement is estimated at 10% of such sale 
value. During the year, the company has made a sale of Rs. 5 crores. 
Kindly give your Answer for each of above with proper reasoning according to the relevant Accounting 
Standard. Also state the principles for recognition of provision, as per AS 29. {RTP May'22} 

Answer 5 
Principles for recognition of provisions: As per AS 29, "a provision shall be recognised when: 
(i) an entity has a present obliga tion (legal or constructive) as a result of a past event; 
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(ii) it is probable that an outflow of resources embodying economic benefits will be required to settle the 
obligation; and 

(iii) a reliable estimate can be made of the amount of the obligation. If these conditions are not met, no 
provision shall be recognised." 
Accounting treatment under the given scenarios: 

(i) On 31st March, 2020, since it is evident to the lawyer that Chaos Limited may lose the case and also a 
reliable estimate of the outflow can be made as Rs . 3,00,000, there is a present obl igation. Hence, provision 
should be recognised for Rs. 3,00,000 for the amount which may be required to settle the obligat ion. 

(ii) Under new regulation, an entity is required to upgrade its facilities by 31st March, 2021. However, on 31st 
March, 2020, I.e. at the end of the reporting period, there is no obligation because there is no obligating 
event either for the costs of upgrading the facilities or for fines under the regulations. Hence, no provision 
should be recognized on 31st March, 2020 for upgrading the facilities by 31st March, 2021. 

(iii) The obligating event is the sale of health ca re equipment with a warranty, which gives rise to a legal 
obligation. Here, an outflow of resources embodying economic benefits in settlement is probable for the 
warranties as a whole. Hence, a provision is recognized for the best estimate of the costs of making good 
under the warranty products sold before the end of the reporting period as follows: Probability of warranty 
cases for the entity where repair/replacement may be required as per past experience 
= 1 % of Rs. 5,00,00,000 = Rs. 5,00,000 
Estimated cost of repair/ replacement = Rs. 5,00,000 x 10% = Rs. 50,000. 

Question 6 

Chaos limited is in the process of finalizing its accounts for the year ended 31st March, 2022. It seeks 
your advice in the following cases: 
(i) Chaos limited entered into an agreement to supply 1 lac face masks to D limited by 30th April, 2022 

failing which it will have to pay a penalty of ' ;10 per Item not supplied. On 31st March, 2022 Chaos 
Limited :,ssessed th:.t It could only supply 501000 face masks to D Limited by 30th April, Z022. 

(II) Ch:,os limited has filed :, court case in 2014·2015 against its competitors. It is evident to its lawyers 
that Ch:,os llmitc,d may lose the case :.nd would have to p:,y ' 3,00,000 being the cost of litigation. No 
entries/ provisions have been made in the books. 

(Iii) A new regulation has been p:.ssed in 2021·22 by tho hoalthc:irc ministry to upgrade f:,cilitles. De:idilne 
set by the government is 31.03 .2023. The company estimates an expenditure of ' 10,00,000 for the said 
upgrade. 
Kindly give your answer for each of above with proper reasoning according to the relevant Accounting 
Standard. Also state the principles for recognition of provision, as per AS 29. {RTP Nov'22} 

Answer 6 
Principles for recognit ion of provisions: 
As per AS 29, "a provision shall be recognised when: 
(a) an entity has a present obligation (legal or construct ive ) as a result of a past event; 
(b) it is probable that an outflow of resources embodying economic benefits will be required to settl e the 

obligation; and 
(C) a reliable estimate can be made of the amount of the obligation. If these conditions are not me t, no 

provision shall be recognised." 
Accounting treatment under the given scenarios: 
(i) In this case, there is no present obligation arising out of a past event as the goods are scheduled for 

delivery on 30th April, 2022 and there is no delay as at 31st March, 2022. Hence, there is no present 
obligation to pay the penalty in the current year. Therefore, no provision can be recognized in the instant 
case. 

(ii) On 31st March, 2022, since it is evident to the lawyer that Chaos limited may lose the case and also a 
reliable estimate of the outflow can be made as ' 3,00,000, there is a present obligation. Hence, provision 
should be recognised for · 3,00,000 for the a mount which may be requ ired to settl e the obligation. 

(iii) Under new regulation, an entity is required to upgrade its facilities by 31st March, 2023. However, on 
31st March, 2022, I.e. at the end of the re porting period, there is no obligation because there Is no 
obligating event either for the costs of upgrading the facil ities or for fines under the regulations. Hence, 
no provision should be recognised on 31st March, 2022 for upgrading the facilities by 31st March, 2023. 
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Question 7 
{a) A company, incorporated as NPO under the Companies Act, is having main objective to promote the 

trade by organizing trade fairs/ exhibitions. While organizing the trade fair and exhibitions, it decided 
to charge S% continecncy charges for the participants/outside aecncles on the Income, received from 
them by the company, while in the case of fairs organized by outside aeencies, S% contingency charges 
arc, levied separately in the Invoice, the contingency charges in respect of fairs organized by the 
company itself arc inbuilt in the space rent charged from the participants. Both are credited to Income 
and Expenditure Account of the company. 
The intention of levying these charges is to meet any unforeseen liability, which may arise in future. The 
instances of such unforeseen liabilities could be on account of injury/loss of life to visitors/ exhibitors, 
etc., due to fire, terrorist attack, stampede, natural calamities and other public and third party liability. 
The chances of occurrence of these events are high because of large crowds visiting the fair. The 
decision to levy 5% contingency charges was based on assessment only as actual liability on this account 
cannot be estimated. 
The accounting treatment and disclosure was made by the company in its financial statements as: {i) 
5% contingency charges are treated as income and matching provision for the same is also being made 
in accounts and {ii) suitable disclosure to this effect is also made in the notes forming part of accounts. 
You arc roquircd to commc,nt whether crcotion of provision for contingencies considc,ring the facts and 
circumstances of the case is required in line with AS 29. 

{b) An oil company has bec,n contaminating land for several years. It does not clean up because there is no 
legislation requiring cleaning up. On 31st March 2021, it is virtually certain that a law requiring a clean• 
up of land already contaminated will be, enacted shortly after the year end. Is provisioning presently 
necessary considering the circumstances in line with provisions of AS 29? {RTP Nov '21, SM} 

Answer 7 
{a) As per AS 29 " Provisions, Contingent Liabilities and Contingent Assets", a provision should be recognized 

when {a) An enterprise has a present obligation as a resu lt of a past even t and (b) It is probable that an 
outflow of resources embodying economic benefits w ill be required to settle the obligation and (c) A 

reliable estimate can be made of the amount of the obligation. If these conditions are not met, no 
provision should be recognized. 
From the above, it is clear that for the contingencies considered by the company, neither a present 
obligation exists because of past event, nor a reliable estimate can be made of the amount of the obligation. 
Accordingly, a provision cannot be recognized for such contingencies under the facts and circumstances of 
the case. 

{b) As per AS 29 'Provisions, Contingent Liabil ities and Contingent Asset s', a past event w ill lead to present 

obligation when the enterprise has no realistic alternative to settle the obl igation created by the past 
event . However, when environmental damage is caused t here may be no obligation to remedy the 
consequences. The causing of the damage wil l become an obligating event when a new law requires the 
existing damage to be rectified. Where details of a proposed new law have yet to be finalised, an 
obligation arises only when the legislation is virtually certain to be enacted. In the given case it is virtually 
certain that law wil l be enacted requiring clean -up of a land already contaminat ed. Therefore, an oil 
company has to provide for such clean-up cost in the year in which the law is virtually certain to be 
enacted. 

Question 8 

Alloy Fabrication Limited is engaged in manufacturing of iron and steel rods. The company is in the 
process of finalization of the accounts for the year ended 31 st March,2022 and needs your advice on 
the following Issues in line with the provisions of AS -29: 
I. On lstApril,2019, the, company lnstallc,d a huge furnace In their plant. The furnace has a lining that needs 

to be replaced every five years for technical reasons. At the Balance Sheet data 31st Mareh,2022, the 
company do<is not provide any provision for r<iplacamcnt of lining of the furnace. 

II. A case has been filed against the company in the consumer court and a notice for levy of a pc,n.,Jty of~ 
50 Lakhs has been received. The company has appointed a lawyer to defend the ease for a fee of~ 5 
lakhs. 60% of the fees have been paid in advance and rest 40"/4 will be paid after finalization of the case. 
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There are 70% chances that the penalty may not be levied. (PYP S Marks May'22} 
Answer 8 
I. A provision should be recognized only when an enterprise has a present obligation arising from a past event 

or obligation. In the given case, there is no present obligation but a future one, therefore no provision is 
recognized as per AS 29. The cost of replacement of lining of furnace is not recognized as a provision 
because it is a future obl igation. Even a legal requirement does not require the company to make a 
provision for the cost of replacement because there is no present obligation. Even the intention to Incur 
the expenditure depends on t he company deciding to continue operating the furnace or to replace the 
lining. 

II. As per AS 29, an obligation is a present obligation i f, based on the evidence available, Its exist ence at the 
balance sheet date is considered probable, i.e., more likely than not. Liability is a present obliga tion of the 
enterpr ise ar ising from past events, the set tlement of which is expected to result in an outflow from t he 

en terprise of resources embodying economic benefits. 
In the given case, there are 70% chances that the penalty may not be levied. Accordingly, Alloy Fabr ication 
l td. should not make the provision for penalty . The matter is disclosed as a contingent liabil ity unless the 
probability of any outflow is regarded as remot e. However, a provision should be made for remaining 40% 
fees of the lawyer amounting~ 2,00,000 in the financial sta tements of financial year 2021-2022. 

EXAM INSIGHTS: Few examinees could not give t he correct advice on the Issues g[ven in the question 

for finalization of accounts In line with "AS 29 Provisions, Contingent Assets and Contingent Liabilities". 

Question 9 

(I) XYZ Ltd. Is in a dispute with a competitor company. The dispute is regarding alleged infringement of 
Copyrights. The competitor has filed a suit in the court of law seeking damages of Rs. 200 lacs. 
The Directors are of the view that the claim can be successfully resistec! by the Company. 
How would the matter be dealt in the annual accounts of the Company in the light of AS 29? Explain in 
brief giving reasons for your answer. 

(ii) Wh11t is meant by "Restructuring Provision" as per AS 29? What costs are excluded while computing 
such provision as per the st11ndard? (MTP 5 Marks April 21, April 22} 

Answer 9 
(i) As per AS 29, 'Provisions, Contingent Liabilities and Contingent Assets', a provision should be recognized 

when 

• an enterprise has a present obligation as a result of a past event; 

• it Is probable that an outflow of resources embodying economic benefits wil l be required to settle the 
obi lgatlon; and 

• a reliable est imate can be made of the amount of the obligation. If these conditions are not met, no 
provision should be recognized. 

In t he given situation, since, the di rectors of the company are of the opinion t hat the claim can be 
successfully resisted by the company, therefore t here wi ll be no outflow of the resources. Hence, no 
provision is required. The company w ill disclose t he same as contingent liability by way of the following 
note: 
" litiga tion is in process against the company relating to a dispute w ith a competitor who alleges that the 

company has infringed copyrights and is seeking damages of Rs . 200 lakhs. However, the directors are of 
the opin ion that the cla im can be successfull y resisted by the company." 

(ii) As per AS 29, a restructuring provision should include on ly the direct expenditures arising from the 
restructuring, which are t hose that are both: (a) necessarily entailed by t he restructu ring; and (b) Not 
associated with the ongoing activities of the en terprise. A restructur ing provision does not include such 
costs as: (a) Retraining or relocating continuing staff; (b) Marketing; or (c) Investment in new syst ems and 
distribution networks. 
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Question 10 
With refcrence to AS 291 how would you deal with the following In the Annual Accounts of tha company 
at tha 8al:ince Shaet date: 
(I) The comp:iny opl!ratl!s an offshorl! ollfil!ld whl!rc its licensing agrl!l!ment requires It to rl!movl! the oil 

rig at the end of production and restore the seabed. Eighty five percent of the eventual costs relate to 
the removal of the oil rig and restoration of damage caused by building it, and fifteen percent arise 
through the extraction of oil. At the balance sheet date, rig has been constructed but no oil has been 
extracted. {MTP 5 Marks March 21, RTP May'20, PYP 2.5 Marks Nov'20, SM, RTP Nov '23, MTP 5 Marks 
Sep '23} 

(ii) The Government introduces a number of changes to the taxation laws. As a result of these changes, 

the company will need to train a large proportion of its accounting and legal workforce in order to 
ensure continued compliances with ta>< law regulations. At the balance sheet date, no retraining of 
staff has taken place. {RTP Nov '23}(MTP 5 Marks Sep '23) 

Answer 10 
(i) The construction of the oil rig creates an obligation under the terms of the license to remove the rig and 

restore the seabed and is thus an obligating eve_nt. At the balance sheet date, however, there is no 
obligation to rectify the damage that wil l be caused by extraction of the oil. An outfl ow of resources 
embodying economic benefits in settlement is probable . Thus, a provision is recognized for the best 
estimate of 85% of the eventual costs that relate to the removal of the oil rig and restoration of damage 
caused by building it. These costs are included as part of the cost of the oil rig. 
However, there is no obl igation to rectify the damage that will be caused by extraction of o il, as no oil 
has been e><t racted at the balance sheet date. So, no provision is required for the cost of e><tract ion of oil 
at balance sheet date. 15% of costs that arise through the extraction of oil are recognized as a liability 
when the o il is extracted. 

(ii) As per AS 29, a provision for restructuring costs is re_cogni ze.d only when the recognition cri teria for 
provisions are met . A restructuring provision does not include costs as of re training or relocating 
continuing staff. 
The expenditu res of traini ng the staff related to the future conduct of the business and are not liabilities 
for rest ructuring at the balance sheet date. Such expenditures are recogni zed on the same basis as if they 
arose independen tly of a restructuring. At the balance sheet date, no such expenditure has been incurred 
hence no provision is required. 

Question 11 
During the year, Wivitzu Ltd. delivered manufactured products to customer K. The products were faulty 
and on 1st October, 2023 customer K commenced legal action against the Company claiming damages in 
respect of losses due to the supply of faulty product. Upon investigating the matter, Wivitzu Ltd. 
discovered that the products were faulty due to defectivl! raw materi:il procured from supplier F. 
Therefore, on 1st Decembl!r1 2023, the Company commenced legal action against F claiming damages In 
respect of the supply of defective raw materials. 
Wivitzu Ltd . has estimated that it's probability of suc0ess of both legal actions, the action of K against 
Wivitzu Ltd. and action of Wivitzu Ltd. against F, is very high. 
On 1st October, 2023, Wivitzu Ltd. has estimated that the damages it would have to pay K would be"; 5 
crore. This estimate was revised to "; 5.2 crore as on 31st March, 2024 and"; 5.25 crore as at 15th May, 
2024. This case was eventually settled on 1st June, 2022, when the Company paid damages of 'I; 5.3 crore 
to K. 
On 1st December, 2023, Wivitzu Ltd. had estimated that it would receive damages of 'I; 3.5 crore from F. 
This estimate was revised to 'I; 3.6 crore as at 31st March, 2024 and 'I; 3.7 crore as on 15th May, 2024. This 
case was eventually settled on 1st June, 2022 when F paid ~ 3. 75 crore to Wivit%u Ltd . Wivitzu Ltd. had, 
In its financial statements for the year ended 31st March, 2024, provided ~ 3.6 crore as the financial 
statements were approved by the Board of Directors on 26th April, 2024. 
{I) Whothar the Company is required to make provision for the claim from customer K as per appllcabll! 

AS? If yes, please give the rationale for the same. 
(ii) If the answer to (a) above is yes, what is the entry to be passed in the books of account as on 31st 

March, 2024? 
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(iii) What will the accounting treatment of the action of Wivitzu Ltd. against supplier Fas per applicable 
AS? {RTP Jan'25} 

Answer 11 
(i) Yes, Wivitzu Ltd. is required to make provision for the claim from customer Kas per AS 29 since the claim is a 

present obligation as a result of delivery of fau lty goods manufactured. Also, it is probable that an outflow of 
resources embodying economic benefits will be requ ired to settle the obligations. Further, a reliable estimate 
of~ 5.2 crore can be made of the amount of the obligation while preparing the financial statements as on 31st 

March, 2024. 
(ii) Statement of Profit and Loss A/c Or. ~ 5.2 crore 

To Current Liability A/c ~ 5.2 crore 
(iii) As per para 30 of AS 29, Wivitzu Ltd . shall not recognise a contingent asset. Here the probability of success of 

legal action is very high but there is no concrete evidence which makes the inflow virtually certain. Hence, it 
wil l be considered as conti ngent asset only and shall not be recognized. 

Question 12 
Saharsh Ltd. is engaged in manufacturing of electric home appliances. The company is in the process of 
finalizing its accounts for tho year endod 31.3.2022 and noods your expert advice on the following Issues 
in line with the provisions of AS 29: 
(i) A case has been filed against the company in the consumer court and a notice for levy of a penalty of 

Rs. 20 lakhs has been received. The company has appointed a lawyer to defend the case for a fee of Rs. 
2 lakhs. 50% of the fees has been paid and balance 50% will be paid after finalization of the case. There 
are 75% chances that the penalty may not be levied . 

(ii) The company had committed to supply a consignment worth Rs. 1 crore to one of its dealers by the 
year-end. As per the contract, if delivery is not made on time, a compensation of 15% is to be paid on 
the value of delayed/lost consignment. While the consignment was in transit, one of the trucks carryinc 
goods worth Rs. 30 lakhs met with an accident. It was however covereq by Insurance. Accordinc to the 
surveyor's report, the policy amount is collectable, subject to 10% deduction. Before dosinc the books 
of accounts, the comp111ny has received the Information that the policy amount has been processed and 
the de:,lor has also claimed the compensation for thc consignment of goods worth Rs. 30 l:,khs which 
was in tr.insit. {MTP 5 Marks Oct '21, March '23 & Oct '23} 

Answer 12 
(i) As per AS 29, an obligation is a present obligation if, based on the evidence available, its existence at the 

balance sheet date is considered probable, i.e., more likely than not. Liability is a present obligation of the 
enterprise arising from past events, the settlement of which is expected to result in an outflow from the 
enterprise of resources embodying economic benefits. In the given case, there are 75% chances that the 
penalty may not be levied. Accordingly, Saharsh Ltd. should not make the provision for penalty. However, 
a provision should be made for remaining 50% fees of the lawyer in the financial statements of fina ncial 
year 2021-2022. 

(ii) Loss due to accident Rs. 30,00,000 
Insurance claim receivable by company = Rs. 30,00,000 x 90% Rs. 27,00,000 

Loss to be recogn ised in the books for 2021-2022 Rs. 3,00,000 
Insurance claim receivable to be recorded in the books Rs. 27,00,000 

Compensation claim by dealer against company to be provided for In the books 
= Rs. 30,00,000 x 1S% = Rs. 4,50,000 

Question 13 
At the end of the financial year ending on 31stMarch, 2022, a company finds that there are twenty law 
suits outstanding which have not been settled till the date of approval of accounts by the Board of 
Directors. The possible outcome as estimated by the Board is as follows: 

Particulars Probability Loss (~) 
In respect of five cases 100% 
(Win) Next ten c;,ses (Win) 50% 
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lose (low damages) 40% 12,00,000 
lose (High damages) 10% 20,00,000 
Remaining five cases 50"/o 
Win lose (low damages) 30% 10,00,000 
lose (High damages) 20% 21,00,000 

Outcoma of each case is to ba taken as a separate ontity. Ascertain the amount of contingent loss and 
the accounting treatment in respect thereof as per AS - 29. {PYP 5 Marks Nav 22) 

Answer 13 

According to AS 29 (Revised) 'Provisions, Contingent Liabil ities and Contingent Assets', contingent liability 
should be disclosed in the financial stat ements if following condi t ions are satisfied: 

{i) There is a present obligation arising out of past events but not recogn ized as provision. 
{ii) It is not probable that an outflow of resources embodying economic benefits w ill be required to settle 

the obligation. 
(iii) The possibil i ty of an outflow of resources embodying economic benefits is not remote. 
{iv) The amount of t he obligation cannot be measured w ith sufficient reliabili ty to be recognized as 

provi sion. 
In this case, the probabil ity of winning of first five cases is 100% and hence, question of providing for 
contingent loss does not arise. The probability of winning of next ten cases is 50% and for remaining five 
cases is 50%. As per AS 29 (Revised), we make a provision if the loss is probable. As the loss does not appear 
to be probable and t he possibility of an outflow of resources embodying economic benefits is remote, 
therefore disclosure by way of note should be made. For t he purpose of the disclosure of contingent liability 

by way of note, amount may be calculat ed as under: 
Expected loss in next ten cases = 40% of ~ 12,00,000 + 10% of~ 20,00,000 

= ~ 4,80,000 + ~ 2,00,000 
= 6,80,000 

Expected loss in remaining five cases = 30% of~ 10,00,000 + 20% of 'I: 21,00,000 
= 'I: 3,00,000 + 'I: 4,20,000 
= ~ 7,20,000 

To disclose contingent liability on t he basis of maximum loss w il l be highly unrealistic. Therefore, the better 
approach wil l be to disclose the overall expected loss of 1,04,00,000 {~ 6,80,000 X 10 + ~ 7,20,000 XS) as 
contingent liability. 

EXAM INSIGHTS : Most of the examinees failed to compute t he amount of contingent loss and the 

accounting t reatment in line with AS 29 'Provisions, Contingent Liabilities and Contingent Assets'. 

Question 14 

A. Company dealing In software provides after sales warranty for 2 years to its customer. Based on past 
experi ence, the company has been following policy for making provision for warranties on the invoice 
amount, on the remaining balance warranty period: 
less than 1 year: 3% provision 

More than 1 year: 4% provision 
The company has raised invoices as under: 

Invoice Date Amount (~) 
19th January, 2019 1,20,000 
29th January, 2020 75,000 
15th October, 2020 2,70,000 

You are required to calculate the provision to be made for warranty under Accounting Standard 29 as at 
31st March, 2020 and 31st March, 2021. Also compute the amount to be debited to Profit and loss Account 
for the year ended 31st March, 2021.{MTP 5 Maries Oct'22, PYP 5 Marks Nov '1.9, RTP May '23} {Same 
concept different figure& New SM, MTP 4 Marks Nov'24} 
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Answer 14 
Provision to be made for warranty under AS 29 'Provisions, Contingent Liabilities and Contingent Assets' 
As at 31st March, 2020 =" 1,20,000 x .03 + "75,000 x .04 
= 5' 3,600 + 'o: 3,000 = " 6,600 
As at 31st March, 2021 = 5' 75,000 x .03 + 5' 2, 70,000 x .04 
= 0: 2,250 + II: 10,800 = 'i: 13,050 
Amount debited to Profit and Loss Account for year ended 31st March, 2021 

,,: 
Balance of provision re uired as on 31.03.2021 13,050 
l ess: Opening Balance as on 1.4.2020 (6,600) 
Amount debited to profit and loss account 6,450 

Note: No provision will be made on 31st March, 2021 in respect of sales amounting 5' 1,20,000 made on 
19th January, 2019 as the warranty period of 2 years has already expired. 

Question 15 ~ LOR 

A limited sells goods with unlimited right of return to its customers. The following pattern has been 
observed in the Return of Sales: 
Time frame of Return from date of purchase % of Cumulative Sales 

Between 0 -1 month 6% 

Between 1-2 months 7% 
Between 2·3 months 8% 

The Company has made Sales of"{ 36 Lakhs in the month of January, "{ 48 Lakhs in the month of February 
and of"{ 60 Lakhs in the month of March. The Total Sales for the Financial Vear have been"{ 400 Lakhs 
and the Cost of Sales was 5' 320 Lakhs. You are required to determine the amount of Provision to be 
made and Revenue to be recognized as on 31st March. (PYP 5 Marks, July 2l, MTP Sep'23} 

Answer 15 
Amount of provision 
The goods are sold with a right to re turn. The existence of such right gives rise to a present obligat ion on 
the company as per AS 29, 'Provisions, Contingent Liabiliti es and Contingent Assets'. According to the 
standard, a provision should be created on the Balance sheet date, for sales re turns a fter the Balance Sheet 
date, at the best estimate of the loss expecte d, along with any estimated incre me ntal cost that wou ld be 
necessa ry to resell the goods expected to be returned. 
Sales during Sales value ('I: Sales value 

in lacs) (cumulative) 
"{ (in lacs) 

March 60 60 
February 48 108 
January 36 144 
Total 

Revenue to be recognized 

Likely 
returns(%) 

6% 

7% 
8% 

Likely returns 
'It (in lacs) 

3.60 
7.56 

11.52 
22.68 

Provision @ 20% (5' 
in lacs) (Refer W.N.) 

0.720 
1.512 
2.304 
4.536 

Revenue in respect of sale of goods is recognized full y at the t ime of sale itsel f assumed that t he company 
has complied with the conditions stated in AS 9 relating to recognition of revenue in the case of sale of 
goods. As per AS 9, in a t ransaction invo lving the sale of goods, performance should be regarded as being 
achieved when the following condit ions have been fulfill ed: 
(i) Seller of goods has transferred to the buyer the property in the goods for a price or all significant risks 

and rewards of ownership have been transferred to the buyer and the sel ler retains no effective control 
of the goods transferred to a degree usually associated with ownership; and 

(ii) No signi ficant uncertainty exists regarding the amount of the considera tion that will be derived from the 
sale of the goods. AS 9 also provides that in case of retail sales offering a guarantee of 'money back, if not 
complete ly sati sfied, it may be appropriate to recognize the sale but to make a suitable provision for 
returns based on previous experiences. 
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Therefore, sale of~ 36 lakhs, ~ 48 lakhs and ~ 60 lakhs made in the months of January, February and March 

wil l be recognized at full value. Thus, total revenue to be recognized for RS. 400 lacs for the year. 
Working Note: 
Calculation of Profit % on sales 

(~in lacs) 
Sales for the year 400 
Less: Cost of sales (320) 
Profit 80 
Profit mark up on sales (80/ 400) x 100 = 20% 

EXAM INSIGHTS: Some of the exam1nees did not determine the amount of provision to be made and revenue 
to be recognized correctly as per AS 29 'Provisions, Cont ingent Liabili ties and Contingent Assets'. 

Multiple Choice Questions (MCQs) 

1. Which of the following best describes a provision? (SM) 
(a) A provision is a liability of uncertain timing or amount. 
{b) A provision Is a possible obligation of uncertain timing. 
(c) A provision is a credit balance set up to offset a contingent asset so thatthe effect on the statement 

of financial position is nil. 
(d) A provision is a possible obligation of uncertain amount . 

Ans:(a) 

2. X Co is a business that sells second hand cars. If a car develops a fault within 30 days of tht1 sale, X Co will 
repair it free of charge. At 1st March 20X1, X Co had made a provision for repairs of~ 25,000. At 31st March 
20X1, X Co calculated that the provision should be~ 20,000. What entry should be made for the provision 
in X Co's income statement for the month 31st March 20Xl? {SM} 
(a) A charge of~ 5,000 
(b) A credit of~ 5,000 
(c) A charge of ~ 20,000 
(d) A credit o f ~ 25,000 

Ans:(b) 

3 . Which of the following item does the statement below describe? "A possible obligation that arises from 
past events and whose existence will be confirmed only by the occurrence or non-occurrence of one or 
more uncertain future events not wholly within the entity's control" (SM) 
(a) A provision 
(b) A current liability 
{c) A contingent liabil ity 
{d) Deferred tax liability 

Ans:(c) 

4. Z Ltd has commenced a legal action against Y Ltd claiming substantial damages for supply of a faulty 
product. The lawyers of Y ltd have advised that the company is likely to lose the case, although the chances 
of paying the claim is not remote. The estimated potential liability estimated by the lawyers are: 
Legal cost (to be incurred irrespective of the outcome of the case) ~ 50,000 Settlement if the claim is 
required to be paid~ 5,00,000 
What is the appropriate accounting treatment in the books of Z Ltd .? (SM} 
(a) Create a Provision of~ 5,50,000 
(b) Make a Disclosure of a contingent liability of ~ 5,50,000 
(c) Create a Provision of~ 50,000 and make a disclosure of contingentliability of~ 5,00,000 
(d) Create a Provision of~ 5,00,000 

Ans:(c) 
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CONCEPTS OF THIS CHAPTER 

• Contingencies • Events After Balance Sheet Date: 

• Contingent Gains • Adjusting Events 

Non-adjusting Events • Contingent Losses • LOR Quest ions 
Q10 

QUICK REVIEW OF IMPORTANT CONCEPTS 

AS 4 deals with 

• Events occurring after the balance sheet da te 

• Contingencies* Excluding 
• Liabili ties of li fe assurance and general insurance enterprises arising from policies Issued; 
• Obligations under retirement benefit p lans 
• Commitments arising from long-term lease contracts 

Contingency Condition/Situation Ultimate outcome 

Ultimat e outcome is only recognized on the occurrence, or non occurrence, of one or more uncertain fut ure 
events 
Gain Not recognised in the financial statements 

l oss 

Charge in the 
statement of 
profit and 
loss 

I 

• It is probable that fu ture even ts w ill confirm that, after considering related 
probable recovery, an asset has been impaired or a liability has been incurred as 
at t he balance sheet date; 

• Reasonable estimate of the amount of the resulting loss can be made. 

• Disclosed in the financial statement s. If either of the condit ions (a) and (b) is not 
met, unless the possibility of a loss is remote. 

, • Those which provide fur ther evidence of conditions that exist ed at the balance 
Adjusting i h d 

1 s eet ate 

Events 

occurring 
after the 
reporting 

period 

Dividend 

events 1 
i • Adjust the amounts recognised in t he fi nancial statements to refl ect it ----·--·--·-•--·-·-- --·--·--- - - --·--·--- ·--·--·- -·-·-- --·--- - - --- - - - - --·--- - -·--·--·-·-- --·--·--

Non

adjusting 
events 

: • Those which are indicative of conditions that arose after the balance sheet 
I 
i date. r--·-·-- --·--- - - - - --·--·---·--- -·- -·-·-- --·--- - - --- - - - - --·--- - - ·--·--·-·-- --·--·--

• Do not adjust the amounts recognised in t he financial statements to refl ect i t 

If non-adjusting events after the reporting period are material, then disclose 

• the nature of the event; and 
• an estimate of its financial effect, or a statement that such an estimate cannot 

be made. 

• A dividend declared after t he reporting period but before the approval o f the financial statements 
should not be recognized as a liability at the end of the reporting period. 

• It should be disclosed in t he not es to the fi nancial statements. 

• No obligation exists at the end of the reporting period for the declared dividend. 
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Question & Answers 

Question 1 
Explain accounting treatment of Contingent Gains as per AS 4 "Contingencies and Events occurring after the 
B:ilance Sheet D:itc". {RTP Nov'22) 

Answer 1 
Contingent gains are not recognised in financial sta tements since their recognit ion may result in the 
recognition o f revenue which may never be realised. However, when the realisation of a gain is virtually 
certain, the n such gain is not a contingency and account ing for the gain is appropriate 

Question 2 
A case ls going on between ABC Ltd. and Tax departmc:,nt on claiming the, exemption for cert:iin Items, for the 
year 2019-2020. The court has issued the order on 15th April and rejected the claim of the company. 
Accordingly, company Is liable to pay the additional tax. The financial statements were approved on 31st 
May, 2020. Shall company account for such tax in the year 2019-2020 or shall It account for in the year 2020· 
2021? (RTP May'2l) 

Answer 2 
To decide whether, the event is adjusting or not adjusting two conditions need to be satisfied, 
(a) There has to be evidence 
(b) The event must have been related to period end ing on report ing date. 
Here both the condit ions are satisfied. Court order is a conclusive evidence which has been received before 
approval of the financial statements since the liability is related to earlier year. The even t will be considered 
as an adjust ing event and acco rdingly the amount wi ll be adjusted In accounts of 2019-2020. 

Question 3 
Surya Limited follows the financial year from April to March. It has provided the following information. 
i. A suit against the Company's Advertisement was filed by a party on 5th April, 2023, claiming damages of 

'{ 5 lakhs. 

ii. Company sends a proposal to sell an immovable property for'{ 45 lakhs in March 2023. The book value of 
the property is '{ 30 lakhs as on year end date. However, the Deed was registered on 15th April, 2023. 

Keeping In view the provisions of AS-4, you are required to state with reasons whether the, above events are to 
be treated as Contingencies, Adjusting Events or Non-Adjusting Evcmts occurring after Bal:incc, Sheet date. {RTP 
May'24) 

Answer 3 
Accordingly, the treatmen t as per AS - 4 "Events occurring after the ba lance sheet date" is: 
( i) Suit filed against the company is a contingent liabil ity but it was not existing as on date of balance sheet date as 

the suit was filed on 5th April after the balance sheet date. As per AS 4., 'Contingencies' is restricted to conditions 
or situations at the balance sheet date, the financial effect of which is to be determined by futu re events which 
may or may not occur. However, it may be disclosed with the nature of contingency, being a contingent liability. 
This event does not pertain to conditions on the balance sheet date. Hence, it will have no effect on financial 
statement and will be a non-adjusting event. 

(ii) In this case, no adjustment to assets and liabilities Is required as the event does not affect the determination 
and the condition of the amounts stated in the financial statements for the year ended 31st March, 2023. There 
was just a proposal before 31st March, 2023 and hence sale cannot be shown in the financial statements for 
t he year ended 31st March, 2023. 
Sale of immovable property is an event occurring after the balance sheet date is a non-adjusting event. 

Question 4 
An earthquake destroyed a major warehouse of PQR Ltd. On 30.4.2021. The accounting year of the company 
ended on 31.3.2021. The accounts were approved on 30.6.2021. The loss from e:irthquake is estimated at Rs. 
25 lakhs. State with reasons, whether the loss due to e:irthquake is an adjusting or non-adjusting cvent and 
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how the fact of loss is to be disclosed by the company. 
{MTP S Marks Nov'21 & Apr23, RTP Nov'19, Old & New SM} 

Answer 4 
AS 4 "Contingencies and Events Occurring after the Balance Sheet Date", states that adjustments to assets 
and liabil ities are not appropriate for events occurring after the ba lance shee t date, if such events do not 
relate to conditions existing at the balance sheet date. The destruction of warehouse due to earthquake did 
not exist on the balance sheet date i.e. 31.3.2021. Therefore, loss occurred due to earthquake is not to be 
recognized in the financial year 2020-2021. 
However, according the standard, unusual changes a ffecting the existence or substratum of the enterprise 
after the balance sheet date may indicate a need to consider the use of fundamental accounting assumption 
of going concern in the preparation of the financial statements. As per the information given in the Question, 
the earthquake has caused major destruction; therefore, fundamental account ing assumption of going 
concern is ca lled upon. 
Hence, the fact of earthquake together with an estimated loss of Rs. 25 lakhs should be disclosed in the 
Report of the Directors for the financia l year 2020-2021. 

Question S 
As per the provision of AS 4, you are required to state with reason whether the following transactions are 
adjusting event or non-adjusting event for the year ended 31.03.2021 in the books of NEW ltd. (accounts of 
the company were approved by board of directors on 10.07.2021): 
1. Equity Dividend for the year 2020-21 was declared at the rate of 7% on 15.05.2021. 
2. On 05.03.2021, ~ 53,000 cash was collected from a customer but not deposited by the cashier. This 

fraud was detected on 22.06.2021. 
3. One building got damaged due to occurrence of fire on 23.05.221. loss was estimated to be 

"81,00,000. {PYP 5 Marks Dec'21} 

Answer 5 
(i) If dividends are declared after the balance sheet date but before the financial statements are approved, the 

dividends are not recognized as a liability at the balance sheet date because no obligation exists at that time 
unless a statute requires otherwise. Such dividends are di sclosed in the notes. Thus, no liability for dividends 
needs to be recognized in financial statements for financial year ended 31st March, 2021 and declaration 
of dividend is non-adjusti ng event . 

{ii) As per AS 4 'Contingencies and Events occurring after the Balance Sheet Date' an event occurring after the 
balance sheet date may require adjustment to the reported values of assets, liabilities, expenses or incomes 
if such events relate to conditions existing at the balance sheet date. In the given case, fraud of the 
accounting period is detected after the balance sheet date but before approval of the financial statements, 
it is necessary to recognize the loss . Thus loss amounting I( 53,000 should be adjusted in the accounts of the 
company for the year ended 31st March, 2021 as it is adjusting even t. 

{iii) AS 4 states that adjustments to assets and liabilities are not appropriate for events occurring after the 
balance sheet date, if such even ts do not relate to conditions existing at the balance sheet date. The damage 
of one building due to fire did not exist on the balance sheet date i.e. 31.3.2021. Therefore, loss occurred 
due to fire is not to be recognized in the financial year 2020-2021 as it is non-adjusting event. 
However, according to the standard, unusual changes affecting the existence or substratum of the 
enterprise after the balance sheet date may indicate a need to consider the use of fundamental accounti ng 
assumption of going concern in the preparation of the financial statements. As per the information given in 
the question, the fire has caused major destruction; therefore, fundamental accounti ng assumption of going 
concern would have to be evaluated. Considering that the going concern assumption is still valid, the fact of 
fire together with an estimated loss of~ 81 lakhs should be disclosed in the report of the approving authority 
for financial year 2020-21 to enable users of financial statements to make proper evaluations and decisions. 

EXAM INSIGHTS: Majority of the examinees were not able to give the correct bifurcation of events into 
Adjusting or Non-adjusting events in accordance with AS 4 "Contingencies and Events occurring after 
balance sheet date". 
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Question 6 

The financial statements of Wiwlsu Ltd. for the year 2023-24 approved by the Board of Directors on 15th July, 
2024. The following Information was provided: 
(i) A suit against the company's advcrtisemont w:is filed by a party on 20th April, 2024, claiming damages 

of'{ 25 lakhs. 
(ii} The terms and conditions for acquisition of business of another company have been decided by March, 

2024. But the financial resources were arranged in April, 2024 and amount invested was'{ 50 lakhs. 
(iii} Theft of cash of'{ 5 lakhs by the cashier on 31st March, 2024 but was detected on 16th July, 2024. 
(iv) Company sent a proposal to sell an immovable property for'{ 40 lakhs in March, 2024. The book value 

of the property was'{ 30 lakhs on 31st March, 2024. However, the deed was registered on 15th April, 
2024. 

(v) A, major fire has damaged the assets in a factory on 5th April, 2024. However, the assets are fully insured. 
With reference to AS-4 "Contingencies and events occurring after the balance sheet date", state whether the 
above mentioned events will be tre:ited as contingencies, adjusting events or non-adjusting events occurring 
after the balance sheet date. {MTP 7 Marks Ju/y'24} 

Answer 6 
(i) Suit filed against the company is a contingent liability but it was not existing as on balance sheet date as 

the suit was filed on 20th April after the balance Sheet date. As per AS 4, 'Contingencies' used in the 
Standard is restricted to conditions or situations at the balance sheet date, the fina ncia l effect of wh ich 
is to be determined by future events which may or may not occur. Hence, it wil l have no effect on 
fina ncial statements and will be a non-adjusting event . 

(ii) In the given case, terms and conditions for acquisition of business were finalised and carried out before 
the closure of the books of accounts but transaction for payment of financial resources was effected in 
April, 2024. This is clearly an event occuring after the balance sheet date. Hence, necessary adjustment 
to assets and liabilities for acquisiti on of business is necessary in the financia l statements for the year 

ended 31st March 2024. 
(iii) Only those significant event s which occur between the balance sheet date and the date on which the 

financial statements are approved, may indicate the need for adjustment to assets and liabilities existing 

on the balance sheet date or may require disclosu re. In the given case, theft of cash was detected on 16th 

July, 2024 after approva I of financial statements by the Board of Di rectors, hence no treatment is req uired. 
(iv) Adjustmen ts to assets and lia bilities are not appropriate for events occurring after t he balance sheet date, 

if such events do not relate to conditions existing at t he balance sheet date. In the given case, sale of 
immovable property was under proposal stage (negotiat ions also not started) on the balance sheet date. 
Therefore, no adjustment to assets for sale of immovable property is required in t he financial statements 

for the year ended 31st March, 2024. 
(v) The condition of fire occurrence was not exis ti ng on the balance sheet date. Only the disclosure regarding 

event of fire and loss being completely insured may be given in the report of approving authority. 

Question 7 
The financial statements of Alpha Ltd. for the year 2019-2020 were approved by the Board of Directors on 
15th July, 2020. The following information was provided: 

(i) A suit against the company's advertisement was filed by a party on 20
th 

April, 2020 claiming damages 
of Rs. 25 lakhs. 

(ii} The terms and conditions for acquisition of business of another company had been decided by March, 
2020. But the financial resources were arraneed in April, 2020 and amount invested was Rs. 50 lakhs. 

(iii) Theft of cash of Rs. 5 lakhs by the cashier on 31st March, 2020, was detected on 16th July, 2020. 
{iv) The company started a negotiation with a party to s.,11 an immovable property for Rs. 40 lakhs in March, 

2020. The book valuo of th<! property is Rs. 30 lakh on 31st March, 2020. However, the dccd was 
registered on 15th April, 2020. 

(v) A major fire had damaged the assets in a factory on 5th April, 2020. However, the assets were fully 
insured. With reference to AS 4, state whether the above-mentioned events will be treated as 
contingencies, adjusting events or non-adjusting events occurring after the balance sheet date. 
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(MTP S Marks Oct'20, May'20, Mar'22, Old & New SM, RTP May'20, May'18, PYP S Marks Ju/'21, PYP S Marks 
May'l9, RTP May'22} 
Answer 7 
(i) Non-adjusting event: Suit filed aga inst the company is a contingent liability but it was not existi ng as on 

date of balance sheet date as the suit was filed on 20 th April after the balance sheet date. As per AS 4, 
'Contingencies' is restricted to conditions or situations at the balance sheet date, the financial effect of 
which is to be determined by future events which may or may not occur. Hence, it wil l have no effect on 
financial statement and will be a non-adjusting even t . 

(ii) Adjusting event: In the given case, terms and conditions for acqu isition of business were fina lized before 
the balance sheet date and carried out before the closure of the books of accounts but t ransaction for 
payment of financial resources was effected in April, 2020. Hence, necessary adj ustment to assets and 
liabi lities for acquisition of business is necessary in the financial statements for the year ended 31st March 
2020. 

(iii) Non-adjusting event: Only those events which occur between the balance sheet date and the date on 
which the financia l statements are a pproved, may indicate the need for adjustments to assets and 
liabil ities as at the balance sheet date or may require disclosure. In the give n case, as the theft of cash 
was detected on 16th Ju ly, 2020 ie after approval of financial statements, no adjustment is required. 

(iv) Non-adjusting event: Adjustments to assets and liabilities are not appropriate for events occurring after 
the balance sheet date, if such events do not re late to conditions existing at the balance sheet date. In 
the given case, sa le of immovable property was under proposal stage (negotiations only started) on the 
balance sheet date, and was not finalized. Therefore, adjustment to assets for sale of immovable property 
is not necessary in the financial statements for the year ended 31st March, 2020. Disclosure may be given 
in Report of approving Authority. 

(v) Non-adjusting event: Adjustments to assets and liabilities are not appropriate for events occurring after 
the balance sheet date, if such events do not relate to conditions existing at the balance sheet date. The 
condition of fire occurrence was not existing on the balance s heet date. Only the disclosure regarding fire 
and loss, being completely insured may be given in the report of approving authority. 

EXAM INSIGHTS: July 21 - Majority of the examinees fa iled to state that the events are to be treated as 
contingencies, adjusting events or non-adjusting events occurring after balance sheet date with reasons 
in line with the provisions of AS 4 "Contingencies and Events occurring after the Balance Sheet Date". 
May 19 - Majority of the examinees were not able to classify the eve nts as 'contingencies', adjustihg or 
non-adj usting event as per the provisions of AS-4 "Contingencies and events occurring after the balance 
sheet date". 

Question 8 
Tee Ltd. closes its books of accounts every year on 31st March. The financial statements for the year ended 
31 March 2020 are to be approved by the approving authority on 30 June 2020. During the 
first quarter of 2020-2021, the following events/ transactions has taken place. The accountant of the company 
seeks your guidance for the following: 
(i) Tee Ltd. has an inventory of 50stitching machines costing at Rs. 5,500 per machine as on 31 March 2020. 

On 31 March 2020 the company is expecting a heavy decline in the demand in next year. The inventories 
are valued at cost or net realizable value, whichever is lower. Ourine the month of April 2020, due to 
fall In demand, the prices have gone down drastically. The company has sold S machines during this 
month at o price of Rs. 4,000 per machine. 

(ii) A fire has broken out in the company's go down on 15 April 2020. The company has estimated a loss of 
Rs. 25 lakhs of which 75% is recoverable from the Insurance, company. 

(iii) The company has entered into a sale agreement on 30 March 2020 to sell a property for a consideration 
of Rs. 7,50,000 which is being carried in the books at Rs. 5,50,000 at the year end. The transfer of risk 
and reward and sale is complete in the month of May 2020 when conveyance and possession get 
completed. 

(iv) The company has received, during the year 2018-2019, a government grant of Rs. 15 lakhs for purchase 
of a machine. The company has received a notice for refund of the said grant on 15 June, 2020 due to 
violation of some of the conditions of grant during the year 2019-2020. 

You are required to state with reasons, how the above transaetions will be dealt with in the financial statement 
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for the year ended 31st March 2020. (MTP 5 Marks Oct'21 & Oct'23, RTP May'22} 
Answer 8 
Events occurring after the balance sheet date are those significan t events, both favourable and unfavorable, 
that occur bet,veen the ba lance sheet date and the date on which the financial statements are approved by 
the Board of Directors in the case of a company, and by the corresponding approving authority in the case 
of any other e ntity. Assets and liabilities should be adjusted for events occurring after the balance sheet 
date that provide additional evidence to assist the estimation of amounts relating to conditio ns exist ing at 
the balance shee t date or that indicate that the fundame ntal accounting assumption of going concern is not 
appropriate . 
In the given case, financial statements are approved by the approving authority on 30 June 
2020. 
On the basis of above principles, fol lowing wil l be the acco unting treatment in the financial sta tements for 
the year ended at 31 March 2020: 
(i) Since on 31 March 2020, Tee Ltd. was expecting a heavy decli ne in the demand of the stitching machine. 

Therefore, decline in the value during April, 2020 will be considered as an adjusting event. Hence, Tee Ltd. 
needs to adjust the amounts recognized in its financial statements w.r.t. net realizable value at the end of 
the reporting period. Accordingly, inventory should be written do\vn to Rs. 4,000 per machine. Total value 
of inven to ry In the books wil l be SO machines x Rs. 4,000 = Rs. 2,00,000. 

(ii) A fi re took place after the balance sheet date i.e . during 2020 -2021 financial year. Hence, corresponding 
financia ls of 2019-2020 financial year should not be adjusted for loss occurred due to fire . Howeve r, in 
this circumstanc,e, the going concern assumption wil l be evaluated. In case the going concern assumption 
is considered to be appropriate even after the occurrence of fire, no disclosure of the same is required in 
the finan cial statements. Otherwise, disclosure be given. 

(iii) Since the transfer of ri sk and reward and sale was complete in the month of May, 2020 when 
conveyance and possession got complete, no revenue should be recognized with respect to it in the 
financial statements of 2019-2020. Howeve~, a disclosure for the same should be given by the entity. 

(iv) Since the notice has been received after 31 March but before 30 June 2020 (approval date), the said grant 
shall be adjusted in the financial statements for financial year 2019 -2020 because the violation of the 
conditions took place in the financial year 2019 -2020 and the company must be aware of it. 

Question 9 
For five companies whose financial year ended on 31st March, 2023, the financial statements were approved 
by their approving authority on 15th June, 2023. 
During 2023-2024, the following material events took place: 
a. A Ltd. sold a major property which was included in the balance sheet at~ 1,00,000 and for which contracts 

had been exchanged on 15th March, 2023. The sale was completed on 15th May, 2023 at a price of~ 
2,50,000. 

b. On 30th April, 2023, a 100% subsidiary of B Ltd. declared a dividend of IC 3,00,000 In respect of Its own 
sharcis for the year ended on 31st March, 2023. 

c. On 31st May, 2023, the mail order activities of C Ltd. (a retail trading eroup) were shut down with closure 
costs amountine to IC 2.5 million . 

d. On 1st July, 2023 the discovery of sand under D Ltd .'s major civil oneineering contract site causes the cost 
of the contract to increase by 25% for .which there would be no corresponding recovery from the customer. 

e . A fire, on 2nd April, 2023, completely destroyed a manufacturing plant of E Ltd. It was expected that the 
loss of~ 10 million would be fully covered by the insurance company. 
You are required to state with reasons, how each of the above items numbered (a) to (e) should be dealt 
with in the financial statement of the various companies for the year ended 31st March, 2023. (RTP Sep'24) 
{RTP Nov'21, PYP 5 Marks Nov'22} 

Answer 9 
T reatment as per AS 4 'C t' on 1ngenc1es an d E vents 0 ccurnng er t e a ance A~ h B I Sh eet D ate 

(a) A Ltd. The sale of property should be treated as an adjusti ng event since contracts had been 
exchanged prior to the year-end. The effect of the sale woul d be reflected in the financial 
statements ended on 31.3.2023 and the profit on sale of property ~ 1,50,000 would be 
t reated as an ext raordinary item. 
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(b) B Ltd. The declaration of dividend on 301h April, 2023 of ~ 3,00,000 would be treated as , 
non-adjusting event in the financial statements of 2022-2023. This is because, the dlvidenc 
has been declared after t he balance sheet date and no conditions existed on the balance shee 
date for such declaration of dividend. Further as per AS 9, right to receive dividend i! 
established when it is declared and not before that. 

(c) C Ltd. A closure not anticipated at the year-end would be treated as a non-adjusting event. 
Memorandum disclosure would be required for closure of mail order activities since 
non-disclosure would affect user's understanding of t he financial statements. 

(d) D Ltd. The event took place after the fina ncial statements were approved by the approving 
authority and is thus outside the purview of AS 4. However, in view of its significance 
of the transaction, the directors may consider publishing a separate financial 
statement/additional statement for the attention of the members in general meeting. 

(e) E Ltd. The event is a non-adjusting event since it occurred after the year-end and does not relate to 
the conditions existing at the year-end. However, it is necessary to consider the validity of the 
going concern assumption having regard to the extent of insurance cover. Also, since it is said 
that the loss would be fully recovered by the insurance company, the fact should be disclosed 
by way of a note to the fina ncial statements . 

Question 10 t'< LDR 

State with reasons, how the following events would be dealt with in the financial statements of Hari Ltd. for 

the year ended 31st March, 2024 (accounts were approved on 2sth July, 2024): 
(1) Negotiations with another company for acquisition of its business was started on 21st January, 2024. 

Harl Ltd . invested 'I: 40 lakh on 22nd April, 2024. 
(2) The, comp:any made, :, provision for b:id debts @ 4% of its tot:il dc,btors (as pc,r trend followed from the, 

previous years). In the second week of March 2024, a debtor for ~ 2,50,000 had suffered heavy loss due 
to an earthquake; the loss was not covered by any insurance policy. In May, 2024 the debtor became 
bankruf)t. 

(3) During the, ye;ir 2023-24, Harl Ltd. was sued by a competitor for " 13 lakhs for infringement of a 
trademark. Based on the advice of the company's legal counsel, Harl Ltd. provided for a sum of" 8 lakhs 
in its financial statements for the year ended 31st March, 2024. On 26th May, 2024, the Court decided in 
favour of the party alleging infringement of the trademark and ordered Harl Ltd. to pay the aeerievc,d 
p:irty a sum of~ 12 lakhs. 

(4) Cashier of Harl Ltd. embezzled cash amounting to 'I: 3,00,000 during March, 2024. However the same 
comes to the notice of Company management during August, 2024. 

(5) Cheques dated 31st March, 2024 collected in the month of April, 2024. All cheques are presented to the 
bank in the month of April, 2024 :ind are also realized in the same month In the normal course after 
deposit in the bank. (MTP 7 Marks Dec124, MTP 5 Marks Sep'22, Old & New SM) 

Answer 10 
(i) As per AS 4'Contingencies and Even ts Occurring After the Balance Sheet Date', disclosure should be made 

in the report of the approving authority of those events occurring after the balance sheet date that 
represent material changes and commitments affecting the financial position of the enterprise, the 
investment of~ 40 lakhs in April, 2024 In the acquisition of another company should be disclosed in the 
report of the Board of Directors to enable users of financial statements to make proper evaluations and 
decisions. 

(ii) As per AS 4, adjustment to assets and liabilities are required for events occurring after the balance sheet 
date that provide additional information materially affecting the determination of the amounts relating to 
condit ions existing at the Balance Sheet date. A debtor for~ 2,50,000 suffered heavy loss due to earthq uake 
in the second week of March, 2024 which was not covered by insurance. This information with its 
implications was already known to the company. The fact that he became bankrupt in May, 2024 (after the 
balance sheet date) is only an additional information related to the existing condition on the balance sheet 
date. Accordingly, fu ll provision for bad debts amounting~ 2,50,000 should be made, to cover the loss 
arising due to the insolvency of a debtor, in the final accounts for the year ended 31st March 2024. 

(iii) As per AS 4, adjustments to assets and liabilities are required for events occurring after the balance sheet 
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date that provide additional information materially affecting the determination of the amounts relat ing to 
conditions existing at the balance sheet date. In the given case, since Hari Ltd. was sued by a competitor for 
infringement of a trademark du ring the yea r 2023-24 for which the provision was also made by It, the 
decision of the Court on 26th May, 2024, for payment of the penalty wil l constitute as an adjusting event 
because it is an event occurred before approval of the financial statements. Therefore, Hari Ltd . should 
adjust the provision upward by'( 4 lakhs to reflect the award decreed by the Court to be paid by them to 
its compe titor. 

(iv) As the embezzlement of cash comes to the notice of company management only alter approval of financial 
statements by board of directors of the company, then the treatment wil l be done as per the provisions of 
AS 5 "Net Profit or Loss for the Period, Prior Period Items and Changes in Accounting Policies" and the same 
wil l not be adjusted in the financial statements for the year ended 31st March, 2024. This being an extra
ordinary item shou ld be disclosed in the statement of profit and loss as a part of loss for the year ending 
Ma rch, 2025, in a manner, t hat its impact on current profit or loss can be perceived. 

(v) Col lection of cheques after balance sheet date is not an adjusti ng event even if the cheques bear the date 
of 31st March. Recognition of cheques in hand is t herefore not consistent with requirements of AS 4. 
Moreover, the collection of cheques alter balance sheet date does not represent any material change or 
commitments affecting financial position of the enterprise and no disclosure of such collections in the 
Directors' Report is necessary. 

Multiple Choice Questions (MCQs) 
1. Ct1sh amountine to ~ 4 l:ikhs, stolen by the cashier in the month of March 20Xl, was detected in April, 

20Xl . The financial st:,tements for the year cndcd 31st March, 20Xl wcre approved by tho Bo:ird of 
Directors on 15th M:>y, 20Xl. As per Accounting Standards, this is ____ for the financial statements 
year ended on 31st March, 20Xl. {SM} 
(a) An Adjusting e.vent. 
(b) Non-adjusti ng event,, 
(c) Contingency. 
(d) Provision 

Ans: (a) 
2 . As per Accounting Standards, events occurring after the balance sheet date are {SM} 

(a) Only favorable events that occur between the balance sheet date and the date when the fina ncial 
statements are approved by the Board of directors. 

(b) Only unfavorable even ts that occur between the balance sheet date and the date when the financial 
statements are a pp roved by the Board of di rectors. 

(c) Those significant events, both favorable and unfavorable, that occur between the balance sheet date 
and the date on which the financial statements are approved by the Board of directors. 

(d) Those significant events, both favorable and unfavorable, t hat occur between the balance sheet date 
and the date on which the financial statements are not approved by the Board of directors . 

Ans: (c) 
3. AS 4 does not apply to {SM} 

(a) Obl igation under retirement benefit plans. 
(b) Commitments arising from long term lease contracts 
(c) liabilities of life assurance and general insurance enterprises arising from policies issued 
(d) a ll of the above 

Ans: (d) 
4. A Ltd. sold its building for~ SO lakhs to B Ltd. :ind h:,s also given the possession to B Ltd . The book value of 

th" building is ~ 30 lakhs. As on 31st March, 20Xl, th" documentation and legal formalities arc pc,nding. 
For tho fln:incial year anded 31st March, 20Xl {SM} 
(a) The company should record the sale. 
(b) The company should recognise the profit of'( 20 lakhs in its profit and loss accoun t. 
(c) Both (a) and (b). 
(d) The company should disclose the profit of'( 20 lakhs in notes to accounts. 

Ans: (c) 
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CONCEPTS OF THIS CHAPTER 

Net Profit or Loss for the Period Prior Period Items . ~ • • LDR 
• Extraordinary Items • Changes in Accounting 

Estimates 
LDR Questions 

• Profit/Loss from Ordinary Activities • Changes In Accounting Policies Q12 

QUICK REVIEW OF IMPORTANT CONCEPTS 

Ordinary Activities 
Which are undertaken by an enterprise as part of i ts business and such related activit ies in w hich the 
enterprise engages In furtherance o f, Incidental to, or arising from, these activities. -·--·-----·--·,---·--·-----·--·-----·--·---·--·--·-----·--·--·-------·--·---·--·---·--·--·--·-------·-----·--·--·-

When i tems of income and expense within profi t or loss from ordinary activi ti es are of such 
Disclosure size, nature or Incidence that their disclosure is relevant to explain performance of enti ty, 

Nature and amount of such items should be disclosed separately. 

Speci:11 
disclosure 

• Write-down of inventories to net realisable va lue as well as the reversal of such w rite-downs 

• Restructuring of the activities of an enterpr ise and the reversal of any provisions for the 
costs of restruct uring 

• Disposals o f i tems of fixed asset s and long-term investments 

• Legislative changes having retrospective application 
• Litigation settlem ents and other reversals of provisions 

Extraordinary items 

• Income or expenses that arise from events or transactions that are clearly d istinct from the ordinary 
activities of the enterprise and, therefore, are not expect ed to recur frequently or regularly 

• Disclosed in the statement of profit and loss 
As a part o f net profit or loss for the period Nature and amount of each i tem separately disclosed 

in a manner that i ts im pact on current profit or loss can be perceived. 

Prior Period Items 
' • Are income or expenses I • Which arise in the current period as a result o f ---·-------·--·-----·--·-----·-r------·-----·--·-----·--·-------·--·-----·--·-----·--·--·--·-·----·-----·--·-

• Errors or om issions __JErrors m ay occur as a result of mathematical m ist akes, periods. m istakes in 

---·--·-----·--·-----·--·--·---·_i~pplying accountinf policies,. misinterpretation _of facts, or oversight __________ _ 

• In the preparation o f t he f inancial statements -:-of one or more prior periods. 
' 

The nature and amount of p rior period item s should be separately disclosed In the statement o f p rofit and 
loss in a m anner that their impact on the current pro fit or loss can be perceived 

Changes in Accounting Estimates 

An estimate may have to be revised con sequent to changes occurring in the circumstances based on w hich 

·-the estimate was made, or new Information, more experience or subsequent developments. -·---·--·--·--·--
Revision of an estimate is neither an extraord inary item nor a prior period item. 
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Effect of a change in an accounting estimate 

• Included in the determination 
of net profit or loss 

! I Period of the change if the change affects the period only. 
i-----·--·---------·---·-----·--·-----·----·---·----·-----·-----·--·--·--i Period of the change 
I and future periods 

if the change affects both periods. 
·----·---------·-------·--·-----·--.-----------------·---·------------·-------·---------·-------·--·--

1 
• Classification in statement of ! 

profit and loss I Using same classification as was used previously for the estimate. 
·----·---------·-------·--·-----·--+-------------------·------------·-------·---------·-------·--·--

1 N t d t which has a material effect in the current period. 
1 a ure an amoun I need to be disclosed or- expected · to have- a - material · effect- in -
! subsequent periods 

• Disclosure 

Accounting Policies 

• Cl>n be changed only 

When the adoption of a For compliance j When it is considered that the change 
different accounti ng with an I would resu lt in a more appropriate 
policy is req uired by accounting I presentation of the fina ncial 
statute; or standard; or I statements of the Enterprise. ---·--·-----·--·-----·--·--·---------·---------·-----L-.------~----...l.--.--.-----·--·--·-----------·------· 

• Conditions w h<!rcin 
Adoption of an accounting policy for 

Adoption of a new accounting policy for 
events or transactions that differ in 

there are no changes b f p . 
1 

. events or transactions which did not occur 
. . . . su stance rom rev1ous y occurn ng . . 
in accounting pohc,es . previously or that were immaterial. 

---·--·-----·--·-----·--·--·--·J_Y.~!'tS_~:-~a!'S~Ct~~~_s~ __________________ -f __________________________________________________ __ 
The impact of, and the adjustments resulting 
from, such change, should be shown in the 
financial statements of the period in which • Disclosure 

Question 1 

Any change in accounting period 
which has material effect should be 
disclosed 

Question & Answers 

such change is made, to reflect the effect of 
such change. 

Explain whether the following will constitute a change in accounting policy or not as per AS 5: 
(i) Introduction of a formal retirement gratuity scheme by an employer in place of ad hoc ex•gratia payments 

to employees on retirement. 
(ii) Management decided to pay pension to those employees who have retired after completing 5 years of 

service in the organistaion. Such employees will get pension of'!; 20,000 per month. Earlier there was no 

such scheme of pension in the organization. {RTP Sep'24} 

Answer 1 
As per para 31 of AS 5 'Net Profit or Loss for the Period, Prior Period Items and Changes in Accounting Policies', 
the adoption of an accounting policy for events or transactions that differ in substance from previously occurring 
events or transactions, will not be considered as a change in accounting policy. 
(i) Accordingly, introduction of a formal retirement gratuity scheme by an employer in place of ad hoc 

ex-gratia payments to employees on retirement is not a change in an accounting policy. 
(ii) Similarly, the adoption of a new accounting policy of paying pension to retired employees is a policy 

for events or t ransactions which did not occur previously. Hence, it will not be t reated as a change in an 
accounting policy. 

Question 2 
The accountant of Beryl Limited has asked you to identify the following items as - Change in Accounting 
Policies/ Change in Accounting Estimates/ Extraordinary Items/ Prior period items/ Ordinary Activity: 
(i) Non-provision for salary already due in earlier year. 
(ii) Attachment of the property of the enterprise. 
(iii) Introduction of new pension scheme for employees. 
(iv) Change in Reserve for obsolete inventory. 
(v) Settlement of litigation case. 
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(vi) Actual Bad debts exceeds the provision. 
(vii) Legislative changes having long term retrospective application. 
(viii) Capitalisation of working capital loan interest. 
(ix) Change from Cost Molde to Revaluation Model for measurement of carrying amount of PPE. 
(x) Government sanctioned grant in current year for expenses incurred in previous accounting year . . 
{PYP 5 Marks Nov'23} 
Answer 2 
(i) Prior Period item 
(ii) Attachment of property of enterprise is an extraord inary item. 
(iii) Introduction of new pension scheme for employes is not a change in accounting policy. It is an ordinary 

activity. 
(iv) Change in provision for obsolete inventory is a change in accounting estimate. 

(v) Litigation settlement is an ordinary activity but requires separate disclosure 
(vi) Change in estimate 
(vii) Ordinary activity requiring separate disclosure 
(viii) Error* 
(ix) Change in Accounting policy. 
(x) Ordinary activity requiring separate disclosure or extra-ordinary item. 

EXAM INSIGHTS: The answ ers provided l)y most examinees ir'\dlcated a lack of knowledge of the provisions 
of AS 5 while differentiating between activities mentioned therein. They were unable to classify specific 

items or activities correctly as prior period, extraordinary, Ordinary, Changes in accounting Estimates or 
changes In accounting policy as per the provisions of AS S. 

Question 3 

EXOX Ltd. is in the process of finalizing its accounts for the year eJtded 31st March, 2017. The company seeks 
your advice on the following: 

(i) The Company's sales tax assessment for assessment year 2014•15 has bec,n completqd on 14th February, 
2017 with a dcmand of Rs. 2.76 crore. The company paid the entire due under protest without prcjudice 
to Its right of appeal. The Company files its appeal before the appellate authority wherein the grounds of 
appeal cover tax on additions made in the assessment order for a sum of 2.10 crore. 

(ii) The Company has entered into a wage agreement in May, 2017 whereby the labour union has accepted 
a revision in wage from June, 2016. The agreement provided that the hike till May, 2017 will not be paid 
to the employees but will be settled to them at the time of retirement. The company agrees to deposit 
the arrears in Government Bonds by September, 2017. 
You required to examine and give suggestions in line with the relevant Accounting Standards. 
{MTP 5 Marks Apr'19, RTP May'21} 

Answer 3 
(i) Since the company is not appealing against the addition of Rs. 0.66 crore the same should be provided for 

in its accounts for the year ended on 31st March, 2017. The amount paid under protest can be kept under 
the heading 'Loans & Advances' and disclosed along w ith the contingent liability of Rs. 2.10 crore. 

(ii) The arrears for the period from June, 2016 to March, 2017 are required to be provided for in t he accounts 
of the company for the year ended on 31st March, 2017. 

Question 4 

Vivit Su Ltd. has a vacant land measuring 20,000 sq. m, which it had no intention to use in the future. The 
Company decided to sell the land to tide over its liquidity problems and made a profit of Rs.10 Lakhs by selling 
the said land. Moreover, there was a fire in the factory and a part of the unused factory shed valued at Rs. 8 
Lakhs was destroyed. The loss from fire was set off against the profit from sale of land and profit of Rs. 2 lakhs 
was disclosed as net profit from sale of assets. 
You are required to examine the treatment and disclosure done by the company and advise the company in 
line with AS 5. {RTP May'lB & Nov'22} 
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Answer 4 
As per AS 5 " Net Profi t or Loss for the Period, Prior Per iod Items and Changes in Accounting Policies" 

Extraordinary items should be disclosed in the statement of profit and loss as a par t o f net profit or loss for the 
period. The nat ure and the amount of each extraordinary item should be separately disclosed in the statement 
of profit and loss in a manner that i ts impact on current profit or loss can be perceived. 
In the given case the selling of land to tide over liquidation problems as well as fire in the Factory does not 
constitute ordinary activities of the Company. These items are distinct from the ordinary activities o f the 
business. Both the even ts are material in nature and expected not to recur frequently or regu larly. Thus, these 
are Extraordinary Item s. 
Therefore, in the given case, d isclosing net profits by setting off fire losses against profit from sale o f land is not 
correct. The profi t on sale of land, and loss due to fire should be disclosed separately in the statement of profi t 
and loss. 

Question 5 

The m3naeement of Pluto Limited has soueht your opinion with relevant reasons, whether the following 
transactions will be treated as changes in Accounting Policy or not for the year ended 31st March, 2021. Please 
advise them in the following situations in accordance with the provisions of Accounting Standard 5: 
(i) During the year ended 31st March, 2021, the management has introduced a formal retirement gratuity 

scheme in place of ad-hoc ex-eratia payments to its employees on retirement. 
(ii) Management decided to pay pension to those employees who have retired after completing 5 years of 

service in the organization. Such employees would receive a pension of~ 25,000 per month. Earlier 
there was no such scheme of pension in the organization. 

(iii) Provision for doubtful Trade Receivables was created @2.5% till 31st March 2020. From 1st April,2020, 
the rate of provision has been changed to S% 

(iv) For the year ended 31st March,2021 there was change in the cost formula in measuring the cost of 
Inventories. 

(v) Till the end of the previous year, Computers were depreciated on Straicht Line Basis over a period of S 
years. From currcint year, tho useful life of Computers has been changed to 3 years. 
{MTP 5 Marks Oct'22J 

Answer 5 
(i) As per AS 5, the adoption of an accounting policy for events or transactions that differ in substance from 

previously occurr ing events or transactions, wil l not be considered as a change in accounting policy. 
Introduction of a formal retirement gratuity scheme by an employer in place of ad hoc ex-gratia payments 
to employees on retirement is a transaction w hich is substantiall y different from the previous transaction, 
w ill not be treated as change in an accounting policy. 

(ii) Adoption of a new accounting policy for events or transactions which d id not occur previously should not 
be treated as a change in an accounting policy. Hence the introduction of new pension scheme is not a 
change in account ing policy. 

(iii) In the given case, company has created 2.5 % provision for doubtful debts til l 31st March, 2020. 
Subsequen tly from 1st April, 2020, the company revised the estimates based on the changed 
circumstances and wants to create 5% provision. Thus change in rate of provision of doubtful debt is 
change in estimate and is not change in accounting policy. This change wil l affect only current year. 

(iv) Change in cost formula used in measurement o f cost of inventories is a change in accounting policy. 
(v) Change in useful life o f computers from 5 years to 3 years is a change in estimate and is no t a change in 

accoun ting policy. 

Question 6 

S.T.B. Ltd. makes provision for expanses amounting Rs. 7,00,000 as on March 31, 2020, but the actual expenses 
during the year ending March 31, 2021 comes to Rs. 9,00,000 against provision mada during the last year. 
State with reasons whether difference of Rs. 2,00,000 is to be treated as prior period item as per AS 5 'Net 
Profit or loss for the Period, Prior Period Items and Changes in Accounting Policies' {MTP 5 Marks Apr'21) 

Answer 6 
As per AS 5 'Net Profit or l oss for the Period, Prior Period Items and Changes in Accounting Policies', as a result 
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of the uncertainties inherent in business activi t ies, many financial st atemen t items cannot be measured with 

precision bu t can only be estimated. The estimation process involves judgments based on the latest information 
available. The use of reasonab le estimates is an essential part o f the preparation of financial statements and 
does not undermine their reliability. Estimates may have to be revised, if changes occur rega rding the 
circumstances on w hich t he estim ate was based, or as a result of new in formation, more experience or 
subsequent developments. 
As per t he standard, the e ffect o f a change in an account ing estimate should be classified using the same 
classification in the statement of profit and loss as w as used previously for the estimate. Prior per iod items are 
income or expenses which arise in the cu rrent period as a resu lt of errors or omissions in the preparation o f t he 
fi nancial statements of one or more prior periods. Thus, revision o f an estimate by its nature i.e. the difference 
of Rs. 2 lakhs, is no t a prior period i tem. Therefore, in t he given case expenses amoun ting Rs. 2,00,000 (i. e. 
Rs . 9,00,000 - Rs. 7,00,000) recorded in the current year, shou ld not be regarded as pr ior period item. 

Question 7 

A company created a provision of Rs. 7,S0,000 for st;>ff welfare while preparlne the financial statements for 
the year 2020-21. On 31st March 2021, in a meeting with staff welfare association, It was decided to increase 
the amount of provision for staff welfare to Rs. 10,00,000. The accounts were approved by Board of Directors 
on 15th April, 2021. You are required to explain the treatment of such revision in financial statements for the 
year ended 31st March 2021 in line with the provisions of ASS? 
(MTP 4 Marks Mar'211 MTP 5 Marks Apr'22} 

Answer 7 
As per AS 5 "Net Profi t or Loss for the Period, Prior Period Items and Changes in Accounting Policies" , the change 
in amount of staff welfare provision amounting Rs. 2,S0,000 is neither a prior period i tem nor an extraordinary 
item. i t is a change in estimate, which has been occurred in the year 2020-21. 
As per the provisions of the standard, normally, all i tems of income and expense w hich are recognized in a peri od 
are included in the determination o f the net profit or loss for the per iod. This includes extraordinary items and 

the effects o f changes in accounting estimat es. However, the effect of such change in accounting est imate 
should be classified using the same classificat ion in t he statem ent of profit and loss, as w as used previously, for 

the estimate. 

Question 8 
During the course of the last three years, a company owning and operating Helicopters lost four Helicopters. 
The company's accountant felt that after the crash, the maintenance provision created in respc,ct of the 
respective helicopters was no longer required, and proposed to write it back to the Profit and loss account as 
a prior period item. 
Is the company's proposed accounting treatment correct? Discuss. (RTP Jan'25} 
Answer 8 
The balance amount o f maintenance provision written back to profit and loss account, no longer requi red due 
to crash of the helicop ters, is not a pr ior period item because there was no error in the preparation o f previous 
periods' f inancial statement s. The term 'prior per iod i tems', as defined in ASS (revised) " Net Profit or Loss for 
the Period, Prior Period items and Changes in Accounting Policies", refer only to income or expenses w hich arise 
in the current per iod as a resul t of errors or omissions in the preparation of the financial statements o f one or 
more prior periods. The balance amoun t left in the provision created earlier is not as a result of error in the 
past . So i t will not be considered as prior period item. Such w rite back o f provision is not an ordinary feature of 
the business, it shall be considered as an extra-ord inary i tem. 
As per paragraph 8 of ASS, extraordinary items should be d isclosed in t he Statement o f Profit and Loss as a part 

of net pro fit or loss for the per iod. The nature and the amount of each extraordinary item should be separately 
disclosed in t he Stat ement of Pro fit and Loss in a manner that its impact on current profit or loss can be 
perceived. Hence, t he amount so w ritten-back (if mat erial) should be d isclosed as an extraordinary item as per 
ASS rather than as prior period items. 

Question 9 
a) There was a major theft of stores valued at Rs. 10 lakhs in the preceding year which was detected only 

during current financial year (2020-2021). How will you deal with this information in preparing the 

Chapter 7.2 ASS· Net Profit or l oss for fhe period, Prior period items & Changes in Ac;counting policies 



financial statements of R Ltd. for the year ended 31st March, 2021. 

b) Management decided to pay pension to those employees who have retired after completing S years of 
service in the organization. Such employees will get pension of Rs. 20,000 per month. Earlier there was 
no such scheme of pension in the organization. Explain whether this will constitute a change in 
accounting policy or not as per AS S. (RTP Nov'21, May'20} 

Answer 9 
a) Due to major theft of stores in the preceding year {2019-2020) wh ich was detected only during the current 

financial year (2020-2021), there •,vas overstatement of closing inventory of stores in the preceding year. 

This must have also resulted in the overstat ement of profits of previous year, brought forward to the 
current year. The adjustments are required to be made in the current year as 'Prior Period Items' as per AS 
5 (Revised) on Net Profit or l oss for the Per iod, Pr ior Period Items and Changes in Accounting Policies. 
Accordingly, the adjustment s relating to both opening inventory of the current year and profit brought 
forward from the previous year should be separately disclosed in the st atement of profit and loss together 
w ith their nature and amount in a manner that their impact on the current profit or loss can be perceived. 
Alt ernatively, i t may be assumed that in the preceding year, the value of inventory of stores as found out 
by physical verification of Inventories was considered in the preparation of financial statements of the 
preceding year. In such a case, only the disclosure as to the theft and the resulting loss is required In the 
notes to t he accounts for the current year i.e, year ended 31st March, 2021. 

b) As per AS 5 'Net Profit or l oss for the Per iod, Prior Period Items and Changes in Accounting Policies', the 
adoption of an accounting policy for events or transactions that differ in substance from previously 
occurr ing events or transactions, w ill not be considered as a change in accounting policy. Accordingly, the 

adoption of a new accounting policy of paying pension to retired employees is a policy for events or 
transactions which did not occur previously. Hence, it w ill not be trea ted as a change in an accounting 

policy. 

Question 10 
State whether the following items are examples of change in Accounting Policy / Change in Accounting 
Estimates/ Extraordinary items/ Prior period items/ Ordinary Activity: 
{i} Actual bad debts turning out to be more than provisions. 
{ii) Change from Cost model to Revaluation model for measurement of carrying amount of PPE. 
{iii) Government grant receivable as compensation for expenses incurred in previous accounting period. 

(iv) Treating operating lease as finance lease. 
(v) Capitalization of borrowing cost on working capital. 
(vi) Legislative changes having long term retrospective application. 
(vii) Cha nee in the method of depreciation from str:,ieht line to WDV. 
(viii) Government i:r:,nt becomine refundable. 
(ix) Applying 10°/4 depreciation lnste:,d of 15% on furniture. 
(x) Change in useful life of fixed assets. (RTP May'23, PYP S Marla Jan'2l} 
Answer 10 
Classification of given items is as follows: 

Sr. Particulars 
No. 

(i) 

{ii) 

(Iii) 

(iv) 

{v) 

vi 

(vii) 

Actual bad debts turning out to be more than provisions 

Change from Cost model to Revaluation model for 
measurement of carrying amount of PPE 

Government grant receivable as compensation for expenses 
incurred in previous accounting period 

Treating operating lease as finance lease. 

Capitalization of borrowing cost on working capita l 

Legislative changes having long term retrospective application 

Change in the method of depreciation from straight line to 
WDV 

Remarks 

Change in Accoun ting Estimates 

Change in Accounting Policy 

Extra -ordinary Items 

Prior- period Items 

Prior-period Items (as interest on 
working capital loans Is not eligible for 
capitalization) 

Ord inar Activity 

Change in Accounting Estimates 
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(viii} Government grant becoming refundable Extra -ordinary Items 

{ix} Applying 100/4 depreciation instead of 15% on furniture 
l-'-...,_-1-

( x} Change in useful I ife of fixed assets 

Prior- period Items 

Change in Accounting Estimates 

Questlo n 11 
TQ Cycles Ltd. is in the manufacturing of bicycles, a labour intensive manufacturing sector. In April 2022, the 
Government enhanced the minimum wages payable to workers with retrospective effect from the 1st 
January,2022. Due to this legislative change, the additional wages for the period from January 2022 to March 

2022 amounted to ~ 30 lakhs. The management asked the Finance manager to charge ~ 30 lakhs as prior 
period item while finalizing financial statements for the year 2022-23. Further, the Finance manager is of the 
view that this amount being abnormal should be disclosed as extra-ordinary item in the Profit and loss account 
for the financial year 2021-22. Discuss with reference to applicable Accounting Standards. {PYP 5 Marks 
May'22) 

Answer 11 
As per AS 5 "Net Profit or Loss for the Period, Prior Period Items and Changes in Accounting Policies" prior period 
items are income or expenses which arise in the current period as a result of errors or omissions in the 
preparation of the financial statements of one or more prior periods. The term does not include other 
adjustments necessitated by circumstances which though related to prior periods, are determined in the current 
period. It is given that revision of wages took place in April, 2022 with retrospective effect from 1st January, 
2022. Therefore, wages payable for the period from 1 01.2022 to 31.3.2022 cannot be taken as an error or 
omission in the preparation of financial statements and hence this expenditure cannot be taken as a prior period 
item. The full amount of wages payable to workers will be t reated as an expense of current year and it will be 

charged to profit & loss account for the year 2022-23 as normal expenses. 
It may be mentioned that additional wages is an expense arising from the ordinary activities of t he company. 
Such an expense does not qualify as an extraordinary item. Therefore, finance manager is incorrect in treating 
increase as extraordinary Item. However, as per AS 5, when items of inc.ome and expense within profit or loss 
from ordinary activities are of such size, nature or incidence that their disclosure is relevant to explain the 
performance of tlie enterprise For the period, the nature and amount of such items should be disclosed 
separately. Therefore, additional wages liability of~ 30 lakhs should be disclosed separately in the financial 
statements of TQ Cycles Ltd. for the year ended 31st March, 2023. 

EXAM INSIGHTS:_Most of the examinees were not able to give the correct treatment with reasoning thereof 
for the situation given In the question in line w ith the provisions of AS 5 "Net Profit or Loss for the Period, 
Prior Per iod Items and Changes in Accounting Policies". 

Questio n 12 t'f LDR 

The Accountant of a company has sought your opinion with relevant reasons, whether the following will be 
treated as change in Accounting Policy or not for the year ended 31st March, 2020. Please advise him in the 

following situations in accordance with the provisions of relevant Accounting Standard; 
(i} Provision for doubtful debts was created @ 2% till 31st March, 2019. From the Financial year 2019-

2020, the rate of provision has been changed to 3%. 
{ii} During the year ended 31st March, 2020, the management has introduced a formal gratuity scheme in 

place of ad-hoc ex-gratia p:,ymcnts to employees on retirement. 
(iii} Till the pr11vious year the furniture was depreciated on straight line b:,sls over a period of 5 years. From 

current year, the usaful life of furniture has been changed to 3 years, 
{iv} Management decided to pay pension to those employees who have retired :,~er completing 5 years of 

service in the organization. Such employees will get pension of Rs. 20,000 per month. Earlier there was 
no such scheme of pension in the organization. 

(v} During the year ended 31.st March, 2020, there was change in cost formula in measuring the cost of 

inventories. (MTP 5 Marks Oct'19, May'20, Mar'19, Oct'18, SM, RTP May'22, RTP Nov'18, R'TP Nov'19, 
RTP Nov'20, RTP May'20, PYP 5 Marks Nov'22} 

Answer 12 

{i) In the given case, company has created 2% provts,on for doubtful debts till 31st March, 2019. 
Subsequently in 2019-20, the company revised the estimates based on t he changed circumstances and 
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wants to create 3% provision. Thus change in rate of provision of doubtful debt is change in estimat e and 

is not change in accounting policy. This change will affect only current year. 
(ii) As per AS 5, the adoption of an accounting policy for events or transactions that differ in substance from 

previously occurring events or transactions, will not be considered as a change in accounting policy. 
Int roduction of a formal retirement gratuity scheme by an employer in place of ad hoc ex-gratia 
payments to employees on retirement is a transaction which is substantially different from the previous 
policy, w ill not be treated as change in an accounting policy. 

(iii) Change in useful life of furniture from 5 years to 3 years is a change in estimate and is not a change in 
accounting policy. 

(iv) Adoption of a new accounting policy for events or transactions which did not occur previously should 
not be t reated as a change in an accounting policy. Hence the introduction of new pension scheme is 
not a change in accounting policy. 

(v) Change in cost formula used in measurement of cost of inventories is a change in accounting policy. 

EXAM INSIGHT: Most of the examinees failed to explain the t reatment of given transactions as change 
in Account ing Policies or change in Accounting Estimates in accordance with the provisions of AS 5 " Net 

Profit or Loss for the Per iod, Prior Period Items and Changes in Accounting Policies" 

Multiple Choice Questions (MCQs} 
1. A change in the estimated life of the asset, which necessitates adjustment in the depreciation is an example 

of {SM} 
(a) Prior period item. 
(b) Ordinary item. 
(c) Extraordinary item. 
(d) Change in accounting estimate. 

Ans: (d) 
2. Which of tho following is considered as an e>Ctraordinary item as per AS 5? {SM) 

(a) Write down or write-off of receivables, Inventory and intangible assets. 
(b) Gains and losses from sa le or abandonment of equipment used in a business. 
(c) Effects of a str ike, including those against competitors and major suppliers. 

(d) Flood damage from unusually heavy rain or a normal ly dry environment . 
Ans: (d) 
3. Which one of the following is an example of extraordinary item 7 {SM) 

(a) The w r ite down of inventories to their net realisable value 
(b) Reversal of write down of inventories 
(c) Government grants become refundable 
(d) Reversal of provisions. 

Ans: (c) 
4. EX'traordinary items are Income or expenses {SM} 

(a) That arise from events clearly distinct from the ord inary activities of the enterprise. 
(b) That are not expected to recur frequen tly or regularly. 

(c) Both (a) and (b). 
(d) None of the three. 

Ans: (c) 
5. An audit stock verification during the year ended 31st March, 20Xl revealed that opening stock of the year 

was understated by~ 5 lakhs due to wrong counting. While finalizing accounts, your opinion will be {SM} 
(a) It is not a prior per iod item and no separate disclosure is required 
(b) It should be treated as a prior period adjustment and should be separately disclosed in the current year's 

financial statement 
(c) The adjustment of ~ S lakhs in both opening stock of current year and profit brought forward from 

previous year should be made 
(d) Both (b) and (c). 

Ans: (d) 
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CONCEPTS OF THIS CHAPTER 

• Foreign Currency Transactions • Initial Recognit ion 

• Subsequent Reporting • Exchange Differences 
• Integral & Non-Integral Operations • Change In Classification 

• Disposal o f Non-Integral Operations • Forward Exchange Contracts 

• Net Investment In Non-Integral Foreign Operation. 

QUICK REVIEW OF IMPORTANT CONCEPTS 

~ 
LOR Questions 

Ql4 

Initial Recognition •A foreign currency transaction should be recorded, on initial recognition in the reporting 
currency, by applying to t he foreign currency amount t he exchange rate between the reporting currency and the 
foreign currency at the date of the t ransaction. 

Reporting of Foreign currency items 
Monetary 

Reported 
using the 

closing rate. 

Carried in terms of Historical 

cost denominated in a foreign 
currency· 

Reported 
rate at 

using t he 
the date 

transaction. 

exchange 
of the 

Translation of Integral Foreign Operations (IFO) 

Non-monetary 

Carried at fair value or other 

similar valuation denominated 
in a foreign currency• 

Reported using the exchange 
rates that Exist ed when the 
values were determined. 

Contingent liability 
Denominated in 

foreign currency· 

Disclosed by using the 
closing rate 

• Individual items in financial statements of the • Cost and depreciation o f tangible fixed assets are 
foreign operation are translated as if the t ranslated using the exchange rat e at the date of 
transactions were made by t he reporting purchase or valuation. 

-·- enterprise i tself.--·--·---·--·--·--·---·--·-----·-·--·--···-·---·---------·-----·----·---·----·-----·-----·--
• Inventory cost is t ranslated at the exchange • Recoverable or real izable value of an asset is translated 

rate w hen costs were incurred.. using the exchange rate when it was determined. 

Translation of Non-Integral Foreign Operations (NFO) 
Any goodw ill or 

A contingent liability 
Assets and Income and Resul ting exchange capital reserve 

disclosed in the 
Liabilities Expense Items differences arising on the 

financial statements 
acqusition 

• at exchange • should be accumulated in a 

Closing rate 
rates at the foreign currency t ranslation 

closing rate. closing rate* • • • dates of the reserve until d isposal of the 
transactions net investment 

Indications that an FO is :, Non- Integral Foreign Operation rather th:in" Integral Foreie;n Operation 

I 
i RE may control the FOA of the FO are carried out with a significant degree of autonomy from those 

Contro i of the RE 
-·--·-----·--·---1--·--···----------------·----·---·----·-----·-------·-----·----·--·-----·---------·-----·---

T ra ns;ictions ! With the RE are not a high proportion of the FOA 

Finance ! FOA are financed mainly from its own operations or local borrowings rather than from RE 
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Co 
11' Costs of labour, material and other component s of the FO'S products or services are primar ily paid 

st . . 
-·--·-----·--·---f or settled 1n t he local currency rather than 1n t he RE currency -·--·--·--·-·----·-------·--·-----·---
-~~l~~---·--·---1-~0~_~~!~-arJ_!!l~~nJy_~i:i__:~~.!"!! n=!~~-'?~h~i:_ t~a'!.~~-E!.. R~-=~.!:~J~!:.\'. ________________________________________ _ 
Cash Flows i RE cash flows are insulated from the day-to-day activities o f the FO rather than being directly 

-·--·-----------~affected by the FOA ------------·--·-------·--·-----·-------·----·---·--·--·-----·---------·-

Sales prices 
: Sales prices for the FO'S products are not primarily responsive on a short-term basis to changes In 
i exchange rates but are determ ined more by local competition or local government regulation. 

Local sales [ There is an active local sales market for the FO'S products, although there also m ight be significant 
market I amounts of exports. 

' ' ' RE - Reporting Enterpr ise I FO- Foreign Operation I FOA - Foreign Operation Activities 

Reclassification of Integral foreign operation to Non- integral foreign operation 

Exchange differences arising on the translation o f non-monetary assets at the date of the reclassification 
accumulated in a foreign currency translation reserve 

Reclassification of Non• integral foreign operation to Integral foreign operation 
Translated amounts for non-monetary items at the date of t he change. Treated as the h istorical cost for 

_ those items in the_period of change and subsequent periods _________________________________________________ _ 

Exchange Differences which have been deferred are not recognised as income or expenses until the d isposal 

o f the operation 
Forward exchange contract or another financial instrument 

Not intended for Premium or d iscount i Amortised as expense or income over the life of the contract --·---·--·--·---·--·--·--+·--·-·----·--·-------·--·---·--·--·---·--·--·---·--·--·-------·--·--· 
trading or 

speculation 
purposes 

Intended for trading 
or speculation 

purposes 

Disclosure 

Exchange 
d ifferences Amount 

Reporting currency 

Change in the 
classification o f a 
significant foreign 

operation 

Question 1 

Exchange differences i Recognised in the statement of profit a.nd loss in the reporting 
I period in w hich the exchange rates change. -------------------.... ---·--- . --·---------·-----·--·---•-.-·--·-----·--·-------·--·--· 

Cancellation or I Recognised as income or as expense for the period. 
renewal of contract I 

Premium or d iscount ! Ignored -----------------·--t·--·-----·--·-------·--·-----·--·---·--·--·-------·-------·--·--· 
Contract Value ! Marked to it s cu rrent market value at each balance sheet date ------------------·--t·--·-----·--·-------·--·---·--·--·---·---- . --·--·-------·--·--· 
Gal n or loss : Recognised, 

Included in the net _profit or loss for the period __________________________________________ _ 

Accumulated in foreign cur rency t ranslation reserve as a separate component of 
shareholders' funds, and a reconcil iation o f the amoun t of such exchange differences 
at the beginning and end of the period. 

Reason_ for using a different currency {in which the enterprise is domiciled) ---------·-· 
Reason for any change in the reporting cu rrency 

Nature _of the change in classification ------------------------------------------· 

Reason for the change --------------------------------------------·--·------· 
Impact o f the change in classification on shareholders' funds; and _________________ _ 

Impact on net p rofit or loss for each prior period presented had the change In 
classi fication occurred at the beginning of the earliest period p resented. 

Question & Answers 

Explain "monetary item" as per Accounting Standard 11. 
How are foreign currency monetary items to be recognized at each Balance Sheet date? 
Classify the following as monetary or non-monetary item: 

Share Capital. 
Trade Receivables. 

Investments. 
Fixed Assets. (RTP Nov'23) (MTP 5 Marks Nov '21, April '23 & SM) 
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Answer 1 
As per AS 11, Monetary items are money held and assets and liabilities to be received or paid in fixed or 
determinable amounts of money. 
Foreign currency monetary items should be reported using the closing rate at each balance sheet date. 
However, in certain circumstances, the closing rate may not reflect with reasonable accuracy the amount in 
re porting currency that is likely to be realized from, o r required to disburse, a foreign cu rrency monetary item 
at the balance sheet date. In such circumstances, the relevant monetary item should be reported in the 
reporting currency at the amount which is likely to be realized from or required to disburse, such item at the 
balance sheet date. 
Classification of items as monetary or non-monetary it em: 
Share capital- Non-monetary 
Trade receivables- Monetary 
Investments- Non-monetary 
Fixed Assets (PPE)- Non-monetary 

Question 2 
Assets and liabilities and income and expenditure items in respect of integral foreign operations are 
translated into Indian rupees at the prevailing rate of exchange at the end of the year. The resultant exchange 
differences in the case of profit, is carried to other Liabilities Account and the Loss, if any, is charged to 
revenue. You are required to comment in line with AS 11. (MTP 5 Marks Oct '22, RTP May'20, SM} 

Answer 2 
Financial statements of an integral foreign operation (for example, dependent foreign branches) should be 
translated using the principles and procedures of AS 11 (Revised 2003). The individual items in t he financial 
statements of a foreign operation are translated as if al l its t ransactions had been entered into by the reporting 
enterprise itself. Individual items in the financial statements of the foreign operation are t ranslated at the actual 
rate on t he date of transaction. The foreign currency monetary items (for example cash, receivables, payables) 
should be reported using the closing rate at each balance sheet date. Non-monetary items (for example, fixed 
assets, inventories, investments in equity shares) which are carried in terms of historical cost denominated in a 
foreign currency should be reported using the exchange date at the date of tra nsaction. Thus the cost and 
deprecia tion of the tangible fixed assets is translated using the exchange rate at the date of purchase of the 
asset if asset is carried at cost. If the fixed asset is carried at fair value, translation should be done using the rate 
existed on the date of the valuation. The cost of inventories is translated at the exchange rates that existed 
when the cost of inven tory was incurred and realizable value is translated applying exchange rate when 
realizable value is determined which is generally closing rate. Exchange difference arising on the t ra nslation of 
the fi nancial statements of integral foreign operation should be charged to profit and loss account. 
Thus, the treatment by the management of translating all assets and liabilities; income and expenditure items 
in respect of foreign branches at the prevailing rate at the year end and also the treatment of resultant exchange 
difference is not in consonance wi th AS 11 (Revised 2003). 

Question 3 

(a) Classify the following itams into Monetary and Non-monetary: 
(i) Share capital; (ii) Trade Payables; (iii) Cash balance; (iv) Property, plant and equipment 

{b) Trade payables of CAT Ltd , include amount payable to JBB Ltd., Rs. 10,00,000 recorded at the prevailing 
exchange rate on the date of transaction, transaction recorded at US $1 = Rs. 80.00. The exchange rate 

on balance sheet date (31.03.2020) was US $1 = Rs . 8S.00. You are required to calculate the amount of 
exchange difference and also explain the accounting treatment needed for this as per AS 11 in the books 
of CAT Ltd. (RTP May'2l} 

Answer 3 
(a) Share capita l - Non-monetary; Trade Payables - Monetary 
Cash balance - Monetary; Property, plant and equipment - Non-monetary 
(b) Amount of Exchange difference and its Accountine Treatment 

Trade payables 

Foreign 
Currency Rate 
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Initial recognition US$ 12,500 {Rs.10,00,000/80) 1 US$ = Rs. 80 10,00,000 
Rate on Balance sheet date 1 US$ = Rs. 85 

Exchange Difference loss US $ 12,500 x Rs. (85-80 62,500 

Treatment: Debit Profit and Loss A/c by Rs. 62,500 and Credit Trade Payables 
Thus, Exchange Difference on trade payables amounting Rs. 62,500 is required to be transferred t o Profit and 

loss. 

Question 4 
A company had imported raw materials worth US Dollars 6,00,000 on 5th January, 2022, when tho exchange 
rate was 0: 43 per US Dollar. Tho company had recorded tho transaction in the books at the above mentioned 
rate. The payment for the import transaction was made on 5th April, 2022 when the exchange rate was 0: 47 
per US Dollar. However, on 31st March, 2022, the rate of exchange was 0: 48 per US Dollar. The company 
passed an entry on 31st March, 2022 adjusting the cost of raw materials consumed for the difference between 
11: 47 and 0: 43 per US Dollar. In the background of the relevant accounting standard, is the company's 
accounting treatment correct? Discuss (RTP Nov'22} 

Answer 4 
As per AS 11 (revised 2003), 'The Effects of Changes in Foreign Exchange Rates', monetary items denominated 

in a foreign currency should be reported using the closing rate at each balance sheet date. The effect of 
exchange difference should be taken into profit and loss account. Trade payables is a monetary item, hence 
should be valued at the closing rate i.e, ii: 48 at 31st March, 2022 ir respective of the payment for the same 
subsequently at lower rate in the next financial year. The difference of 0: 5 (11; 48-11; 43) per US dollar should be 
shown as an exchange loss in the profit and loss account for the year ended 31st March, 2022 and is not to be 
adjusted against the cost of raw materials. In the subsequent year, the company would record an exchange gain 
of 11; 1 per US dollar, i.e., the difference between 0: 48 and II; 47 per US dol lar. Hence, the accounting treatment 
adopted by the company is incorrect. 

Question 5 
Trade Payables of Jared Limited includes amount due to Sterling Limited II: 9,75,000 recorded at the prevailing 
exchange rate on tho data of purchase; transaction recordC!d at US$ 1 = 't 75.00. The exchange rate on Balance 
Sheet date (31st March,2022) was US$ 1 = 79.00 The payment was made on 1st May,2022 when the exchange 
r:>te was US $ 1 =,,: 78.30. 
You are required to calculate the amount of exchange difference on 31st March, 2022 and 1st May, 2022 and 
also explain the accounting treatment needed in the above case as per AS 11 in the books of Jared Limited. 
(PYP 2.5 Marks Nov'22} 

Answer 5 
As per AS 11 "The Effects of Changes in Foreign Exchange Rates", exchange differences arising on t he settlement 

of monetary items or on reporting an enterprise's monetary items at rates different from those at which they 
were in itially recorded during the period, or reported in previous financial st atements, should be recognized as 
income or as expenses in the period in which they arise. 

Trade payables 

Initial recognition US $13,000 (9, 75,000/75) 
Exchange Rate on Balance sheet date 

Exchange Difference Loss US$ 13,000 X (79-75) 

Exchange Rate on Settlement date 

Exchange Difference Profit US$ 13,000 x 79-78.30) 

Foreign Currency 
Rate 

1 us $ =~ 75 

1 us$ =~ 79 

1 u s$ = ~ 78.30 

Amount 
~ 

52,000 

9,100 

For the year ended 31st March, 2022 exchange difference loss amounting~ 52,000 will be charged to statement 
of Profit & Loss A/c. However, t here is exchange difference gain of~ 13,000 x (79-78.30) = 9,100 on 1st May, 
2022. Thus gain of ,,: 9,100 will be credited to statement of Profit & Loss A/c for the year ended 31st March, 
2023. 

EXAM INSIGHTS: Some of the examinees were not able to correctly compute the amount of premium on 
forward contract to be debited to Profit and Loss Account. Many of them committed error in transferring foreign 
exchange loss /profit on trade payables transferred to profit and loss account for the financial years ended 31st March, 
2022 and 2023 in line with the provisions of AS 11, "The Effects of Changes in Foreign Exchange Rates". 
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Question 6 
Rau Ltd. purchased a plant for US$ 1,00,000 on 01st February 2020, payable after three months. Company 
entered Into a forward contract for thre<? months@ Rs. 49.15 per dollar. Exchani:e rate per dollar on 01st Feb. 
was Rs. 48.85. How will you recoi:nize the profit or loss on forward contract In the books of Rau Ltd.? {MTP 5 
Marks, May'20, RTP Nov'21, RTP May'l9, SM} {Same concept different figures PYP 2.5 Marks Nov'22} 

Answer 6 

Forward Rate Rs. 49.15 
Less: Spot Rate (Rs. 48.85) 
Premium on Contract Rs. 0.30 
Cont ract Amount US$ 1,00,000 

Total Loss (l,00,000 x 0.30) Rs. 30,000 
Contract period 3 months 

Two months falling in the yea r ended 31st March, 2020; therefore, loss to be recognized (30,000/3) x 2 = Rs. 

20,000. Balance amount of Rs. 10,000 will be recognized in the following financial year. 

Question 7 
ABC Ltd. borrowed US $ 5,00,000 on 01/01/2021, which was repaid as on 31/07/2021. ABC Ltd. prepares 
financial statement ending on 31/03/2021. Rate of Exchange between reporting currency (INR} and foreign 
currency {USD} on different dates are as under: 

01/01/2021 1 US$: 1' 68.50 
31/03/2021 l US$: ~ 69.50 
31/07/2021 1 us$ : ~ 70.00 

You are required to pass necessary journal entries in the books of ABC Ltd. as per AS 11. 
(MTP 5 Marks, Sep'22, PYP May'18, 5 Marks) (Same concept different figures as SM} 

Answer 7 
Journal Entries in the Books of ABC Ltd. 

Date Particulars ~ Dr. ~ Cr. 
Jan . 01, 2021 Bank Account (5,00,000 x 68.50) Dr. 342,50,000 

To Foreign Loan Account 342,50,000 
March 31, 2021 Foreign Exchange Difference Account Dr. S,00,000 

To Foreign Loan Account S,00,000 
[S,00,000 x (69.50-68.50)] 

Jul. 31, 2021 Foreign Exchange Difference Account 2,50,000 
5,00,000 X (70-69.5 Dr. 

Foreign Loan Account Dr. 347,50,000 
To Bank Account 3S0,00,000 

Question 8 
ABC Builders Limited had borrowed a sum of US$ 15,00,000 at the beginning of Financial year 2020·21 for its 
residential project at London lnterb:1nk Offered Rate {LIBOR) + 4 %. The interest is p:,yable at the end of the 
Financial Year. At the time of availing the loan, the exchange rate was '-: 72 per US$ and tho rate as on 31st 
March, 2021 was 1' 76 per US $. If ABC Builders Limited borrowed the loan In Indian Rupee equivalent, the 
pricing of loan would have been 9.50%. Compute Borrowing Cost and exchange difference for the year endine 
31st March, 2021,is per applicable Accounting Standards. (Applicable LIBOR is 1%). {RTP Moy'23} 

Answer 8 

(ii Interest for the period 2020-21 
= US $ 15 la khs x 5% x ~ 76 per US $ = ~ 5 7 lakhs 

(ii) Increase in the li ability towards the principal amount 
= US$ 15 lakhs x 'I! (76 - 72) = ·ii! 60 lakhs 

(iii) Interest that woul d have resulted if t he loan was taken in Indian currency 
= US$ 15 lakhs x ii! 72 x 9.5% = ~ 102.60 lakhs 
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(iv) Difference between interest on local currency borrowing and foreign currency borrowing= 
~ 102.60 lakhs less~ 57 lakhs = ~ 45.60 lakhs. 

Therefore, out of ~ 60 lakhs increase in the liabil ity towards principal amount, only ~ 45.60 lakhs will be 
considered as the borrowing cost. Thus, total borrowing cost \"/ould be~ 102.60 lakhs being the aggregate of 
interest of ~ 57 lakhs on foreign currency borrowings plus the exchange difference to the extent of difference 
between interest on local curre ncy borrowing and Interest on foreign currency borrowing of" 45.60 lakhs. 
Hence," 102.60 lakhs would be considered as the borrowing cost to be accounted for as per AS 16 "Borrowing 
Costs" and the remaining ~ 14.4 lakhs (60 • 45.60) would be considered as the exchange difference to be 
accounted for as per AS 11 "The Effects of Changes in Foreign Exchange Rates". 

Question 9 

(I) ABC Ltd. an Indian Company obtained long term loan from WWW private Ltd ., a U.S. company 
amounting to Rs.30,00,000. It was recorded at US $1 = Rs.60.00, taking exchange rate prevailing at the 

date of transaction. The exchange rate on balance sheet data (31.03.2018) was US $1 = Rs. 62.00. 

(ii) Trade receivable includes amount receivable from Prakash Ltd., Rs. 10,00,000 recorded at the prevailing 
exchange rate on the date of sales, transaction recorded at US $1 = Rs. 59.00. The exchange rate on 
balance sheet data (31.03.2018) was US $1 = Rs. 62.00. 
You are required to calculate the amount of exchange difference and also explain the accounting 

treatment needed in the above two cases as per AS 11 in the books of ABC Ltd. 
{PYP Nov'lB, 5 Marks) {Same concept different figures ·PYP Dec'2l 5 Marks, MTP 5 Marks Apr'23} 

Answer 9 
Amount of Exchange difference and its Accounting Treatment 

Long term Loan 

(i) Initial recognition US $50,000 ( Rs.30,00,000/60) 
Rate on Balance sheet date 
Exchange Difference Loss Us $ 50,000 X ( Rs.62 . 60) 
Treatment: Credit Loan A/c 
and Debit FCMITD A/c or Profit and Loss A/c b Rs. 1,00,000 
Trade receivables 

(ii) Initial recognition US$ 16,949.152* (Rs. 10,00,000/59) 
Rate on Balance sheet date 
Exchange Difference Gain US$ 16,949.152* x ( Rs.62-59) 
Treatment: Credit Profit and Loss A/c by Rs. 50,847.456* 
And Debit Trade Receivables 

Foreign 
Currency Rate 

1 US$ = Rs. 60 
1 US$= Rs . 62 

1 US$= Rs. 59 
1 Us$= Rs. 62 

Rs. 

30,00,000 

1,00,000 

10,00,000 

50,847.456* 

Thus, Exchange Difference on Long term loan amounting Rs. 1,00,000 may either be charged to Profit and Loss 
A/c or to Foreign Currency Monetary Item Translation Difference Account but exchange difference on trade 
receivables amounting Rs. 50,847.456 is required to be transferred to Profit and Loss A/c. 

EXAM INSIGHTS: Few of the examinees failed to calculate the amount of exchange difference.anq unable 
to explain the accounting treatment as per AS 11, "The Effects of Changes in Foreign Exchange rates". 
Some of them only quote that the difference to be debited to P & L A/c without mentioning the alternative. 
Where the difference can be transferred to foreign Currency Monetary Item Translation Difference 
Account. 

Question 10 
Bansal Company ltd. imported raw material worth US Dollars 12,000 on 15th January, 2024 when the 
exchange rate was ~ 68 per US Dollar. The payment for the transaction was made on 5th May, 2024 when 
ex~hange rate was~ 64 per US Dollar. At the year end, 31st March, 2024, the rate of exchange was~ 65 per 
US Dollar. The accountant of the company passed entry on 31st March, 2024 adjusting the cost of raw material 
consumed for the difference between~ 64 and~ 68 per US Dollar. Discuss whether this treatment is justified 
as per the provisions of AS•ll (Revis~d). (RTP Jan'25} 
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Answer 10 
As per AS 11, 'The Effects of Changes in Foreign Exchange Rates', initial recognition of a foreign currency 
t ransaction is done in t he reporting currency by applying the exchange rate at the date of the transaction. 
Accordingly, on 15th January, 2024, the raw material purchased and its creditors w ill be recorded at US dollar 
12,000 X '{ 68 : '{ 8,16,000. 

Also, on balance sheet date such transaction Is reported at closing rate of exchange, hence it w ill be valued at 
the closing rate i.e. ~ 65 per US dollar {USD 12,000 x ~ 65 = ~ 7,80,000) at 31st March, 2024, irrespective of 
t he payment made for t he same subsequently at low er rate in the next financial year. 
The difference of'{ 3 {65 - 68) per US dollar i.e.'{ 36,000 {USD 12,000 x '{ 3) w il l be shown as an exchange gain 
in the profit and loss account for the year ended 31st March, 2024 and wil l not be adjusted against the cost 
of raw mat erials. 
In the subsequent year on settl ement dat e, the company would recognize or provide in the Profit and Loss 
account an exchange gain of '{ 1 per US dollar, i.e. t he difference from balance sheet date to the date of 
settlement between '{ 65 and'{ 64 per US dollar i.e. '{ 12,000. 

Hence, the accounting treatment adopted by the Accountant of the company is incorrect i.e. it is not in 
accordance with the provisions of AS 11. 

Question 11 

Alfa Ltd. purchased an item of property, plant and equipment for US 
$ SO lakh on 01.04.2023 and the same was fully financed by the foreign currency loan [i.e. US$] repayment in 
five equal instalments annually. (Exchange rate at the time of purchase was 1 US$ = '{ 60]. As on 31.03.2024 
the first instalment was paid when 1 US$ fetched'{ 
62.00. The entire loss on exchange was included in cost of goods sold. Alfa Ltd. normally provides depreciation 
on an item of property, plant and equipment at 20% on WOV basis and exercised the option to adjust the cost 
of asset for exchange difference arising out of loan restatement and payment. Calculate the amount of 
exchange loss and its treatment and depreciation. (RTP Sep'24) . (MTP 5 Marks Oct'20, Oct'21} 
Answer 11 
Exchange differences arising on restatement or repayment of liabili ties incurred for the purpose of acquiring an 
item of property, plant and equipment should be adjusted in the carrying amount of the respective item of 
property, plant and eq1.1ipment as Alfa Ltd. has exercised the option and it is long term foreign currency 
monetary item. 
Thus, the entire exchange loss due to variation of '{ 20 lakh on 31.03.2023 on payment of US$ 10 lakh, shou ld 

be added to t he carrying amount of an item of property, p lant and equipment and not to the cost of goods 
sold. Further, depreciation on the unamortized depreciable amount should also be provided. 
Calculation of Exchange loss: 
Foreign currency loan {in'{) = (50 lakh $ x '{ 60) = '{ 3,000 lakh 
Exchange loss on outstanding loan on 31.03.2024 = '{ 40 lakh US$ x (62.00-60.00) = '{ 80 lakh. 

So, II: 80 lakh shou ld also be added to cost of an item of property, plant and equipment w ith corresponding 
credit to outstanding loan in addition to'{ 20 lakh on account of exchange loss on payment of instalment. The 
total cost of an item of property, plant and equipment to be Increased by ~ 100 lakh. 
Total depreciation to be provided for the year 2023 - 2024 = 20% of (~ 3,000 lakh + 100 lakh) = ~ 620 lakh. 

Question 12 

Wiwitzu Ltd. borrowed US $ 3,00,000 on 31-12-2020 which will repaid as on 30·06-2021. Wiwitzu Ltd. 
prepares its financial statements ending on 31-03-2021. Rate of exchange between reporting currency 
(Rupee) and forei n currency (US$) on different dates are as under: 

31-12-2020 1 us$:'{ 44.00 
31-03-2021 1 us$:'{ 44.50 
30-06-2021 1 US$= '1: 44.7S 

(ii C.'.llculate Borrowings in roporting curroncy to be recognized in the books on above mentioned dates and 
also show journal entries for the same. 

{II) if borrowings were repaid on 28·2-2021 on which date exchange rate was 1 US$ = ~ 44.20 then wh:,t 
entry should be passed? (RTP May'22} 

Answer 12 
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(i) As per AS 11 'The Effect of Changes in Foreign Exchange Rates", a foreign currency transaction should be 
recorded, on initial recognition in the reporting currency, by applying to the foreign currency amount the 
exchange rate between the reporting currency and the foreign currency at the date of the transaction. 
Moreover, at each balance sheet date, foreign currency monetary items should be reported using the closing 
rate. Accordingly, on 31.12.2020 borrowings will be recorded at" 1,32,00,000 
(i.e., "3,00,000 x "44.00). On 31.3.2021 borrowings (moneta ry Items) will be recorded at" 1,33,50,000 (I.e . 
$ 3,00,000 ><" 44.50). 

Journal of Wiwitzu Ltd. 
Date Particular Or. 'I: Cr. " 

31-12-2020 BankA/c Dr. 1,32,00,000 
To Foreign l oan Account 1,32,00,000 

31-03-2021 Foreign Exchange Difference Account A/c Dr. 1,50,000 

To Foreign loan Account 1,50,000 
30-06-2021 Foreign Loan Account A/c Dr. 1,33,50,000 

Foreign Exchange Difference Account A/c 75,000 
To BankA/c 1,34,25,000 

(ii) In c:,sc, borrowings were repaid bafore 8:,l:,nca Sheat 0:,te, than the antry would be :,s follows: 
Particular Or. (") Cr. ("!:) 

Date 
28-02-2021 Foreign Loan Account A/c Dr. 1,32,00,000 

Foreign Exchange Difference Account A/c Dr. 60,000 
To BankA/c 1,32,60,000 

Working Notes: 
(i) The exchange difference of" 1,50,000 is arising because the transaction has been reported at different rate 

(0:: 44.50 = l US$) from the rate initially recorded (i.e., 0:: 44 =;I. US$) from the rate Initially recorded (i.e.," 
44 = 1 us$) 

(ii) The exchange difference of" 75,000 is arising because the transaction has been settled at an exchange rate 
(" 44. 75 = 1 US$) different from the rate at which reported in the last financial statements("!: 44.50 = 1 US$). 

{iii) The exchange difference of" 60,000 is arising because the transaction has been settled at a different rate 
(i.e.," 44.20 = 1 US$) than the rate at which initially recorded (1 US$=" 44.00) 

Question 13 
Karna Ltd., an Indian Company, has tha following foreign currency trans:>ctions during the financial year 2022-
23: 
(i) 
(ii) 

On 1st July, 2022, imported goods from Try ltd., a German based company, amounting to"( 30,96,000. 
On 1st October, 2022, imported plant and machinery from Lucy ltd., a German based company, for€ 
18,500. The amount was paid on the date of import itself. (Ignore depreciation) . 

(iii) On 1st December, 2022, exported good on credit to Cream ltd., a German based company, amounting 
to 'I: 50,401000. 

All the above transactions were recorded in the books of account at the prevailing exchange rate on the date 
of the transactions. Ignore t:axes '1nd duty on the obove transoctions. 
Payment dua from Cro:>m ltd. and P"ymant duo to Try Ltd. is outst:>ndlng as on 31st March, 2023. 
Rate of exchange between reportinc currency("!) and foreign currancy (¢) on different dates are as under: 
On 1st July, 2022 1 €::" 86 
On 1st October, 2022 1 € = "!: 88 
On 1st December, 2022 1 € = "!: 84 
On 31st March, 2023 1 €:: "!: 90 
You are required, as per AS-11: 
(i) To show value at which above items will appear in Balance sheet as on 31st March, 2023; 
(ii) To calculate the amount of gain/loss on each of above transactions on account of exchange differences, 

if any. {PYP 5 Marks Nov'Z3} 

Answar 13 
As per AS 11 "The Effects of Changes in Foreign Exchange Rates", Foreign currency monetary items should be 
reported using the closing rate. Non-monetary Items which are carried in terms of historical cost denominated 
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in a foreign currency should be reported using the exchange rate at the date of the transaction. Exchange 

differences arising on the settlement of monetary items or on reporting an enterprise's monetary items at rates 
different from those at which they were initially recorded dur ing the period, or reported in previous financial 
statements, should be recognised as income or as expenses in the period in which they arise. 
(i) Items eiven in the question will appear in the Balance Sheet at the followine values: 

Trade Payables (30,96,000/86= 36,000 German Currency) x '!; 90 = '!; 32,40,000 
Plant and Machinery 18,500 German Currency X '!; 88 = '!;16,28,000 

Trade Receivables (50,40,000/84= 60,000 German Currency) x '!; 90 = '!; 54,00,000 
(ii) Amount of eain / loss on each transaction on account of exchanee difference: 

Exchange loss on Transaction of import of goods from Try Ltd.= '!; (1,44,000) 
[36,000 German Currency X '!; 4 (i.e. 90-86)] 

Exchange gain on Transaction of export o f goods to Cream Ltd='!; 3,60,000 
(60,000 German Currency X '!; 6 (i.e. 90-84)] 

EXAM INSIGHTS: Most of the examinees failed to differer,tiate between monetary and non-monetary items. 

They also failed to calculate t he loss /gain on account of exchange differences. 

Question 14 , .. , LDR 
" 

Explain briefly the accounting treatment needed in the followlng cases as per AS 11 as on 31.03.2020 
(i) Debtors include amount due from Mr. S "t 9,00,000 recorded at the prevailing exchange, rate on th" dat<l 

of sales, transaction recorded at US $1 = '!; 72.00 

US$ 1='!; 73.50 on 31st March,2020 

US $ 1= ~ 72.50 on 1st April,2019_ 
(ii) l ong term loan taken on 1st April, 2019 from a U.S. company amounting to~ 75100,000. ~ S,00,000 was 

repaid on 31st December, 2019, r11cord0d at US$ l = 'it 70.50. Interest has been paid as and when debited 
by the US company. 

US $1= '!; 73.50 on 31st March,2020 

US $1=1'{ 72.50 on 1st April, 2019. {PYP 5 Marks Jan'21} {Same concepts different figures SM} 
Answer 14 
As per AS 11 "The Effects of Changes in Foreign Exchange Rates", exchange differences arising on the settlement 
of monetary items or on reporting an enterprise's monetary items at rates differen t from those at which they 
were initially recorded during the period, or reported in previous financia l statements, should be recognized as 
income or as expenses in the period in which they ar ise. 

However, at the option of an entity, exchange differences arising on reporting of long - term foreign currency 
monetary items at rates different from those at which they were initially recorded during the period, or 
reported in previous financial statements, in so far as they relate to the acquisition of a non-depreciable capital 
asset can be accumulated in a " Foreign Currency Monetary Item Translation Difference Account" in the 

enterprise's financial statements and amortized over the balance period of such long-term asset/ liability, by 
recognition as income or expense in each of such per iods. 

Debtors 
Ini tial recognition US $12,500 (9,00,000/72) 

Rate on Bala nee sheet date 

Exchange Difference Gain US$ 12,500 X (73.50 - 72) 

Treatment: Credit Profit and l oss A/c by'!; 18,750 
Long term Loan 

Ini tial recognition US$ 1,03,448.28 (75,00,000/72.50) 

Rate on Bala nee sheet date 

Exchange Difference l oss after adjustment of exchange 
gain on repayment of'!; 5,00,000 

Foreign 
Currency Rate 

1 us$ = 0:72 

1 us$ = 0: 73.50 

1 us$ = '!; 73.50 

1 us$='!; 73.50 

9,00,000 

18,750 

75,00,000 
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'!; 67,987.48 [82,171.88 (US$ 96,356.08 X '!; 73.5 
Less '!; 70,00,000) less profit 14,184.40 
[US$ 7,092.2 (5,00,000/70.5) X '!; 2)] 
NET LOSS Treatment : Credit Loan A/c and 
Debit FCMITD A/C or Profit and Loss A/c by'!; 67,987.48 

67,987.48 ' 

Thus, Exchange Difference on Long term loan amounting'!; 67,987.48 may either be cha rged to Profit and Loss 

A/c or to Foreign Currency Monetary Item Translation Difference Account but exchange difference on debtors 

amounting 'I; 18,750 is required to be transferred to Profit and Loss A/c. 

NOTE 1: *Excha nge Difference Loss (net of adjustment of exchange gain on repaymen t of'!; 5,00,000) has 

been calculated in the above solution. Alternative considering otherwise also possible. 

NOTE 2: Date of sales transaction of" 9 lakhs have not been given in the question and hence it has been 

assumed that the transaction took place during the year ended 31 March 2020. 

Question 15 
Trower Limited is an Indian importer. It imports goods from True View Limited situated at London. Trower 

Limited has a payable of £50,000 to True View Limited as on 31st March, 2023. True View Limited has given 
Trower Limited the following two options: 
(i) Pay immediately with a cash discount of 1% on the payable. 
(ii) Pay ofter 6 months with Interest@ 5% p.a. on the payable. 
The borrowing rate for Trower Limited in rupees is 15% p.a. 
The following ore the exchange rates: 

Date ~ 

31st March,2023 97 
30th September, 2023 99 

You are required to give your opinion to Trower Limited on which of the above two options to be chosen. (PYP 
5 Marks May'23} 

Answer 15 
Option (i) Pay immediately with Cash discount of 1% on the payable 

Total amount payable as on 31.3.2023 (50,000 x '!; 97) 48,50,000 

Less: Cash discount (48,500) 

48,01,500 

Add: Borrowin cost@ 15% p.a. for 6 months 3,60,112.50 

If payment made immediate 51,61,612.50 
Option (ii) Pay after 6 months with interest@ 5% p.a. on the p;iyable 

Total amount payable as on 31.3.2023 (50,000 x '!; 99) 49,50,000 

Interest for 6 months @ 5% 1,23,750 

If payment made after 6 months 50,73, 750 

Thus, Option (ii) is beneficial to Trower limited as the Rupee outflow will be lower by 'I; (51,61,612 - 50,73,750) 
= '!; 87,862 in option (ii). 
Note: The above answer be presented in the alternative manner give n as below: 
Option (i) Pay immediately with Cash discount of 1% on the payable 

Total amount payable on 31.3.2023 50,000 

Less: Cash discount (50,000 x 1 / 100 (500 

49,500 

49,500 X '!; 97 48,01,500 

Add: Borrowing cost@ 15% .a. for 6 months 3,60,112 
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I 1f payment made immediate ~ 51,61,612 1 
Option (ii} Pay after 6 months wit h interest@ 5% p.a. on the payable 

Total amount payable on 31.3.20 23 50,000 

Interest for 6 months@ 5% (50, 000 x 5 / 100 x 6 / 12 1.250 

51,250 

If payment made after 6 months 51,250 X 99 50,73,750 

Thus, Option (ii) is beneficial to Tr ower limited as the Rupee outflow will be lower by~ {51,61,612 - 50, 73,750} 
= ~ 87,862 in option {ii). 

EXAM INSIGHTS: Fe\"I examinees were not able to give opinion for the payment to the importer reg. two 
nt (ii} payment after 6 months for import of goods based on the options: (i) immediate payme 

information given in the question 

M ultiple Choice Questions (MCQs) 

1. As per AS 11 assets and liab ilities of non-integral foreign operations shouldbe converted at rate. 
(b) Average (a) Opening 

(c) Closing (d) Transaction 

Ans: (c) 
2. The debit or credit balance of " Foreign Currency Monetary Item Translation Difference Account" 

s Expenditure" in the Balance Sheet (a) Is shown as "Miscellaneou 

(b) Is shown under "Reserves and Sur pl us" as a separate line item 
(c) Is shown as "Other Non-cu rrent" in the Ba la nee Sheet 

(d) Is shown as "Current Asset s" in the Balance Sheet 

Ans: (b) 
3. If asset of an integral foreign operation is carried at cost, cost and depreciation of tangible fixed asset is 

translated at 
(a) Average exchange rate 
(b) Closing exchange rate 
( c) Exchange rate at the date of purchase of asset 
(d} Opening exchange rate 

Ans: (c) 
4. Which of the following can be classified as an integral foreign operation? 

extension of t he head office in terms of operations 
the parent company 

(a) Branch office serving as an 
(b} Independent subsidiary of 
( c) Branch office independent of the head office in terms of operational decisions 
(d) None of the above 

Ans: (a) 
5. Which of the following items s hould be converted to closing rate for the purposes of financial reporting? 

d Equipment (a) Items of Property, Plant an 
(b} Inventory 
(c) Trade Payables, Trade Rec eivables and Foreign Currency Borrowings 

(d) All of the above 

Ans: (c) 
6. The debit or credit balance of " Foreien Currency Monetary Item Translation Difference Account" 

{RTP Jan'ZS} 
(a) 

(b) 
( c) 

(d) 

Is shown as "Mlscellaneou s Expenditure" in the Balance Sheet 
and Surplus" as a separate line item 
rrent" in the Ba la nee Sheet 

Is shown under " Reserves 
Is shown as "Other Non-cu 
Is shown as "Current Asset s" in the Balance Sheet 

Ans: (b) 
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CONCEPTS OF THIS CHAPTER 

• Objective of AS 22 • Recognition Criteria for Deferred Tax. 

• Measurement of Deferred Tax • Practical Problems 

• Presentation and Disclosure • Review of Deferred Tax Assets 

• Re-assessment of Unrecognized Deferred Tax Assets 

QUICK REVIEW OF IMPORTANT CONCEPTS 

LOR Questions 
Q11 

I Differences between taxable income and accounting income 

! Timing differences , Permanent differences , ~--- -- --- ------ --·--- -- --·--- -- --·--- -- ------- -- -,.-- -- -- --·--- --·--- -·---·-- --·--- --·--- -- --·--·--. I For a period that originate in one period and are I For a period that originat e in one period and do I 
l_ capable of reversal _in one or more subsequent_periods. J ____________ not_reverse subsequently __ __________ J 
• Accountine income (loss) 

Net profit or loss for a period, as reported in the statement of profit and loss, before deducting income-tax 
expense or adding income tax saving 

• Taxable income (tax loss) 
Amount of the income (loss) for a per iod, determined in accordance with the t ax laws, based upon which 

income-tax payable (recoverable) is determined. 
• Tax cxpcn.sc(tax saving) 

Aggregate of current tax and deferred tax charged or credited to the statement of profit and loss for the 
per iod. 

• Current tax 
Amount of income tax determined to be payable (recoverable) in respect of the taxable income (tax loss) 
for a period. 

• Deferred tax· Tax effect of ti ming differences. 

Recognition 

• Tax expenses, including current and deferred tax, are part of net profit or loss. 

• Permanent differences do not create deferred tax assets or liabili ties. 

• Taxes are accrued In the same period as related revenue and expenses, leading to timing di fferences. 

• Tax effects of timing differences are recorded in t he profit and loss statement and as deferred tax 
liabili ties in the balance sheet. 

• Deferred tax assets are recognized only when their realization is reasonably certain. 

Review Of Deferred Tax Assets 

• The carrying amount of deferred tax assets should be reviewed at each balance sheet date. 

• Any such wr ite-down may be reversed to the extent that it becomes reasonably certain or virtually 
certain, so that sufficient future taxable income wil l be available. 

• An enterprise should write-down the carrying amount of a deferred tax asset to the extent that It is no 
longer reasonably certain or virtually certain, so that sufficient future taxable income will be available 
against which deferred tax asset can be realized. 
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Disclosures 
Statement of profit and loss 
• Under AS22, there is no specific requirement to disclose current tax and deferred tax in the statement of 

profit and loss. 
• Considering the requirements under the companies Act, 2013, the amount of income tax and other taxes 

on profits should be disclosed. 
• AS 22 dose not require any reconciliation between accounting profit and the tax expense 

Balance sheet 
• The break-up deferred tax assets and deferred tax liabilities into major components of the respective 

balance should be disclosed in the notes to accounts. 
• Deferred tax assets and liabilities should be disclosed under a separate heading in the balance sheet of the 

enterprise, separately from current assets and current liabilities. 
• The nature of the evidence supporting the recognition of deferred tax assets should be disclosed, if an 

enterprise has unabsorbed depreciation or carry forwa rd of losses under tax low 

Question & Answers 

Question 1 

Can an enterprise offset deferred tax assets and deferred tax liabilltles? If Y"s, prescribe the conditions 
required for such offset as per provisions of AS 22.? {RTP Nov'22} 

Answer 1 
Yes. It can offset deferred tax assets and deferred tax liabilities . 
As per AS 22, an enterprise should offset deferred tax assets and deferred tax liabilities if: 
(i) the enterprise has a legally enforceable right to set off assets against liabilities representing current tax; 

and 
(ii) the defe rred tax assets and the deferred tax liabilities relate to taxes on income levied by the same 

governing taxation laws. 

Question 2 
Define followings as per AS 22: 
(i) Accounting income (loss) 
(ii) Taxable income (tax loss) 
(iii) Tax expense (tax saving) {RTP Nov'22} 

Answer 2 
Accounting income (loss) is the ne t profit or loss for a period, as reported in the statemen t of profit and loss, 
before deducting income-tax expense or adding income tax saving. 
Taxable income (tax loss) is the amount of the income (loss) for a period, determined in accordance with the 
tax laws, based upon which income-tax payable (recoverable) is determined. 
Taxable expenses is the aggregate of current tax and deferred tax charged or credited to the statement of 
profit and loss for the period. 

Question 3 
The following transactions were reported by PQR Ltd. during the year 2020-2021: 

i. Tax Rate 30"/4 (Rs. in lakh) 
ii. Items disallowed in 2019-2020 and allowed for tax purposes in 2020-2021. 20.00 
iii. Interest to Financial Institutions accounted In the books on accru:il basis, 

but actual payment was made before the due date of filing return and 20.00 
allowed for tax purpose also. 

iv. Donations to Private Trust made in 2020-2021 (not ;illowed under Income 10.00 
Tax Laws). 

You are required to show impact of the above items In terms of Deferred Tax Assets/Deferred Tax 
Liability for the year ended 31.03.2021. (RTP May'22} 
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Answer 3 
Impact of various items in terms of deferred tax liability/deferred tax asset as per AS 22 
Transactions Analysis Nature of Effect Amount 

difference 

Disallowances, as per IT Tax payable for the earlier Timing Reversal of DTA Rs. 20 lakh x 

Act, of earlier years year was higher on this difference 30% = Rs. 6 lakh 

account. 
Interest to financial It is allowed as deduction No timing Not applicab le Not applicable 
institutions under IT Act, if the payment difference 

is made before the due date 

of filing the retu rn o f income 
Donation to private Not an allowable Permanent Not applicable Not applicable 

trusts expenditure under IT Act. difference 

Question 4 

The following particulars are stated in the Balance Sheet of HS Ltd. as on 31 ·3-2019 : 
Particulars (~ in lakhs) 

Deferred Tax Liability (Cr.) 60.00 
Deferred Tax Assets (Or.) 30.00 

The following transactions were reported during the year 2019·20 : 
Oeprc,ciation as oar accountine records 160.00 
Depreciation as per income tax records 140.00 
Items disallowed for tax purposes in 2018-19 but allowed in 2019-20 20.00 
Donation to Private Trust 20.00 
Tax rate 30% 

There were no additions to fixed assets during the year. You are required to show the impact of various 
Items on Oeferrc,d Tax Assets and Deferred T:1x Liability as on 31•3·2020 ;is per AS-22. 
{PYP 5 Marks Jan'21, RTP May'20} 

Answer 4 
Impact of various items in t erms of AS 22 deferred tax liability/deferred tax asset 
(1) Difference in Depreciation- Generally, wr itten down value method of depreciation is adopted under 

income Tax Act wh ich leads to higher depreciation in earlier years of usef ul l ife o f the asset in compar ison 
to later years. It is timing difference for which reversal of Deferred tax liabili ty is required. 
Reversal of DTL= ~ (160 -140) Lakhs X 30% = ~6 Lakhs 

(2) Disallowances, as per IT Act of earl ier years- Due to disallowance tax payable f or the ear lier years was 
h igher on th is account. It is responding timing difference which required Reversal of Deferred tax asset s. 
Reversal of Deferred tax assets= ~20 Lakhs X 30% = ~ 6 Lakhs 

(3) Donations to private trusts is not an allowable expenditure under IT Act. It is permanent di fference. 
Hence, no reversa I of tax is requ Ired. 

Question 5 

From the following details of Aditya Limited for accounting year ended on 31st March, 2020: 

Particulars ~ 

Accountlne profit 15,00,000 

Book orofrt as oer MAT 7,50,000 

Profit as per Income tax Act 2,50,000 
Tax Rate 20% 
MAT Rate 7.5% 

Calculate the deferred tax asset/liability as per AS 22 and amount of tax to be debited to the profit and 
loss account for the year. (PYP 5 Marks, Nov'20} {Same concept different /lguras RTP Nov'l!J & Nov '23, 
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PYP 5 Marks Nav'19, SM) 

Answer 5 
Tax as per accounting profit 15,00,000X20%= ·"!'. 3,00,000 
Tax as per Income-tax Profit 2,SO,OOOX20% ="!'. 50,000 
Tax as per MAT 7,50,000X7.50%= " 56,250 
Tax expense= Current Tax +Deferred Tax 
"!'. 3,00,000 = "!'. 50,000+ Deferred tax 
Therefore, Deferred Tax liability as on 31-03-2020 
= "!'. 3,00,000 - "!'. 50,000 = "!'. 2,50,000 
Amount of tax to be debited in Profi t and Loss account for the year 31-03-2020 
Current Tax+ Deferred Tax liability+ Excess of MAT over current tax 

= "!'. 50,000 + "!'. 2,50,000 + "!'. 6,250 (56,250 - 50,000) = "!'. 3,06,250 

Question 6 

ABC Company limited h:,d an investment in Venture Capital amounting " 10 Crores. Venture capital i n 
turn had invested in the below portfolio companies (New Start • ups) on behalf of ABC Limited: 

Amount of Investment 

Portfolio Companies ("!'. in Crores) 

Oscar Limited 2 
Zee Limitc,d 3 

Star Limited 4 

Sony Limited 1 
Total 10 

During the, FY 2019-2020, Venture Capital had sold their tnv.i,stment In Star Limitod and roalised an 
amount of"!'. 8 Crores on sale of shares of star Limited and entire proceeds of" 8 Crores have been 
transferred by Venture Capital to ABC Company Limited. 
The accounts manager has received the following additional information from venture capital on 

31.03.2020: 
(1) 8 Crores has been deducted from the cost of investment and carrying amount of investment as at year 

end is 2 Crores. 
(2) Company had to pay a capital gain tax@ 20% on the net sale consideration of 'e 4 Crores. 
(3) Due to COVID·19, the remaining start • ups (i.e. Oscar Limited, Zee Limited, and Sony Limited) are not 

performine well and will soon wind up their oper;itions. Venture capital is monitorine the situation 
and if required they will provide, an impairment loss in June 2020 Quarter. 

You need to suggest the accounts managc,r what should be the correct :,ccounting treatment as per AS 
22 "Accounting for Taxes on Income". (SM) 

Answer 6 
As company had to pay capital gain tax @ 20% on the net sa le consideration as per income tax laws, t he 

company has to recognise a current tax liability of 0.8 Crores computed as under: 

Particulars 

Sales Consideration 

Cost of Investment 

Net gain on Sale 
Tax @20% 

Amount ('ein 
Crores) 

8 
4 

4 

0.8 
As per AS 22, Timing differences are those differences between taxable income and account ing income for 
a period that or iginate in one period and are capable of reversal in one or more subsequent periods. 

Particulars Amount ('ein Crores) Rationale 

Taxable Income 4 As per income tax laws 

Accountinglncome Nil As the same is deducted 
from the cost of investment 
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l Timing Difference 4 

As per AS 22, def erred tax assets should be recognised and carried forward only t o t he extent t hat there is 
a reasonable cert ain ty t hat sufficient fu t ure taxable income w ill be ava ilable aga inst which such deferred tax 

assets can be realized. 
Since in cu rrent scenario, due to Covid 19 t he por tfolio companies are not performing well, thus the company 
may not have sufficient future t axable income wh ich wi ll reverse deferred tax assets. Therefore, t he 

company should not recognize DTA of '( 0.8 Crores and company should recognise only current t ax liability 
of '( 0.8 Crores. 

Question 7 
The following particulars are stated in the Balance Sheet of Wiwitsu limited as on 31st March, 2020: 

("( In lakhsl 
Deferred Tax liability (Cr.I 28.00 
Deferred Tax Assets (Dr.) 14.00 

The following transactions were reported during the year 2020 -2021: 
(i) Depreciation as per books was'( 70 lakhs whereas Depreciation for Tax purposes was '( 42 lakhs. There 

were no additions to Fixed Assets during the year. 
(ii) Expenses disallowed in 2019-20 and allowed for tax purposes in 2020-21 were'( 14 lakhs. 
{iii) Share issue expenses allowed under section 35(0) of the Income Tax Act, 1961 for the year 2020-21 

(1/lOth of'( 70.00 lakhs incurred in 2019-20). 
(iv) Repairs to Plant and Machlnory were made durlni: the year for 0: 140.00 lakhs and w:,s spread over the 

period 2020-21 and 2021·22 equ:>lly In the books. However, the entire, c,xpenditurc, was allowed for 
income-t:sx purposes in the year 2020-21. 
Tax Rate to be taken 11t 40"/4. 
You are required to show the, Impact of above items on Deferred Tax Assets and Deferred Tax Liability 
as on 31st March, 2021. (PYP 5 Marks Juf'21} 

Answer 7 
Impact of various items in terms of deferred tax liability/deferred t ax asset on 31.3.21 

Transactions Analysis Nature of Effect Amount('() 
difference 

Difference in Generally, w r itten down Responding Reversal of 28 lakhs X 40% 
depreciation value method of tim ing DTL = '( 11.20 lakhs 

depreciation is adopted difference 
under IT Act which leads 

to higher depreciation in 
earl ier years of useful 
life of t he asset in 
comparison to later 
years. 

Disallowances, as Tax payable for the Responding Reversal of 14 lakhs X 40% 
per IT Act, o f earlier year was higher timing DTA = 5.6 lakhs 
earl ier years on th is account. difference 

Share issue Due to disallowance of Responding Reversal of 7 lakhs X 40% 
expenses full expenditure under IT timing DTA = '( 2.8 lakhs 

Act, t ax payable in the difference 
earlier 

years was higher. 
Repairs to plant Due to allowance of full Originating Increase in 70 lakhs X 40% 
and machinery expenditure under IT timing DTL =28 1akhs 

Act, tax payable of the difference 
current year will be less. 
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EXAM INSIGHTS: The answers of majority examinees reflected lack of knowledge for the provisions of 
AS 22 "Accounting for Taxes on Income". Hence, they failed to show impact of the given items on 
De{erre(:i Tax Assets and Deferred Tax Liability as on 31st March, 2021. 

Question 8 

The following particulars are stated in the Balance Sheet of Siddhi Limited as on 31st March,2022: 
Particulors (~ In lakhs) 
Deferred Tax Liabilities (Cr.) 2.50 

Deferred Tax Assets (Dr.) 1.35 

The following transactions were reported during the ear 2022 -23: 

~in lakhs 
(I) Depreciation as per accounting records 
(ii) Depreciation as per income tax records 
(iii) lntc,rest paid to NBFC accounted in books on accrual basis but paid 

on 30.06.2023 
(iv Items disallowed for tax urposes in 2021-22 but allowed in 2022- 23 

(v) Donation to Private Trust 
(vi) Tax rate 

(vii) There were no additions to fixed assets during the year. 

15.00 
20.00 

6.00 

1.05 

40.00 
15% 

You are required to calculate the Deferred Tax Asset and Deferred Tax liability as on 31-03-2023 as per 
AS-22. (PYP 5 Marks Nov'23} 

Answers 
Balances of Deferred tax assets and Deferred tax liability as on 31st March, 2023 

~ (in lakhs) 

Deferred tax liabi lity (Cr.) (2.5 +.75) 3.25 

Deferred tax asset (Dr.) (1.35 - 0.158*) 1.192 

Working Note: 
Im act of various items in terms of deferred tax liabili / deferred tax asset 
Sr. Transactions Nature of Effect Amount(~) 
No. 
(i), (ii) Difference in 

depreciation 

(i I I) Interest to financial 
institutions 

(iv) Disallowances, as per 
IT Act, of earlier yea rs 

difference 
Responding 
timing 
di fference 
No timing 
difference 
Timing 
difference 

Creation of 
OTL 

Not 
applicable 
Reversal of 
OTA 

(v) Donation to private Permanent Not 
trusts difference applicable 

*Alternatively, may be rounded off as~ 0.157 lakh or 0.1575. 

(20 - 15) X 15% : 0.75 

Not applicable 

~ 1.05 lakh x 15% 
= ~ o.1ss• lakh 
Not applicable 

EKAM INSIGHTS: Most of the examinees could not compute the amount correct amounts of deferred 
tax liabi lity and deferred tax asset as per the provisions of AS 22," Accounting.for taxes on income". 
The question required separate ca lculations for deferred tax assets and deferred tax liabi lity. 
However, some examinees combined the figures of deferred tax asset and deferred tax liability, 
result ing In a calculation of the answer on a net basis. 

Chapter 7 .4 AS 22.· Accounting for Taxes on Income 7.4-6 



Delta Ltd. is worklne on different projects those are likely to bc complcted within 3 years period. It 
recognizes revc,nue from these contracts on Percentage of Completion Method for Financial Statemcnts 
for the years ending 2021, 2022 and 2023 for~ 34 Lakhs, ~ 50 Lakhs and ~ 65 Lakhs respectively. 
However, for Income Tax purpose, it has adopted the Completed Contract Method under which it has 
recognized revenue of ~ 30 Lakhs, ~ 52 Lakhs and ~ 67 Lakhs for the years ending 2021, 2022 and 2023 
respectively. Income Tax rate is 30%. Compute the amount of Deferred Tax Asset/ Liability and Total Tax 
Expenses for the years ending 31st March 2021, 2022 and 2023. {PYP 5 Marks Sep'24} 

Answer 9 
Calculation of Defe rred Tax As set/Liabili ty in Delta Limited 

Vear Accounting Taxable Timing Timing Deferred Tax Deferred Tax 
Income Income Difference Difference Liability 

(balance) (balance) 
2021 34,00,000 30,00,000 4,00,000 4,00,000 1,20,000 1,20,000 
2022 50,00,000 52,00,000 (2,00,000) 2,00,000 (60,000) 60,000 
2023 65,00,000 67,00,000 (2,00,000) NIL (60,000) NIL 

1,49,00,000 1,49,00,000 
Calculation of total tax 

Vear Deferred Tax Current tax expense Total tax 

2021 1,20,000 g,00,000 (30,00,000 X 30%) 10,20,000 
2022 (60,000) 15,60,000 (52,00,000 X 30%) 15,00,000 
2023 (60,000) '0, 10,000 (67,00,000 X 30%) 19,50,000 

Note: It is assumed that the revenue and the taxable profit is the same. 

Question 10 
(a) The following informatiol) is furnished in respect of Slate Ltd. for the year ending 31·3·2019: 

(i) Dcpreciation as per books Rs. 2,80,000 
Depr<!ciation for taK purpose Rs. 1,90,000 
The above depreciation does not include depreciation on new additions. 

(ii) A new machinery purchased on 1 .4.18 costing Rs. 1,20,000 on which 100% depreciation is allowed in 
the 1st year for tax purpose whereas Straight-line method is considered appropriate for accounting 
purpose with a life estimation of 4 years. 

(iii) The company has made a profit of Rs. 6,40,000 before depreciation and taxes. 
(iv) Corporate taK rate of 40%. 
Prepare relevant eKtract of statement of Profit and Loss for the year ending 31-3-2019 and also show 
the effect of above items on deferred tax liability/ asset as per AS 22. 

(b) What are the disclosure requirements for deferred tax assets and deferred tax liabilities in the balance 
sheet as per AS 22? (RTP May'21, PYP 5 Marks Nov'22) 

Answer 10 
(a) Statement of Profit and Loss for the year ended 31" March, 2019 (Extract) 

Rs. 
Profit before depreciation and taxes 6,40,000 
less: Depreciat ion for accounting purposes (2,80,000+30,000) (3,10,000) 

Profit before taxes (A\ 3,30,000 
less: Tax expense (B) 

Current tax (W.N.1) (3,30,000 x 40%} 1,32,000 

Deferred tax (W.N.2) NIL (1,32,000) -
Profit after tax (A-B) 1,98,000 

Workine Notes: 
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1. Computation of taxable income 

Amount (Rs. 

Profit before depreciation and tax 

Less: Depreciation for tax purpose (1,90,000 + 1,20,000) 

Taxable income 

Tax on taxable income @ 40% 

2. Impact of various items in terms of deferred tax liability/ deferred tax asset 
Sr. Transactions Analysis Nature of Effect Amount 
No. difference (Rs.) 

( i) Difference in Generally, w ritten down Responding Reversal of (2,80,000 -
depreciation value method of timing DTL 1,90,000) X 

depreciation is adopted difference 40%= 
under IT Act which leads (36,000) 
to higher depreciation in 
ear lier years of useful life 

of the asset in comparison 
to later years. 

( ii ) Depreciation on Due to allowance of full Timing Creation of (1,20,000 
new machinery amount as expenditure difference DTL - 30,000) X 

under IT Act, tax payable 40% 
in the ear lier years is less. = 36,000 

Net impact NIL 

(b) The break-up of deferred tax assets and deferred tax liabil ities into major components of the respective 
balance should be disclosed in the notes to accounts. Deferred tax assets and liabilities should be 
distinguished from assets and liabilities representing current tax for the period. Deferred tax assets and 
liabilities should be disclosed under a separa te heading In the balance sheet of the enterprise, separately 
from current asset s and current liabi lities. The nature of the evidence supporting the recognition of 
deferred tax assets should be disclosed, if an en terprise has unabsorbed depreciation or carry forward of 
losses under tax laws. 

EXAM INSIGHTS: Majority of the examinees failed to calculate correct amount of accounting profit and 
profit as per Income tax. They were also not able to mention the reversal of DTL or creation of OTL 
correctly, consequently failed to calculate the Net Effect of Deferred Tax. 

Question 11 

ABC Ltd . prepares Its accounts annually on 31st March. On 1st April, 2022, It purchases a machine at a 
cost of ~ 1,50,000. The machine has a useful life of three years and an expected scrap value of ,ero. 
Although it is eligible for a 100% first year depreciation :allowanco for t:ax purposos, the straight line 
method is considered appropriate for accounting purposes. ABC Ltd. has profits before depreciation and 
taxes of": 2,00,000 each year and corporate tax rate is 40 percent each year. 
The purchase of machine at a cost of >: 1,S0,000 in 2022 gives rise to a tax saving of >: 60,000. The 
corporate tax rate has been assumed to be same in each of the three years. Calculate deferred tax and 
pass necessary journal entries. 
What will be the amount of deferred tax, if the substantively enacted tax rates for 2022, 2023 and 2024 
are 40%, 35% and 38% respectively. {RTP Jan'25} 
Answer 11 
If t he cost of machine is spread over th ree years of its li fe for accounting purposes, the amount of the tax saving 
should also be spread over t he same period as shown below: 

Statement of Profit and Loss 
(for the, three years ending 31" March, 2022, 2023, 2024) 

": in thousand 
2022 2023 2024 

Profit before depreciation and taxes 200 200 200 

Chapter 7 .4 AS 22.· Accounting for Taxes on Income 7.4·8 



~ 
less: Depreciation for accounting purposes so so so 

Profit before taxes 150 150 150 
less: Tax expense 

Current tax: 
0.40 X {200 -150) 20 
0.40 X 200 80 80 

Deferred tax: 

Tax effect of timing differences or iginating during the year 
leading to DTL 

0.40 (150-50) 40 

Tax effect of timing differences reversing dur ing the year 
0.40 (0-50) - (20) (20) 

Tax expense 60 60 60 
Profit after tax 90 90 90 
Net timing differences 100 so 0 
Deferred tax liabili ty balance 40 20 0 

In 2022, the amount of depreciation allowed for tax purposes exceeds the amount of depreciation charged 
for accounting purpose by'!; 1,00,000 and, therefore, taxable income is lower than t he accounting income. This 
gives rise to a deferred tax liabil ity of '!; 40,000. In 2023 and 2024 accounting income is lower than taxable 

income because the amount of depreciation charged for accounting purposes exceeds the amount of 
depreciation allowed for t ax purposes by '!; 50,000 each year. Accordingly, deferred tax liability is reduced by 

'!; 20,000 each in both t he years. As may be seen, tax expense in based on t he accounting income of each 
period.In 2022, the profit and loss account is debited and deferred tax liabili ty account is credited with the 
amount of tax on the originating timing difference of" 1,00,000 while in each of the fol lowing t,vo years, 
deferred tax liabil ity acc-ount is debited and profit and loss account is credited w ith the amount of tax on the 
reversing timing difference of " 50,000. 

The follow ing Journal en tries wil l be passed: 1 / / I I \\// I I 
Vear 2022 \( I I \I I I 
Profit and Loss A/c Dr. 20,000 

To Current tax A/c 20,000 
(Being the amount of t axes payable for the year 2022 provided for) 
Profit and Loss A/c Or. 40,000 

To Deferred tax liability A/c 40,000 
(Being the deferred tax liabil ity created for originating timing difference 
of '!; 1,00,000) 
Vear 2023 
Profit and Loss A/ c Or. 80,000 

To Current tax A/c 80,000 
(Being the amount of t axes payable for the year 2023 provided for) 
Deferred tax liability A/c To Profit and Loss A/c Dr. 20,000 
(Being the deferred tax liability adjusted for reversing timing difference 20,000 
of " 50,000) 
Vear2024 
Profit and Loss A/c Or. 80,000 

To Current tax A/c 80,000 

_(~eini: the amount of taxes ~able for the ~ ar 2024 provided for\ 
Deferred t ax liabil ity A/c To Profit and Loss A/c Dr. 20,000 
(Being t he deferred t ax liabil ity adjusted for reversing t iming difference 20,000 
of '!; 50,000) 

Prcscnt:.1tion: 

In the year 2022, the balance of deferred tax account i.e. "40,000 w ould be shown separately from the current 
tax payable for t he year in terms of paragraph 30 of AS 22. In the year 2023, the balance of deferred tax liability 
account would be'!; 20,000 and be shown separately from the current tax payable for the year as in year 2022. 
In year 2024, the balance of deferred t ax liabil ity account would be ni l. 
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~ 
If the rate of t ax changes, it would be necessary for the enterprises to adjust the amount of deferred tax 
liability carried forward by applying the t ax rate t hat has been enacted or substantively enacted by the balance 
sheet date on accumulated timing differences at t he end of t he accounting year. 

The amount of de ferred tax liability wou ld be computed as follows: 

The deferred tax liability carried forward each year would appear in the balance sheet as under: 
31" March, 2022 = 0.40 (1,00,000) = ~40,000 
31" March, 2023 = 0.35 (50,000) = ~ 17,500 
31" March, 2024 = 0.38 (Zero) =~Zero 

Accordingly, the amount debited (cred ited ) to the profit and loss account (with corresponding credit or debit to 
deferred tax liability) for each year would be as under: 

31" March, 2022 Debit 
31" March, 2023 (Credit) 
31" March, 2024 (Credit) 

= ~40,000 
= ~ (22,500) 
= ~ (17,500) 

Multiple Choice Questions (MCQs) 

1 . As par AS 22 on 'Accounting for Taxes on Income', tax expense Is {SM) 
(a) Current tax+ defe rred tax charged to profit and loss account 
(b) Current tax-deferred tax credited to profit and loss account 
(c) Either (a) or (b) 
(d) Deferred tax charged to profit and loss account 

Ans: (c) 

2. G Ltd. has provided the followln,: information: 
Depreciation as per accounting records = ~ 2,00,000 
Depreciation as per tax records = "'I: S,00,000 
There is adequate evidence of future profit sufficiency. 
How much deferred tax asset/liability should be recognized as transitlonadjustment when the tax rate 
is SO%? {SM) 
(a) Deferred Tax asset = ~ 2,70,000. 
(b) Deferred Tax asset = ~ 1,35,000. 
(c) Deferred Tax Liability= ~ 2,70,000 
(d) Deferred Tax Li ability=~ 1,35,000. 

Ans: (d) 

3. State which of the followings statements are correct: 
(1) There are no pre-conditions required to recognize deferred tax liability, 
(2) Deferred tax asset under all circumstances can only be created if and only if there is reasonable 

certainty that future taxable income will arise. {SM) 
(a) Both are correct. 
(b) Only (1) is correct. 
(c) Only (2) is correct. 
(d) None of the statements are correct. 

Ans: (a) 

4. Which of the following statement are incorrect: {SM) 
(a) Only timing differences result in creation of deferred tax. 
(b) Permanent differences do not result in recognition of deferred tax. 
(c) The tax rate used for measurement of deferred tax is substantively enacted tax rate. 
(d) The entity has to recognize deferred tax liability/asset arising out of timing difference. There are no 

conditions which are required to eva luated for their recognition. 
Ans: (d) 
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CONCEPTS OF THIS CHAPTER 

• Scope of Construction Contract 
• Recognition of Revenue/Expenses 
• Recognition of Expected Losses 
• Combining/Segmenting Contracts 

• Contract Revenue 
• Contract Costs 
• Changes In Estimates 

LOR Questions 
Ql3 

QUICK REVIEW OF IMPORTANT CONCEPTS 

Contractor agrees to a fixed 
contract price or fixed rate per 
unit of output, which in some 

cases is subject to cost escalation. 

Contractor is reimbursed for 
allowable or otherwise defined 

costs, plus percentage of these 
costs or a fixed fee 

Final Outcome of the Contract 

I Outcome can be measured reliably 

I• Total contract revenue can be measured re li ably l-·--- --·--·--- --·-- --·-----·--- - - - - --·---·-·-·--·--·-·-- --·--·---
1 • It is probable that t he economic benefits associated with the 
I contract will flow to the enterprise. ·-·--- --·--- -·---·-- --·--- --·--- - - - - --·---·-·-·--·--·--·---·--·---
• Both contract costs to complete the cont ract and the stage 

of contract completion at the reporting date can be 
measured reliably. 

• Contract costs attributable to contract -can be clearly 
identified and measured reliably so that actual contract 
costs incurred can be compared with prior estimates. 

• It is probable t hat t he economic benefit s associated with the 
cont ract will flow to the enterprise. 

I• Contract costs attributable to the contract, whether or not 
I, specifically reimbursable, can be clearly identified and 

1 measured reliably. 

• Can be estimated I Revenue and costs recognized as per percentage of completion method considering 
I 

reliably I the stage of completion of contract at reporting date. -------------------------+·-- -- --·--- -- --·--·---·-- --·--- -- --·----- -- -- -- --- -·--·--- --·--- -- -- --·--- -
1 Revenue shou ld be recogn ized only to the extent of contract costs incurred, of which 

• Can not be I recovery is probable. ~-- - -·--·--·--- --·--·--···--·-- --·--- --·--·--···--·--·---·--·--·--···-- --·--- - - --·--·--- -
estimated Reliably ! Contract costs should be recognised as an expense in the period in which they are 

! incurred. ---·--·-------·--·--·---·--- -- --·--·--- --·--- --·------- -- --·--- -- -- --·---·----- -·--- --·--- -- -- --·--- -
Note: Any expected loss (when contract cost > contract revenue) on the construction contract shoul d be 
recognised as an expense immediately in both the situations. 

Contract Revenue• Initial amount of revenue agreed in the contract. 
Variations in cont ract \"lork, claims and incentive payments if 
(i) it is probable that they will result in revenue. (ii) t hey are capable of being reliably measured. 

Contract Costs 

• Costs that relate directly to the specific contract 
• Costs that are attributable to cont ract activity in general and can be allocated to the contract. 
• Such other costs as are specifically chargeable to the customer under the terms of the cont ract. 

Chapter 8.2 AS 7· Constructi on Contract 



Changes In Estimates 
• Application of percentage of completion on a cumulative basis in each accounting period to the current 

estimates of contract revenue and contract costs. 
• Effect of a change in the estimate of contract revenue or contract costs, or the effect of a change in the 

est imate of the outcome of a contract, is accounted for as a change in accounting est imate . 
• The changed estimates are used in determination of the amount of revenue and expenses recognised in 

the statement of profit and loss in the period in which the change is and in subsequent periods. 

Disclosures in financial Statements 
Amount of contract revenue recognised as revenue in the period 

• General 
------·----- --·--·--·---·--·--- Methods used to determine the stage of completion of cont racts in progress __ 
• Specific for contracts in Amount of advances received 

progress Amount of retentions 

An enterprise should present gros.s amount for contract work in the financial statements: 

• Due from customers I As an asset 
---·--·--·-----·--·--·---·--·-----·--·--~----·--·-----·--·--·-----

• Due to customers I As a liability 

Question & Answers 

Question 1 
8 Ltd. undertook a construction contract for~ 50 crores in April, 2020. The cost of construction was initially 
estimated at ~ 3S crores. The contract is to be completed in 3 years. While executing the contract, the 
company estimated that the cost of completion of the contract would be~ 53 crores. 
Can the company provide for the expected loss in the financial Statements for the year ended 31st March, 
2021? Explain. {RTP May'22} 

Answer 1 
As per para 35 of AS 7 "Construction Contracts", when it is probable that total contract costs will exceed total 
cont ract revenue, the expected loss shou ld be recognized as an expense immediate ly. Therefore, the 
foreseeable loss of~ 3 crores (~ 53 crores less~ 50 crores) should be recognized as an expense immediately in 
the year ended 31st March, 2021. The amount of loss is determined irrespective of 
(i) Whether or not work has commenced on the contract; 
(ii) Stage of comple tion of contract activity; or 
(iii) The amount of profi ts expected to arise on other contracts which are not treated as a single construction 

contract in accordance provisions of AS 7. 

Question 2 
(a) ln the case of a fixed price contract, the outcome of a construction contract can be estimated reliably 

only when certain conditions prescribed under AS 7 are satisfied. You are required to describe these 
conditions mentioned in the standard. 

(b) Mr. 'X' as a contractor has just entered into a contract with a local municipal body for building a flyover. 
As per the contract terms, 'X' will receive an additional Rs. 2 crore if the construction of the flyover were 
to be finished within a period of two years of the commencement of the contract. Mr. X wants to recognize 
this revenue since in the past he has been able to meet similar targets very easily. Is X correct in his 
proposal? Discuss. {RTP Nov'21} 

Answer 2 
(a) In the case of a fixed price contract, the outcome of a construction contract can be estimated re liably 

when all the following conditions are satisfied: 
(i) total contract revenue can be measured reliably; 
(ii) it is probable that the economic benefits associated with the contract will flow to the e nterprise; 
(iii) both the contract costs to complete the contract and the stage of contract completion at the 

reporti ng date can be measured reliably; and 
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(iv) the contract costs attribu table to the contract can be clearly identified and measured reliably so that 
actual contract costs incurred can be compared with prior estimates. 

(b) According to AS 7 (Revised) 'Construction Contracts', incentive payments are additional amounts payable to 
the contractor if specified performance standards are met or exceeded. For example, a contract may al low 
for an incentive payment to the contractor for early completion of the contract. Incentive payments are 
included in contract revenue when: (i) the contract is sufficiently advanced that it is probable that the 
specified performance standards ,viii be met or exceeded; and (ii) the amount of the incentive payment can 
be measured reliably. In the given problem, the contract has not even begun and hence the contractor (Mr. 
X) should not recognize any reven ue of this contract. 

Question 3 
(a) Sky Limited belongs to Heavy Engineering Contractors specializing in construction of Flyovers. The 

company just entered into a contract with a local municipal corporation for building a flyover. No 
:ictivity has started on this contract. 
As per the terms of the contract, Sky Limited will receive an :iddltional Rs. 50 lakhs if the construction 
of the flyover were to b" finished within a period of two ye:irs from tho commencement of the 
contract. The Accountant of the entity wants to recognize this revenue since in the past the company 
has been able to meet similar targets very easily. Give your opinion on this treatment. 

(b) ABC Ltd., a construction contractor, undertakes the construction of commercial complex for XYZ Ltd. 
ABC Ltd. submitted separate proposals for each of 3 units of commercial complex. A single agreement 
is entered into between the two parties. The agreement lays down the value of each of the 3 units 

i .e. Rs. 50 lakh, Rs. 60 lakh and Rs . 75 lakh respectively. Agreement also lays down the completion time 
for each unit . 
Comment, with reference to AS 7, whether ABC Ltd., should treat it as a single contract or three separate 
contracts. {RTP May'21, May23 & Nov'23} 

Answer 3 
(a) According to AS 7 'Construction Contracts', incentive payments are additional amounts payable to the 

contractor if specified performance standards are met or exceeded. For example, a contract may al low 
for an incentive payment to the contractor for early completion of the contract. Incentive payments are 
included in contract revenue whe n both the conditions are met: 
(1) the contract is sufficiently advanced that It is probable that the specified performance standards 

will be met or exceeded; and 
(Ii) the amount of the incentive payment can be measured reliably. 
In the given problem, the contract has not even begun and hence the contractor (Sky Limited) should not 
recognize any revenue of this contract. Therefore, the accountant's contention for recognizing Rs. 50 lakhs 
as revenue is not correct. 

(b) As per AS 7 'Construction Contracts', when a contract covers a number of assets, the construction of each 
asset should be t reated as a separate construction contract when: 
(a) separate proposals have been submitted for each asset; 
(b) each asset has been subject to separate negotiation and the contractor and customer have been able 

to accept or reject that part of the contract relating to each asset; and 
(c) the costs and revenues of each asset can be identified. 
ABC Ltd. has submitted separate proposals for each of the 3 units of comme rcial complex. Also the revenue 
and completion time has been laid down for each unit separately which implies separate negotiation for 
them. Therefore, ABC Ltd. is required to treat construction of each unit as a separate construction contract 
as the above-mentioned conditions of AS 7 are fulfilled in the given case. 

Question 4 
Rose Constructions undertake to construct a bridge for the Government of Uttar Pradesh. The construction 
comm.,nccd during the financial year "nding 31.03.2024 and is likely to be completed by the next financial 
year. The contract Is for :i fixed price of" 12 crorc with an escal:ition clause. You :ire i:lven the followlne 
Information for the year ended 31.03.2024: 

Cost incurred upto 31.03.2024 "4 crore 
Cost estimated to com lete the contract "6 crore 
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Escalation in cost was by 5%. Hence, the contract price is also increased by 5%. 
You are required to ascertain the stage of completion and compute the amount of revenue and profit to be 
recognized for the year as per AS 7. (RTP Jon 125) 
Answer4 

~ in crore 

Cost o f const ruction o f bridge incurred u to 31.3 .2024 4.00 
Add: Estimated future cost 6.00 
Total estimated cost of construction 10.00 
Contract Price 12 crore x 1.05 12.60 crore 

Stage of completion 
Percentage o f completion t ill date t o t otal estimated cost of construction = (4/10) x 100 = 40 % 
Revenue and Profit to be recognized for the year ended 31" March, 2024 as per AS 7: 
Proportion o f to t a I contract value recognized as revenue 
= Cont ract p rice x percent age of complet ion 
= ~ 12.60 crore x 40% = ~ 5.04 crore 
Profit for the year ended 31" March, 2024 = ~ 5.04 crore - ~ 4 crore = 1.04 crore. 

Question 5 
Viv Tsu Ltd. signed on 01/04/21, a construction contract for Rs. 1,S0,00,000. Following particulars are 
e><tracted in respect of contract, for the period ending 31/03/22: 

Materials issued Rs. 75,00,000 
- Labour charges paid Rs. 36,00,000 

Hire charges of plant Rs. 10,00,000 
- Other contract cost Incurred Rs. 15,00,000 

Out of material issued, material lying unused at the end of period is Rs. 4,001000 
- Labour charges of Rs. 2,00,000 are still outstanding on 31.3.22. 
- It is ostim:itod that by spending further Rs. 33,50,000 (including material unusCld Rs. 4100,000), the work 

can be completed in all rospoct. 
You are required to compute profit/loss to be taken to Profit & Loss Account and additional provision for 
foreseeable loss as per AS 7 . (MTP 5 Marks Apr'22, Mar'2l, Oct'20 & Oct'23 SM} 

Answer 5 

Statement showing the amount of profit/loss to be taken to Profit and Loss Account and additional provision 
for the foresee able loss as per AS 7 

l ess: 

Add: 

Add: 

l ess: 

Cost of Construction 
Materia l Issued 
Unused Materia l at the end o f period 
labour Cha rges paid 
Outstanding on 31 .03.2022 
Hire Charges of Plant 
Other Contract cost incurred 
Cost incurred up to 31.03.2022 

Estimated future cost 
Total Estimated cost o f const ruction 
Degree of comple tion {l,34,00,000/1,67,50,000 x 100) 
Revenue recognized (80"/4 o f 1,50,00,000) 
Tot al fo reseeable loss {1,67,50,000 - 1,50,00,000) 
loss for the current year (1,34,00,000 - 1,20,00,000) 
loss to be provided for 

Question 6 

Rs. Rs. 
75,00,000 
4 ,00,000 71,00,000 

36,00,000 

2,00,000 38,00,000 
10,00,000 
15,00,000 

1,34,00,000 
33,50 ,000 

1,67,50,000 
80"/4 

1,20,00,000 
17,50,000 

14,00,000 
3,50,000 

A contractor firm obtained a contract for construction of bridge. The following details are available in the 
records kept for the year ended March 31, 2021: 

I I (Rs. In Cr~~ I 
Total Contract Price . . 
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Work Certified 
Work not Certified 
Estimated further Cost to Completion 
Progress Payment Received 
Payment to be Rccoivcd 

You arc required to calculate: 
(i) The amount of revenue tobe recognized. 
(ii) The amount of profit or loss to be recognized. 
(iii) The amount due from/ to customers. 

250 
80 

220 
200 

70 

Also present relevant disclosures as per AS-7 (Revised). (MTP 5 Marks Nov'21) (Same concept different figures 
(SM) 
Answer 6 
(i) Proportion of total contract value recognized as revenue 

Iii I 

Percentage of completion of contract to total estimated cost of const ruction 
= ((250 + 80) / (250 +80 + 220))X 100 = 60% 
Revenue to be recogn ized till date= 60% of Rs. 500 crore = Rs. 300 crore. 

Calculation of profit/ loss for the year ended 31st March, 2021 (Rs. in crore) 
Total estimated cost of construction 

Work certified 250 
Work not certi fied 80 
Estimated further cost to com letion 220 550 

Less: Total contract price (500) 
Total foreseeable loss to be recognized as expense 50 

According to AS 7 "Construction Contracts", when it is probable that total contract costs wil l exceed total 
contract revenue, the expected loss should be recognized as an expense immediately. 
(iii) Amount due from/ to customers= Contract costs incurred till date+ Recognized piofits - Recognized 

losses - ( Progress payments received + Progress payments to be received) 
= Rs. ((250 + 80) + Nil -50- (200 + 70)] crore = Rs. (330 - 50 - 270] crore 

Amount due from customers (shown as an asset) = Rs. 10 crore. 
(iv) The relevant disclosures under AS 7 (Revised) are given below: 

Rs. in crores 
Contract revenue till 31st March, 2021 300 
Contract expenses till 31" March, 2021 330 
Recogni zed losses for the year 31" March, 2021 so 
Progress bill in s Rs. {200+ 70 270 
Progress (billed but not received from contractee) 70 
Gross amount due from customers 10 

Question 7 
Constructions limited is engaged in the business of constructing Flyovers and Railway over bridges. It obtained 
a contract from Railway Authorities to construct a railway over bridge for 0: 400 crores. The construction of 
the railway over bridge is expected to be completed in 4 years. 
At the outset of the contract, it was estimated that the total costs to be incurred will be 0: 370 crores but by 
the end of year 1, this estimate stands revised to 0: 375 crores. 
During year 3, the Construction limited has requested for a variation in the contract which is approved by 
Railway Authorities and accordingly the total contract value will increase by 0: 10 crores and costs will increase 
by 0: 7 crores. 
The Constr1.1ctions limited dc,cided to mc,as1.1re the stage of completion on the basis af the proportion of 
contract costs incurred to the total estimated contract costs. Contract costs incurred at the and of each year 
is: 
Year 1 

Year 2 
0: 98.8 crores 
0: 202.4 crores 
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Year 3 
Year 4 

'<:: 310 crores (including unused material of 3 crores) 
'<:: 382 crores 

You are required to: 
(1) Calculate stage of completion of contract for each year 
(2) Profit to be recognised for each year. {PYP 7 Marks May'24) 

Answer 7 
Stage of completion = Costs incurred to date / Total estimatedcosts 
Year 1: 98.8 crore / 375 crore = 26.35% 
Year 2: 202.4 crore / 375 crore = 53.97% 
Year 3: (310 crore - 3 crore) / (375+7) crore = 80.37% 
Year 4: 382 crore / 382 crore = 100% 
Profit to be recognized each year has been calculated as follows: 

Year 1 Year 2 Year 3 

Contract Revenue ( 1) 10S.40 110.48 crore 113.64 crore 
crore 

(400 crore (400 crore x (410 crore x 
X 26.35%) 53.97% - 80.37% 

105.40 crore) - 105.40 crore 
•110.48 crore) 

Contract Cost (2) 98.8 crore 103.60 crore 104.60 crore 
202.40 · (307 crore -

98.80 crore) 98.8 crore-
103.60 crore) 

ContractProfit (1) - (2) 6.60 crore 6.88 crore 9.04 crore 

Question 8 

Year 4 

80.48 crore 

(410 crore x 100% -
105.40 crore -
110.48 crore • 
113.64 crore) 

75 crores 
(382 crore -
98.8 crore-

103.6 crore -
104.6 crore) 

' I 5.48 crore 

PRZ & Sons Ltd. are Heavy Engineering contractors specializing In construction of dams. From the records of 
the company, the following data Is available pertaining to ye3r ended 31st March, 2021: 

Total Contract Price 
Work Certified 
Work pending certification 
Estimated further cost to completion 

(Rs. crore) 

2,400 
1,2SO 

250 
1,750 

Stage wise payments received 1,100 
Progress payments in pipe line 300 

Using the given data and applying the relevant Accounting Standard you are required to: 
(i) Compute the amount of profit/loss for the year ended 31st March, 2021. 
(ii) Arrive at the contract work in progress as at the end of financial year 2020-21. 
(iii) Determine the amount of revenue to be recognized out of the total contract value. 
(iv) Work out the amount due from/to customers as at year end. {MTP 5 Marks Oct'21 & Apr'23} 

{Same concept different figures MTP 5 Marks Mar'22, PYP 5 Marks May'lB & May'23} 

Answer 8 

(i Calcuh,tion of rofit/ loss for the car ended 31" March 2021 Rs. in crores 
Total estimated cost of construction (1,250 + 250 + 1,750) 3,250 
Less: Total contract price (2,400) 
Total foreseeable loss to be recognized as expense 850 

According to AS 7 (Revised 2002) "Construction Contracts", when it is probable that total contract costs will 
exceed total contract revenue, the expected loss shoul d be recognized as an expense immediately. 

(ii) Contr .. ct work-in-progress i.e. cost incurred to d"t" Rs. in crores) 
Work certified 1,250 
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I I Work not certified 

(iii) Proportion of total contract value recoenized as revenue 
Percentage of completion of contract to total est imated cost of construction 
= (1,500 / 3,250) X 100 = 46.15% 
Revenue to be recognized till date = 46.15% of Rs. 2,400 crores = Rs. 1,107.60 crores. 

(iv) Amount due from/ to customers = Contract costs + Recognized profits - Recognized losses - {Progress 
payments received + Progress payments to be received) 
= Rs. [1,500 + Nil - 850 - (1100 + 300}] crores 
= Rs. [1,500 - 850 - 1,400) crores 
Amount due to customers (shown as liability)= Rs. 750 crores. 

EXAM INSIGHTS: Few examinees could not compute profit/ loss for the year, contract work in progress 
and amount due from/ to customers- at the year end, revenue to be recognized out of the total contract 
in line with AS 7 "Construction Contracts". 

Question 9 
The following data is provided for M/s. Raj Construction Co. 

(i) Contract Price• 'I: 85 lakhs 
(ii) Materials issued • 'I: 21 Lakhs out of which Materials costing 'I: 4 Lakhs is still lying unused.at the end of the 

period. 
(iii) Labour Expenses for workers engaged at site· 'I: 16 Lakhs (out of which 'I: 1 Lakh is still unpaid) 
(iv) S~cific Contract Costs = 'I: S Lakhs 
(v) Sub-Contract Costs for work executed -11( 7 Lakhs, Advances paid to Sub-Contractors· II( 4 Lakhs 

(vi) Further Cost estimated to be incurred to complete the contract·'{ 35 Lakhs 

You are required to compute the Percentaee of Completioh, the Contract Revenue and Cost to be recoenized 
as per AS· 7. (RTP May'24) {Same Concept different figure MTP 5 Mark$ Oct'22, PYP 5 Mark• Ju/'21} 

Answer 9 
Computation of contract cost 

Material cost incurred on the contract (net of closing stock) 
Add: Labour cost incurred on the contract 
(including outstanding amount) 
Specified contract cost 
Sub-contract cost(advances should not be considered 
Cost incurred (till date) 
Add: further cost to be incurred 
Total contract cost 

Percentage of completion = Cost incurred till date/Estimated total cost 
= 'I( 45,00,000/'I( 80,00,000 = 56.25% 

Contract revenue and costs to be recognized 
Contract revenue (~ 85,00,000x56.25%) = ~ 47,81,250 
Contract costs = ~ 45,00,000 

'I: Lakh 'I: Lakh 
21-4 17 

16 

given 5 
7 

45 
35 
80 

EXAM INSIGHTS: July 21: Most of the examinees failed to compute the percentageofcompJetjon, contract 
revenue and contract cost to be recognized in accordance with the provisions of AS 7 "Construction 
Contracts". 

Question 10 
On 1st December, 2021, GR Construction Co. Ltd. undertook a contract to construct a building for 'I: 45 lakhs. 
On 31st March, 2022, the company found that it had already spent 0: 32.50 lakhs on the construction. 
Additional cost of completion is estimated at 'I: 15.10 lakhs. What amount should be charged to revenue in 
the final accounts for the year ended 31st March, 2022 as per provisions of AS-7? (RTP May'23 & Nov'23, PYP 
5 Marks May'19, New SM} {Same concep" different figures MTP 5 Mark$ Sep'22, RTP Nov'19, Nov'22} 
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Answer 10 
O: in lakhs 

Cost of construction incurred till date 
Add: Estimated future cost 
Total estimated cost of construction 

Percentage of completion till date to total estimated cost of construction 
= (32.50/47.60) X 100 = 68.28% 

32.50 
15.10 
47.60 

Proportion of total contract value recognized as revenue for the year ended 31st March, 2022 per AS 7 
(Revised) 
= Contract price x percentage of completion 
= 0: 45 lakh x 68.28% = 0: 30.73 lakhs. 

Total cost of construction 
l ess: Total contract price 

(0: in lakhs) 

47.60 
(45.00) 

Total foreseeable loss to be recognized as expense 2.60 
According to of AS 7, when it is probable that total contract costs will exceed total contract revenue, the 
expected loss should be recognized as an expense immediately. 

EXAM INSIGHTS: May 19: Majority of the examinees we_re not able to give the required answer in line with 
AS 9 ' Revenue recognition'. Few examinees were able to calculate the correct amount to be recognized as 
revenue but failed to substantiate it with valid reasons. 

Question 11 
Mehta ltd. has undertaken bridge construction contract wherein, bridge will be constructed in 3 years. The 
details of the contracts are as follows: 
(i) Initial contract revenue 0: 900 crore 
(ii) Initial contract cost 0: 800 crore 

Years 
II Ill 

~ in crorc II: in crore " in crore 
Estimated contract cost 805 
Increase in contract revenue 20 
Estimated additional increase cost 15 
Contract cost incurred upto 161 584 820 

At the end of yeor II, cost incurred includes" 10 crore, for material stored at the sites to be used in year Ill to 
complete the project. State tho amount of revenue, eKpenscs and profit to be recognized in the Statement of 
Profit .ind Loss in these three ya:ors. {RTP Scp'24} 

Answer 11 
Statement showing analysis of the contract details 

f( in crorc 

Yea r I Year II Year Il l 

(a) Initial revenue agreed 900 900 900 

~ Increase in contract revenue 20 20 -
(c) Total Contract Value 900 920 920 

(d) Contract cost incurred upto the date of 161 S74 820 
reporting 

{excluding" 10• crore 
1ot material stored) 

(e) Est imated cost to complete 644 246 

(f) Total estimated contract 805 820(805+15) 820 

(g) Sta e of Com let ion 20"/4 70% 100% 
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[(d/f) x 100)1 (161/805 

X 100 

(574/820 

xlOO) 

(820/820 

X 100 
* Note: 10 crore, for material stored at the sites to be used in its 1st year. i.e. in llnd year it is already 
included so it will be deducted in II year only. 
Statement showing amount of revenue, expenses and profit to be recognized in the Statement of 

Profit ;ind Loss in three ye:1rs 

Upto rc,porting date Recognised in the Recognized 
prior year in the current ear 

Year I 

Revenue (900 x 20/100) 180 180 
Expenses 161 161 

Profit 19 19 

Year II 

Revenue (920 x 70/100) 644 180 464 

Expenses (820 x 70/100) 574 161 413 

Profit 70 19 51 

Ye:1r Ill 

Revenue 920 644 276 

Ex enses 820 574 246 

Profi t 100 70 30 

Question 12 
Rajendra undertook a contract ii; 20,00,000 on an arrangement that 80% of the value of work done, as certified 
by the archit~t of the contractee should be paid immediately and that the remaining 20% be retained until 
the Contract was completed. 
In Yeor 1, the amounts expended were"( 8,60,000, the work w:1s certified for"( 8,00,000 and 80% of this was 
paid as agreed. It was estimated that future expenditure to complete the Contract would be"( 10,00,000. 
In Year 2, the amounts expended were 'i: 4,751000. Throe-fourth of the work under contr:1ct was certified as 
done by December 31st and 80% of this was received accordingly. It was estimated that future expenditure 
to complete the Contract would be 0: 4,00,000. 
In Year 3, the amounts expended were ii; 3,10,000 and on June 30th, the whole Contract was completed. Show 
how Contract revenue would be recognized in the P & L A/c of Mr. Rajendra each year. 
(PYP 5 Marks, Nav'20} (MTP 5 Marks Sep'23} 
Answer 12 
(a) Year 1 

Actual expendi ture 8,60,000 
Future estimated expenditure 10,00,000 
Total Expenditure 18,60,000 

% of work completed= 8
'
60

'
000 XlOO = 46.24% (Rounded off) 

18,60,000 

Revenue to be recognized = 20,00,000 x 46.24% 
= (9,24,800) 

Year2 
Actual expenditure 
Future Expenditure 
Expenditure incurred in year 1 

17,35,000 

% of work completed 

4,75,000 
4,00,000 
8,60,000 

= 4'
7 s.ooo+s.6 o,ooo = 76.95% (Rounded off) 

17,35,000 

Revenue to be recogn ized (cumulative) = 20,00,000 X 76.95% 
= 15,39,000 

less: revenue recognized in Year 1 
Revenue to be recognized in Yea r 1 

= (9,24,800) 
= Rs. 6,14,200 
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Year 3 
Whole contract got completed therefore total contract value less revenue recognized up to year 2 wil l be amount 
of revenue to be recognized in year 3 i.e. 20,00,000 -15,39,000 (9,24,800 + 6,14,200) = ~ 4,61,000. 
Note: Calendar year has been considered as accounting year. 

Question 13 t~ LOR 
Grace Ltd., a firm of contractors provided the followine Information in respect of a contract for the year endc:,d 
on 31st M:irch,2022: 

Particulars 
Fixed Price Contract with an escalation clause Work Certified 
Work not Certified (includes~ 26,25,000 for materials issued, out of which 
material lying unused at the end of the period is~ 1,40,000) 
Estimated further cost to completion 
Progress Payment Received Payment to be Receivc,d 
Escalation in cost is by 8% and accordingly the contract price is increased by 8% 

From the above information, you are required to: 
I. Compute the contract revenue to be recognized. 

(~ in '000 
35,000 

17,500 

3,815 
17 325 
14,000 
4 900 

II . Calculate Profit /Loss for the:, year ended 31st March,2022 and additional provision for loss to be made, 
if any, for the year ended 31st March,2022. {PYP 5 Marks May'22} 

Answer 13 
Calculation of tota l estimated cost of construction 

'i: In thousand 
Cost of Contract incurred till date 

Work certifi ed 17,500 
Work not certified (3,815 thousand -140 thousand) 3,675 21,175 

Add: Estimated future cost 17,325 
Total estimated cost of construction 38,500 
Contract Price (35,000 thousand x 1.08) 37,800 

Stage of completion 
Percentage of comple tion till date to total estimated cost of construction = !Cost of work completed till date 
/ total estimated cost of the cont ract] x 100 
= (~ 21,175 thousand/ ~ 38,500 thousand] x 100= 55% 
Revenue to be recognized for the year ended 31st March, 2022 
Proportion of total contract value recognized as revenue = Contract price x percen tage of completion = ~ 
37,800 thousand x 55% = ~ 20,790 thousand 
Loss to be recognized for the year ended 31" March, 2022 
l oss for the yea r ended 31stMarch, 2022 = Cost incurred till date - Revenue to be recogn ized for the year 
ended 31st March, 2022 = ~ 21,175 thousand-~ 20,790 thousand=~ 385 thousand 
Provision for loss to be made at the end of 31stMarch, 2022 

~ 

in thousand 
Total estimated loss on the contract 

Total estimated cost of the contract 38,500 
Less: Total revised contract rice 37,800 700 

Less: Loss recognized for the year ended 31st March, 2022 (385) 
Provision for loss to be made at the end of 31stMarch, 2022 315 

EXAM INSIGHTS: Some of the examinees were able to compute the contract reven ue, profit/loss to be 
recognized for the year ended 31st March,2022 but erred in calculation of additional provision for loss to be 
made for the year ended 31st March,2022 as per AS 7 "Construction cont racts" . 
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Multiple Choice Questions (MCQs) 

The below Information relates to Quostions 1 - 3: {SM} 

XY Ltd. agrees to construct a building on behalf of its client GH Ltd. on 1st April 20X1. The expected completion 
time is 3 years. XY Ltd. incurred a cost of "lt 30 lakh up to 31st March 20X2. It is expected that additional costs 
of 'It 90 lakh. Total contract value is 'It 112 lakh. As at 31st March 20X2, XY Ltd. has billed GH Ltd. for a:: 42 lakh 
<1s per the agrec,ment. Assume that the work is completed to the oxtc,nt of 75% by the end of Year 2. 
1 . Revonuc to be recoi:nlzcd by XY Ltd. for the year ended 31st March 20X2 is 

(a) '{ 28 lakh (b) SO: 42 lakh 
(tj'{30 1akh (d)'{32 1akh 

Ans: (a) 
2. Total expense to be recognised in Year 1 is 

(a) '{ 30 lakh 
(c) '{ 38 lakh 

Ans: (d) 
3. Revenue to be recognised for yea r 2 is 

(a) 0: 84 lakh 
(c) '{ 56 lakh 

Ans: (c) 
Below information relates to Questions 4 - 5 {SM} 

(b) '{ 120 lakh 
(d) '{ 36 lakh 

(b) 0: 42 lakh 
(d) '{ 28 lakh 

M/s AV has presented the information for Contr:1ct No. XY123: 
Total contract value '{ 370 lakh 
Certified work completed '{ 320 lakh 
Costs incurred to date '{ 360 lakh 
Progress Payments received '{ 300 lakh 
Expected future costs to be incurred '{ 50 lakh. The revenue to be recognised based on the certified work 
completed. 
4. Revenue to be recognized by M/ s AV is 

(a) 'I: 320 lakh 
(b) 0: 370 lakh 
(c) a:: 360 lakh 
(d) s,: 400 lakh 

Ans: (<1) 
5. Total expense to be recognized by M/ s AV is 

(a)'{ 380 lakh 
(b) 0: 400 lakh 
(c) 0: 320 lakh 
( d) 0: 360 lakh 

Ans: (d) 

6. LP Contractors undertakes a fixed price contract of 0: 200 lakh. Transactions related to the contract include: 
Material purchased:'{ 80 lakh 
Unused material : a:: 30 lakh 
Labour charges: 0: 60 lakh 
Machine used for 3 years for the contract. Original cost of the machine is a:: lOOlakh. Expected useful 
life is 15 years. Estimated future costs to be incurred to complete the contract: '{ 80 lakh. 
Loss on contract to be recognised is : (SM} 
(a) 0:40 1akh 
(b) 0: 10 lakh 
(c) 0:90 lakh 
(d) 0: SO lakh 

Ans: (b) 
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CONCEPTS OF THIS CHAPTER 
• Sale of Goods • Rendering of Services 

• Effect of Uncertainties • Required Disclosures 
• Use of Resources Yrelding Interest, Royalties, Dividends 

QUICK REVIEW OF IMPORTANT CONCEPTS 

LOR Questions 
QlS 

Revenue: Is the gross inflow of cash, receivables or other consideration arising from t he following: 
I 

• Sale of goods ! • Rendering of Services 

• Use by others of enterprise resources yielding interest, royalties and dividends 

AS 9 does not deal with reveue arising from 

• Construction contract s • Hire-purchase, lease agreement s 

• Government grants and other similar subsid ies • Insurance contract s of insurance companies 

Items not included within the definition of "revenue" 

• Realised gains resulting from the d isposa I of non-current assets 

• Unrealised gains resulting from the holding of non-current assets e.g. appreciation in the value of fixed 
assets 

• Unrealised holding gains resulting from the change in value of current assets, and the nat ural increases in 

herds and agricultural and forest products 

• Realised or unrealised gains resulting from changes in foreign exchange rates and adjustments due to 
translation of foreign currency financial statement s 

• Realised gains resulting from t he d ischarge of an obl igation at less t han its carrying amount 

• Unrealised gains resulting from the restatement of the ca rrying amount of an obligation 

Sale of Goods 

In sale of goods, performance should be regarded as being achieved when: 

• Seller of goods has transferred to the buyer the property in the goods for a price or all significant risks and rewards 
of ownership have been transferred to the buyer and the seller retains no effective control of the goods 
transfer red. 

• No significant uncertainty exists regarding the amount of the consideration t hat w ill be derived from the sale of 

the goods. 
Rendering of Services 

M ethods of recognition of Revenue 
I 

P 
. I • Recognition of revenue in the statement of profi t and loss proportionately with the degree of 

♦ roport1onate 1 . . 
I 

. I completion of services under a contract. 
comp et,on 1 . . 

h d 
1 • Performance consists of the execution of more than one act. 

met o 1 
I • Revenue is recognised proportionately by reference to the performance of each act. ·-----·--------.l.----·-----·--·-----·--·-------·-------·--·-------·--·---·--·-------·--·-----·--·-------·--·---

• Completed i • Recognition of revenue In the statement of profit and loss only when the rendering of services 
service I under a contract is completed or substantially completed. 

contract I • Services become chargeable. 
method i • Performance consists of the execution of a single act. 
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Recognition of Revenue when enterprise resources are used by others 

• Interest - Time basis 
• Royalties - Accrual basis depending upon the terms of agreement 
• Dividends - When right to receive the payment is established 

Effect of Uncertainties on Revenue Recognition 

When ultimate collectability cannot be reasonably assessed at the time of raising a claim, revenue recognition is 
postponed to reflect the uncertainty. If uncertainty arises after the sale or service, it's more appropriate to create 

a separate provision rather than adjusting the original revenue amount. 

Disclosures 
In addition to the disclosures required by AS 1 "Disclosure of Accounting Pol icies", an enterprise should disclose 
the circumstances in which revenue recognition has been postponed pending the resolution of significant 
uncertainties. 

Question & Answers 

Question 1 
Y Ltd., used certain resources ofX Ltd. In return X Ltd. received"- 10 lakhs and 15 lakhs as interest and royalties 
respective from Y Ltd. during the year 2022-23. You are required to state whether and on what basis these 
revenues can be recoenlzed by X Ltd. {MTP 4 Marks Mar'24, New SM} 

A.nswer 1 
As per AS 9 on Revenue Recognition, revenue arising from t he use by others o f enterpr ise resources yielding 
interest and royalties should only be recognized w hen no significant uncertain ty as to measurabil ity or 

collectability exist s. These revenues are recognized on the following bases: 
(i) In terest: on a time proportion basis taking into account the amount outstanding .and the rate applicable. 

Therefore X Ltd. should recognize int erest revenue of "- 10 Lakhs. 
(ii) Royalties: on an accrual basis in accordance with the t erms of the relevant agreement . X Ltd. therefore 

should recognize royalty revenue of "- 15 Lakhs. 

Question 2 
When will the revenue be racognized in the case of inter divisional transfers? {RTP Sep'24} 

Answer 2 
The Account ing Standard Board of ICAI has come up w ith an announcement in the earlier years wherein i t 
clar if ied t hat t he inter- d ivisiona l t ransfers/sa les are not revenue as per AS 9 "Revenue Recognition" . 

According to it, in case of inter-divisional transfers, risks and rewards remain within the enterprise and 
also there is no consideration from the point of view of the enterprise as a whole. Therefore, the 
recognition cr i ter ia for revenue recognition are also not fulfilled in respect of inter -divisional transfers. 
Hence, no revenue is recognized In the case of Inter -divisional transfers. 

Question 3 

An infrastructure company has constructed a mall and entered into agreement with tenants towards license 
fee (monthly rental) and variable license fee, a percentage on the turnover of the tenant (on an annual basis}. 
Chief Financial Officer of the company wants to account/ recognize license fee as income for 12 months during 
current year and variable license fee as income during next year, since invoice is raised in the subsequent year. 
Comment whether the treatment desired by the CFO is correct or not. {RTP May'22) 

Answer 3 
AS 9 on Revenue Recognition, is main ly concerned with the timing of recognition of revenue in the Statement of 
Profit and Loss of an enterprise. The amount of revenue ar ising on a transaction is usually determined by 
agreement between the parties involved in the transaction. However, when uncertainties exist regarding the 
determination of the amount, or its associat ed costs, these uncertainties may influence the tim ing of revenue 
recognition. Further, as per accrual concept, revenue should be recognized as and when it is accrued i.e. recorded 
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in the financial statements of the periods to which they relate. In the present case, monthly rental towards 
license fee and variable license fee as a percentage on the tu rnover of the tena nt (though on annual basis) 
is the income related to common financial year. 
The refore, recognizing the fee as reven ue cannot be deferred simply because the invoice is raised in 
subsequent period. Hence it should be recogn ized in the financial year of accrual. Therefore, the contention 
of the Chie f Financial Officer Is not in accordance with AS 9. 

Question 4 
When revenue will be recognized in the following situation: 
{i) Where the purchaser makes a series of installment payments to the seller and the seller deliver the 

goods only when the final payment is received. 
\ii) Where seller concurrently agrees to repurchase the same goods at a later date. 
(iii) Where goods are sold to distributors, dealers or others for resale. 
(iv) Commissions on service rendered as agent on insur:ince business. (RTP Nov'22) 

Answer 4 
i. Revenue from sa les where the purchaser makes a series of instalment payments to the seller, and the 

seller delivers the goods only when the fina l payment is received, should not be recognised until goods are 
delivered. However, when experience indicates that most such sales have been consummated, revenue 
may be recognised when a significant deposit is received. 

ii. For sale where seller concurrently agrees to repurchase the same goods at a later date, such t ransactions 
are in substance a financing agreement. In such a situation, the resulting cash inflow should not be 
recognised as revenue. 

iii. Revenue from sales of goods to distributors, dealers or others for resale can generally be recognised if 
significant risks of ownership have passed. However, in some situations the buye r may in substance be an 
age nt and in such cases the sale should be tre ated as a consignment sale. 

iv. Commissions on service rendered as agent on insurance business should be recognised as revenue when 
the service is completed. Insurance agency commissions should be recognised on the effective 
commencement or renewal dates of the related policies. 

Question 5 
PQR Ltd., sells agriculture products to dealers. One of the conditions of sale is that interest is at the rate of 2% 
p.m., for delayed payments . Percentage of interest recovery is only 100/4 on such overdue outstanding due to 
various re:isons. Durini: the year 2021-22 the company wants to recoe:nize the entire interest receivable. Do 
you agree 7 {RTP May'23, SM} 

Answer 5 
As per AS 9 'Revenue Recognit ion', where the abil ity to assess the ultimate collectio n with reasonable 
certainty is lacking at the time of raising any claim, e.g. for escalation of price, export incent ives, interest 
etc., revenue recognition is postponed to the extent of uncertainty involved. In such cases, it may be 
appropriate to recognise reve nue only \"!hen it is reasonably certain that the ultimate coll ection wil l be 
made. Where there is no uncerta inty as to ultimate collection, revenue is recognised at the t ime of sa le or 
rendering of service even though payments are made by instalments. 
Thus, PQR Ltd. cannot recogn ise the interest amount unless the company actually receives it. 10% rate of 
recovery on overdue outstanding Is also an est imate based on previous re cord and Is no t certain. Hence, the 
company is advised to recognise inte rest receivable only on receipt basis . 

Question 6 
New Era Publications publishes a monthly magazine on 15th of every month. It sells advertising space in the 
magazine to advertisers on the terms of 80% sale value payable in advance and the balance within 30 days of 
the release of the publication. The sale of space for the March 2020 issue was made in February 2020. The 
magazine was published on its scheduled date. It received Rs. 2,40,000 on 10.3.2020 and Rs. 60,000 on 
10.4.2020 for the March, 2020 issue. 
Discuss in the context of AS 9 the amount of revenue to be recognized and the treatment of the amount 
received from advertisers for the year ending 31.3.2020. What will be the treatment if the publication is 
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delayed till 2.4.2020? {MTP 5 Marks Oct'20, Mar 22 & Oct'23} 

Answer 6 
As per AS 9 'Revenue Recognition', in a transaction involving the rendering of services, performance should be 
measured either under the completed service contract method or under the proportionate completion method 
as the service is performed, whichever relates the revenue to the work accomplished. In the given case, income 
accrues when the related advertisemen t appea rs before public. The advertisement service would be considered 
as performed on the day the advertisemen t is published and hence revenue is recognized on that date. In this 
case, 15.03.2020 is the date of publ ication of the magazine. Hence, Rs. 3,00,000 (Rs. 2,40,000 + Rs. 60,000) is 
recognized as income in March, 2020. The terms of payment are not relevant for considering the date on which 
revenue is to be recognized. Since, the revenue of Rs. 3,00,000 will be recognized in the March, 2020, Rs. 60,000 
wil l be treated as amount due from advertisers as on 31.03.2020 and Rs . 2,40,000 will be treated as payment 
received against the sale. However, if the publication is delayed ti ll 02.04.2020 revenue recognition will also be 
delayed t il l the advertisements get published in the magazine. In that case revenue of Rs. 3,00,000 will be 
recognized in the year ended 31.03.2020 after the magazine is published on 02.04.2020. The amount received 
from sale of advertising space on 10.03.2020 of Rs. 2,40,000 will be considered as an advance from advertisers 
as on 31.03.2020. 

Question 7 
Indicate in each case whether revenue can be recognized and when it will be recognized as per AS •9. 
(1) Trade discount and volume rebate received. 
(2) Whether goods are sold to distributor or others for resale. 
(3) Whether seller concurrc,ntly agrec,s to rc,purchasc, thc, same goods at a late date. 

(4) Insurance agency commission for rendering services. 
(5) On 11·3·2019 cloths worth Rs. 50,000 were sold to X mart, but due to refurbishing of their showroom 

being underway, on their request cloths were delivered on 12--04·2019. 
{PYP 5 Marks Nov'19, RTP May'22) 

Answer 7 

(1) Trade discounts and volume re bates received are not encompassed within the definition of revenue, 
since they re present a re duction of cost. Trade discounts and volume re bates give n should be deducted 
in determining reve nue . 

(2) When goods are sold to distributor or others, revenue from such sales can gene rally be recognized if 
sign ificant risks of ownership have passed; however, in some situa tions the buyer may in substance be 
an agent and in such cases the sale should be treated as a consignment sa le. 

(3) For t ransactions, where seller concurrently agrees to repurchase the same goods at a later date that 
are in substance a financing agreement, the resulting cash inflo\,v is not revenue as defined and should 
not be recognized as revenue. 

(4) Insurance agency commissions should be recognized on the effective commencement or renewal dates 
of the related policies. 

(5) On 11.03.2019, if X mart takes title and accepts bi ll ing for the goods then it is implied that the sale is 
complete and a ll risk and reward on ownership has been transferred to the buyers. 

Revenue should be recognized for year ended 31st March, 2019 notwithstanding that physical delivery has not 
been completed so long as there is every expectation that delivery will be made and items were ready fo r delivery 
to the buyer at the time. 

EXAM INSIGHTS: Majority of the examinees were not able to explain whether revenue should be 

recognized and when it should be recognized as per AS 9 ''Revenue Recognition". 

Question 8 
Indicate In each casl! whether revenue can be recognized and whan it will be recognized :,s pc,r AS•9. 
(i) Delivery is dalaycd at buyer's request but buyer takes title and accepts billing. 
(ii) Instalment Sales. 
(iii) Trade discounts and volume rebates. 
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(iv) Insurance agency commission for rendering services. 
(v) Advertising commission . (PYP 5 Marks Nov'22} 

Answer 8 
(i) Delivery is delayed at buyer's request and buyer takes title and accepts billine : Revenue should be 

recognized notwit hstanding that physica l delivery has not been completed so long as there is every 
expectat ion that delivery wil l be made. However, the item must be on hand, identified and ready for 
delivery to t he buyer at the time t he sale is recognized rather than t here being simply an intent ion to 
acquire or manufacture the goods in time for delivery. 

(ii) Instalment sales: When the considerat ion is receivable in instalments, revenue attr ibutable to the sa les 
price exclusive of interest should be recognized at the date of sale. The interest element should be 
recognized as revenue, proportionately to the unpaid balance due t o the seller. 

{iii) Trade discounts and volume rebates: Trade discounts and volume rebates received are not encompassed 
w ithin the definit ion of revenue, since they represent a reducti on of cost. Trade discounts and volume 

rebates given should be deducted in determining revenue. 
(iv) Insurance agency commissions for renderinf! services : Insurance agency commissions should be 

recognized on the effective commencement or renewal dat es of the related policies. 
(v) Advertisine commission: Revenue should be recognized when t he service is completed. For advertising 

agencies, media commissions w ill normally be recognized when t he related adver tisement or commercial 
appears before the public and the necessary intimation is received by the agency, as opposed to 
product ion commission, which w ill be recognized when the project is completed. 

EXAM INSIGHTS: Majority of the examinees shows lack of knowledge regarding provisions of AS 9. 

They failed to explain whether revenue should be recognized and when it should be recognized in line 

with AS 9 " Revenue Recognition" , 

Question 9 
Old Era Publication Publishes a popular monthly magazine on 15th of every month. The publication sells the 
advertising space on terms of 90°/4 payable in advance and the balance 10% payable within 30 days of release 
of the publication. The space for March 2023 issue of the magazine was sold In the month of February, 2023. 
The maeazine was published as per schedule on 15th of the month. The amount of ~ 2,70,000 has been 
received up to 31st March, 2023 :,nd '<: 30,000 was received on 10th April, 2023 for advertisement published 
In tho March issue of the public:,tion. 
Please advise the accountant the amount of revenue to be recognized in the context of the provisions of AS 9 
'Revenue Recognition' during the year ending on 31st March, 2023. (MTP 5 Marks Apr'23, Oct'21} 

Answer 9 
Definition: As per AS 9 'Revenue Recognition', in a t ransaction involving the render ing of services, performance 
should be measured either under t he completed service contract method or under the proportionate completion 
method, whichever relat es the revenue to the work accomplished. 
Analysis of given case: In t he given case, income accrues when the related advertisement appears before public. 
The advertisement service would be considered as performed on t he day the advertisement is appeared for 
public and hence revenue is recognized on that date. In this case, it is 15.03.2023, the date of publ ication of the 
magazine. 
Accounting treatment for given situation: Hence,'{ 3,00,000 ('{ 2,70,000 + '{ 30,000) is recognized as Income in 
March, 2023. The t erms of payment are not relevant for consider ing the date on which revenue is to be 
recognized. 'I; 30,000 is t reated as amount due from advertisers as on 31.03.2023 and~ 2,70,000 will be 

t reat ed as payment received against t he sa le. 

Question 10 
Mithya Ltd. entered Into aereement with Satya Ltd. for sale of eoods costine '{ 8 lakh at :, profit of 20% on 
cost. The sale transaction took place on 1st February, 2024. On tho same day, Satya Ltd. entered into another 
aereement with Mithya Ltd. to resell the s:ime goods at~ 10 ,80 lakh on 1st Au,:ust, 2024. State the treatmant 
of this transaction in the financial statements of Mithya ltd. as on 31.03.2024. The pre· determined re-selling 
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price covers the holding cost of Satya ltd. Give the Journal Entries as on 31.03.2024 in the books of Mithya 
Ltd. {RTP Jan'25} 

Answer 10 
In the given case, Mithya ltd. concurrently agreed to repurchase the same goods from Satya ltd. on 1st 

February, 2024. Also the re-selling price is pre-determined and covers purchasing and holding costs of Satya 
l td. Hence, the transaction between Mithya l td. and Satya l td. on 1st February, 2024 should be accounted for 
as financing rather than sale. The resulting cash flow of ~ 9.60 lakh received by Mithya Ltd., cannot be 
considered as revenue as per AS 9 " Revenue Recognition" . 

Journal Entries in the books of M ithya ltd. 

~ in lakh 

1.2.2024 Bank Account Dr. 9.60 
To Advance from Satya Ltd '. 9.60 

(Being advance received from Satya Ltd. amounting 
["'. 8 lakh + 20% of'( 8 lakh = 9.60 lakh] under sale and re-

purchase agreement) 

31.3.2024 Financing Charges Account Dr. 0.40 
To Satya Ltd. 0.40 

(Financing charges for 2 months [(10.80-9.60) x 2/6] 

31.3.2024 Profit and Loss Account Dr. 0.40 
To Financing Charges Account 0.40 

{Being a.mount of finance charges transferred to P& L 

Account) 

Question 11 
(a) How will you recognize revenue in the following cases: 

1 . Installation Fees; 
2. Advcrtislnc :ind insur:ince aecncy commissions; 
3. Subscriptions for public::atlons. 

(b) Viv Tsu ltd., has been successful jewellers for the past 100 years and sales arc against cash only (returns 
are negligible}. The company also diverslfiod Into apparols. A young senior c><ccutlvc, was put In charge, 
of Apparels business and sales increased 5 times. One of the conditions for sales Is that dealers can 
return the unsold stocks within one month of the end of season. Sales return for the year was 25% of 
sales. Suggest a suitable Revenue Recognition Policy, with reference to AS 9. {RTP Nov'2l} 

Answer 11 
(a) Installation Fees: In cases where Installation fees are other than incidental to the sale of a product, they 

should be recognized as revenue only when the equipment is installed and accepted by the customer. 
Advertising and insurance arency commissions: Revenue should be recognized when the service is 
completed. For advertising agencies, media commissions w ill normally be recognized when the related 
advertisement or commercia l appears before the public and the necessary intimation Is received by the 
agency, as opposed to production commission, which will be recognized when the project is complet ed. 
Insurance agency commissions should be recognized on the effective commencement or renewal dates 
of the related policies. 
Subscription for publications: Revenue received or billed shou ld be deferred and recogn ized either on a 
straight-line basis over time or, where the items delivered vary in value from period to per iod, revenue 
should be based on t he sales va lue of t he item delivered in relation to the total sales value of al l items 

covered by t he subscription. 
(b) As per AS 9 "Revenue recognit ion", revenue recognition is mainly concerned with the tim ing of recognition 

of revenue in statement of profit and loss of an enterprise. The amount of revenue arising on a transaction 
is usually determined by the agreement bet ween the part ies involved in the transaction. When 
uncertainties exist regarding the determination of the amount, or its associated costs, these uncert ainties 
may influence t he timing of revenue recognition. 

8.2-6 

Effect of Uncertainty- In the case of the jewellery business the company is selling for cash and returns are 
negligible. Hence, revenue can be recognized on sales. On t he other hand, in Apparels Industry, the dealers 
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have a right to return the unsold goods within one month of the end of the season. In this case, the 
company is bea ring the risk of sales return and therefore, the company should not recognize the revenue 
to the extent of 25% of its sales. The company may disclose suitable revenue recogn ition policy in its 
financia l statements separately for both Jewell ery and Apparels business. 

Question 12 
Tonk Tanners is engaged in manufacturing of leather shoes. They provide you the following information for 
the year ended 31st March, 2022: 

(i) On 31st December, 2021 shoes worth "t 3,20,000 were sent to Mohan Shoes for sale on consignment 
basis of which 25% shoes were unsold and lying with Mohan Shoes as on 31" March, 2022. 

(ii) On 10th January, 2022, Tonk Tanner supplied shoes worth "t 4,50,000 to Shani Shoes and 
concurrently agrees to re-purchase the same goods on 11th April. 2022. 

(iii) On 21st March, 2022 shoes worth "t 1,60,000 were sold to Shoe Shine but due to refurbishing of their 
showroom being underway, on their request, shoes were delivered on 12 th April, 2022. 
You are required to advise the accountant of Tonk Tanners when amount is to be recognised a.s 
revenue in 2021-202.2 In above cases In the context of AS 9. (MTP S Marks Mar'13, RTP May'1l} 

Answer 12 
i. Shoes sent to Mohan Shoes (cons ignee) for consignment sale 

In case goods are sent for consignment sa le, revenue is recognized whe n significant risks of owne rship 
have passed from seller to the buyer. 
In the given case, Mohan Shoes is the consignee i. e. an agent of Tonk Tanners and not the buyer. 
Therefore, the risk and reward is considered to vest with Tonk Ta nners only till the time the sale is made 
to the third party by Mohan Shoes; although the goods are held by Mohan Shoes. Hence, in the year 
2021-2022, the sale will be recognized for the amount of goods sold by Mohan Shoes to the third pa rty 
i.e . for "t 3,20,000 x 75% = II: 2,40,000. 

ii. Sale/repurchase agreements i.e. where seller concurrently agrees to repurchase the same goods at a 
later date 
For such transact ions that are in substance a financing agreeme nt, the resulting cash inflow is not 
revenue and should not be recognized as reve nue In the year 2021 -2022. Hence, sa le of "t 4,50,000 to 
Shani Shoes should not be recognized as revenue . 

iii. Delivery is delayed at buyer's request 
On 21st March, 2022, if Shoe Shi ne takes title and accepts billing for the goods then it is implied that the 
sa le is complete and all the risk and rewards of 0\0/nership has been transferred to the buyer. In case no 
significant unce rtainty exists rega rding the amount of consideration for sale, revenue shall be recognized 
in the year 2021 -2022 irrespecti ve of the fact that the delivery is delayed on the request of Shoe Shine. 

Question 13 
Given the following information of Rainbow Ltd. 
(1) On 15th November, goods worth "t 5,00,000 were sold on approval basis. The period of approval was 4 

months after which they were considered sold. Buyer sent approval for 75% goods sold upto 31st January 
and no approval or disapproval received for the remaining goods till 31st March. 

(ii) On 31st March, goods worth "t 2,40,000 were sold to Bright ltd. but due to refurnishing of their show• 
room being underway, on their request, goods were delivered on 10th April. 

(iii) Rainbow ltd. supplied goods worth "t 6,00,000 to Shyam Ltd . and concurrently agrees to re-purchase the 
same goods on 14th April. 

(iv) Dew Ltd, used certain assets of R:,lnbow ltd. Rainbow Ltd. received II( 7.5 lakhs and 11(12 as interest :,nd 
royalties respectively from Dew Ltd. during the year 2020 -21. 

(vj On 25th December, goods of"( 4,00,000 were sent on consignment basis of which 40% of the goods unsold 
are lying with the consignee :,t the year-end on 31st March. 

In each of the above cases, you are required to advise, with valid reasons, the amount to be recognized as 
revenue under the provisions of AS-9. (PYP S MQrks Dcc'11}{MTP S Marks Scp'13, Dcc'14) 

Answer 13 
{i) As per AS 9 "Revenue Recognition", in case of goods sold on approval basis, revenue should not be 
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recognized until the goods have been formally accepted by the buyer or the buyer has done an act adopting 
the transaction or the time period for rejection has elapsed or where no time has been fixed, a reasonable 
time has elapsed. Therefore, revenue should be recognized for the total sales amounting~ 5,00,000 as the 
time period for rejecting the goods had expired. 

{ii) The sale is complete but del ivery has been postponed at buyer's request. The entity should recognize the 
entire sale of~ 2,40,000 for the year ended 31st March. 

{iii) Sale/repurchase agreements i. e. where seller concurrently agrees to repurchase the same goods at a later 
date, such transactions that are in substance a financing agreement, the resulting cash inflow is not revenue 
as defined and should not be recognized as revenue. Hence no revenue to be recognized in the given case. 

{iv) Revenue arising from the use by others of enterprise resources yielding interest and royalty should be 
recognized when no significant uncertainty as to measurability or collectability exists. The interest should 
be recognized on time proportion basis taking into account the amount outstanding and rate applicable. 
The royalty should be recognized on accrual basis in accordance with the terms of relevant agreement. 

(v) 40% goods lying unsold with consignee should be treated as closing inventory and sales should be 
recognized for~ 2,40,000 (60% of~ 4,00,000). In case of consignment sale revenue should not be recognized 
until the goods are sold to a third party. 

EXAM INSIGHTS: Few examinees were not able to quantify the amount to be recognized as revenue under 
the provisions of AS 9 "Revenue Recognition" for the given situations. 

Question 14 
Fashion Limited is engaged in manufacturing of readymade garments. They provide you the following 
information on 31st March, 2021: 
(i) On 15th January, 2021 garments worth Rs. 4,00,000 were sent to Anand on consignment basis of which 

25% garments unsold were lyini: with Anand ~son 31st March, 2021. 
(ii) Garments worth Rs. 1,95,000 were sold to Shine boutique on 25th March, 2021 but at the request of 

Shine Boutique, these wero delivered on 15th Apri l, 2021. 
(iii) On 1" November, 2020 garments worth Rs. 2,50,000 were sold on approval basis. The period of 

approval was 4 months after which they were considered sold. Buyer sent approv:11 for 75% goods up 
to 31" December, 2020 and no approval or disapproval received for the remaining goods till 31st M,uch, 
2021. 

You are required to advise the accountant of Fashion limited, the amount to be recognized as revenue in 
above cases in the context of AS 9. 
{MTP 5 Marks Nov'21, Oct'19, Aug'18, RTP Nov'18, RTP Nov'20) {PYP 5 Marks May'23) 

Answer 14 
As pe r AS 9 "Revenue Recognition", in a transaction involving the sale of goods, performance should be regarded 
as being achieved when the fol lowing conditions are fulfilled: 
(i) the seller of goods has transferred to the buyer the property in the goods for a price or all significant risks 

and rewards of ownership have been transferred to the buye r and the seller re tains no effective control 
of the goods transferred to a degree usually associated with ownership; and 

(ii) no sign ificant uncertainty exists regarding the amount of the considera tion that wil l be derived from the 
sale of the goods. 

8.2-8 

Case (I): 25% goods lying unsold with consignee should be treated as closing inventory and sales should 
be recognized for Rs. 3,00,000 (75% of Rs. 4,00,000) fo r the year ended on 31.3.21. In case of consignment 
sale revenue should not be recognized until the goods are sold to a third party. 
Case (ii): The sale is complete but delivery has been postponed at buyer's request. Fashion Ltd . should 
recognize the entire sale of Rs.1,95,000 for the year ended 31st March, 2021. 
Case (iii): In case of goods sold on app roval basis, revenue should not be recognized until the goods have 
been formally accepted by the buyer or the buyer has done an act adopting the transaction or the t ime 
period for re jection has elapsed or where no time has been fixed, a reasonable time has elapsed. 
Therefore, revenue should be recognized for the total sales amounting Rs. 2,50,000 as the time period 
for rejecting the goods had expired. 
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Thus total revenue amount ing Rs. 7,45,000 (3,00,000+1,95,000+2,50,000) will be recognized for the year 
ended 31" Ma rch, 2021 in the books of Fashion Ltd. 

EXAM INSIGHTS: Majority examinees were able to ascertain the correct amount of revenue to be recognized 

in all the three situations given in the question as per AS 9 "Revenue recognition". 

Question 15 •·1 LDR 
" 

Following information of BS Products Ltd. is given: 
I. Goods of'{ 2,00,000 sold to Oen Ltd. on 20-03·2023 but :,t the request of the buyer these were delivered on 

10-04-2023. • 
II . On 15-01·2023 goods of'{ 3100,000 were sent on consignment b:,sis, of which 20% of tho goods unsold arc 

lying with the consignee as on 31-03-2023. 
Ill. '{ 4,00,000 worth of goods were sold on approval basis on 01·12·2022. Tho period of approval was 3 

months a~er which they were considered as sold. Buyer sent approval for 75% goods upto 31-01-2023 
and no approval or disapproval received for the remaining goods till 31-03-2023. 

IV. Apart from the above, BS Products Ltd. sells goods to dealers also. One of the condition of sale is that 
interest is payable @ 2% p.m. for delayed payments by dealers. Percentage of interest recovery is only 
10% i.e . 0: S0,000 on such overdue outstanding due to various reasons. During the year 2022·23, company 
wants to recognize the entire interest receivable of'{ 60,000. 

You are required to advise the accountant of BS Products Ltd., with valid reasons, the amount to be recognized 
as revenue in above cases In the context of AS-9 and also determine tho total rev.,nue to be recoenized for 
the year ending 31·03-2023. {RTP May'24} {RTP May'20} {Same concept different figures MTP 5 Marks Oct'22, 
PYP 5 Marks May'l9, SM} {RTP Nov'23} {SM} 

Answer 15 
I. the seller of goods has transferred to the buyer the property in the goods for a price or all significant risks and 

rewards of ownership have been tra nsferred to the buyer and the seller retains no effective control of the goods 
t ransferred to a degree usually associated with ownership; and 

II. no significant uncertainty exist s regarding the amount of the consideration that will be derived from the sale of 
t he goods. 

Case (i) 
The sale is complete but delivery has been postponed at buyer's request. BS Products Ltd. should recognize the 
entire sale of '{ 2,00,000 for the year e nded 31st March, 2023. 
C:,se (ii) 
20% goods lying unsold with consignee should be treated as closing inventory and sales should be recognized for 
~2,40,000 (80% of~ 3,00,000). In case of consignment sale revenue should not be recognized until the goods are 
sold to a third party. 
Case (iii) 
In case of goods sold on approval basis, revenue should not be recognized until the goods have been formally 
accepted by the buyer or the buyer has done an act adopting the t ransaction or the time period for rejection has 
elapsed or where no time has been fixed, a reasonable time has elapsed. Therefore, revenue should be recognized 
for the total sales amounting~ 4,00,000 as the time period for rejecting the goods had expired. 
Case (iv) 
As per the standa rd, "where the ability to assess the ultimate collection with reasonable certainty is lacking at the 
time of raising any claim, the revenue recognition is postponed to the extent of uncertainty involved. in such cases, 
the revenue Is recognized only when it is reasonably certain that the ultimate collection will be made". In this case, 
interest should be recognized only If the ultimate collection is certain and the company expects to realize interest 
for the delayed payments for~ 50,000 only. Hence, based on the past experience, the realization of interest for 
t he delayed payments by the agent is certain only to the extent of this amount and not ~ 60,000. Therefore, the 
interest income of~ 50,000 should be recognized in the books for the year ended 31st March, 2023. 
Thus total revenue :,mounting ~ 8,90,000 (2,00,000 + 2,40,000 + 4,00,000 + 50,000) will be recognized for the 
year ended 31st March, 2023 in the books of BS Products Ltd. 
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Question 16 

Indicate in each case whether revenue can be recognized and when it will be recognized as per AS-9. 
(1) Trade discount and volume rebate received. 
(2) 
(3) 
(4) 
(5) 

Where goods are sold to distributors or others for resale. 
Where seller concurrently agrecis to repurchase the same goods at a later date. 
Insurance agency commission for rendering services. 

On 11-03-2024 cloths worth 'I: 50,000 were sold to X mart, but due to refurbishing of their showroom 
being underway, on their request, clothes were delivered on 12-04-2024. (MTP 4 Marks Nov'24} 

Answer 16 
(1) Trade discounts and volume rebates received are not encompassed within the definition of revenue, 

since they represent a reduction of cost. Trade discount s and volume rebates given should be deducted 
in determining revenue. 

(2) When goods are sold to distributor or others, revenue from such sales can generally be recognized if 
signifi cant risks of ownership have passed; however, In some situations the buyer may in substance be 
an agen t and in such cases the sale should be treated as a consignment sale. 

(3) For transactions, where seller concurrently agrees to repurchase the same goods at a later date that 
are in substance a fi nancing agreement, the result ing cash inflow is not revenue as defined and should 
not be recognized as revenue. 

(4) Insurance agency commissions should be recognized on the effective commencement or renewal 
dates of the rel ated policies. 

(5) On 11.03.2024, if X mart takes title and accepts billing for the goods then it is implied that the sale is 
complete and all r isk and reward on ownership has been transferred to the buyers. 

Revenue should be recognized for year ended 31st March, 2024 notwithstanding that physical delivery has 
not been completed so long as there is every expectation that delivery will be made and items were ready 

for delivery to the buyer at the time. 

Multiple Choice Questions (MCQs) 

1. Which of the conditions mentioned below must be met to recognize revenuefrom the sale of goods? 
(i) the entity selling does not retain any continuing influence or controlover the goods; 
(ii) when the goods are dispatched to the buyer; 
(iii) revenue can be measured reliably; 
(iv) the supplier is paid for the goods; 
(v) it is reasonably certain that the buyer will pay for thi, goods; 
(vi) the buyer has paid for the goods. {SM} 
(a) (i), (ii) and (v) 
(b) (ii), (i ii) and (iv) 

(c) (i), (i ii) and (v) 
(d) (i), (iv) and (v) 

Ans: (a) 

2 . Consignment inventory is an arrangement whereby inventory is held by one party but owned by another 
party. Which of the following indicates that the inventory in question is a consignment inventory? (SM} 
(a) Manufacturer cannot require t he dealer to ret urn the inventory 
(b) Dealer has the right to return the invent ory 
(c) Manufacture is responsible for the pr icing of goods and any changes inthe pricing can only be 

approved by the manufacturer. 
(d) Manufacture is responsible for the holding the goods and any changesin the pricing can only be 

approved by the dealer 
Ans: (c) 
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3. Which of the following transactions qualify as revenue for M/s AB Enterprises? {SM} 
(a) Sales of a:: 20 lakhs made under consignment sales. 
(b) Sale of an old machine amounting a:: 5 lakhs 
(c) Services provided to the customer in the normal course of business. Sales recorded is a:: 50,000. 
(d) Sales of a:: 25 lakhs made under consignment sales 

Ans: (c) 

4. The Accounting Club has 100 members who arc required to pay an annual membership fee of'{ 5,000 
each. During the current year, all members have paid the fee. However, 5 members have paid an amount 
of a:: 10,000 each. Of these, 3 members paid the current year's fee and also the previous year's dues. 
Remaining 2 members have paid next years' fee of a:: 5,000 in advance. 
Revenue from membership fee for the current year to be recognised will be: (SM} 
(a) a:: 5,25,000 
(b) a:: 5,10,000 
(c) a:: 5,00,000 
(d) a:: 5,15,000 

Ans: (c) 

5 . FlixNct International offers a subscription fee model to allow the paid subscribers an annual viewing of 
movies, sports events and other content. It allows users to register for freo and have access to limitad 
content for one month without any charges . The customer has a right to cancal the, subscription within a 
month's time but Is required to pay for 1 year subscription fee after the fr.,e period. 
XV has subscribed for free viewing on 1st March 20X1. After l month, he has agreed to pay the annual 
membership and has paid a:: 1,200 on 31st March 20X1 for the subscription that is valid up to 31st of March 
20X2. 
Revenue that can be recognized by FlixNet for the year ended 31st March 20X2 is (SM) 
(a) a:: 100 
(b) a:: 1,200 
(c) Nil 
(d) "1,100 

Ans: (b) 

6. Sahil Ltd agreed to sell its factory located In Assam to Kali Ltd on 4.12.2023. It entered Into a sale deed 
(transferring all significant risks and rewards of ownership) on 1.2.2024. But the transaction was 
registered with the registrar on 30.5.2024 When should the sale and gain be recognized? (MTP 2 Marks 
Apr'24} 
(a) Both sale and gain should be recognized as on the balance sheet date i.e. 31.3.2024. 
(b) Both sale and gain should be recognized on 30.5.2024. 
(c) The sa le shoul d be recognized as on balance sheet date but gain should be recognized on 30.5.2024. 
(d) Both sale and gain should be recognized on 4.12.2023. 

Ans: (a) 

7 . On 31st March 2024, Sri Radhey shyam Enterprise finds that the cost of a partly finished unit on that date 
is'{ 530, Tha unit can be finished In 2024-25 by an additional expenditure of'{ 310. The finished unit can 
b., sold for II! 750 subject ta payment of 8% brok.,rage on the selling price. 
Sri Radhey shyam Enterprise seeks your advice regarding tho amount at which the unfinished unit should 
be valued as at 31st March, 2024 for preparation of final aecounts. the partly finished unit cannot be sold 
in semi• finished form and its NRV is zero without processing it further. (MTP 2 Marks Dec'24) 
(a) a:: 470 
(bl a:: 380 
(c) ;: 500 
(d) ;:440 

Ans: (b) 
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CONCEPTS OF THIS CHAPTER 

• Accounting treatment of government grants • Capital vs. income approach t; • Recognition of government grants • Non-monetary 
government grants 

• Refund of government grants • Grant disclosures LOR Questions 

• Grant presentation- Revenue, Fixed assets & Promoters' contribution QlS 

QUICK REVIEW OF IMPORTANT CONCEPTS 

Two approaches 

'C . I : G . d f Grants which have the characteristics similar to those of 
ap,ta : rant 1s treate as part o 

h, i h h Id , f d promoters' contribution shoul d be treated as part of 
approac : s are o ers un s h h Id , f d : s are o ers un s 

-·--·-----·--·.J-·---·-·-·--·---·-·---·--- - - - - ---·--·-----·--·-------·-----·--·-------·--·--·--·---·-------·--·-
'l ncome ! Grant is taken to income Income approach may be more appropriate in the case of other 
approach' i over one or more periods grants 

Presentation of Grants 
Related to Specific Fixed Assets 

-·--·-----·--·-----·--·-----·--·--·--·---·--·-- --·--·--· -r-· - ·-·--· -·--- --·--·--·-·--·-- --·--- --·--- --·--·--·-
Method I : i Method II: -·--·-----·-------·--·--·---·--·-------·--·-----·--·--·--L-.--- --·--·--·--- --·--·----- --·--·--- --·--·--·-·--·--·-

• The grant is shown as a deduction from the Gross • Grants related to depreciable assets are treated 
value of the asset concerned In arriving at its book as deferred income which Is recognised In the 
value. profit and loss statement on a systematic and 

rational basis over the useful life of the asset -·--·-----·--·-----·--·--·---·--·--·--·---·--·-----·----·-~-·--- - - - - --·--- --·--- -·-·--·-- --·--- --·--- - - - - --·-
• The grant is thus recognised in the profit and loss i • Grants related to non-depreciable assets are 

statemen t over the useful li fe of a depreciable asset i credited to capital reserve as there Is usually no 
by way of a reduced depreciation charge. I charge to income in respect of such assets. -·--·-----·-------·--·-----·--·-------·--- ----·-----+-·--- -- --- -·--- -- --- -- --·-- --- -- --·--- -- -- --·-

• If a grant related to a non-depreciable asset 
• Where the grant equals the whole, or virtually the requ ires the fulfilmen t of certain obligations, the 

whole, of the cost of the asset, the asset is shown in grant is credited to income over the same period 
the balance sheet at a nominal value. over which the cost of meeting such obligations 

Is charged to Income -·--·-----·-------·--·--·---·--·--·--·---·-------·--·---l.-._-- -- --·--·--- --·--·--·-·--·--·--·--- --·--- - - --·--·-
Refund of Govt Grant related to Specific Fixed Assets 

• Is recorded by increasing the book value of the asset or by reducing the deferred income balance, as 
appropriate, by the amount refundable 

• In the first alternative, i.e., where the book value of the asset is increased, depreciation on the revised book 
value is provided prospectively over the residual useful life of the asset. 

Related to Revenue 

• Grants related to revenue are sometimes presented as a credit in the profit and loss statement, either 
separately or under a general heading such as 'Other Income' . Alternatively, they are deducted in report ing 

-·- the related expense._·---·--·--·-----·--·-----·----·---·--·----·---·--·-----·--·-----·--·--·---·--·--·--·---·--· 
Refund of Govt Grant related to Revenue 

-·--·-----·--·-----·--·--·---·--·--·----r-----•-- . ---·--·-------·-----·--·--------- - - ·--·-- --- --·--- -·---· 
• is applied first against any j• To the extent that the amount refundable • the amount is charged 

unamortised deferred credit ! exceeds any such deferred credit, or immediately to profit 
remaining in respect of the grant where no deferred credit exists, and loss statement 
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In nature of Promoters' Contribution 

• Where the government grants are of the nature of promoters' contribution, i.e., they are given with 
re ference to the total investment in an undertaking or by way of contribution towards its total capital 
outlay (for example, central investment subsidy scheme) and no repayment is ordinarily expected in respect 
thereof, the grants are treated as capital reserve which can be neither distributed as dividend nor 
considered as deferred income. 

Refund of Govt Grant in the nature of promoters' contribution 

• Refundable, in pa rt or in full, to the government on non-fulfilment of some specified conditions, the 
relevant amount recoverable by the government is Reduced from the capital reserve. 

Disclosure 

• The accounting pol icy adopted for government grants, includ ing the methods of presen tation in the financial 
statemen ts 

• The nature and extent of government grants recognised in the financial statements, including grants of non
monetary assets given at a concessional rate or free of cost. 

Question & Answers 

Question l 
S Ltd. has received a grant of 18 crores from the Government for setting up a factory in a backward area. Out 
of this grant, the company distributed 12 crores as dividend. Also, S Ltd. received land free of cost from the 
State Government, but it has not recorded it at all in the books as no money has been spent. In the light of 
AS-12 examine, whether the treatment of both the grants is correct. {RTP Nov'23} 

Answer 1 
As per AS 12, when government gra nt is received for a specific purpose, It should be util ized for the same . 
Thus, the grant received for setting up a factory is not available for distribution of dividend. 
As per AS-12, if an asset is acquired free of cost it is to be recorded at a nominal value. 
Thus, even if the company has not spent money for the acquisition of land, land should be recorded in the books 
of accounts at a nominal value. 
The t reatment of both the elements of the grant is incorrect as per AS 12. 

Question 2 
Viva Ltd. received a specific grant of 'I! 30 lakhs for acquiring the plant of 'I! 150 lakhs during 2018-19 having 
useful life of 10 years. The grant received was credited to deferred income in the balance sheet and was not 
deducted from the cost of plant. During 2021-22, due to non-compliance of conditions laid down for the grant, 
the company had to refund the whole grant to the Government. Balance in the deferred income on that date 
was'{ 21 lakhs and written down value of plant was'{ 105 lakhs. What should be the treatment of the refund 
of the grant and the effect on cost of the fixed asset and the amount of depreciation to be charged during the 

year 2021·22 in profit and loss account? {MTP 5 Marks, Sep'22, May20 & Mar'21, RTP May19) 

Answer 2 
As per AS-12, 'Accounting for Government Grants' , "the amount refundable in respect of a grant related to 
specific fixed asset should be recorded by reducing the deferred income balance. To the exten t the amount 
re fundable exceeds any such deferred credit, the amount should be charged to pro fit and loss statement. In this 
case the grant refunded is '{ 30 lakhs and balance In deferred Income is~ 21 lakhs, ~ 9 lakhs shall be cha rged to 
the profit and loss account for the year 2021-22. There will be no effect on the cost of the fixed asset and 
depreciation charged will be on the same basis as cha rged in the earlier years. 

Question 3 
Energy Ltd. has acquired a generator on 1.4.2023 for "; 100 lakh. On 2.4.2023, it applied to Indian Renewal 
Energy Development Authority (!REDA) for a subsidy. The subsidy was granted in June, 2024 after the accounts 
for 2023-2024 were finalized. The company has not accounted for the subsidy for the year ended 31.3.2024. 
State 
(i) Is this a prior period item? 
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(ii) How should the subsidy be accounted in the accounting year 2024-2025? (RTP Sep'24} 

Answer 3 

(i} Whether a subsidy applied is to be classified as prior period item as per ASS, depends upon whether the 
company has committed an error in 2023-2024 by not recognizing the subsidy? 
The answer is in pa ra 13 of AS 12 "Accounting for Government Grants" which permits recognition of grant 
only when there is reasonable assurance that -
(i} the enterprise will comply with the conditions attached to them and 
(ii) the subsidy will be received. 
Mere making of an applicat ion does not provide the reasonable assurance that the subsidy will be 
received. Letter of sanction from IREDA is required to provide this assurance. Since, the subsidy was 
granted in June, 2024 after approval of accounts, non-recognition of grant in 2023-2024 will not be 
considered as an error. Hence, th is is not a prior period item. Therefore, the company was right in not 
recognizing the gran t. 
Further, AS 4 requires adjustment of events occurring after the balance sheet date only upto the date 
of approval of accounts by the Board of Directors. In view of this, the company Is correct In not 
adjusting the same in the accounts in the year 2023-2024. 

(ii) The subsidy should be deducted from the cost of the generator. The revised unamortised amount of 
generator should be written off over the remaining usefu l life. 
Alternatively, the same may be treated as 'deferred income' and allocated over the remaining useful life 
in the proportion in which depreciation is charged. 

Question 4 

0 ltd. acquired a machine on 01-04-2017 for 'I: 20,00,000. The useful life is 5 years. The company had applied 
on 01-04-2017, for a s1.1bsidy to the tune of 80% of the cost. The sanction letter for subsidy was received in 
November 2020. The Company's Fixed Assets Account for the financial year 2020-21 shows a credit balance 
as under: 

Particulars 'I: 

Machine, (Original Cost) 20,00,000 

less: Accumulated Depreciation (from 2017-18· to 2019-20 on Straight Line Method) 12,00,000 
8,oo,ooo 

Less: Grant r«:ec,ived (16,00,000) 
Balance (8,00,000} 

You are required to explain how should the company deal with this asset in its accounts for 2020-21? (MTP S 
Marks Mar'23} (RTP Nov'21, May'18} 

Answer 4 
From the above account, it is Inferred that the Company has deducted grant from the book value of asset for 
accounting of Government Grants. Accordingly, out of the 'I' 16,00,000 that has been received, 'I: 8,00,000 (being 
the balance in Machinery A/c} should be credited to the machinery A/c. The balance ~ 8,00,000 may be credited 
to P&L A/c, since already the cost of the asset to the tune of 'I: 12,00,000 had been debited to P&L A/c in the 
earlier years byway of depreciation charge, and~ 8,00,000 tra nsferred to P&L A/c now would be partial recovery 
of that cost. 
There is no need to provide depreciation for 2020-21 or 2021-22 as the depreciable amount is now Nil. 

Question S 
A fixed asset is purchased for 'I: 30 lakhs. Government grant received towards it is 'rt 12 lakhs. Residual Value 
Is~ 6 l11khs and usa,ful life, is 4 yeors. The company charges deprc,ciatlon based on Straieht•Linc, method. Asset 
Is shown In the, bal11nce shec,t net of i:rant. After 1 year, er:,nt bc,comcs refundable to the extc,nt of 'I: 7.5 lakhs 
due, to non-compli:,ncc with cc,rtain conditions. You arc requlrc,d to give, necessary Journal entries for second 
yc,ar. (RTP May'22) 
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Answer 5 
Journal Entries 

Year Particulars "tinlakhs "tinlakhs 

(Dr.) (Cr.) 
2nd Fixed Asset Accoun t Dr. 7.S 

To Bank Account 7.5 
(Being government grant on asset partly refunded 
which increased the cost of fixed asset) 

Depreciation Account (W.N.) Dr. s.s 
To Fixed Asset Account s.s 
(Being depreciation charged on SLM on revised 

value of fixed asset prospectively) 
Profit & Loss Account Dr. s.s 
To Depreciation Account 5.S 
(Being depreciation transferred to Profit and Loss 
Account at the end of year 2) 

Working Note: 
Depreciation for Year 2 

"tlnlakhs 

Cost of t he Asset 30 
l ess: Government grant received 
l ess: Depreciation for the first year [ 18-6 / 4] 18 

3 

15 
Add: Government grant refundable 7.S 
Depreciation for the second year [22.5-6 / 3] 22.5 

Question 6 
Caseworker Limited received a specific grant of"( 6 crore for acquiring the plant of"( 30 crore on 1.4.2016 
having useful life of 10 years. At the beginning of the financial year 2021-2022, due to non-compliance of 
conditions laid down for the grant of"( 6 crore, the company had to refund the grant to the Government. What 
should be the treatment of the refund if grant was deducted from the cost of the plant during financial year 

2016-2017? Assume depreciation is charged on fixed assets as per Straight Line Method. (MTP 5 Marks Apr'23 
& Nov'21) 

Answer 6 
As per AS 12, t he amount refundable in respect of grant related to specific fixed assets should be recorded by 
increasing the book value of the asset or by reducing the capital reserve or the deferred Income balance, as 
appropriate, by the amount refundable. Where the book value of the asset is increased, depreciation on the 
revised book value should be provided prospectively over the residual useful life of the asset. 
Where grant was deducted from the cost of the asset, initial value of the plant after deduction of grant amount 
of Rs. 6 crore would have been = Rs. 30 crore - Rs. 6 crore = Rs. 24 crore. 

Carrying value of the plant after 5 years on 1.4.2021 = [(Rs. 24 crore / 10 years) x S years]= Rs. 12 crore. Annual 
depreciation charge would be Rs. 2.4 crore. 
On refund of grant to the Government, t he book value of the plant shall be increased by Rs. 6 crore i.e. Rs. 12 
crore + Rs. 6 crore = Rs. 18 crore . The increased cost of Rs. 18 crore of the plant should be amorti sed 

prospectively over remaining 5 years of useful residual life. Depreciation charge in the year 2021-2022 wou ld be 
Rs. 18 crore 15 years= Rs. 3.6 crore instead of earlier Rs. 2.4 crore. 

Question 7 
Darshan ltd. purchased a Machinery on 1st April, 2016 for "( 130 lakhs (Useful life is 4 years). Government 
grant received is"( 40 lakhs for the purchase of above Machinery. 
Salvage value at the end of useful life is estimated at "( 60 lakhs. 
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Darshan Ltd. decides to treat the grant as deferred income. 
Your are required to calculate the amount of depreciation and grant to be recognized in profit & loss account 
for the year ending 31st March, 2017,31st March, 2018, 31st March, 2019 & 31st March, 2020. 
Darshan ltd . follows straight line method for charging depreciation. 
{MTP 5 Marks Oct121, PYP 5 Marks Jan121} 

Answer 7 
As per 12 "Accounting for government grants", grants related to depreciable assets, if treated as deferred 
income are recognized in the profit and loss statement on a systematic and rational basis over the useful life of 
the asset. Amount of depreciation and grant to be recognized in the profit and loss account each year 
Depreciation per year: 

~ In lakhs 
Cost of the Asset 130 
l ess: Salvage value (60\ 

70 
·iation per year (701akhs / 4) 17.50 
~ 17.50 Lakhs depreciation will be recognized for the year ending 31st March, 2017, 31st March, 2018, 31st 
March, 2019 and 31st March, 2020. 
Amount of grant recognized in Profit and Loss account each yea r: 
40 lakhs /4 years=~ 10 l akhs for the year ending 31st March, 2017, 31st March, 2018, 31st March, 2019 and 
31st March, 2020. 

Question 8 
Samrat Limited has set up Its business in a desienated backward area which entitles the company for subsidy 
of 25% of the total investment from Government of India. The company has invested Rs.SO croras In the 
eligible Investments. The company is eligible for thc subsidy and has rccaivc,d Rs.20 crorc,s from the 
government in February 2019. The company wants to recognize the said subsidy as l1s income to Improve the 
bottom line of the company. 
Do you approve the action of the company in accordance with the Accounting Standard? 
{RTP Nov'19, Nov'22} 

Answer 8 
As per AS 12 "Accounting for Government Grants", where the government grants are in the nature of promoters' 
contribution, i.e., they are given with reference to the total investment in an undertaking or by way of 
contribution towards its tota l capital outlay {for example, Central Investment Subsidy Scheme} and no 
re payment ls ordinarily expected in respect thereof, the grants are treated as capital reserve which can be 
neither distributed as dividend nor considered as deferred income. The subsidy received by Samrat Ltd. for 
setting up its business in a designated backward area will be treated as grant by the government in the nature 
of promoter's contribution as the grant is given with reference to the total investment in an undertaking i.e. 
subsidy is 25% of the eligible investment and also no repayment is apparently expected in respect thereof. US 
$ 8,547 = 5,00,000/58.50 Since the subsidy received is neither in relation to specific fixed assets nor in relation 
to revenue. Thus, the company cannot recognize the said subsidy as income in its fina ncial statements in the 
given case. It should be recognized as capital reserve which can be neither distributed as dividend nor considered 
as deferred income. 

Question 9 
Alps Limited has received the following Grants from the Government during the year ended 31st March, 2021: 
(i) ~ 120 Lacs received as Subsidy from the Central Government for setting up an Industrial undertaking in 

Medak, a notified backward area. 
(ii) ~ 15 lacs Grant received from the Central Government on installation of Effluent Treatment Plant. 
(iii) ~ 2S lacs received from State Government for providing Medical facilities to i1s workmen during the 

pandemic. 
Advise Alps Limited on the treatment of the above Grants in its books of Account in accordance with AS-12 
"Government Grants". {PYP Ju/121, 5 Marks) 
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Answer 9 

(i) As per AS 12 'Accounting for Government Grants', where the government grants are in the nat ure of 
promoters' contribution i.e., they are given with reference to the total investment in an undertaking or by 
way of contribution towards its total capital outly and no repayment is ordinarily expected in respect 
thereof, the grants are t reated as capital reserve which c.an be neither distributed as dividend nor 
considered as deferred income. In the given c.ase, the subsidy received from the Central Government for 
setting up an industrial undertaking in Medak is neither in relation to specific fixed asset nor in relation in 
revenue. Thus, the amount of~ 120 Lacs should be credited to capital reserve. 
(Note: Subsidy for setting up an industrial undertaking is oonsidered to be in the nature of promoter's 
contribution) 

(ii) As per AS 12 'Accounting for Government Grants', two methods of presentation in financial statements of 
grants related to specific fixed assets are regarded as acceptable alternatives -
(a) The grant is shown as a deduction from the gross value of the asset concerned in arr iving at its book 

value. The grant is thus recognised in the profit and loss statement over the useful life of a depreciable 

asset by way of a reduced depreciation charge. Where the grant equals the whole, or virtually the 
whole, of the cost of the asset, the asset is shown in the balance sheet at a nominal value. 

(b)Grants related to depreciable asset are treated as deferred income which is recognised in the profit and 
loss statement on a systematic and rational basis over the useful life of the asset. 

(iii) In the given case,~ 15 Lacs was received as grant from the Central Government for installation of Effluent 
Treatment Plant. Since the grant was received for a fixed asset, either of the above methods can be adopted. 

(iv) ~ 25 lacs received from State Government for providing medical facilities to its workmen during the 
pandemic is a grant received in nature of revenue grant. Such grants are generally presented as a credit in 
the profit and loss statement, either separately or under a general heading such as "Other Income". 
Alternatively,~ 25 lacs may be deducted in reporting the related expense i.e., employee benefit expense. 

EXAM INSIGHTS: Majority of the examinees failed to explain the treatment of the grant in the given 

situations as per the provisions of AS 12. 

Question 10 
Ram Ltd. purchased machinery for Rs. 80 lakhs (useful life4 years and residual value Rs. 8 lakhs). Government 

grant received was Rs. 32 lakhs. The grant had to be refunded at the beginning of third year. Show the Journal 
Entry to be passed at the time of refund of grant and the value of the fixed assets in the third year and the 
amount of depreciation for remaining two years, if the grant had been credited to Deferred Grant A/ c. {MTP 
5 Marks Apr'21, Apr'19, Apr'22 & Oct'23, MTP 7 Marks Aug124} 
Answer 10 
As per AS 12 'Acc-ountlng for Government Grants,' income from Deferred Grant Account is allocated to Profit 
and Loss account usually over the per iods and in the proportions in which depreciation on related assets is 
charged. Accordingly, in the first two years (Rs. 32 lakhs / 4 years) = Rs. 8 lakhs x 2 years= Rs. 16 lakhs will be 
cred ited to Profit and l oss Account and Rs. 16 lakhs will be the balance of Deferred Grant Account after two 
years. Therefore, on refund of grant, fol lowing entry wil l be passed: 

Rs. 

Deferred Grant A/c Dr. 161akhs 

Profit & Loss A/c Dr. 161akhs 

To Bank A/c 
(Being Government grant refunded) 

1. V:>lue of Fixed Assets :>fter two yc:>rs but before refund of gr:>nt 
Fixed assets Initially recorded in the books= Rs. 80 lakhs 

Rs. 

32 lakhs 

Depreciation for each year= (Rs. 80 lakhs - Rs.8 lakhs)/4 years= Rs. 18 lakhs per year 
Book value of fixed assets after two years= Rs. 80 lakhs - (Rs. 18 lakhs x 2 years}= Rs. 44 lakhs 

2. Value of Fixed Assets after refund of grant 
On refund of grant the balance of deferred grant account will become nil. The fixed assets will continue 

to be shown in the books at Rs. 44 lakhs. 
3. Amount of depreciation for remaining two years 

Depreciation will continue to be charged at Rs. 18 lakhs per annum for the remaining two years. 
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Question 11 

Ram Ltd. purchased machinery for Rs. 80 lakhs (useful life 4 years and residual value Rs. 8 lakhs). Government 
grant rc,c.,,v.,d was Rs. 32 lakhs . Th" gr.int h.id to be refundc,d .it th" beginning of third Y""'· Show the Journal 
Entry to be, passed at the time of refund of grant and the value of the fixed assets In the third year and the 
amount of depreciation for remaining two years, if the grant had been credited to Deferred Grant A/c. (MTP 
5 Marks Apr'21, Apr'19, Apr'22 & Oct'23, MTP 7 Marks Aug'24) 

Answer 11 
As per AS 12 'Accounting for Government Grants,' income from Deferred Grant Account is allocated to Profit 

and Loss account usually over the periods and in the proportions in which depreciation on relat ed assets is 
charged. Accordingly, in t he first two years (Rs. 32 lakhs /4 years) = Rs. 8 lakhs x 2 years= Rs. 16 lakhs w ill be 
credited to Profit and l oss Account and Rs. 16 lakhs w ill be the balance of Deferred Grant Account after two 
ears. Th f f d f f II II b d ere ore, on re un o r.rant, o owlni:t entry wi e passe : 

Rs. 
Deferred Grant A/c Dr. 16 1akhs 

Profit & Loss A/c Dr. 16 1akhs 

To Bank A/c 

(Being Government grant refunded) 

1. Value of Fixed Assets after two years but before refund of grant 
Fixed assets initially recorded in the books= Rs. 80 lakhs 

Rs. 

32 lakhs 

Depreciation for each year = (Rs. 80 lakhs - Rs.8 lakhs)/4 years = Rs. 18 lakhs per year 
Book value of fixed asset s after two years = Rs. 80 lakhs - (Rs. 18 lakhs x 2 years) = Rs. 44 lakhs 

2. Value of Fixed Assets after refund of grant 
On refund of grant the balance of deferred grant account will become nil. The fixed asset s wi ll continue 
to be shown in the books at Rs. 44 lakhs. 

3. Amount of depreciation for remaining two years 
Depreciation will continue to be charged at Rs. 18 lakhs per annum for the remaining two years. 

Question 12 

On 01.04.2018, Vivltzu Ltd. received Government grant of'{ 100 Lakhs for an acquisition of new machinery 
costing ~ 500 lakhs. The grant was received and credited to the cost of the assets. The life span of the 
machinery is 5 years. The machinery Is daprcclatod at 20% on WDV method. The comp.iny h.id to ,.,fund the 
entire grant in 2nd April, 2021 due to non-fulfilment of certain conditions which was imposed by the 
government at the time of approval of grant. How do you deal with the refund of grant to the Government in 
the books of Vivitzu Ltd. as per AS 12? (MTP 5 Marks, Mor'22, MTP 5 Marks Oct'20} (PYP 5 Marks May'18 & 
Nov'20} 

Answer 12 
Accord ing to AS 12 on Accounting for Government Grant s, the amount refundable in respect of a grant related 
to a specific fixed asset (if the grant had been credited to the cost of fixed asset at the time of receipt of grant) 
should be recorded by increasing the book value of the asset, by the amount refundable. Where the book value 
is increased, depreciation on the revised book value should be provided prospectively over the residual usefu l 
life of the asset . 

(": in lakhs I 
1st April, 2018 Acquisition cost of machinery (~ 500 - ~ 100) 400.00 

31st March, 2019 Less: Depreciation @ 20% (80) 
1st April, 2019 Book value 320.00 

31st March, 2020 Less: Depreciation @ 20% (64} 

1st April, 2020 Book value 256.00 

31st March, 2021 Less: Depreciation @ 20% (51.20) 
1st April, 2021 Book value 204.80 

2nd April, 2021 Add: Refund of grant 100.00 

Revised book value 304.80 

9.1-7 Chapter 9.1 AS 12·•Accountine for Government Grants 



~ 
Depreciat ion @ 20% on the revised book value amounting"{ 304.80 lakhs is to be provided prospectively over 
the residual useful life of the asset. 

Question 13 

Answer the following Questions: 
Suraj limited provides you the following information: 
{i} It received a Government Grant @40% towards the acquisition of Machinery worth 

~ 25 Crores. 
{ii) It received a Capital Subsidy of~ 150 Lakhs from Government for setting up a Plant costing"{ 300 Lakhs 

in a notified backward region. 
(iii) It received "{ 50 Lakhs from Government for settine up a project for supply of arsenic free water in a 

notified area. 
(iv) It received "{ 5 lakhs from the Local Authority for providing Corona Vaccine free of charge to its 

employees and their families. 
(v} It also received a performance award of 'I: 500 Lakhs from Government with a condition of major 

renovation in the Power Plant within 3 years. Sura) limited incurred 90% of amount towards Capital 
expenditure and balance for Revenue Expenditure. 
State how you will treat the above in the books of Suraj Limited. (PYP 5 Marks, May'22) 

Answer 13 
(i) As per AS 12 "Accounting for Govt . Grants", two methods of present ation in financial statements of grants 

related t o specific fixed asset s are regarded as accept able alternatives. Under the fir st alternative, the grant 
of"{ 10 crores (40% of 25 crores) is shown as a deduct ion from the gross value o f the asset concerned in 

ar riving at i ts book value. The grant is thus recognized the profit and loss statement over the usef ul 
life of a depreciable asset by \'lay of a reduced depreciation charge. Under second alternative method, 
grant amounting " 10 crores is treated as deferred income which is recognl~ed ih the profit and loss 
statement on a systematic and rational basis over the use fu l li fe of the asset. 

(ii) In the given case, the grant amounting ~ 150 lakhs received from the Central Government for setting up a 
p lant in notified backward area m ay be considered as in t he nature of promoters' contribution. Thus, 
amount of"{ 150 lakhs should be credited to capita l reserve and the plant wi ll be shown at"{ 300 lakhs. 

(iii)"{ 50 lakhs received from Govt. for setting up a project for supply o f arsenic free water in notified area 
should be credited to capital reserve. Alternatively, if it is assumed that the project consists of capital asset 
only, then the amount of"{ 50 lakhs received from Govt. for setting up a project for supply of arsenic free 

wat er shou ld either be deducted from cost of asset of the project concerned in the balance sheet or treated 
as deferred income w hich is recognized in the profi t and loss st at ement on a systematic and rational basis 
over t he useful li fe o f the asset. 

(iv) 'I: S lakhs received from the local authority for provid ing corona vaccine t o the employees is a grant received 
in nature of revenue grant. Such grants are generally presented as a credit in the profit and loss account, 
either separately or under a general heading 'Other Income'. Alternatively,"{ S lakhs may be deducted in 
reporting the related expense i.e. employee benefi t expenses. 

(v) "{ 500 Lakhs w ill be reduced from t he renovation cost of power p lant or wi ll be treated as defer red income 
ir respective of the expenditure done by t he entity out o f it as it was specifically received for the purpose 
major renovation of power p lant. However, it m ay be, later on, decided by the Govt. whether t he grant will 
have to be refunded or not due to non-compliance of conditions attached to the grant . 

EXAM INSIGHTS: Majority o f the examinees were not able to explain the correct t reatment o f 

grant in line w ith the provisions o f AS 12 "Accounting for Government Grant" . 

Question 14 
(i) Hygiene ltd. had received a grant of Rs. 50 lakh in 2012 from a State Government towards installation 

of pollution control machinery on fulfilment of certain conditions. The company, however, failed to 
comply with the said conditions and consequently was required to refund the said amount in 2020. 
Tho company debited the said amount to its machinery account in 2020 on payment of the same. It also 
reworked the depreciation for the said machinery from the date of Its purchase and passed necessary 
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adjusting entries in the year 2020 to incorporate the retrospective impact of the same. State whether the 

treatment done by the company is correct or not. (RTP May'21, May'23, New SM) 
(ii} ABC Ltd. received two acres of land received for set up of plant. It also received Rs.2 lakhs received 

for purchase of machinery of Rs. 10 lakhs. Useful life of machinery is 5 years. Depreciation on this 
machinery is to be charged on straight-line basis. How should ABC Ltd. recognize these government 
grants In its books of accounts? {RTP May'2l) 

Answer 14 
(i} As per the facts of the case, Hygiene Ltd. had received a grant of Rs.SO lakh in 2012 from a State Government 

towards installation of pollution control machinery on fulfilment of certain conditions. However, the 
amount of grant has to be refunded since it failed to comply with the prescribed conditions. In such 
circumstances, AS 12, "Accounting for Government Grants", requi res that the amount refundable in respect 
of a government grant related to a specific fixed asset is recorded by increasing the book value of t he asset 
o r by reducing t he capit al reserve or the deferred income balance, as appropriate, by the amount 
refundable. The Standard further makes it clear that in the first alternative, i.e., where the book value of 
the asset is increased, depreciation on the revised book value should be provided prospectively over the 
residual useful life of the asset. Accordingly, the accounting treatment given by Hygiene Ltd. of increasing 
the value of the plant and machinery Is quite proper. However, the accounting treatme nt in respect of 
depreciation given by the company of adjustment of depreciation with retrospective effect is improper and 
constitutes violation of AS 12. 

(ii) ABC Ltd. should recognize the grants in the following manner: 
• As per AS 12, government grants may take the form of non-monetary assets, such as land or other 

resources, given at concessional rates. In these circumstances, it is usual to account for such assets at 
their acquisition cost. Non-monetary assets given free of cost are recorded at a nominal value. 
Accordingly, land should be recognized at nomi nal value in the balance sheet. 

• The standard provides option to treat the grant either as a deduction from the gross value of the asset or 
to treat it as deferred income as per provisions of the standard. Under first method, the grant is shown as 
a deduction from the gross value of the asset concerned in arriving at its book value. The grant is thus 
recognised in the profit and loss statement over the useful life of a depreciable asset by way of a reduced 
depreciation charge. Accordingly, the grant of Rs. 2 lakhs is deducted from the cost of the machinery. 
Machinery wili be recognised in the books at Rs. 10 lakhs - Rs. 2 lakhs = Rs. 8 lakhs and depreciation will 
be charged on it as follows: 
Rs. 8 lakhs/ 5 years = Rs. 1.60 lakhs per year. 
Under the second method, grants related to depreciable assets are treated as deferred income which is 
recognised in the profit and loss statement on a systematic and rational basis over the useful life of the 
asset . Such a llocation to income is usually made over the periods and in the proportions in which 
depreciat ion on related assets is charged. Rs. 2 lakhs should be recognised as deferred income and wil l 
be transferred to profit and loss over the useful life of the asset. In this case, Rs. 40,000 
[Rs. 2 lakhs / 5 years] should be credited to profit and loss each year over the period of 5 years. 

Question 15 
How would you treat the following In the accounts in accordance with AS 12 'Government Grants'? 
(i} Rs.35 Lakhs received from the Local Authority for providing Medical facilities to the employees. 
{ii} Rs.100 Lakhs received as Subsidy from the Central Government for setting up a unit in a notified 

backward area. 

{iii) Rs.10 Lakhs Grant received from the Central Government on installation of anti- pollution equipment. 
{RTP Nov'20, RTP May'20, MTP Oct'22, 5 Marks, Old & New SM} 

Answer 15 
(i) Rs.35 lakhs received from the local authority for providing medical facilities to the employees is a grant 

received in the nature of revenue grant. Such grants are generaily presented as a credit in the profit and loss 
statement, either separately or under a general heading such as 'Other Income'. Alternatively, Rs.35 lakhs may be 
deducted in reporting the related expense I.e. employee benefit expenses. 

(ii) As per AS 12 'Accounting for Government Grants', where the government gra nts are in the nature of 
promoters' contribution, i.e. they are given with reference to the total investment in an undertaking or by 
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~ 
way of contribution towards its total capital outlay and no repayment is ordinarily expected in respect 
thereof, the grants are treated as capital reserve wh ich can be neither dist ributed as dividend nor considered 
as deferred income. In the given case, the subsidy received from the Central Government for setting up a unit 
in notified backward area is neither in relation to specific fixed asset nor in relation to revenue. Thus, amount 
of Rs.100 lakhs should be credited to capital reserve. 

(iii) Rs.10 lakhs grant received for installation anti-pol lution equ ipment is a grant related to specific fixed asset. 
Two methods of presentation in financial statements of grants related to specific fixed assets are regarded 
as acceptable alternatives. Under first method, the grant is shown as a deduction from the gross value of 
t he asset concerned in arriving at its book value. The grant is t hus recognized in the profit and loss 
statement over the useful life of a depreciable asset by way of a reduced depreciation charge. Under the 
second method, grants related to depreciable assets are treated as deferred income which is recognised in 
the profit and loss statement on a systematic and rational basis over the useful life of the asset. 
Thus, Rs.10 lakhs may either be deducted from the cost of equipment or treated as deferred income to be 
recogni zed on a systematic basis in profit & Loss Ne over the useful life of equipment . 

Question 16 
On 1st April, 2016, Mac Ltd. received a Government Grant of'{ 60 lakhs for acquisition of machinery costing'{ 
300 lakhs. The grant was credited to the cost of the asset. The estimated useful life of the machinery is 10 
years. The machinery is depreciated@ 10% on WDV basis. The company had to refund the grant in June 2019 
due to non• compliance of certain conditions. How the refund of the grant is dealt with in the books of Mac 
Ltd. assuming that the company did not charge any depreciation for the year 2019-20. Pass necessary Journal 
Entries for the year 2019-20. 
{PYP 5 Marks Nov120} {Same concept different figures MTP 5 Marks, Mar'22, MTP 5 Marks Oct:'20, PYP 5 Marks 
May'1.8} 

Answer 16 

1st April, 2016 

31st Ma rch, 2017 
1st April, 2017 
31st Ma rch, 2018 
1st April, 2018 
31st Ma rch, 2019 
1st April, 2019 

1st June, 2019 
June 2019 

Acquisition cost of machinery Less: Government Grant 

Less: Depreciation @ 10% 
Book value 
Less: De reciatlon @ 10% 
Book val ue 
Less: Depreciation @ 10% 
Book value 
Less: Depreciation @10% for 2 months 
Book value 
Add: Re fund of grant* 
Revised book value 

'{ in lakhs) 
300.00 

60.00 
240.00 
(24.00) 
216.00 
(21.60) 
194.40 
(19.44) 
174.96 
(2.916) 

172.044 
60.00 

232.044 
Depreciation @10% on the revised book value amounting to'{ 232.044 lakhs is to be provided prospectively 
over the residual useful life of the machinery. 
*considered refund of grant at beginning of June month and depreciation for two mon ths already charged. 
Alternative answer considering othervvise also possible. 

Journal Entries 
Machinery Account Dr. 60 
To Bank Account 60 
(Being government grant on asset partly refunded which increased the cost o 
fixed asset) 
Depreciation Account Dr. 19.337 
To Machinery Account 19.337 
(Being depreciation cha rged on revised val ue of fixed asset prospectively for 
l Omonths) 
Profit & Loss Account Dr. 22.253 
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To Depreciation Account 22.253 
(Being depreciation transferred to Profi t and Loss Account amounting to'{ 
(2.916 + 19.337= 22.253) 

Question 17 
A Ltd. purchased a Machinery for '{ 75 Lakhs. Government Grant received towards this Machinery is '{ 10, 
Lakhs. Residual Value of Machinery at the end of useful life of 6 Years is'{ 5 Lakhs. 
Asset is shown in Balance Sheet at net of grant. 
At the beginning of the 3rd year, an amount becomes refundable to the extent of "{ 8 Lakhs due to non• 

compliance of certain conditions of grant. 
You are required to give necessary Journal entries for the 1st year and the 3rd year in the books of A Ltd (PYP 
5 Marks Nov'23} (Same Concept Different Figure SM) 

Answer 17 
Journal Entries in the Books of A Ltd. 

Ye;ir P;irticulars '{ in l;ikhs '{ in l;ikhs 

(Dr.) (Cr.) 

1 Machinery Account Or. 75 

To Bank Account 75 
( Being machinery purchased) 

Bank Account Or. 10 
To Machinery Account 10 

(Being gran t received from the government reduced 
from the cost of machinerv\ 

Depreciation Account (W.N.1) Or. 10 

To Machinery Account 10 

(Being depreciation charged on Straight Line method 
(SLM)) ) ' 
Profit & Loss Account Or. 10 • 

To Depreciation Account 10 
(Being depreciation transferred t o Profit and loss 

Account at the end of vear 1) 

3 Machinery Account Or. 8 
To Bank Account 8 

(Being government grant on machinery partly refunded 
which increased the cost of fixed asset) 

Depreciation Account (W.N.2) Or. 12 

To Machinerv Account 12 

(Being depreciation charged on SLM on revised value of 
fixed asset prospectively) 
Profit & l oss Account Or. 12 

To Depreciation Account 12 
(Being depreciation transferred to Profit and Loss 
Account at the end of year 3) 

Working Notes: 
1. Dcprcci;ition for Ye;ir 1 

"{ in lakhs 

Cost of the Machinery 75 

Less: Government grant received llill 
65 

D . t' [6S·S] eprec,a ,on - 6- 10 

2. Depreciation for Year 3 

9.1-11 Chapter 9.1 AS 12·•Accountine for Government Grants 



'l:in lakhs 
Cost of the Machinery 75 
Le ss: Government grant received (10) 

65 
Less: Depreciation for the first two yea rs 20 

45 
Add: Government grant refundable 

53 

Depreciation for the third year [s
3
.-

5
] 12 

EXAM INSIGHTS: Few examinees could not calculate the depreciation to be charged to Profit & Loss 
Account for 1 and 3 years, resulting in Incorrect journal entries. 

Question 18 t~ LDR 

On 1st April 2021, Ele"nor Limited purch"sed a m"nuf"cturing Pl"nt for 11! 60 lakhs, which has an estimated 
useful life of II! 10 years with " s"lvage value of II!: 10 l"khs. On purch"se of the Plant, a gr:,nt of I{ 20 lakhs was 
received from tho government. 
You ;,re rc,quired to calculate, the ;,mount of dcprociation as por AS·12 for the fin:,nci:il ye"r 2022·23 in the 
following cases: 
(i) If the grant amount is deducted from the value of Plant. 
(ii) If the grant is treated as deferred income. 
(iii) If the grant amount is deducted from the value of Plant, but at the end of the year 2022-2023 grant is 

refunded to the extent of'<: 4 lakhs, due to non-compliance of certain conditions. 
(iv) If the grant is treated as the promoter's contribution. 
(Assume depreciation on the basis of Straight-line Method.) {PYP 5 Marks May'23} 

Answer 18 
Calculation of depreciation as per AS 12 for the financia l year 2022-23: 
(i) If the grant amount is deducted from the value of Plant, t hen the amount of deprecation will be 

'I: 3,00,000 p.a. ('I: 60,00,000 • 'I: 10,00,000 - 'I: 20,00,000) / 10 year . 
(ii) If the grant is treated as deferred income, then amount of depreciation will be 'I: 5,00,000 p.a. 

('I: 60,00,000 - 'I: 10,00,000) / 10 year. 
(iii) If the grant amount is ded ucted from the value of plant, but at the end of the year 2022-23 grant is 

refunded to the extent of 'I: 4 lakh then the amount of depreciation wil l be 'I: 3,00,000 p.a. 
('I: 60,00,000 - 'l'.10,00,000 - 'I: 20,00,000) /10 year for yea r 202122 and for the year 2022-23 Depreciation wil l be 
'I: 3,00,000 calculated as follows, ('1'.60,00,000 - 'I: 10,00,000. 'I: 20,00,000- 'I: 3,00,000) / 10 years. 
Note: It is assumed that the depreciation for the year has been charged on the book value on the plant before 
making adjustment for grant. Alternatively, if it is considered otherwise then the depreciation will be charged 
after making adjustment for grant . In that case depreciation for the yea r 2022-23 will be as II! 3,44,444 calcul ated 
as follows, {II! 60,00,000 • 11!10,00,000 - 11! 20,00,000 + 4,00,000- 11! 3,00,000 / 9 years 
(iv) If the grant is treated as promoter's contribution, then the amount of depreciation will be 'I: 5,00,000 p.a. 

('I: 60,00,000 -10,00,000) /10 year. 
NOTE: The answer can be presented in the fol lowing alternative manner: 

(i) (ii) (iii) (iv) 

Date Particulars Grant Value Grant Grant Refunded Grant is 
deducted treated as treated as 

from Plant Deferred Promoter's 
Income Contribution 

01.04.2021 Cost of Plant 60,00,000 60,00,000 60,00,000 60,00,000 
Less: Salvage 10,00,000 10,00,000 10,00,000 10,00,000 

50,00,000 50,00,000 50,00,000 50,00,000 

01.04.2021 Less: Grant 20,00,000 . 20,00,000 . 
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30,00,000 50,00,000 30,00,000 50,00,000 

Useful Life 10 10 10 10 
(years) 

31.03.2022 Depreciation FY 2021·22 3,00,000 5,00,000 3,00,000 5,00,000 

1 .4.2022 Cost of Plant 60,00,000 
Less: Salvage 10,00,000 

50,00,000 

Less: Grant 20,00,000 

Less: 30,00,000 

Depreciation 3,00,000 
FY 2022-23 

27,00,000 

Book value at t he time of refund of 4,00,000 
grant i.e. at the end of period 

Add: Grant Refundable at end of 31,00,000 
22-23 Book value available for 
remining 8 years. 

Note: 
It is assumed that the depreciation for the year has been charged on the book value on the plant before making 
adjustment for grant . Alternatively, if it is considered otherwise then the depreciation will be charged after 
making adjustmen t for gran t. In that case depreciation for the year 2022-23 will be as: 

Cost of Plant 60,00,000 
Less: Salvage 10,00,000 

50,00,000 

Less: Grant 20,00,000 
30,00,000 

Add: Grant Refundable 4,00,000 
34,00,000 

Less: Depreciation For 2021-22 3 ,00,000 
31,00,000 

Useful Life (years) 9 
Depreciation For 2022-23 3,44,444 

EXAM INSIGHTS: Some of the examinees failed to calculate the amount of depreciation as per AS 12 
"Account ing for Govt. Grants" for t he fi nancial year 2022-23 in the different cases. 

Multiple Choice Questions (MCQs) 

1 . To encourage industrial promotion, IOCI offers subsidy worth Rs. 50 lakhs to all new industries set up in 
the specified industrial areas. This grant is in the nature of promoter's contribution. How such subsidy 

should be accounted in the books? {SM} 
(a) Credit it to capital reserve 
(b) Credit it as 'other income' in the profit and loss account in the year of commencement of commercial 

operations 
(c) Bot h (a) and (b) are permitted 
(d) Credit it to general reserve 

Ans: (a) 
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~ 
2. Government grants that are receivable as compensation for expenses or losses incurred in a previous 

accounting period or for the purpose of giving immediate financial support to the enterprise with no 
further related costs, should be {SM) 
(a) recognised and disclosed in the Statement of Profit and Loss of the period in which they are receivable 

as an ordinary item. 
(b) recognised and disclosed in the Statement of Profit and Loss of the period in which the losses or 

expenses were incurred. 
(c) recognised and di sclosed in the Statement of Profit and Loss of the period in which they are receivable, 

as an extraordinary item if appropriate as per AS 5. 
(d) Disclosed in t he Statement of Profi t and Loss of t he period in which they are receivable, as an 

extraordinary item. 
Ans: (c) 

3. Which of the following is an acceptable method of accounting presentation for a government grant relating 
to an asset? {SM} 
(a) Credit the grant immediately to Income Statement 
(b) Show the grant as part of Capital Reserve 
(c) Reduce the grant from the cost of the asset or show it separately as a deferred income on the Liability 

side of the Balance Sheet. 
(d) Show the grant as part of General Reserve 

Ans: (e) 

4. X Ltd . has received a grant of" 20 erore for purchase of a qualified machine costing" 80 erore. X Ltd has a 
policy to recognize the grant as a deduction from the cost of the asset. The expected remaining useful life 
of the machine is 10 years. Assume that there is no salvage value and the depreciation method is straight• 
line. The amount of annual depreciation to be charged as an expense in Profit and Loss Statement will be: 
{SM} 
(a) "10 crore 
(b) "6 crore 
(c) q:2crore 
(d) 'I: 8 crore 

Ans: (b) 

S. X Ltd has received a grant of 'I: 20 crorc for purchase of a qualified machine costing 'I: 80 crorc. X Ltd. has a 
policy to recognise the grant as deferred income. The expected remaining useful life of the machine is 10 
years. Assume that there is no salvage value and the depreciation method is straight-line. The amount of 
other income to be to be recognized in the Profit and Loss Statement will be: {SM} 
(a) "10 crore 
(b) " 6 er ore 
(c) "2 crore 
(d) "8 crore 

Ans: (c) 
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CONCEPTS OF THIS CHAPTER 

• Types of amalgamation • 

• Computation of purchase consideration • 

• Amalgamation post balance sheet date 

Accounting for amalgamation 

AS 14 disclosure requirements 

QUICK REVIEW OF IMPORTANT CONCEPTS 

Amalgamation may be either in the nature of 

LOR Questions 

Q6 

-------------------------------------------------------,------------------------------------------------------
Merger , Purchase -·--·-----·--·-----·--·--·---·--·--·--·---·--·-----·-----+------·--·-------·---·----·--·-----·-------·-------·---

Method of Accountine • Pooline of Interest method Method of Accountine • Purchase method 
Amalgamations where there is a genuine pooling not Amalgamations which are in effect a mode by which one 
merely of the assets and liabili ties of the company acquires another company and as a 
amalgamating companies but also of the consequence, the shareholders of the company which Is 
shareholders' interests and of the businesses of these acquired normal ly do not continue to have a 
companies ar amalgamations In the nature of.merger. proportionate share in the equity of the combined 

company, or the business of the company which is 
acquired is not intended to be cont inued. 

-·--·-----·-------·--·--·---·--·--·-----·--·-----·· ___ J_ ________ ___________ . -·---·-----------·-------·---

Treatment of Reserves 
. . . ·---·--·--·-----·-------·----·-------------------·--·------------------------

Identity of the reserves Is preserved and t hey appear Identity of the reserves, other than the statutory 
in the financial statementcs of the transferee company reserves is not preserved. The amount of the 
in the same form in which they appeared in the consideration is deducted from the value of the net 
financial statements of the transferor company. assets of the transferor company acquired by the 

transferee company. If t he result of the computation is 
negative, the difference is debited to goodwil l arising on 
amalgamat ion and if the result of the comput ation is 

--------------------------------------------------------positive, the difference_is credited to Capital_ Reserve. ___ _ 
Balance of the Profit & Loss appearing in the Financial Statements of the transferor company -·--·-- --·--· - -·-· -·--· --·--·--· - --·--·-- --·--·--·.-·--·--·-- -·-·- ·-- - --·--·--·-·- --·--· --·--·--·-----·---
Is aggregated with the corresponding balance Debit or credit balance loses its identity 
appearing in the financial statements of the 
transferee company. Alternatively, it is t ransferred to 
the General Reserve, i f any. 

Conditions for Amalgamation i n the nature of Merger and Purchase 
• All assets and liabilities of t he transferor company become those of the transferee company after 

amalgamation. 

• At least 90% of transferor company shareholders (excluding pre-existing holdings of t he transferee 
company or its subsidiaries) become equity shareholders of the transferee company. 

• Consideration is ful ly paid in transferee company shares, except for cash on fractional shares. 

• The transferee company continues the transferor company's business. 

• No asset or liability adjustments are made, except for accounting policy alignment . 
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Question & Answers 

Question 1 

Briefly explain the methods of accounting for amalgamation as per Accounting Standard-14. 
{SM) {MTP 4 Marks Oct'23) 

Answer 1 
As per AS 14 on 'Accounting f or Amalgamations', t here are two main methods o f accounting f or 

am algamations: 
The Pooling o f Interest Method 
Under this method, the assets, liab il ities and reserves of the transferor company are reco rded by t he 

transferee company at t heir exist ing carrying amounts (after making t he necessary adjustmen ts). 
If at t he time of amalgamation, the transferor and the transferee companies have conflicting accounting 
policies, a uniform set of accounting policies is adop ted following the amalgamation. The effects on the 
financial st atem ents o f any changes in accounting policies are reported in accordance w ith AS 5 on 'Net 
Profit or Loss for t he Period, Prio r Period i tem s and Changes in Accoun ting Policies'. 
The Purchase M et hod 
Under the purchase method, t he t ransferee company accounts for the amalgamation either by 
incorporating t he assets and liabilities at their existing ca rrying amounts or by allocating t he consideration 
to individual identifiable assets and liab ilities o f the transferor company on the basis o f their fa ir values at 
t he date of amalgamation. The identifiable assets and liabilities may include assets and liabilities not 

reco rded in the financial statements o f t he transferor company. 

Question 2 
X Co. Ltd. having share capital of 'I'. 50 lakhs divided into equity shares of~ 10 each was taken over by Y 
Co. Ltd. Y Co. Ltd. issued 11 equity shares of 'I'. 10 each for every 10 shares of X Co. Ltd . 
Explain how the difference will be adjusted in the books of Y Co. Ltd . for the shares issued under the 
'Pooling of interests method' of amalgamation as per AS 14. {SM) 

Answer 2 
Particulars 
Purchase consideration = 5,00,000 x 11/10 = 55,000 55,00,000 
shares of 'I'. 10 each 50,00,000 
Less: Share capital of X Co. Ltd. 

Difference Adjusted t hrough Genera l Reserve 5,00,000 

Question 3 

Wiwitsu Ltd . is absorbed by Nistha Ltd .; the consideration being the takeover of liabilities, the payment 
of cost of absorption not exceeding 'I'. 10,000 {actual cost 'I'. 9,000); the payment of the 9% debentures of 'I'. 
50,000 at a premium of 20% through 8% debentures Issued at a premium of 25% of face value and the 
payment of '1:15 per share in cash and allotment of three 11% preference shares of~ 10 each and four 
equity shares of "10 each at a premium of 20% fully paid for every five shares in Wlwitsu Ltd . 
The number of shares of the vendor company are 1,50,000 of 'I: 10 each fully paid. Calculate purchase 
consideration as per AS 14. (RTP Jan'25) 

Answer3 
As per AS 14 'Accounting for Amalgamations', t he term 'consideration' has been defined as t he aggregate of the 

shares and other securities issued and the payment made in t he form of cash or other asset s by the transferee 
company to the shareholders of the t ransferor company. 
The payment made by transferee company to discharge the Debenture holders and outside liabilities and cost 
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of winding up of t ransferor company shall not be considered as part of purchase considerat ion. 
Computation of Purchase Consideration 

Cash payment ~ 15 x 1,50,000 
11% Preference Shares of~ 10 each ((1,50,000 x 3/5) x ~ 10] 
Equity shares of~ 10 each @ 20% premium 
{l ,50,000 X 4/S) X ~ 12 

Total Purchase consideration 

Question 4 

22,50,000 
9,00,000 

14,40,000 
45,90,000 

On 1st April, 2018, Tina Ltd. take over the business of Rina Ltd. and discharged purchase consideration as 
follows: 

(i) Issued 50,000 fully paid Equity shares of ~ 10 each at a premium of ~ 5 per share to the equity 
shareholders of Rina Ltd. 

(ii) Cash payment of>: 50,000 was made to equity shareholders of Rina Ltd. 

(iii) Issued 2,000 fully paid 12% Preference shares of 'I:' 100 each at par to discharge the preferance 
shareholders of Rina Ltd. 

(iv) Debentures of Rina Ltd. 20,000) will he converted into equal number and amount of 10% debentures 
of Tina Ltd. 

Calculate the amount of Purchase consideration as per AS-14 and pass Journal Entry relating to discharge 
of purchase consideration In the books of Tina Ltd . {SM} 

Answer 4 
As per AS 14, consideration for the amalgamat ion means the aggregate of the shares and other securit ies 
issued and the payme nt made in the form of cash or other assets by the t ransferee company to the 
share holders of t he t ransferor company. 

Computation of Purchase Considerat ion 
Particulars 

Equity Shares (50,000x 1 5) 7,50,000 

Cash payment 50,000 

12% Preference Share Capital 2,00,000 

Purchase Conside ration 10,00,000 

Note: Payment to debentu re holders are not covered by the term 'conside ration' . 
Journal entry 

Particulars 

Liquidation of Rina l td. A/c 10,00,000 

To Equ ity sha re capital A/c 5,00,000 
To 12% Preference share capital A/c 2,00,000 
To Securities premium A/c 2,50,000 

To Bank/Cash A/c 50,000 
{Being payment of cash and issue of shares for 

discharge of purchase consideration) 

Question 5 

Wow Ltd. :,greed to takeover Wonder Ltd. on 1st April 2024. The terms and conditions of takeover were 
as follows: 
(i) Wow Ltd. issued 56,000 equity shares of ~ 100 each at a premium of>: 15 per share to the equity 

shareholders of Wonder Ltd. 
{ii) Cash payment of~ 9,000 was made to equity shareholders of Wonder Ltd. 
(iii) 24,000 fully paid preference shares of>: 50 each issued at par to discharge the preference shareholders 
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of Wonder Ltd. 
(iv) The 8% Debentures of Wonder Ltd . (~ 78,000) converted into equivalent value of 9% debentures in Wow 

Ltd. 
(v) The actual cost of liquidation of Wonder Ltd. was~ 23,000. Liquidation cost is to be reimbursed by Wow 

Ltd. to the extent of~ 15,000. 
You :1re required to: 
(1) Calculate the amount of purchase consideration as per theprovlsions of AS 14 and 
(2) Pass Journal Entry rc,lating to discharge, of purchase, considoratlonin books of Wow Ltd. (MTP 4 Marks 

July'24} 

Answer 5 
As per AS 14, 'Accounti ng for Amalgamations' consideration for the ama lgamation means the aggregate of 
shares and other securities issued and payment made in form of cash or other assets by the t ransferee 
company to the shareholders of the transferor company. 

(i) Computation of Purchase Consideration 

(a Preference Shares: ~ SO per share 24,000 Prefe rence sha res 12,00,000 
(b) Cash 39,000 
(c) Equity shares: 56,000 equity sha res in Wow ltd.@~ 115 64,40,000 

76,79,000 
ii Journal cntr 

Liquidator of Wonder l td. Dr. 76,79,000 
To Cash 39,000 
To Preference Share Capital Ne 12,00,000 
To E ulty Share Ca ital A/c 56,00,000 
To Securities Premium A/c 8,40,000 
[56,000 X ~ 15 (115-100)) 

Question 6 's LDR 
Exe Ltd. acquires 70% of equity shares of Zed Ltd. as on 31st March, 2024 :it a cost of 0::70 lakhs. The 
following Information Is :,vailablc from the balance sheet of Zed Ltd. as on 31st March, 2024: 

Particulars 0:: in lakhs 
Property, plant and equipment 120 
Investments 55 
Current Assets 70 
Loans & Advances 15 
15% Debentures 90 
Current Liabilities 

The following revaluations have been agreed upon (not Included In the above figures): 
Property, plant and equipment Up by 20% 
Investments Down by 10% 
Zed Ltd. declared and paid dividend @ 20% on its equity shares as on 31st March, 2024 (Face value - 0::10 per 
share). Exe Ltd. purchased the shares of Zed Ltd. @ ~ 20 per share. 
Calculate the amount of goodwill/capital reserve on acquisition of shares of Zed Ltd. (MTP 7 Marks Oec'24} 

Answer 6 
Cost of Control 

Sr. No Particulars Computation 
A] Cost of Investments Given 70,00,000 
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less: Dividend out of Pre 
Acquisition Dividend 

(3.5 Lacs x ~10 (FV) x 20%) 
(No Shares= 70 Lacs/20= 

3.5Lacs) 

Subtotal A 

{7,00,000) 

63,00,000 

B) Share in Net Assets of Zed Ltd. ( 1,38,50,000 X 70%) 96,95,000 

CJ Goodwill / {Capital Reserve) (A - B) 33,95,000 

W .N. 1: Calculation of Net Assets 

Sr. No. Particulars 

A] Assets 

- Property, Plant & Equipmen t {120+20%) 

- Investment (55 - 10%) 
-

Current Assets 
-

Loans & Advances 

BJ Liabil it ies 

- 15% Debentures 

- Current Liabil ities 

Subtotal B 

CJ Net Assets (A - B) \\ II 
W. N. 2 : No of shares acquired \1 Cost of investment -- purchase price share 

= 7o.oo,ooo = ~ 3 50 000 shares 
~20 shares ' ' 

Revalued net assets of Zed Ltd . as on 31.03.2024 
Particulars 

Property Plant & Equipment (120 x 1200/4] 
Investments (55 x 90%] 

Current Assets 

Loans & Advances 
Total Assets after revaluation 

Less: 15% Debentures 
Current Liabilities 

Equity/ Net Worth 
Exe Ltd.'s share of net assets {70% of 138.50) 
Exe Ltd.'s cost of acquisition of shares of Zed Ltd. 
{~70 lakhs - 7 lakhs*) 

Capital Reserve 

*Total Cost of 70% Equity of Zed Ltd. 
Pu rchase Price of each share 
Nu mber of shares purchases{70 lakhs/20) 
Dividend@ 20% i.e. ~2/share 

\\ // 

-
v., 

1,44,00,000 

49,50,000 

70,00,000 

15,00,000 

Subtotal A 2, 78,50,000 

-

I CC -

I 
~ 

c--J' 

~ in lakhs 

90.0 
50.0 

90,00,000 

50,00,000 

1,40,00,000 

1,38,50,000 

~ in lakhs 

144.0 
49.5 

70.0 

15.0 
278.5 

(140.0) 

~70 lakhs 
'1:20 

138.50 
96.95 
63.00 

33.95 

3.50 lakhs 
~71akhs 

Since, dividend received is for pre-acquisition period, it has been reduced from the cost of 
investment in the subsidiary company. 
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Multiple Choice Questions (MCQsl 

I. Which of the following statements is correct: {SM} 
(a) In case of merger - ESH can be issued only equity shares as a part of Purchase consideration. 
(b) In case of purchase-ESH can be issued Preference shares also asa part of Purchase consideration. 
(c) Both (a) and (b) are correct. 
(d) Both (a) and (b) are incorrect. 

Ans: (b} 

2. State which statement is correct: {SM} 
(a} In case of merger - assets and liabilities can only be taken over at book values. 
(b) In case of purchase - assets and liabi lities can be taken over at book values or agreed values. 
(c) Both (a) and (b) are correct. 
(d) Both (a) and (b) are incorrect. 

Ans: (c) 

3. State which statement is correct: {SM} 
(a) In case of merger-All Reserves and surplus of vendor company are taken over by Purchasing company. 
(b) In case of Purchase- None of the Reserves and surplus of vendor company are taken over by Purchasing 

company. 
(c) Both (a) and (b) are correct. 
(d) Only (a) Is correct. 

Ans: (d) 

4. State which statement Is correct: {SM} 
(a) In case of merger - We use pooling of interest method for accounting. 
(b) In case of Purchase We use purchase method or pooling of interest met hod depending upon whether it 

is take over at agreed values or book values. 
(c) Both (a) and (b) are correct. 
(d) Only (a) is correct. 

Ans: (d} 

5. State which statement is incorrect: {SM} 
(a) In case of merger - We can issue e ither preference shares or equity shares to PSH. 
(b) In case of Purchase - We can issue eithe r pre ference shares or equity shares to PSH. 
(c) In case of merger - We can issue only prefe rence shares to PSH. 
(d) none of the above. 

Ans: (e) 
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