PAPER -1 : ADVANCED ACCOUNTING

QUESTIONS

Company Accounts
Internal Reconstruction of a Company

1. Paradise Limited which had experienced trading difficulties, decided to reorganize its
finances. On March 31, 2010, a final Trial Balance extracted from the books of the

company showed the following position:

Dr. Cr.
Rs. Rs.
Share Capital, Authorized and issued:
1,500 6% Cumulative Preference Shares of Rs 100 each 1,50,000
2,000 Equity Shares of Rs. 100 each 2,00,000
Capital Reserve 36,000
Profit and Loss Account 1,10,375
Preliminary Expenses 7,250
Goodwill at Cost 50,000
Trade Creditors 42,500
Debtors 30,200
Bank Overdraft 51,000
Leasehold Property at Cost 80,000
Provision for Depreciation on Leasehold Property 30,000
Plant and Machinery at Cost 2,10,000
Provision for Depreciation on Plant and Machinery 57,500
Stock-in-Trade 79,175
5,67,000 | 5,67,000

(@) The approval of the Court was obtained for the following scheme for reduction of

Capital.

(b) The Preference Shares to be reduced to Rs. 75 per share.
(c) The Equity Shares to be reduced to Rs. 12.50 per share

(d) One Rs. 12.50 Equity Share to be issued for each Rs. 100 of Gross Preference
Dividend Arrears, the Preference Dividend had not been paid for three years.

(e) The balance in Capital Reserve Account to be utilized.
(f)  Plant and Machinery to be written down to Rs. 75,000.

(g) The Profit and Loss Account balance and all intangible assets to be written off.
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At the same time as the resolution to reduce capital was passed, another resolution was
approved restoring the total Authorised Capital to Rs. 3,50,000 consisting of 1,500 6%
Cumulative Preference Shares of Rs. 75 each and the balance in Equity Shares of Rs.
12.50. As soon as the above resolutions had been passed 5,000 Equity Shares were
issued at par, for cash, payable in full as application money. The same were fully
subscribed and paid.

You are required:

() To show the Journal entries necessary to record the above transactions in the
Company’s books, and

(i) To prepare the Balance Sheet of the Company, after completion of the
reconstruction scheme.

Accounting for Amalgamations
2. The following are the Balance sheets (as at 31.3.2010) of A Ltd. and B Ltd.:

A Ltd. B. Ltd. | Assets A Ltd. B. Ltd.

Liabilities Rs. Rs. Rs. Rs.
Share Capital Fixed Assets 50,00,000 | 30,00,000
Equity Shares of 36,00,000 | 18,00,000 | Investments 5,00,000 | 5,00,000
Rs.10 each Current Assets
10% Preference 12,00,000 - | Stock 18,00,000 | 12,00,000
shares of Rs.100 Debtors 15,00,000 | 12,00,000
each Bills receivable 50,000 10,000
12% Preference - 6,00,000 | Cash at Bank 1,50,000 90,000
shares of Rs.100
each
Reserve and
Surplus
Statutory 1,00,000 1,00,000
Reserve
General Reserve | 25,00,000 | 17,00,000
Secured Loan
15% Debentures 5,00,000 -
12% Debentures - 5,00,000
Current Liabilities
Sundry creditors 10,80,000 | 12,80,000
Bills payable 20,000 20,000

90,00,000 | 60,00,000 90,00,000 | 60,00,000

Contingent liabilities for bills receivable discounted Rs.20,000.
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(A) The following additional information is provided to you:

A Ltd. B Ltd.

Rs. Rs.

Profit before Interest and Tax 14,75,000 | 7,80,000

Rate of Income-tax 40% 40%

Preference dividend 1,20,000 72,000

Equity dividend 3,60,000 | 2,70,000
Balance profit transferred to Reserve account.

(B) The equity shares of both the companies are quoted on the Mumbai Stock
Exchange. Both the companies are carrying on similar manufacturing operations.

(C) A Ltd proposes to absorb business of B Ltd. as on 31.3.2010. The agreed terms for
absorption are:

(i)  12% Preference shareholders of B Ltd. will receive 10% Preference shares of
A Ltd. sufficient to increase their present income by 20%.

(i) The Equity shareholders of B Ltd. will receive equity shares of A Ltd. on the
following terms:

(@) The Equity shares of B Ltd. will be valued by applying to the earnings per
share of B Ltd. 60 per cent of price earnings ratio of A Ltd. based on the
results of 2009-10 of both the Companies.

(b) The market price of Equity shares of A Ltd. is Rs.40 per share.

(c) The number of shares to be issued to Equity shareholders of B Ltd. will
be based on the 80% of market price.

(d) In addition to Equity shares, 10% Preference shares of A Ltd. will be
issued to the equity shareholders of B Ltd. to make up for the loss in
income arising from the above exchange of shares based on the
dividends for the year 2009-2010.

(i) 12% Debenture holders of B Ltd. are to be paid at 8% premium by 15%
debentures in A Ltd. issued at a discount of 10%.

(iv) Rs.16,000 is to be paid by A Ltd. to B Ltd. for liquidation expenses. Sundry
Creditors of B Ltd. include Rs.20,000 due to A Ltd. Bills receivable discounted
by A Ltd. were all accepted by B Ltd.

(v) Fixed assets of both the companies are to be revalued at 20% above book
value. Stock in trade is taken over at 10% less than their book value.

(vi) Statutory reserve has to be maintained for two more years.
(vii) For the next two years no increase in the rate of equity dividend is anticipated.
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(viii) Liquidation expense is to be considered as part of purchase consideration.

You are required to find out the purchase consideration and prepare the Balance
Sheet of A Ltd. as at 31.3.2010 after absorption.

Buy Back of Shares
3. The following was the balance sheet of Kanika Ltd. as at 31st March, 2010.
Liabilities (Rs. in lakhs)
10% Redeemable preference shares of Rs. 10 each, fully paid up 2,500
Equity shares of Rs. 10 each fully paid up 8,000
Capital redemption reserve 1,000
Securities premium 800
General reserve 7,100
Profit and loss account 300
9% Debentures 5,000
Sundry creditors 3,300
Sundry provisions _2,000
30,000
Assets (Rs. in lakhs)
Fixed assets 16,000
Investments 4,100
Cash at bank 1,650
Other current assets 8,250
30,000

On 1st April, 2010 the company redeemed all its preference shares at a premium of 10%
and bought back 25% of its equity shares @ Rs. 20 per share. In order to make cash
available, the company sold all the investments for Rs. 4,500 lakhs and raised a bank
loan amounting to Rs. 1,000 lakhs on the security of the company’s plant.

Pass journal entries for all the above mentioned transactions including cash transactions
and prepare the company’s balance sheet immediately thereafter. The amount of
securities premium has been utilized to the maximum extent allowed by law.

Best Presented Accounts

4. One of the important factors generally considered for awarding shields and plaques in
India for ‘best presented accounts’ is that the information presented in the accounts
make useful disclosures. What are actually looked into in this regard?
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Holding Company Accounts

On 31st March, 2009 A Ltd. became the holding company of B Ltd. and C Ltd. by
acquiring 450 lakhs fully paid shares in B Ltd. for Rs. 6,750 lakhs and 240 lakhs fully paid
shares in C Ltd. for Rs. 2,160 lakhs. On that date, B Ltd. showed a balance of Rs. 2,550
lakhs in General Reserve and a credit balance of Rs. 900 lakhs in Profit and Loss
Account. On the same date, C Ltd. showed a debit balance of Rs. 360 lakhs in Profit and
Loss Account, while its Preliminary Expenses Account showed a balance of Rs. 30 lakhs.

5.
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After one year, on 31st March, 2010 the Balance Sheets of three companies stood as

follows:
(All amounts in lakhs of Rupees)

Liabilities A Ltd. B Ltd. C Ltd.
Fully paid equity shares of Rs. 10 27,000 7,500 3,000
each

General Reserve 33,000 3,150 -
Profit and Loss Account 9,000 1,200 750
15 lakh fully paid 9.5%

Debentures of Rs. 100 each - - 1,500
Loan from B Ltd. - - 75
Bills Payable - - 150
Sundry Creditors 14,100 2,700 _ 930

83,100 14,550 6.405
Assets
Machinery 39,000 7,500 2,100
Furniture and Fixtures 6,000 1,500 600
Investments:

450 lakhs shares in B Ltd. 6,750 - -

240 lakhs shares in C Ltd. 2,160 - -

3 lakhs debentures in C Ltd. 294 - -
Stocks 16,500 3,000 1,500
Sundry Debtors 9,000 1,350 1,290
Cash and Bank balances 3,201 1,050 900
Loan to C Ltd. - 90 -
Bills Receivable 195 60 -
Preliminary Expenses — - __ 15

83,100 14,550 6.405
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The following points relating to the above mentioned Balance Sheets are to be noted:

(1)

All the bills payable appearing in C Ltd.’s Balance Sheet were accepted in favour of
B Ltd. out of which bills amounting to Rs. 75 lakhs were endorsed by B Ltd. in
favour of A Ltd. and bills amounting to Rs. 45 lakhs had been discounted by B Ltd.
with its bank.

On 29th March, 2010 C Ltd. remitted Rs. 15 lakhs by means of a cheque to B Ltd. to
return part of the loan; B Ltd. received the cheque only after 31st March, 2010.

Stocks with B Ltd. includes goods purchased from A Ltd. for Rs. 200 lakhs. A Ltd.
invoiced the goods at cost plus 25%.

In August, 2009 B Ltd. declared and distributed dividend @ 10% for the year ended
31st March, 2009. A Ltd. credited the dividend received to its Profit and Loss
Account.

You are required to prepare a Consolidated Balance Sheet of A Ltd. and its subsidiaries
B Ltd. and C Ltd. as at 31st March, 2010.

Following information is furnished in respect of Som Dutt Ltd.

1.
2.

3.
4

Share capital: 2,00,000 equity shares of Rs. 10 each fully paid.

Profits after tax, dividends declared and retained earnings.

Year Profit after tax Dividend declared | Retained earnings

(Rs.) (Rs.) (Rs.)
2009 7,00,000 3,40,000 3,70,000
2008 6,00,000 3,00,000 3,00,000
2007 4,00,000 2,60,000 1,40,000

Normal rate of return expected by shareholders in the market is 10%

The normal earnings of similar companies in the chemicals industry is 15%.

You are required to calculate the value of shares under earnings capitalization method.

Negotiation is going on for transfer of Value Ltd. on the basis of the balance sheet and
the additional information as given below.

Balance sheet of Value Ltd. as on 31st March, 2010

Liabilities Rs. | Assets Rs.

Share Capital Goodwill 1,00,000

(Rs. 10 fully paid up) 10,00,000 | Land and building 3,00,000

Reserves and surplus 4,00,000 | Plant and machinery 8,00,000
6
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Sundry creditors 3,00,000 | Investment 1,00,000
Stock 2,00,000

Debtors 1,50,000

Cash and bank 50,000

17,00,000 17,00,000

Profit before tax for 2009-10 amounted to Rs. 6,00,000 including Rs. 10,000 as interest
on investment. However, an additional amount of Rs. 50,000 p.a. shall be required to be
spent for smooth running of the business.

Market values of land and buildings and plant and machinery are estimated at Rs.
9,00,000 and Rs. 10,00,000 respectively. In order to match the above figures, further
depreciation to the extent of Rs. 40,000 should be taken into consideration. Income tax
rate may be taken at 50%. Return on capital at the rate of 20% before tax may be
considered normal for this business at the present stage.

Average trading capital employed is required to be considered for the purpose of
calculation of goodwill. It has been agreed that 4 years purchase of super profit shall be
taken as the value of goodwill for the purpose of the deal.

You are requested to compute the value of goodwill of the company.

8. Mega Ltd. is in the business of making toys. The Company operates from China. To
globalize its operations Mega Ltd. has identified Kids World, an Indian Company, as a
potential take over candidate. The following estimates of potential cash flows for the next
ten years are available:

Cash Flow Forecasts: (Rs. in lakhs)
Year Mega Ltd. Kids World

1 3,200 600

2 4,000 1,200
3 6,000 1,600
4 6,400 2,000
5 8,800 2,400
6 10,400 3,000
7 12,000 3,200
8 11,000 3,000
9 14,000 4,200
10 21,600 4,800
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The balance sheet of Kids World is given as under:

(Rs. in lakhs)

Fixed assets 1,500
Inventories 290
Receivables 100
Investments 50

1,940
Less:
Creditors 330
Bank Loans 500 830
Represented by equity shares of Rs. 1000 each 1,110

Talks for take over have crystallized on the following points:

1. Sundry fixed assets amounting Rs. 100 lakhs cannot be used and their net
realizable value is 90 lakhs.

2. The inventories, investments and receivables are agreed for takeover at values of
Rs.250 lakhs, Rs. 45 lakhs and Rs. 90 lakhs respectively which is the price they will
realize on disposal.

Creditors and bank loan will be discharged immediately after takeover.

Some workers of Kids World are to be retrenched for which estimated compensation
is Rs. 100 lakhs. Liabilities on account of retirement benefits not provided in the
balance sheet of of Kids World are Rs. 50 lakhs.

5. Mega Ltd. will invest a sum of Rs. 250 lakhs for upgrading the plant of Kids World
on takeover.

6  The Anticipated Cash Flows (Rs. in lakhs) of the combined business post takeover
will be as follows:

Year| 1 2 3 4 5 6 7 8 9 10
3,600(4,800(7,2008,800(12,000|16,000 19,200 (20,000 |28,000|40,000

You are required to advise the management the maximum price which they can pay per
share of Kids World if a discount factor of 20 per cent is considered appropriate.

Financial Reporting for Financial Institutions

9.

Calculate the NAV of a Mutual Fund scheme from the information given below —
Beginning of the year :

Number of Units outstanding 1 Crore of Rs. 10 each
Investments at Cost Rs. 10 Crores (Market Value Rs. 16 Crores)
Outstanding Liabilities Rs. 5 Crore

8
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Other Information -
1. Another 20 Lakh units were sold during the year at Rs. 24.

2. No additional investments were made during the year and as at the year-end, 50%
of the Investments at year beginning were quoted at 80% of the book value.

10% of the Investments had witnessed a permanent fall of 10% below cost.
4. The balance investments were quoted at Rs. 13.60 Crores.

Outstanding liabilities towards Custodian Charges, Salaries and Commission etc.
applicable to the Scheme were Rs. 1 Crore.

10. (a) For what purposes inspection of records and documents of Merchant Banker is
ordered by SEBI?

(b) Write short notes on:
(i) Disclosures by a NBFC in its balance sheet.
(i)  Closing out by a member broker.
(iii) Open ended and closed ended schemes of mutual funds.

Value Added
11. (a) What are the advantages of preparation of Value Added (VA) statements? Explain
in brief.

(b) Following is an extract of Profit & Loss Account of Chitresh Ltd. for the year ended
31st March, 2010.

Particulars Rs. 000s
Sales (including Excise Duty Recoveries) 1,454
Other Income 26

Total 1,480
Materials 1,060
Excise Duty 124
Salaries, Wages & Employee Benefits 38
Other Expenses 94
Interest & Finance Charges 14
Depreciation 10
Provision for Taxation 62
Preliminary Expenses written off 10
Transfer to Debenture Redemption Reserve 10
Proposed Dividend 10
Transfer to General Reserve 48
Total 1,480

9

©The Institute of Chartered Accountants of India



FINAL (OLD) EXAMINATION : NOVEMBER 2010

e Other Expenses include Fees & Commissions to Whole - Time Directors
amounting to Rs. 18,000 and Loss on Sale of Fixed Assets of Rs. 6,000.

o Interest and Finance Charges include interest on Long Term Loans of Rs.
8,000; and the balance being on Short-term Borrowings.

Prepare a Value Added Statement for the year ended 31st March, 2010. Also show
statement showing application of value added.

Economic Value Added

12. (a)
(b)

Define the concept of Economic Value Added in brief.

Prime Commercial Bank has a criterion that it will give loan to companies that have
an economic value added greater than zero for the past three years on average.
The bank is considering lending money to a small company that has the economic
value characteristics shown below. Does that company meet the bank’s criterion for
a positive economic value added? The data relating to the company is as follows:

(i)  Average operating income after tax equals Rs. 25,00,000 per year for the last
three years.

(i) The average total assets of company over the past three years equals Rs.
75,00,000.

(iii) The weighted average cost of capital appropriate for the company equals 10%
which is applicable to all three years.

(iv) The company’s average current liabilities over the past three year equals Rs.
15,00,000.

Human Resource Accounting

13. (a)
(b)

Why Human Resources Asset is not recognized in the Balance sheet?
Discuss the method of valuation of human resources as suggested by Jaggi and Lau.

Accounting for Intangible Assets

14. (a)

(b)

When can an intangible asset be recognized in the development phase? Explain in
brief.

An Enterprise has incurred expense for purchase of Technical know-how for
manufacturing a car. The Enterprise has paid Rs. 5 crores for the use of know-how
for a period of 4 years. The Enterprise estimates the production of cars as follows:

Year No. of cars

1 25,000

2 50,000

3 75,000

4 1,00,000
10
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()  How will the Enterprise amortize the Technical know-how Fees as per AS 267

(i)  Whether this amortization should be directly charged as an expense or should
form part of production cost of the cars?

Accounting for Financial instruments

15. (a) ABC bank has a deposit with other banks which are negotiable but the depositor
has not negotiated these deposit documents. How will you categorize this deposit
as a financial asset?

(b) In the following derivative contracts, identify the underlying variable:
(i) Interest Rate Swap
(i) Equity Swap
(i) Currency Swap (Foreign Exchange Swap)
(iv) Commodity Swap
(v) Equity Forward
Segment Reporting

16. (a) M Ltd. Group has three divisions A, B and C. Details of their turnover, results and
net assets are given below:

Rs. (‘000)
Division A
Sales to B 3,050
Other Sales (Home) 60
Export Sales 4,090
7,200
Division B
Sales to C 30
Export Sales to Europe 200
230
Division C
Export Sales to America 180
Divisions
Head Office A B C
Rs. (‘000) | Rs('000) [Rs.('000) | Rs.(‘000)
Operating Profit or Loss before tax 160 20 (8)
Re-allocated cost from Head Office 48 24 24
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Interest cost 4 5
Fixed assets 50 200 40
Net current assets 48 120 40
Long-term liabilities 38 20 10

1
120
90
120

Prepare a Segmental Report for publication in M Ltd. Group.

(b) The Chief Accountant of Sports Ltd. gives the following data regarding its six

segments:
Rs. in lakhs
Particulars M N O| P | Q| R | Total
Segment Assets 40| 80| 30| 20| 20| 10| 200
Segment Results 50| -190| 10| 10| -10| 30| -100
Segment Revenue 300 | 620 | 80 | 60 | 80 | 60 | 1,200

The Chief accountant is of the opinion that segments “M” and “N” alone should be

reported. Is he justified in his view? Discuss.
Corporate Social Reporting and Environmental Accounting

17. (a) From the following information taken from the books of Alpha Ltd. relating to staff
and community benefits, prepare a statement depicting net social benefits to staff,

required under Corporate Social Reporting.

Concessional transport, water supply

Extra work put in by staff and officers for drought relief

Increase in cost of living in the vicinity due to a thermal power station
Leave encashment and leave travel benefits

Educational facilities for children of staff members

Subsidized canteen facilities

Generation of business

Environmental Improvements

Medical facilities

Training Programs

Rs.
2,25,000
3,70,000
3,31,000

10,40,000
4,32,000
2,88,000
5,00,000
4,02,000
9,00,000
2,05,000

(b) Write short note on “Accounting issues involved in environmental accounting”.
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Interim Reporting

18. (a) What are the disclosure requirements as regards changes in accounting estimates
reported in prior interim periods or prior financial years assuming they have a
material effect in the current interim period.

(b) Priyanshi Ltd. is dealing in seasonal products. The quarterly sales pattern of the product

is given below:
Quarter | I 1l 1%
15% 15% 70% 40%

For the First quarter ending 31st March, 2010, Priyanshi Ltd. gives you the following

information:
Rs. in lakhs

Sales 70

Salary and other expenses 20

Administrative and selling expenses 02

While preparing interim financial report for the first quarter Priyanshi Ltd wants to
defer Rs. 10 lakhs expenditure to third quarter on the argument that third quarter is
having more sales, therefore third quarter should be debited by higher expenditure,
considering the seasonal nature of business. The expenditures are uniform
throughout all quarters.

Calculate the results of first quarter as per AS 25 and comment on the company’s
view.

Accounting for Not-for-profit Organizations

19. The Institute for Agricultural Research maintains a combined Development Fund in
respect of which the following information is available for the year ended 31st March,
2010:

Rs.
Govt. Grants received for acquisition of land 12,00,000
Private Grants received for construction of buildings 6,00,000
Foreign Private Grant for purchase of research equipment USD 1,00,000
Transfer from unrestricted fund for purchase of furniture 2,00,000
Cost of Assets so far acquired:
Land 15,00,000
Furniture 1,00,000
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The USD grant has been received into a bank account in USA on 29.3.2010 and is
expected to be utilized therefrom for purchases to be made abroad. The rate of exchange
on 31.3.2010 is 1 USD = Rs. 50.

You are required to prepare Statement showing changes in the Development Fund for
the year.

IAS, US GAAP and Standards in India

20. (a) Explain the term “IFRS”. What is the need of convergence of Accounting Standards
with IFRS?

(b) Write short note on some key differences between IAS, US GAAP and Indian AS
with respect to Prior period items.

Accounting Standards and Guidance Notes

21. (a) X Ltd. purchased a plant for Rs. 50 lakhs from Y Ltd. during 2009-2010 and
installed immediately. The price includes excise duty of Rs. 5 lakhs. During 2009-
2010, the company produced excisable goods on which the excise authority
charged excise duty to the extent of Rs. 4.5 lakhs. Show the necessary Journal
Entries explaining the treatment of Cenvat credit. You are also required to indicate
the value of plant at which it should be recorded in fixed asset register.

(b) How will you present MAT credit in financial statements?

22. On 1.1.2009, Surya Kiran Ltd grants 200 stock options to each of its 300 employees,
which will vest at the end of 3" year, provided the employees are in service at the end of
3 year. The exercise price per option is Rs. 60 if average annual output per employee
is in the range of 100 units to 120 units, Rs. 50 if the same is in the range of 121 units to
130 units, Rs. 40 if the same is above 130 units.

Fair value as on grant date is estimated at Rs. 50 per option if the exercise price is Rs.
60, Rs. 40 per option if the exercise price is Rs. 50, Rs. 30 per option if the exercise price
is Rs. 40.

On 31.12.2009, 20 employees have left. Actual average annual output per employee is
115 till date. X Ltd. expects that it is most likely that the average output will be 122 over
the 3 years and that further 30 employees will leave during next 2 years.

On 31.12.2010, further 25 employees have left. Actual average annual output per
employee is 132 till date. X Ltd. expects that it is most likely that the average output will
be above 130 units over the 3 years. It also estimates that a further 10 employees will
leave during the 31 year.

On 31.12.2011, further 15 employees have left. Actual average annual output per
employees is only 112 till date.

Compute the amounts to be recognized for each year.

23. (a) Contractors Ltd. have recognized contract revenue on a contract awarded in the
financial year 2009-10. The target date of completion is 5 years. The contract
provides for incentives for early completion at the rate of Rs. 1,000 per day subject
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to a maximum of Rs. 3,00,000. The company has included this amount in contract
revenue (in the first year of contract) on the ground that based on the previous
experience in similar contracts, it is confident of completing the contract in 4 years.
The company’s past track record shows that company was able to complete such
contracts well in time and earn incentives. Comment on the company’s accounting
policies.

The Board of Directors of Gautam Ltd. seeks your advice in the finalization of
financial statements for the year ended 31st March, 2010. On a review of financial
statements, it is noticed that:

Sale of goods costing Rs. 54,000 with a profit margin of 10% on selling price is
included in the inventory as delivery of goods was postponed at buyer’s request.

Advise the company on changes to be effected in the draft financial statements.
Give reasons in support of your advice. There is no necessity to discuss disclosure
requirements in this regard.

Induga Ltd., a venturer, purchased an asset of Rs. 20 lakhs from to jointly controlled
entity, written down value of asset in joint venture books was Rs. 24 lakhs. Under
proportionate consolidation method, what adjustment Induga Ltd., should do while
preparing financial statements? Induga Ltd. has 50% interest in venture.

Supriya Ltd. received a grant of Rs.2,500 lakhs during the last accounting year
(2008-09) from government for welfare activities to be carried on by the company for
its employees. The grant prescribed conditions for its utilization. However, during
the year 2009-10, it was found that the conditions of grants were not complied with
and the grant had to be refunded to the government in full. Elucidate the current
accounting treatment, with reference to the provisions of AS 12.

The fair value of plan assets at the beginning and end of the year were Rs. 4,000
and Rs. 5,000 respectively. The employer’s contribution to the plan during the year
as Rs. 500. Benefit payments to retiree were Rs. 400. Calculate the actual return
on plan assets.

Parvesh Ltd. had the following borrowings during a year in respect of capital
expansion:

Plant Cost of Asset (Rs.) | Remarks

Plant P | 100 lakhs No specific borrowings

PlantQ | 125 lakhs Bank loan of Rs. 65 lakhs at 10%

PlantR | 175 lakhs 9% Debentures of Rs. 125 lakhs were issued.

In addition to the specific borrowings stated above, the Company had obtained term
loans from two banks:

(1) Rs. 100 lakhs at 10% from Corporation Bank and
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(2) Rs. 110 lakhs at 11.50% from State Bank of India, to meet its capital
expansion requirements.

Determine the amount of borrowing costs to be capitalized in each of the above
Plants, as per AS-16.

25. (a) XLtd. has its financial year ended 31.3.2009, fifteen Law suits outstanding, none of
which has been settled by the time the accounts are approved by the directors. The
directors have estimated that the probable outcomes as below:

Result Probability Amount of Loss
Rs.

For first ten cases:

Win 0.6

Loss-low damages 0.3 50,000

Loss-high damages 0.1 1,00,000

For remaining five cases:

Win 0.5

Loss-low damages 0.3 60,000

Loss-high damages 0.2 1,00,000

The directors believe that the outcome of each case is independent of the outcome
of all the others.

Estimate the amount of contingent loss and state the accounting treatment of such
contingent loss.

(b) Pooja Ltd. had 12,00,000 equity shares of Rs. 10 each fully paid up outstanding
prior to rights issue. The details of rights issue are as follows:

(@) One new share for every two shares outstanding.

(b) Rights issue price — Rs. 18

(c) Last date to exercise rights is 315t December, 2009

(d) Fair value of each equity share prior to exercise of rights — Rs 24
The details of net profit earned by the company as follows:

Year ended 31-3-2009 Rs. 40,00,000

Year ended 31-3-2010 Rs. 54,00,000

Calculate EPS to be reported under AS-20.

(c) Mr. Raj a relative of key Management personnel received remuneration of Rs.
2,50,000 for his services in the company for the period from 1.4.2009 to 30.6.20009.
On 1.7.2009 he left the service.

Should the relative be identified as at the closing date i.e. on 31.3.2010 for the
purposes of AS 18?
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(d) Raw materials inventory of a company includes certain material purchased at
Rs.100 per kg. The price of the material is on decline and replacement cost of the
inventory at the year end is Rs. 75 per kg. It is possible to convert the material into
finished product at conversion cost of Rs. 125. Find out the value of inventory, if
selling price is (i) Rs. 175 and (ii) Rs. 235.

SUGGESTED ANSWERS/HINTS

1. (i) Journal of Paradise Ltd.

Dr. Cr.
Rs. Rs.

6% Cumulative Preference Share Capital
(Rs. 100 each) Alc Dr. | 1,50,000
To 6% Cumulative Pref. Share Capital
(Rs. 75 each) Alc 1,12,500

To Capital Reduction Alc 37,500

(1,500 6% Preference Shares converted into equal
number of 6% Cum. Pref. Shares of Rs. 75 each;
balance of the amount transferred to Capital
Reduction Account vide Scheme of Reconstruction
confirmed by the Court Order dated ....... )

Equity Share Capital (Rs. 100 each) Alc Dr. | 2,00,000
To Equity Share Capital (Rs. 12.50 each) Alc 25,000
To Capital Reduction Alc 1,75,000

(2,000 Equity Shares of Rs. 100 each reduced to
equity Share of Rs. 1250 each; the balance
transferred to Capital Reduction Account vide
Reconstruction Scheme confirmed by the Court
Order dated......)

Capital Reduction A/c Dr. 3,375
To Equity Share Capital A/c 3,375

(Allotment of 270 Equity Shares of Rs. 12.50 each to
preference shareholders in settlement of their claim
for arrears of dividend @ 1/8 of amount due, Rs.
27,000, vide Scheme of Reconstruction confirmed by
the Court Order dated........ )
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Capital Reserve Alc Dr. 36,000
To Capital Reduction Alc 36,000
(Balance of capital reserve transferred to Capital
Reduction Account vide Scheme of Capital
Reconstruction dated....... )
Capital Reduction A/c Dr. 77,500
To Plant & Machinery A/c 77,500
(The net amount of Plant & Machinery reduced to Rs.
75,000 vide Scheme of reconstruction confirmed by
the Court Order dated ....... )
Capital Reduction A/c Dr.| 1,67,625
To Profit & Loss Alc 1,10,375
To Preliminary Expenses 7,250
To Goodwill 50,000
(Debit balance of profit and loss account, preliminary
expenses and goodwill written off against Capital
Reduction  Account vide Scheme of Capital
Reconstruction confirmed by Court Order dated ....... )
Bank Alc Dr. 62,500
To Share Application & Allotment Alc 62,500
(Application & allotment money received on 5,000
Equity Share @ Rs. 12.50 per share)
Share Application and Allotment A/c Dr. 62,500
To Equity Share Capital Alc 62,500
(Allotment of 5,000 equity share of Rs. 12.50 each
vide Board Resolution dated........ )
(ii) Balance Sheet of Paradise Ltd. as on March 31, 2010
Liabilities Rs. | Assets Rs.
Share Capital Fixed Assets
Authorised Capital: Goodwill 50,000
19,000 Equity Shares of Less: Written off 50,000
Rs. 12.50 each 2,37,500 | Plant & Machinery
1,500 6% Cum. Preference as cost 2,10,000
shares of Rs. 75 each 1,12,500
Issued, subscribed & Less: Written off 77,500
paid-up capital: 1,32,500
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7,270 Equity Shares of Less: Provision for
Depreciation 57,500 75,000
Rs. 12.50 each fully paid 90,875 | Lease-hold 80,000
(270 Shares of Rs. 12.50 each Property
issued for consideration other
than cash)
1,500 6% Cum. Preference|1,12,500|Less: Provision for
Share of Rs. 75 each fully paid Depreciation 30,000 50,000
Capital Reserve Nil | Current  Assets,
loans & advances
Secured Loans Nil | Investments Nil
Unsecured Loans, - | Stock in trade 79,175
Current Liabilities & Provisions Sundry Debtors 30,200
Sundry Creditors 42,500 | Cash at Bank 11,500
2,45875 2,45875
2. (i) Computation of Purchase Consideration
Rs.
For Preference Shareholders
Present Income of Preference Shareholders of B Ltd. 72,000
Add : Required 20% increase 14,400
86.400

10% Preference Shares to be issued of Rs. 8,64,000 (86,400/10x 100)

For Equity Shareholders
Valuation of Equity Shares of B Ltd. =

Number of shares x Value of one share (i.e. EPS of B Ltd. x P/E ratio of A Ltd. x

60/100)
60

=1,80,000 x (Rs.2 x 20x m) =1,80,000 x 24 = Rs.43,20,000

Issue of Equity Shares

No. of Equity Shares to be issued at 80% of Market Price i.e. 80% of Rs.40 = Rs.32

4320000 _ 4 55 000 shares

Equity Share Capital = 1,35,000 x Rs.10 = Rs.13,50,000
Securities Premium = 1,35,000 x Rs. 22 = Rs.29,70,000
Rs.43,20,000
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Issue of Preference Shares Rs.
Present Equity Dividend 2,70,000
Less: Expected Equity Dividend from A Ltd.
(13,50,000 X %) 1.35.000
1,35,000
10% Preference Shares to be issued of Rs. 13,50,000
(1,35,000/10x 100)
Purchase Consideration
Preference Shares Capital [Rs.8,64,000 + Rs.13,50,000] 22,14,000
Equity Share Capital (1,35,000 shares of Rs.10 each at 43,20,000
Rs.32 per share)
Liquidation Expenses (in cash) 16,000
65,50,000
(i) Balance Sheet of A Ltd (after absorption of B Ltd.)
as on 31.3.2010
Liabilities Amount | Assets Amount
Rs. Rs.
Share Capital: Fixed Assets:
4,95,000 Equity Shares of 49,50,000 | Goodwill 19,10,000
Rs. 10 each fully paid (1,35,000 Other Fixed Assets| 96,00,000
shares have been allotted as (60,00,000+36,00,000)
fully paid up for consideration Investment
other than cash) (5,00,000+5,00,000) 10,00,000
10% Preference Shares of Current Assets:
Rs.100 each fully paid 34,14,000 | stock
Reserve & Surplus: (18,00,000+10,80,000) 28,80,000
Statutory Reserve 2,00,000 | Debtors 26,80,000
Revaluation Reserve 10,00,000(15,00,000+12,00,000-
General Reserve 25,00,00020,000)
Securities Premium 29,10,000 | Bills Receivable 60,000
Secured Loan: (50,000+10,000)
15% Debentures 11,00,000 | Cash at Bank 2,24,000
(5,00,000 + 6,00,000) (1,50,000 + 90,000-
Current Liabilities and 16,000)
Provisions: Amalgamation 1,00,000
Creditors Adjustment Account
20
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(10,80,000+12,80,000-20,000) | 23,40,000
Bills Payable (20,000 + 20,000) 40,000
1,84,54,000

1,84,54,000

Note: No footnote will appear for contingent liability as it has been converted into actual

liability after absorption of B Ltd.
Working Notes:

1.

Calculation of EPS & P/E ratio

A Ltd. B Ltd.
Rs. Rs.
Profit before Interest and Tax 14,75,000 7,80,000
Less: Interest on debentures 75,000 60,000
Profit before tax 14,00,000 7,20,000
Less: Tax @ 40% 5,60,000 2,88,000
8,40,000 4,32,000
Less: Preference Dividend 1,20,000 72,000
Earnings available for equity 7,20,000 3,60,000
shareholders
Number of shares 3,60,000 shares | 1,80,000 shares
EPS (Earnings/ No. of shares) 2 2
Market Price Rs.40 Not given
P/E ratio 40/12 =20 N.A.
2. Computation of Goodwill/Capital Reserve on absorption
Rs.
Purchase Consideration 65,50,000
Fixed Assets taken over 30,00,000
Add:  Increase by 20% 6.00,000 | 36,00,000
Investments 5,00,000
Current Assets:
Stock 12,00,000
Less: Reduction in value by 10% 1,20,000
10,80,000
Debtors 12,00,000
B/R 10,000
Cash at Bank 90,000 | 23,80,000
64,80,000
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(Being discharge of consideration for B Ltd's
business)
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Less: Outside Liabilities:
12% Debentures at premium 5,40,000
Sundry Creditors 12,80,000
Bills Payable 20,000 | 18,40,000 | 46,40,000
Goodwill 19,10,000
3. Journal Entries in the Books of A Ltd.
Particulars Dr.(Rs). | Cr.(Rs.)
1. | Fixed Assets Alc Dr. | 10,00,000
To Revaluation Reserve 10,00,000
(Being Revaluation of Fixed assets at 20%
above book value)
2. | Business Purchase Alc Dr. | 65,50,000
To Liquidator of B Ltd. 65,50,000
(Being purchase consideration payable for
the business taken over from B Ltd.
3. | Fixed Assets Alc Dr. | 36,00,000
Investment Alc Dr. 5,00,000
Stock Alc Dr. | 10,80,000
Debtors Alc Dr. | 12,00,000
Bills Receivable Alc Dr. 10,000
Cash at Bank Alc Dr. 90,000
Goodwill A/c (Balancing figure) Dr. | 19,10,000
To 12% Debentures in B Ltd. 5,40,000
To Creditors 12,80,000
To Bills Payable 20,000
To Business Purchase Alc 65,50,000
(Being incorporation of different assets and
liabilities of B Ltd. taken over at agreed
values and balance debited to goodwill
account)
Liquidator of B Ltd. Dr.
To Equity Share Capital Alc 13,50,000
To Securities Premium Alc 29,70,000
To Preference Share Capital Alc 22,14,000
To Bank Alc 16,000




PAPER -1 : ADVANCED ACCOUNTING

5. | 12% Debentures in B Ltd. Dr. | 5,40,000
Discount on issue of Debentures Dr. 60,000
To 15% Debentures 6,00,000
(Being allotment of 15% Debentures to
debenture holders at a discount of 10% to
discharge liability of B Ltd. debentures)
6. | Sundry Creditors Alc Dr. 20,000
To Sundry Debtors Alc 20,000
(Being cancellation of Mutual owing)
7. | Amalgamation Adjustment A/c Dr. | 1,00,000
To Statutory Reserve Alc 1,00,000
(Being statutory reserve account is
maintained under statutory requirements)
8. | Securities Premium Alc Dr. 60,000
To Discount on issue of Debentures Alc 60,000
(Being discount on issue of Debentures
written off out of securities premium)
3. Journal entries in the books of Kanika Ltd.
Rs. in Lakhs
Particulars Debit | Credit
1. | Bank Alc Dr. | 4,500
To Investment Alc 4,100
To Profit and Loss Alc 400
(Being sale of investments and profit thereon)
2 | Bank Alc Dr. | 1,000
To Bank loan Alc 1,000
(Being loan taken from bank)
3. | 10% Redeemable preference share capital A/c Dr. | 2,500
Premium on redemption of preference shareholders A/c Dr. 250
To Preference shareholders Alc 2,750
(Being redemption of preference shares)
4. | Preference shareholders Alc Dr. | 2,750
To Bank Alc 2,750
(Being payment of amount due to preference
shareholders)
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5. | Securities premium Alc Dr. 250
To Premium on redemption of preference shares 250
(Being use of securities premium to provide premium
on redemption of preference shares)
6. | Equity shares bought back Alc Dr. | 4,000
To Bank Alc 4,000
(Being buy back of equity shares)
7. | Equity share capital A/c Dr. | 2,000
Securities premium A/c [800-250] Dr. 550
General reserves Alc [(200x20) — 2000 — 550] Dr. | 1,450
To Equity shares bought back Alc 4,000
(Being buy back of equity shares)
8. | General reserves Alc Dr. | 4,500
To Capital redemption reserve (2,000+2,500) 4,500
(Being creation of capital redemption reserve to the
extent of the face value of preference share redeemed
and equity shares bought back)
Balance sheet of Kanika Ltd. as on 01.04.2010
Liabilities Rs. in | Assets Rs. in
lakhs Lakhs
Share capital Fixed assets 16,000
Issued, subscribed and paid up 6,000 | Current asset, loans and
Equity shares of Rs. 10 each advances
Reserves and surplus Cash at bank 400
Capital redemption reserve 5,500 | Other current assets 8,250
(1000 + 4500)
General reserves 1,150
Profit and loss A/c (300 + 400) 700
Secured loans
9% Debentures 5,000
Bank loan (Secured on plant) 1,000
Current liabilities and provisions
Sundry creditors 3,300
Provisions 2,000 _
24,650 24,650
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Working Notes:

1.

Cash at bank as on 1.4.2010
Rs. lakhs [1,650+4,500+1,000-2,750-4,000=400]

Balance of general reserve as on 1.4.2010
Rs. lakhs [7,100-1,450-4,500=1,150]

4. A financial report of an enterprise is arguably the most important medium of
dissemination of such information. With a view to promote better standards in the
presentation of information in the financial report, the Institute of Chartered Accountants
of India has been holding an annual competition for the ICAI Awards for Excellence in
Financial Reporting.

In or

der to ascertain whether the nature and quality of information presented in the

accounts make useful disclosures, the following features are generally looked into:

1. Statement of changes in financial position.

2. Sufficient details of revenues/expenses for financial analysis e.g. distinction
between manufacturing cost, selling cost and administration cost.

3. Use of vertical form as against the conventional T form; judicious use of schedules,
use of sub-totals, manner of showing comparative figures, ease of getting at figures.

4. To what extent additional financial information is provided to the readers through
charts and graphs.

5. Financial highlights and ratios including earnings per share.

6. Inclusion of one or more bits of information like value added statement, break up of
operations, organization chart, location of factories / branches, human resource
accounting, inflation adjusted accounts, social accounts etc.

5. Consolidated Balance Sheet of A Ltd. and
Its subsidiaries B Ltd. and C Ltd.
as at 31st March, 2010
Liabilities Rs. in lakhs Assets Rs. in lakhs
Share Capital Fixed Assets
Authorised ? Goodwill (W.N. 3) 246
Issued and subscribed Machinery 48,600
Fully paid equity shares of Furniture and Fixtures 8,100
Rs. 10 each 27,000
Minority interest (W.N. 2) 5,487 | Current Assets, Loans
and Advances:
Reserves and Surplus (A) Current Assets
General Reserve (W.N. 4) 33,360 Stock 21,000
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Profit and Loss A/c (W.N. 4) 10,040 | Less: Unrealised profit __ 40| 20,960

Secured Loans Sundry debtors 11,640

Debentures 1,200 | Cash and bank balances 5,151

Current Liabilities Cash in transit 15

Acceptances 150 (B) Loan and Advances

Less: Mutual owing 105 45 | Bills receivable 255

Sundry creditors 17,730 | Less: Mutual owing (W.N.5) 105 | _ 150
94,862 94,862

Working Notes:
(1) Calculation of pre and post acquisition profits of subsidiaries:

Rs. in lakhs
Post-acquisition
Pre-acquisition General Profit/Loss
capital profit | Reserve Alc
B Ltd.
General Reserve (Cr.) 2,550 600
Profit and Loss Alc (Cr.) 900
(-) Dividend 750 _150 . 1,050
2,700 600 1.050
Holding (60%) 1,620 360 630
Subsidiary (40%) 1,080 240 _420
Rs. in lakhs
Post-acquisition
Pre-acquisition Preliminary Profit /
capital profit expenses Loss Alc
C Ltd.
Profit and Loss A/c (Cr.) (360) 1,110
Preliminary expenses (Dr.) _(30) 15 _
(390) 15 1,110
Holding (80%) (312) 12 888
Subsidiary (20%) _(78) _3 222
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(2) Minority Interest (Rs. in lakhs)
B Ltd.
Share capital 3,000
Capital profit 1,080
Revenue General Reserve 240
Profit/Loss 420 | 1,740 4,740
C Ltd.
Share capital 600
Capital profit (78)
Revenue profit (Cr.) 222
Add: Preliminary expenses written off 3 225 147 747
5,487
(3) Cost of Control (Rs. in lakhs)
B Ltd.
Investment 6,750
Less: Dividend received and wrongly
credited to Profit and Loss _ 450 6,300
Less: Paid-up share capital (60%) 4,500
Capital profit 1,620 | 6,120 180
C Ltd.
Investment in Shares 2,160
in debentures 294 2,454
Less: Paid-up share capital (80%) 2,400
Nominal value of debentures 300
Capital profit 312 2,388 _66
Goodwill 246
(4) Consolidated General Reserve and Profit and Loss Account
General Reserve | Profit and Loss Alc
A Ltd. 33,000 9,000
Less: Wrong dividend credited _ 450
33,000 8,550
B Ltd. 360 630
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C Ltd. (888 +12) __900
33,360 10,080
Less: Unrealised profit on stock _ 40
33,360 10,040

(5) Mutual owing regarding bills = Rs. (150 — 45) lakhs = Rs. 105 lakhs.

(6) Unrealised profit = (200 X %) lakhs =Rs. 40 lakhs

(7) Amount of dividend wrongly credited to Profit and Loss A/c = 60% of Rs. 750 lakhs
= Rs. 450 lakhs.

6. Valuation of shares under earnings capitalization method
Future Maintainable Profit (FMP)

Particulars 2009 2008 2007

(Rs.) (Rs.) (Rs.)
(a) Profit after tax 7,00,000 6,00,000 4,00,000
(b) Weights 3 2 1
(c) Weighted profits 21,00,000 12,00,000 4,00,000

FMP =  Weighted average of past profits [profits show an increasing trend]
= Rs. 37,00,000 divided by 6 = Rs. 6,16,667

Ascertainment of value of business by capitalizing Future Maintainable Profit at
normal rate of return

future maintainable profit
normal rate of return
Rs.6,16,667
15%
Rs. 41,11,113 (approx.)

Value of business

Value per share
Value of business
Number of shares outstanding
Rs.41,11,113
2,00,000

Rs. 20.56 (approx.)

Value per share
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7. Valuation of goodwill (Super profits method)

Average capital employed Rs.18,50,000
Normal rate of return after tax [50% of 20%] 10%
Normal profits Rs.1,85,000
Future maintainable profit [W.N.1] Rs.2,30,000
Super profits Rs.45,000
Number of years of purchase 4 years
Goodwill Rs.1,80,000
Working Notes:
1. Computation of future maintainable profits
Particulars Rs.
Profit before tax 6,00,000
Less: Income from investments (10,000)
Less: Additional expenses for smooth running of business (50,000)
Less: Additional depreciation 40,000
Adjusted maintainable profit before tax 5,00,000
Less: Provision for taxation* 2,70,000
Future maintainable profit 2,30,000
*Provision for taxation
Particulars Rs.
Maintainable operational profit before tax 5,00,000
Add: Depreciation (not allowable) 40,000
Taxable income 5,40,000
Tax @ 50% 2,70,000
2. Average capital employed for 2009-10
Rs. Rs.
a. Closing capital employed on 31.03.10
Land and buildings 9,00,000
Plant and machinery 10,00,000
Stock 2,00,000
Debtors 1,50,000
Bank 50,000 | 23,00,000

29
©The Institute of Chartered Accountants of India




FINAL (OLD) EXAMINATION : NOVEMBER 2010

b.  Less: Outside liabilities
Creditors 3,00,000
20,00,000
c.  Less: Half of current year profit* 1,50,000
d.  Average capital employed 18,50,000

* Half of current year profit

Particulars Rs.
i.  Profit before tax for 2009-10 6,00,000
ii. Tax @ 50% 3,00,000
iii. Net Profit 3,00,000
iv. Half of the profit 1,50,000

Note: Half of the total profits have been considered, (without adjusting for
investment income) on the assumption that income from investments has not been
reinvested. Further such income (cash) is part of closing working capital used in
business.

Assumptions:
1. Investments are assumed to be non-trade investments.

2. All items of income and expenses except to the extent adjusted above are
assumed to be taxable.

3. Itis assumed that additional depreciation (on revaluation) is not deductible for
calculating provision for taxation.

8. Calculation of Maximum Price that can be quoted for takeover of Kids World

Rs. in lakhs| Rs. in lakhs
Present (Discounted) value of incremental cash flows 15,690.04
(Refer Working Note)
Add: Proceeds from disposal of fixed assets 90.00
Proceeds from disposal of inventories 250.00
Proceeds from sale of investments 45.00
Receipts from debtors 90.00 475.00
16,165.04
Less: Settlement of creditors 330.00
Bank Loans 500.00
Employee settlement 100.00
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Retirement benefits of employees 50.00
Renovation of Plant 250.00
1230.00
Maximum value that can be offered 14,935.04
Maximum price per share of Kids World (Rs.14,935.04 lakhs / 1,11,000shares) =
Rs. 13,455(Approx.)
Working Note:
Present Value of Incremental Cash Flows (Rs. in lakhs)
Year Cash flow Cash flows Incremental | Discount factor|  Discounted
after takeover | before takeover Cash flows @ 20%| Cash flows
1 3,600 3,200 400 0.8333 333.32
2 4,800 4,000 800 0.6944 555.52
3 7,200 6,000 1,200 0.5787 694.44
4 8,800 6,400 2,400 0.4823 1,157.52
5 12,000 8,800 3,200 0.4019 1,286.08
6 16,000 10,400 5,600 0.3349 1,875.44
7 19,200 12,000 7,200 0.2791 2,009.52
8 20,000 11,000 9,000 0.2326 2,093.40
9 28,000 14,000 14,000 0.1938 2,713.20
10 40,000 21,600 18,400 0.1615 2,971.60
15,690.04
9. Units as at the end of the year (units in crores)
Number of Units at beginning of the year 1.00
Add: Units issued during the year 0.20
Units as at the end of the year (A) 1.20
Net Asset Value (NAV) of the Scheme (Rs. in crores)
Market Value of Investments (50% x Rs.10 Crores) x 80% 4.00
10% x Rs.10 Crores — (10% below Cost) .90
Balance Investments (at Market Price) 13.60
Total Market Value 18.50
Less: Mutual Fund Scheme Liabilities 1.00
Net Asset Value of the Scheme (B) 17.50

NAV per Unit =B + A =Rs. 17.50 Crores + 1.2 Crore units = Rs. 14.58
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10. (a) SEBI has the right to appoint one or more persons as inspecting authority to
undertake inspection of the books of account, records and documents of the
merchant banker for any of the following purposes:

(i)  To see that books of account are being maintained in the required manner;
(i)  To ensure that provisions of SEBI Act, rules and regulations are complied with;

(i) To investigate into complaints received from investors, other merchant
bankers, or any other person on any matter having a bearing on the activities
of merchant banker;

(iv) To investigate suo moto in the interest of securities business or investors’
interest into the affairs of merchant bankers.

(b) (i) (a) Every NBFC shall, separately disclose in its balance sheet the provisions
made as per requirements above without netting them from the income or
against the value of assets.

(b) The provisions shall be distinctly indicated under separate heads of
accounts as provisions for bad and doubtful debts and provisions for
depreciation in investments.

(c) Such provisions shall not be appropriated from the general provisions and
loss reserves held, if any, by the NBFC.

(d) Such provisions for each year shall be debited to the profit and loss
account. The excess of provisions, if any, held under the heads general
Provisions and loss reserves may be written back without making
adjustment against them.

(i) In case of purchases on behalf of clients, Member brokers shall be at liberty to
close out the transactions by selling the securities, in case the client fails to
make the full payment to the Member Broker for the execution of the contract
within two days of contract note having been delivered for cash shares and
seven days for specified shares or before pay-in day (as fixed by Stock
Exchange for the concerned settlement period), whichever is earlier; unless
the client already has an equivalent credit with the Member. The loss incurred
in this regard, if any, will be met from the margin money of that client.

In case of sales on behalf of clients, Member broker shall be at liberty to close
out the contract by effecting purchases if the client fails to deliver the securities
sold with valid transfer documents within 48 hours of the contract note having
been delivered or before delivery day (as fixed by Stock Exchange authorities
for the concerned settlement period), whichever is earlier. Loss on the
transaction, if any, will be deductible from the margin money of that client.

(iii) Open ended funds can issue and redeem units any time during the life of the
scheme while close ended funds cannot issue new units except in case of
bonus or rights issue. Hence, unit capital of open ended funds can fluctuate on
daily basis while that is not the case for close ended schemes. New investors
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can join the scheme by directly applying to the mutual fund at applicable net
asset value related prices in case of open ended schemes while that is not the
case in close ended schemes. New investors can buy the units from secondary
market only.

11. (a) Various advantages of preparation of Value Added (VA) Statements are as under:

1.

Reporting on VA improves the attitude of employees towards their employing
companies. This is because the VA statement reflects a broader view of the
company’s objectives and responsibilities.

VA statement makes it easier for the company to introduce a productivity
linked bonus scheme for employees based on VA. The employees may be
given productivity bonus on the basis of VA / Payroll Ratio.

VA based ratios (e.g. VA / Payroll, taxation / VA, VA / Sales etc.) are useful
diagnostic and predictive tools. Trends in VA ratios, comparisons with other
companies and international comparisons may be useful.

VA provides a very good measure of the size and importance of a company.
To use sales figure or capital employed figures as a basis for company’s
rankings can cause distortion. This is because sales may be inflated by large
bought-in expenses or a capital-intensive company with a few employees may
appear to be more important than a highly skilled labour—intensive company.

VA statement links a company’s financial accounts to national income. A
company’s VA indicates the company’s contribution to national income.

VA statement is built on the basic conceptual foundations which are currently
accepted in balance sheets and income statements. Concepts such as going
concern, matching, consistency and substance over form are equally
applicable to VA statement.

(b) Value added Statement of Chitresh Ltd for the year ended 31st March, 2010

Particulars Rs. %
000
VALUE ADDED
Sales 1,454
Less: Cost of bought in materials and services materials 1,060
Other Expenses [94 - (18 + 6)] 70
Short-term Interest (14 — 8) 6 1136
Value Added by manufacturing and trading 318
activities
Add: Other Income _ 26
Total Value Added 344
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APPLICATION OF VALUE ADDED %
To Employees:
Salaries, Wages and Benefits (38+18) 56 16.3
To Government:
Excise Duty 124 36.0
Income Tax _62 181
186 | 541
To Finance Providers:
Interest on Long Term Loans 8 2.0
Dividend on Equity 10 3.0
18 2.2
To Entity’s needs -
Meeting Loss on Sale of Fixed Assets 6 1.7
Preliminary Expenses w/off 10 3.0
Depreciation 10 3.0
Transfer to Reserves
(Debenture Redemption & General Reserve) 58 16.9
84| 244
Total application 344 | 100.0

12. (a) Economic Value Added (EVA) for short, is primarily a benchmark to measure
earnings efficiency. Though the term "Economic Profit" was very much there since
the inception of "Economics”, Stern Stewart & Co., of USA has got a registered
Trade Mark for this by the name "EVA", an acronym for Economic Value Added.

EVA as a residual income measure of financial performance, is simply the operating
profit after tax less a charge for the capital, equity as well as debt, used in the
business. EVA includes both profit and loss as well as balance sheet efficiency as
well as the ROCE, or ROE.

In addition, EVA is a management tool to focus managers on the impact of their
decisions in increasing shareholders’ wealth. These include both strategic decisions
such as what investments to make, which businesses to exit, what financing
structure is optimal; as well as operational decisions involving trade-offs between
profit and asset efficiency such as whether to make in house or outsource, repair or
replace a piece of equipment, whether to make short or long production runs etc.

Most importantly the real key to increasing shareholder wealth is to integrate the
EVA framework in four key areas; to measure business performance; to guide
managerial decision making; to align managerial incentives with shareholders'
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interests; and to improve the financial and business literacy throughout the
organization.

To better align managers interests with Shareholders - the EVA framework needs to
be holistically applied in an integrated approach — simply measuring EVAs is not
enough it must also become the basis of key management decisions as well as be
linked to senior management's variable compensation.

(b) Computation of Economic Value Added
E.V.A. (Economic Value Added) = NOPAT - COCE
NOPAT = Net Operating Profit after Tax
COCE = Cost of Capital Employed

Particulars Rs.

a. Net operating profit after taxes 25,00,000

b. Less: Cost of Capital (WN 2) 6,00,000

c.  Economic Value Added 19,00,000
Decision:

The company qualifies for the loan because the economic value added is greater
than zero.

Working Notes:
1. Capital Employed

Particulars Rs.
Average total assets 75,00,000
Less: Average current liabilities 15,00,000
Total capital employed 60,00,000

2. Cost of capital = Capital employed x Weighted average cost of capital
= Rs. 60,00,000x 10% = Rs. 6,00,000

13. (a) Although human beings are considered as the prime mover for achieving
productivity, and are placed above technology, equipment and money, the
conventional accounting practice does not assign significance to the human
resources. Human resources are not recognized in balance sheet as there are no
measurement criteria for recognition of human resources. Human resource
accounting is at developing stage and no accounting principles have been
established for valuation of human assets. Costs incurred on human resources are
recognized as expenses in profit and loss account. Leading public sector units like
OIL, BHEL, NTPC and SAIL etc. have started reporting human resources in their
annual reports as additional information.
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(b) Jaggi and Lau suggested a model for valuation of human resources. According to
them, proper valuation of human resources is not possible unless the contributions
of individuals as a group are taken into consideration. A group refers to
homogeneous employees whether working in the same department or division of the
organization or not. An individual’'s expected service tenure in an organization is
difficult to predict, but on a group basis, it is relatively easy to estimate the
percentage of people in a group likely to leave the organization in future. This model
attempts to calculate the present value of all existing employees in each rank. Such
present value is measured with the help of the following steps:

(i)  Ascertain the number of employees in each rank.

(i) Estimate the probability that an employee will be in his rank within the
organization on terminated/promoted in the next period. This probability will be
estimated for a specified time-period.

(iii) Ascertain the economic value of an employee in a specified rank during each
time period.

(iv) The present value of existing employees in each rank is obtained by
multiplying the above three factors and applying an appropriate discount rate.

Jaggi and Lau tried to simplify the process of measuring the value of human
resources by considering a group of employees as basis of valuation. But in the
process they ignored the exceptional qualities of certain skilled employees. The
performance of a group may be seriously affected in the event of exit of a single
individual.

14. (a) As per para 44 of AS 26 “Intangible Assets”, 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 following:

(@) the technical feasibility of completing the intangible asset so that it will be
available for use or sale;

(b) its intention to complete the intangible asset and use or sell it;
(c) its ability to use or sell the intangible asset;

(d) how the intangible asset will generate probable future economic benefits.
Among other things, the enterprise should demonstrate the existence of a
market for the output of the intangible asset or the intangible asset itself or, if it
is to be used internally, the usefulness of the intangible asset;

(e) the availability of adequate technical, financial and other resources to complete
the development and to use or sell the intangible asset; and

(f) its ability to measure the expenditure attributable to the intangible asset during
its development reliably.
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(b) Intangible Asset is an identifiable non-monetary asset without physical substance
held for use in the production or supply of goods or services for rental to other or for

administrative purposes.

Amortization is the systematic allocation of the depreciable amount of an intangible

asset over its useful life.

The depreciable amount of an intangible asset should be allocated on a systematic

basis over the best estimate of its useful life.

Year | No. of cars Amortisation
charge (p.a.)
1 25,000 50,00,000
500,00,000 X 25,000
2,50,000
2 50,000 100,00,000
, 00, 500,00,000 X 50,000
2,50,000
3 75,000 150,00,000
500,00,000 X 75,000
2,50,000
4 1,00,000 200,00,000
00, 00, 500,00,000 % 100,000
2,50,000

The amortization will form part of production cost

15. (a) It should be loans and receivables. In case the entity has the intention to sell the
instrument in the near term, it should be classified as held for trading.

(b)

Type of Contract

Main Pricing-Settlement Variable
(Underlying Variable)

Interest Rate Swap

Equity Swap

Currency Swap (Foreign Exchange Swap)
Commaodity Swap
Equity Forward

Interest rates

Equity prices (equity of another
entity)

Currency rates
Commodity prices

Equity prices (equity of another
entity)
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16. (a) M Ltd.
Segmental Report
Rs. ('000)
Divisions Inter Consolidated
segment Total
A B C Eliminations
Segment Revenue
Sales:
Domestic 60 - - - 60
Export 4,090 200 180 _= 4,470
External Sales 4,150 200 180 - 4,530
Inter-segment Sales 3,050 30 = 3,080 =
Total Revenue 7,200 230 180 3,080 4,530
Segment result (given) 160 20 (8) 172
Head office expenses (96)
Operating profit 76
Interest expense (10)
Profit before tax _66
Other information
Fixed assets 200 40 120 360
Net current assets 120 40 90 250
Segment assets 320 80 210 610
Unallocated corporate assets 98
Segment liabilities 20 10 120 150
Unallocated corporate
liabilities 38
Sales Revenue by Geographical Market
(Rs.’000)
Home | Export Sales | Export to Export to Consolidated
Sales | (by division A)|  Europe America Total
External Sales 60 4,090 200 180 4530

(b) 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
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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:
(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
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 atleast 75%
of total enterprise revenue is included in reportable segments.

On the basis of turnover criteria segments M and N are reportable segments.

On the basis of the result criteria, segments M, N and R are reportable
segments (since their results in absolute amount is 10% or more of Rs.200
lakhs).

On the basis of asset criteria, all segments except R are reportable segments.

Since all the segments are covered in atleast one of the above criteria all segments
have to be reported upon in accordance with Accounting Standard (AS) 17. Hence,
the opinion of chief accountant is wrong.

(a) Alpha Ltd.
Statement relating to staff and community benefits
Social Benefits and Cost to Staff Rs.
A. Social Benefits to Staff
1. |Medical facilities 9,00,000
2. |Training programs 2,05,000
3. |Concessional transport, water supply 2,25,000
4. Leave encashment and leave travel benefits 10,40,000
5. | Educational facilities for children of staff members 4,32,000
6. |Subsidized canteen facilities 2,88,000
Total| 30,90,000

B. Social Costs to Staff
‘ Extra work put in by staff and officers for drought relief 3,70,000
Net Social Benefits to Staff (A - B) 27,20,000
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(b) Major accounting issues involved in environmental accounting can be explained as
follows:

(a)

(b)

(i)

(ii)

Distinction between environmental expenditure and normal business
expenditure:  Many new machines may incorporate state-of-the-art
environmental technology and accordingly, a portion of such capital costs and
also the running and maintenance expenditure may be treated as environment
related expenditure. It is necessary to frame guidelines indicating whether the
reporting entity should properly allocate the capital and revenue expenditures
between environmental expenditure and normal business expenditure.

Capitalization of environmental expenditures vis-a-vis expensing them during
the current accounting period: Environmental protection costs relating to prior
periods and current period are generally very high and if expensed in one year
as and when a reporting entity is persuaded to follow environmental
accounting, the adverse impact in EPS is a major concern. Accordingly many
Western Corporations prefer to capitalise environment costs instead of
immediate expensing and adopt an amortisation policy extending upto 10
years. Although this accounting practice has no theoretical support and rather
contradicts the well established accounting concept of “prudence’, it is
considered as a practical solution to off-load burden of accumulated
environmental costs without abruptly disturbing the cash flows attributable to
the lenders, Government and finally to the shareholders. However, recognition
of environmental costs should not necessarily be restricted to the expenses
accrued in view of the applicable environmental laws. It should be guided by
ethical consideration.

Recognition of environment related contingent liabilities: Environmental
contingent liabilities are a matter of increasing concern throughout the world.
Recognising a liability of hazardous waste remediation frequently depends on
the ability to estimate remediation costs reasonably.

The disclosure requirement with regard to change in accounting estimates as given
in para 16(d) of AS 25 “Interim Financial Statements” is as under:

“the nature and amount of changes in estimates of amounts reported in prior interim
periods of the current financial year or changes in estimates of amounts reported in
prior financial years, if those changes have a material effect in the current interim

period”
Result of the first quarter
ended 31st March, 2010
(Rs. in lakhs)
Turnover 70
Add: Other Income Nil
Total 70
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Less: Change in inventories Nil

Salaries and other cost 20

Administrative and selling expenses 2 22
Profit 48

As per AS 25 on Interim Financial Reporting, the income and expense should be
recognized when they are earned and incurred respectively. As per para 38 of AS
25, the costs should be anticipated or deferred only when

(i) Itis appropriate to anticipate that type of cost at the end of the financial year,
and

(i) Costs are incurred unevenly during the financial year of an enterprise.

Therefore, the argument given by Priyanshi Ltd. relating to deferment of Rs. 10
lakhs is not tenable as expenditures are uniform through out all quarters.

The Institute for Agricultural Research
Statement of Changes in Development Fund

Rs. Rs.

Receipts

Government grants 12,00,000

Private grants 6,00,000

Foreign private grant (in USD 1,00,000) 50,00,000

Transfer from unrestricted fund 2,00,000| 70,00,000
Deductions/Transfers

Cost of land acquired 15,00,000

Furniture purchased 1,00,000| _16,00,000
Balance as at 31.3.2010 54,00,000

20. (a) The term IFRS refers to the International Financial Reporting Standards issued by

International Accounting Standard Board (IASB). IFRS is a set of international
accounting standards stating how particular types of transactions and other events
should be reported in financial statements.

International Financial Reporting Standards (IFRS) are the globally accepted
accounting standards adopted by International Accounting Standard Board (IASB)
earlier known International Accounting Standard Committee (IASC).

IFRSs being principle-based standards have distinct advantage that the
transactions can not be manipulated easily to achieve a particular accounting.

In general, convergence of Accounting Standards (AS) with International Financial
Reporting Standards (IFRS) means to achieve harmony with IFRS. The term
convergence can be considered as “to design and maintain national accounting
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standards in a way that financial statements prepared in accordance with rational
AS are in convergence with IFRS”. IAS | require financial statements to comply with
all requirements of IFRS. This does not mean that IFRS should be adopted word by
word. The local standard setters can add disclosure requirements or can remove
some requirements which do not create non compliance with IFRS. Thus,
convergence with IFRS means adoption of IFRS with exceptions wherever
necessary. Today IFRS is being used in more than 100 countries and it is expected
that by 2014, all major countries will have adopted IFRS to some extent, so it is
imperative that India shall also adopt IFRS to ensure harmony in preparation and
presentation of Financial Statements.

(b)

IAS US GAAPs Indian AS
Definition of [Broad definition of|Fixed assets are|AS 5 covers only
Prior Period|Prior Period items.|carried at historical|{Income and Expenses
Items It includes all the|cost. Only|in the definition of prior
items in the |downward period items.
financial statements |revaluation is
permitted for
impairment.
Exchange
fluctuations on
loans taken for
purchase of fixed
assets are
expensed when
incurred.
Treatment of|Prior Period errors|Reported as a prior |Similar to IFRS.
Prior Period|are to be corrected|period adjustment
Errors retrospectively and |in  current  year
restate the opening |results.
balances of assets,|Comparatives are
liability and equity {not required to
restate.
. (a) (i) Journal Entries
(a) Capitalization of asset
(Rs. in lakhs)
During 2009-10 Debit Credit
Plant and Machinery A/c Dr. 45
Cenvat credit receivable on capital goods Alc 2.5
Cenvat credit deferred Alc 2.5
To Bank A/lc or Y Ltd. 50
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(b) Excise duty on excisable goods produced.

(Rs. in lakhs)
Debit Credit
Excise duty Alc Dr. 2.5

To Cenvat credit receivable on capital goods Alc 2.5
[Being set off available to the extent of 50%]

(i) Value of plant to be recorded in Fixed Asset Register

As per Guidance Note on “Accounting treatment for CENVAT”, fixed assets
have to be capitalized net of refundable amounts.

The plant and machinery will be recorded at Rs. 45 lacs (50 lakhs — 5 lakhs) in
the fixed asset register.

(b) Balance Sheet

Where a company recognizes MAT credit as an asset on the basis of the
considerations specified in the Guidance Note on Accounting for Credit Available in
respect of Minimum Alternate Tax under the Income Tax Act, 1961, the same
should be presented under the head ‘Loans and Advances’ since, there being a
convincing evidence of realization of the asset, it is of the nature of a pre-paid tax
which would be adjusted against the normal income tax during the specified period.
The asset may be reflected as ‘MAT credit entitiement’.

In the year of set-off of credit, the amount of credit availed should be shown as a
deduction from the ‘Provision for Taxation’ on the liabilities side of the balance
sheet. The unavailed amount of MAT credit entitlement, if any, should continue to
be presented under the head ‘Loans and Advances’ if it continues to meet the
considerations stated in paragraph 11 of the Guidance Note.

Profit and Loss Account

According to paragraph 6 of Accounting Standards Interpretation (ASI) ‘Accounting
for Taxes on Income in the context of Section 115JB of the Income-tax Act, 1961’,
issued by the Institute of Chartered Accountants of India, MAT is the current tax.
Accordingly, the tax expense arising on account of payment of MAT should be
charged at the gross amount, in the normal way, to the profit and loss account in the
year of payment of MAT. In the year in which the MAT credit becomes eligible to be
recognized as an asset in accordance with the recommendations contained in this
Guidance Note, the said asset should be created by way of a credit to the profit and
loss account and presented as a separate line item therein.

22. |t should be noted that remaining in service for 3 years and achieving a particular level of
average output are vesting conditions which are not market conditions. Their distribution
of possible outcomes is not taken into account in arriving at a single fair value. However,
since the achieving a particular level of average output affects the exercise price and
thus the fair value per option, the enterprise estimates/re-estimates the most likely
outcome and takes the corresponding fair value as on the grant date.
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Their outcomes are taken into account in estimating/re-estimating the number of
employees and the number of options expected to vest.

Particulars 31.12.09 31.12.10 31.12.11
A Number of employees 250 245 240
expected to  satisfy [300-20-30] | [300-20-25-10] | [300-20-25-15]
vesting conditions [Actuals]
B Expected/Most likely 122 Above 130 112

average annual output
per employee

C Fair value per option as 40 30 50
on grant date, based on
most likely outcome

D Fair value of options 20,00,000 14,70,000 24,00,000
expected to vest (A x C x
200 options per

employee)
E  Cumulative fair value to 6,66,667 9,80,000 24,00,000
be recognized till date [20,00,000x1/3] | [14,70,000x2/3] | [24,00,000x3/3]
F Cumulative fair value 0 6,66,667 9,80,000
already recognized
G  Expense to be 6,66,667 3,13,333 14,20,000
recognized for the period
(E-F)

23. (a) The Company’s accounting policy is not in accordance with AS 7 (Revised)
“Construction Contracts”. Past track record is not the criteria for recognition of
incentive payments receivable for early completion of contract. According to AS 7
(Revised) incentives payments can be included in contract revenue only when

the contract is sufficiently advanced that it is probable that the specified
performance standards will be met or exceeded; and

the amount of the incentive payment can be measured reliably.

The contract is not sufficiently advanced as it is in the first year and its normal time is 4-
5 years. Hence, the recognition criteria are not met and it is inappropriate to include
incentive payments receivable in the current year is part of contract revenue.

(b) According to AS 9 “Revenue Recognition”, when delivery is postponed at buyer’s
request, revenue should be recognized not withstanding that physical delivery has
not been completed so long as there is every expectation that delivery will be made.
However, the item must be on hand, identified and ready for delivery to the buyer at
the time the sale is recognized rather than there being simply an intention to acquire
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or manufacture the goods in time for delivery. Thus, Rs. 54,000 should be excluded
from inventory, and the amount of Rs. 60,000 should be included in sales with
corresponding increase in debtors balance if the above conditions are fulfilled.

Induga Ltd. (Venturer) should not recognize its share of loss arising to joint venture
from the purchase of asset from the jointly controlled entity until the asset is sold to
third party provided recoverable amount of asset is not less than 24 lakhs.

As per AS 12 ‘Accounting for Government Grants’, Government grants sometimes
become refundable because certain conditions are not fulfilled. A government grant that
becomes refundable is treated as an extraordinary item as per AS 5 “Net Profit or Loss
for the Period, Prior Period Items and Changes in Accounting Polices”. The amount
refundable in respect of a government grant related to revenue is applied first against
any unamortized deferred credit remaining in respect of the grant. To the extent that the
amount refundable exceeds any such deferred credit, or where no deferred credit exists,
the amount is charged immediately to profit and loss statement. In the present case, the
amount of refund of government grant should be shown in the profit & loss account of
the company as an extraordinary item during the year 2009-10

The actual return is computed as follows:

Amount (Rs.)
Fair value of plan assets (beginning of year) 4,000
Add: Employer Contribution 500
Add: Actual Return ?
Less: Benefit Payments _ 400
Fair value of plan assets (end of year) 5,000

The following formula may be used to derive the actual return:

Actual return = Fair value of asset (end of year) — fair value of assets (beginning of
the year) — employer contributions + benefit payments

Actual return = Rs. 5,000 — Rs. 4,000 — Rs. 500 + Rs. 400 = Rs. 900
(1)

Computation of actual borrowing costs incurred during the year

Sources Loan amount | Interest | Interest

(Rs. in | rate amount (Rs.

lakhs) in lakhs)
Bank Loan 65.00 10% 6.50
9% Debentures 125.00 9% 11.25
Term Loan from Corporation Bank 100.00 10% 10.00
Term Loan from State Bank of India 110.00 11.5% 12.65
Total 400.00 40.40
Specific Borrowings included in above 190.00 17.75
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(2) Weighted Average Capitalization Rate for General Borrowings =
Total Interest — Interest on Specific borrowings
Total Borrowings — Specific borrowings

- (0401778 _ 5 651910 — 10.79% (approx.)
(400 - 190)

(3) Capitalization of Borrowing Costs under AS 16 will be as under:

Plant Borrowing | Loan Interest | Interest | Cost of Asset
Amount | Rate Amount

P General 100 | 10.79% 10.79 110.79

Q Specific 65 | 10.00% 6.50 | 71.50
General 60 10.79 6.47 | 66.47 | 137.97

R Specific 125 | 9.00% 11.25 | 136.25
General _50 10.79 539 | 55.39 | 191.64
Total 400 40.40 440.40

Note: The amount of borrowing costs capitalized should not exceed the actual
interest cost.

25. (a) In this case, the probability of winning first 10 cases is 60% and for remaining five
cases is 50%. In other words, probability of losing the cases is 40% and 50%
respectively. According to AS 29 ‘Provisions, Contingent Liabilities and Contingent
Assets’, we make a provision if the loss is probable. As the loss does not appear to
be probable and the probability or possibility of an outflow of resources embodying
economic benefits is not remote rather there is reasonable possibility of loss,
therefore disclosure by way of note of contingent liability. Amount may be calculated
as under:

Expected loss in first ten cases = [Rs. 50,000 x 0.3 + Rs. 1,00,000 x 0.1] x 10
= [Rs. 15,000 + 10,000] x 10
= Rs. 25,000 x 10 = Rs. 2,50,000
Expected loss in remaining five cases = [Rs. 60,000 x 0.3 + Rs. 1,00,000 x 0.2] x 5
=[Rs. 18,000 + Rs. 20,000] x 5
= Rs. 38,000 x 5 = Rs.1,90,000

Total contingent liability = Rs. 2,50,000 + Rs.1,90,000
= Rs. 4,40,000.
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(b) Calculation of theoretical ex-rights fair value per share

(12,00,000 shares xRs.24)+(6,00,000 shares x18)
12,00,000 shares + 6,00,000 shares
2,88,00,000 +1,08,00,000 29
18,00,000 shares
Calculation of adjustment factor
Fair value per share immediately prior to right issue _ 24

= =1.091
theortical ex-right fair value per share 22
Calculation of EPS for the year ended 31.3.2009
EPS originally reported - 4000000 _ Rs. 3.33
12,00,000
EPS restated for rights issue = 4000000 __ 40,00,000 Rs. 3.05

12,00,000%x1.091  13,09,200

Calculation of EPS (including effects of right issue) for the year ended
31.3.2010

54,00,000 3 54,00,000 _ 954,00,000 _ 377
(12,00,000%1.091x 9/12)+(18,00,000x 3/12)  9,81,900+4,50,000  14,31,900

(¢) According to para 10 of AS 18 on Related Party Disclosures, parties 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 significant 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 relative as at the closing date i.e. on
31.3.2010.

(d) As per para 24 of AS 2 “Valuation of Inventories”, 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 sold at or
above cost. However, when there has been a decline in the price of materials and it
is estimated that the cost of the finished products will exceed net realizable value,
the materials are written down to net realizable value. In such circumstances, the
replacement cost of the materials may be the best available measure of their net
realizable value.

()  When selling price of the finished product is Rs.175, the raw material should
be valued at Rs.75 per kg because the selling price of the finished product is
less than Rs.225 (i.e. 100 + 125) per kg.

(i) When selling price of the finished product is Rs.235, the raw material should
be valued at Rs.100 per kg because the selling price of the finished product is
not less than Rs.225 (i.e. 100 + 125) per kg.
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APPENDIX - |

LIST OF INSTITUTE’S PUBLICATIONS RELEVANT FOR NOVEMBER, 2010 EXAMINATION

The following List of Institute’s Publications is relevant for the forthcoming examination i.e.
November, 2010. Students may kindly take it into consideration while preparing for the
examination.

Final Examination
Paper 1 : Advanced Accounting

. Statements and Standards

1.
2.

Framework for the Preparation and Presentation of Financial Statements
Accounting Standards (including limited revisions) — AS 1 to AS 32*.

Il. Guidance Notes on Accounting Aspects

1. Guidance Note on Treatment of Reserves created on Revaluation of Fixed Assets.

2. Guidance Note on Accrual Basis of Accounting.

3. Guidance Note on Accounting Treatment for Excise Duty.

4.  Guidance Note on Accounting for Depreciation in Companies.

5. Guidance Note on Availability of Revaluation Reserve for Issue of Bonus Shares.

6. Guidance Note on Accounting Treatment for MODVAT/CENVAT.

7. Guidance Note on Accounting for Corporate Dividend Tax.

8.  Guidance Note on Accounting for Employee Share-based Payments.

9. Guidance Note on Accounting for Credit Available in respect of Minimum Alternate
Tax under the Income Tax Act, 1961.

10. Guidance Note on Measurement of Income Tax for Interim Financial Reporting in
the context of AS 25

11. Guidance Note on Applicability of Accounting Standard (AS) 20, Earnings Per Share.

12. Guidance Note on Remuneration paid to key management personnel — whether a
related party transaction.

13. Guidance Note on Applicability of AS 25 to Interim Financial Results.

14. Guidance Note on Turnover in case of Contractors.

*Note

1. Students are expected to have thorough knowledge of the Accounting Standards (AS
1 to AS 29) and Guidance Notes on various aspects issued by ICAL As far as AS 30,
31 and 32 are concemed, in view of the complexities involved, the questions involving
conceptual issues (not involving application issues) may be asked. Since a separate
topic of Financial Instruments’ is included in the curriculum, simple practical
problems based on AS 30, 31 and 32 may be asked.

2. Official Announcements and Notifications (in relation to syllabus) issued till 30t

April, 2010 will be applicable for November, 2010 examination.
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APPENDIX - Il
Companies (Accounting Standards) Amendment Rules, 2009 - Amendments in Annexure
NOTIFICATION NO. G.S.R.225 (E)
DATED 31-3-2009

In exercise of the powers conferred by clause (a) of sub-section (1) of section 642 read with sub-section (1)
of section 21A and sub-section (3C) of section 211 of the Companies Act, 1956 (1 of 1956), the Central
Government in consultation with the National Advisory Committee on Accounting Standards, hereby makes
the following rules to amended the Companies (Accounting Standards) Rules, 2006, namely:-

1. (1) These rules may be called the Companies (Accounting Standards) Amendment Rules, 2009.
(2) They shall come into force on the date of their publication in the Official Gazette.

2. In the Companies (Accounting Standard) Rules, 2006, in the Annexure, under the heading “B.
ACCOUNTING STANDARDS”, in the sub-heading “Accounting Standard (AS) 11" relating to “The
Effects of Changes in Foreign Exchange Rates”, after paragraph 45, the following shall be inserted,
namely:-

“46. In respect of accounting periods commencing on or after 7t December, 2006 and ending on or before
31st March, 2011, at the option of the enterprise (such option to be irrevocable and to be exercised
retrospectively for such accounting period, from the date this transitional provision comes into force or the
first date on which the concerned foreign currency monetary item is acquired, whichever is later and applied
to all such foreign currency monetary items), 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, insofar as they relate to the acquisition of a depreciable capital
asset, can be added to or deducted from the cost of the asset and shall be depreciated over the balance life
of the asset, and in other cases, 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 but not beyond 31st March, 2011, by recognition as income or expense in each of
such periods, with the exception of exchange differences dealt with in accordance with paragraph 15. For the
purposes of exercise of this option, an asset or liability shall be designated as a long-term foreign currency
monetary item, if the asset or liability is expressed in a foreign currency and has a term of 12 months or more
at the date of origination of the asset or liability. Any difference pertaining to accounting periods which
commenced on or after 7t December, 2006, previously recognized in the profit and loss account before the
exercise of the option shall be reversed insofar as it relates to the acquisition of a depreciable capital asset
by addition or deduction from the cost of the asset and in other cases by transfer to “Foreign Currency
Monetary ltem Translation Difference Account” in both cases, by debit or credit, as the case may be, to the
general reserve. If the option stated in this paragraph is exercised, disclosure shall be made of the fact of
such exercise of such option and of the amount remaining to be amortized in the financial statements of the
period in which such option is exercised and in every subsequent period so long as any exchange difference
remains unamortized.”
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APPENDIX - IIl
GN(A) 24 (Issued 2006)

GUIDANCE NOTE ON MEASUREMENT OF INCOME TAX EXPENSE FOR
INTERIM FINANCIAL REPORTING IN THE CONTEXT OF AS 25

(The following is the text of the Guidance Note on Measurement of Income-tax Expense for
Interim Financial Reporting in the context of AS 25, issued by the Council of the Institute of
Chartered Accountants of India.)

1.

Accounting Standard (AS) 25, ‘Interim Financial Reporting’, issued by the Council of the
Institute of Chartered Accountants of India (ICAl), prescribes the minimum content of an
interim financial report and the principles for recognition and measurement in complete or
condensed financial statements for an interim period. AS 25 became mandatory in respect of
accounting periods commencing on or after 1st April, 2002. In accordance with the Accounting
Standards Interpretation (ASI) 27, ‘Applicability of AS 25 to Interim Financial Results’, the
recognition and measurement principles laid down in AS 25 should be applied for recognition
and measurement of items contained in the interim financial results presented under Clause
41 of the Listing Agreement entered into between stock exchanges and the listed enterprises.
This Guidance Note deals with the measurement of income tax expense for the purpose of
inclusion in the interim financial reports.

The general principles for recognition and measurement have been laid down in AS 25 as
below:

“27. An enterprise should apply the same accounting policies in its interim financial
statements as are applied in its annual financial statements, except for accounting
policy changes made after the date of the most recent annual financial statements that
are to be reflected in the next annual financial statements. However, the frequency of
an enterprise’s reporting (annual, half-yearly, or quarterly) should not affect the
measurement of its annual results. To achieve that objective, measurements for
interim reporting purposes should be made on a year-to-date basis.

28. Requiring that an enterprise apply the same accounting policies in its interim financial
statements as in its annual financial statements may seem to suggest that interim period
measurements are made as if each interim period stands alone as an independent reporting
period. However, by providing that the frequency of an enterprise’s reporting should not affect
the measurement of its annual results, paragraph 27 acknowledges that an interim period is a
part of a financial year. Year-to-date measurements may involve changes in estimates of
amounts reported in prior interim periods of the current financial year. But the principles for
recognising assets, liabilities, income, and expenses for interim periods are the same as in
annual financial statements.”

3. Paragraph 29(c) of AS 25 illustrates the application of the general principles for recognition

and measurement of tax expense in interim periods, as below:

50

© The Institute of Chartered Accountants of India



PAPER -1 : ADVANCED ACCOUNTING

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 full financial
year. Amounts accrued for income tax expense in one interim period may have to be
adjusted in a subsequent interim period of that financial year if the estimate of the
annual income tax rate changes.”

4. Appendix 3 to AS 25 illustrates the general recognition and measurement principles for the
preparation of interim financial reports. Paragraphs 8 to 16 of the Appendix provide guidance
on the computation of income-tax expense for the interim period, which are reproduced in
Appendix A to this Guidance Note for ready reference. Paragraph 8 of the Appendix states as

below:

“8. Interim period income tax expense is accrued using the tax rate that would be applicable
to expected total annual earnings, that is, the estimated average annual effective income tax
rate applied to the pre-tax income of the interim period.”

5. The various steps involved in the measurement of income tax expense for the purpose of
interim financial reports are as below:

(7

(i)

An enterprise will first have to estimate its annual accounting income. For this
purpose, an enterprise would have to take into account all probable events and
transactions that are expected to occur during the financial year. Such an estimate
would involve, e.g., estimating on prudent basis, the depreciation on expected
expenditure on acquisiton of fixed assets, profits from sale of fixed
assets/investments, etc. Such future events and transactions should be taken into
account only if there is a reasonable certainty that the same would take place during
the financial year.

The enterprise should next estimate its tax liability for the financial year. For this
purpose, the enterprise will have to estimate taxable income for the year. By applying
the enacted or the substantively enacted tax rate on the taxable income, an estimate
of the current tax for the year is arrived at. The estimates of tax liability would have to
be based on the estimated deductions, allowances, etc., that would be available to
the enterprise, provided there is a reasonable certainty for the same. The enterprise
would also have to estimate the deferred tax assets/liabilities by applying the
principles of Accounting Standard (AS) 22, ‘Accounting for Taxes on Income’, issued
by the Institute of Chartered Accountants of India. Special considerations may have
to be applied in certain cases as below:

(@) Where brought forward losses exist from the previous financial year (when
deferred tax asset was not recognised on considerations of prudence as per AS
22). In such a situation, for estimating the current tax liability, the brought
forward losses would have to be deducted from the estimated annual accounting
income as explained in paragraph 16 of Appendix 3 to AS 25 (reproduced in
Appendix A to this Guidance Note). Since such carried forward losses will get
set-off during the year, these would not have any tax consequence in future
periods.
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(b) Where brought forward losses exist (when deferred tax asset was recognised on
the considerations of prudence as per AS 22): In such a situation, current tax
would be computed in the same manner as explained in (a) above. However, in
the determination of deferred tax, the tax expense arising from the reversal of
the deferred tax asset recognised previously, to the extent of reversal of deferred
tax asset in the current year, would also be considered.

(iii) The enterprise would now have to calculate the weighted average annual effective
tax rate. This tax rate would be determined by dividing the estimated tax expense as
arrived at step (i) above by the estimated annual accounting income as arrived at
step (i) above.  Where different tax rates are applicable to different portions of the
estimated annual accounting income, e.g., normal tax rate and a different tax rate for
capital gains, the weighted average annual effective tax rate would have to be
calculated separately for such portions of estimated annual accounting income.

(iv) The weighted average annual effective tax rate arrived at step (iii) would be applied
to the accounting income for the interim period for determining the income tax
expense to be recognised in the interim financial reports.

6.  Accounting for interim period income-tax expense as suggested above is based on the
approach prescribed in AS 25 that the interim period is part of the whole accounting year
(often referred to as the ‘integral approach’) and, therefore, the said expense should be
worked out on the basis of the estimated weighted average annual effective income-tax rate.
According to this approach, the said rate is determined on the basis of the taxable income
for the whole year, and applied to the accounting income for the interim period in order to
determine the amount of tax expense for that interim period. This is in contrast to accounting
for certain other expenses such as depreciation which is based on the approach prescribed
in AS 25 that the interim period should be considered on stand-alone basis (often referred to
as the ‘discrete approach’) because expenses such as depreciation are worked out on the
basis of the period for which a fixed asset was available for use. The aforesaid treatments
are, however, consistent with the requirement contained in paragraph 27 of AS 25 that an
enterprise should apply the same accounting policies in its interim financial statements as
are applied in its annual financial statements.

7. Appendix B contains examples of computing weighted average annual effective tax rate.

Appendix A
EXTRACTS FROM APPENDIX 3 TO ACCOUNTING STANDARD (AS) 25,

INTERIM FINANCIAL REPORTING
Measuring Income Tax Expense for Interim Period

8. Interim period income tax expense is accrued using the tax rate that would be applicable to
expected total annual earnings, that is, the estimated average annual effective income tax rate
applied to the pre-tax income of the interim period.

9. This is consistent with the basic concept set out in paragraph 27 that the same accounting
recognition and measurement principles should be applied in an interim financial report as are
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applied in annual financial statements. Income taxes are assessed on an annual basis.
Therefore, interim period income tax expense is calculated by applying, to an interim period's
pre-tax income, the tax rate that would be applicable to expected total annual earnings, that is,
the estimated average effective annual income tax rate. That estimated average annual
income tax rate would reflect the tax rate structure expected to be applicable to the full year's
earnings including enacted or substantively enacted changes in the income tax rates
scheduled to take effect later in the financial year. The estimated average annual income tax
rate would be re-estimated on a year-to-date basis, consistent with paragraph 27 of this
Statement. Paragraph 16(d) requires disclosure of a significant change in estimate.

10. To the extent practicable, a separate estimated average annual effective income tax rate is
determined for each governing taxation law and applied individually to the interim period pre-tax
income under such laws. Similarly, if different income tax rates apply to different categories of
income (such as capital gains or income earned in particular industries), to the extent practicable a
separate rate is applied to each individual category of interim period pre-tax income. While that
degree of precision is desirable, it may not be achievable in all cases, and a weighted average of
rates across such governing taxation laws or across categories of income is used if it is a
reasonable approximation of the effect of using more specific rates.

11. As illustration, an enterprise reports quarterly, earns Rs. 150 lakhs pre-tax profit in the first
quarter but expects to incur losses of Rs 50 lakhs in each of the three remaining quarters (thus
having zero income for the year), and is governed by taxation laws according to which its estimated
average annual income tax rate is expected to be 35 per cent. The following table shows the
amount of income tax expense that is reported in each quarter:

(Amount in Rs. lakhs)

1st 2nd 3rd 4th
Quarter Quarter Quarter Quarter Annual

Tax Expense 525 (17.5) (175  (17.5) 0

Difference in Financial Reporting Year and Tax Year

12. If the financial reporting year and the income tax year differ, income tax expense for the
interim periods of that financial reporting year is measured using separate weighted average
estimated effective tax rates for each of the income tax years applied to the portion of pre-tax
income earned in each of those income tax years.

13. To illustrate, an enterprise's financial reporting year ends 30 September and it reports
quarterly. Its year as per taxation laws ends 31 March. For the financial year that begins 1
October, Year 1 ends 30 September of Year 2, the enterprise earns Rs 100 lakhs pre-tax each
quarter. The estimated weighted average annual income tax rate is 30 per centin Year 1 and
40 per centin Year 2.
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(Amount in Rs. lakhs)

Quarter Quarter Quarter Quarter Year
Ending Ending Ending Ending Ending
31Dec. 31 Mar. 30June 30 Sep. 30 Sep.
Year1 Year1 Year2 Year2 Year2

Tax Expense 30 30 40 40 140

Tax Deductions/Exemptions

14. Tax statutes may provide deductions/exemptions in computation of income for determining
tax payable. Anticipated tax benefits of this type for the full year are generally reflected in
computing the estimated annual effective income tax rate, because these deductions/exemptions
are calculated on an annual basis under the usual provisions of tax statutes. On the other hand,
tax benefits that relate to a one-time event are recognised in computing income tax expense in
that interim period, in the same way that special tax rates applicable to particular categories of
income are not blended into a single effective annual tax rate.

Tax Loss Carry forwards

15. A deferred tax asset should be recognised in respect of carry forward tax losses to the extent
that it is virtually certain, supported by convincing evidence, that future taxable income will be
available against which the deferred tax assets can be realised. The criteria are to be applied at
the end of each interim period and, if they are met, the effect of the tax loss carry forward is
reflected in the computation of the estimated average annual effective income tax rate.

16. To illustrate, an enterprise that reports quarterly has an operating loss carryforward of Rs
100 lakhs for income tax purposes at the start of the current financial year for which a deferred
tax asset has not been recognised. The enterprise earns Rs 100 lakhs in the first quarter of
the current year and expects to earn Rs 100 lakhs in each of the three remaining quarters.
Excluding the loss carryforward, the estimated average annual income tax rate is expected to
be 40 per cent. The estimated payment of the annual tax on Rs. 400 lakhs of earnings for the
current year would be Rs. 120 lakhs {(Rs. 400 lakhs - Rs. 100 lakhs) x 40%}. Considering the
loss carryforward, the estimated average annual effective income tax rate would be 30% {(Rs.
120 lakhs/Rs. 400 lakhs) x 100}. This average annual effective income tax rate would be
applied to earnings of each quarter. Accordingly, tax expense would be as follows:

(Amount in Rs. lakhs)

1st 2nd 3rd 4th
Quarter Quarter Quarter Quarter  Annual

Tax Expense 30.00 30.00 30.00  30.00 120.00
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Examples of Computation of Weighted Average Annual Effective Tax Rate

Appendix B

Example 1: When deferred tax asset was not recognised for carried forward losses from

earlier accounting periods.

Quarter
/

Quarter
I

Quarter
1]

Quarter
\Y)

Total

Rs.

Rs.

Rs.

Rs.

Estimated Pre-tax Income (after
considering estimated depreciation
on the probable acquisition of fixed
assets during the year)

175

(25)

50

175

Carried forward losses from earlier
accounting periods, the deferred
tax asset in respect of which was
not recognised as it did not meet
the requirements of prudence laid
down in AS 22. During this year, in
view of the expected taxable
income, this loss is expected to be
set off thereagainst. Therefore, it
will not have any tax effect on
future periods.

(25)

Additional estimated depreciation
as per tax laws as compared to the
accounting  depreciation  after
considering  depreciaton  on
probable capital expenditure on
acquisition of fixed assets during
the year.

Estimated taxable income on which
tax payable.

100

Applicable tax rate (say)

30%

Estimated current tax expense for
the year.

30

Estimated deferred tax expense for
the year (50x30/100)

15
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Weighted Average Annual Effective 30 _
Tax Rate (current tax) 175 x100=17.14%

Weighted Average Annual Effective 15 )
Tax Rate (deferred tax)_ 775" 100 =8.57%

Tax expense for the interim period

Current tax (4.29) 30| (4.29 8.57 29.99
Deferred tax 2.14 15 2.14 4.29 15.01
Total (6.43) 45| (6.43)| 12.86 45.00

(@) The above calculation needs to be done for every interim period for which recognition and
measurement of tax expense is required.

(b) It is presumed that there are no other differences between accounting income and taxable
income.

Example 2:  When deferred tax asset was recognised for carried forward losses from earlier
accounting periods.

Quarter | Quarter | Quarter | Quarter Total
| I 1l \Y,

Rs. Rs. Rs. Rs. Rs.

Estimated Pre-tax Income (after | (25) 175 (25) 50 175
considering estimated depreciation
on the probable acquisition of fixed
assets during the year)

Carried forward losses from earlier (25)
accounting periods, the deferred
tax asset in respect of which was
recognised on the basis of
considerations of AS 22. During
this year, in view of the expected
taxable income, this loss is
expected to be set off
thereagainst.  This will result in
reversal of the deferred tax asset
in the current year.

Additional estimated depreciation (50)
as per tax laws as compared to the
accounting  depreciation  after
considering  depreciation  on
probable capital expenditure on
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acquisition of fixed assets during
the year.

Estimated taxable income on 100
which tax payable.

Applicable tax rate (say) 30%
Estimated current tax expense for 30

the year.

Estimated deferred tax expense for 225

the year:

(i) Defered tax liability on account
of timing difference in depreciation
(50x30/100) 15

(i) Reversal of deferred tax asset
(25x30/100) 75

Weighted Average Annual
Effective Tax Rate (Current tax)

ﬂx100=17.14%
175

Weighted Average Annual
Effective Tax Rate (Deferred tax)

ﬁX‘IOO=‘I2.86%
175

Tax expense for the interim period
Current tax
Deferred tax
Total

(4.29)
3.21
(7.50)

30.0
225
925

(4.29)
3.21
(7.50)

8.57
6.43
15.00

29.99
22.51
52.50

(@) The above calculation needs to be done for every interim period for which recognition and

measurement of tax expense is required.

(b) Itis presumed that there are no other differences between accounting income and taxable

income.

Example 3:  When progressive rates of tax are applicable

Under the Indian tax system, the tax rates for corporates and firms are not progressive (i.e., based
on levels of income), but are flat rates. Therefore, the tax rate to be applied in the interim period
would be the normal rate applicable to the entity. However, the calculation of weighted average
annual effective tax rate can be illustrated as below where the tax rates are progressive:

Rs.1 lakh

Estimated annual income
Assumed Tax Rates:
On first Rs. 40,000 30%
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On the balance income  40%
Tax expense: 30% of Rs. 40,000 + 40% of Rs. 60,000 = Rs. 36,000

36,000
~1,00,000

Weighted average annual effective tax rate = x 100 = 36%

Supposing the estimated income of each quarter is Rs. 25,000, the tax expense of Rs. 9,000
(36% of Rs. 25,000) would be recognised in each of the quarterly financial reports.

Example 4:When different rates of tax are applicable to different portions of the estimated annual
accounting income (refer parab(iii))

Estimated annual income Rs. 1 lakh
(inclusive of Estimated Capital Gains (earned in Quarter 1) Rs. 20,000
Assumed Tax Rates:

On Capital Gains 10%

On other income:

First Rs. 40,000 30%

Balance income 40%

Assuming there is no difference between the estimated taxable income and the estimated
accounting income,

Tax Expense:

On Capital Gains portion of annual income:

10% of Rs. 20,000 Rs. 2,000
On other income: 30% of Rs. 40,000 + 40% of Rs.40,000 Rs.28,000
Total: Rs.30,000

Weighted Average Annual Effective Tax Rate:
2,000

On Capital Gains portion of annual income: x 100 = 10%
On other income: 28000 x 100 = 35%
80,000
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Supposing the estimated income of each quarter is Rs.25,000, when income of Rs.25,000 for
2 Quarter includes capital gains of Rs.20,000, the tax expense for each quarter will be
calculated as below:

Income Tax Expense
Quarter Rs. 25,000 35% of Rs. 25,000 = Rs. 8,750
Quarter Il Capital Gains:  Rs. 20,000 10% of Rs. 20,000 = Rs. 2,000
Other: Rs. 5,000 35% of Rs.5,000= Rs. 1,750 Rs.12,500
Quarter Il1: Rs. 25,000 35% of Rs. 25,000 = Rs. 8,750
Quarter IV: Rs. 25,000 35% of Rs. 25,000 = Rs. 8,750
Total tax expense for the year Rs. 30,000

GUIDANCE NOTE ON REMUNERATION PAID TO KEY MANAGEMENT PERSONNEL -
WHETHER A RELATED PARTY TRANSACTION'

(The following is the text of the ‘Guidance Note on Remuneration paid to key management
personnel — whether a related party transaction’ issued by the Council of the Institute of
Chartered Accountants of India. Pursuant to the issuance of this Guidance Note, Accounting
Standards Interpretation (ASI) 23, ‘Remuneration paid to key management personnel —
whether a related party transaction (Re. AS 18)’, stands withdrawn.)

Introduction

1. This Guidance Note deals with the issue whether remuneration paid to key management
personnel is a related party transaction. Another related issue dealt by this Guidance
Note is whether remuneration paid to non-executive directors on the Board of Directors is
a related party transaction.

2. Accounting Standard (AS) 18, Related Party Disclosures, defines “related party
transaction” as “a transfer of resources or obligations between related parties,
regardless of whether or not a price is charged.” Further, paragraph 24 of AS 18
provides as under:

“The following are examples of the related party transactions in respect of which
disclosures may be made by a reporting enterprise:

e  purchases or sales of goods (finished or unfinished);

" This Guidance Note was earlier issued as Accounting Standards Interpretation (ASI) 23,
‘Remuneration paid to key management personnel - whether a related party transaction (Re. AS
18)’ by the Institute of Chartered Accountants of India (ICAI). While the Accounting Standards
notified by the Central Government under the Companies (Accounting Standards) Rules, 2006,
have incorporated the ‘Consensus’ part of various ASIs issued by the ICAI, ASI 23 has not been
so incorporated as it was felt that it is primarily clarificatory in nature. The Council of the ICAI,
has accordingly, decided to withdraw ASI 23, and issue the same as a Guidance Note as it
provides appropriate guidance on the subject.
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e  purchases or sales of fixed assets;

e rendering or receiving of services;

e  agency arrangements;

e leasing or hire purchase arrangements;

o transfer of research and development;

e licence agreements;

e finance (including loans and equity contributions in cash or in kind);
e guarantees and collaterals; and

e  management contracts including for deputation of employees.”

3. As per the definition of the expression ‘related party transaction’, the transaction should
be between related parties to qualify as a related party transaction. Since key
management personnel are related parties under AS 18, remuneration paid to key
management personnel is a related party transaction requiring disclosures under AS 18.
Further, in case non-executive directors on the Board of Directors are not related parties,
remuneration paid to them is not considered a related party transaction.

Recommendation

Remuneration paid to key management personnel should be considered as a related party
transaction requiring disclosures under AS 18. In case non-executive directors on the Board of
Directors are not related parties, remuneration paid to them should not be considered a
related party transaction.

GUIDANCE NOTE ON APPLICABILITY OF ACCOUNTING STANDARD (AS) 20, EARNINGS
PER SHARE'

(The following is the text of the ‘Guidance Note on the Applicability of Accounting Standard
(AS) 20, Earnings Per Share’, issued by the Council of the Institute of Chartered Accountants
of India. Pursuant to the issuance of this Guidance Note, Accounting Standards Interpretation
(ASI) 12 — ‘Applicability of AS 20 (Re. AS 20)’, stands withdrawn.)

Introduction

1. This Guidance Note deals with the issue whether companies which are required to give
information under Part IV of Schedule VI to the Companies Act, 1956, should calculate and
disclose earnings per share in accordance with Accounting Standard (AS) 20, Earnings Per Share.

2. AS 20 came into effect in respect of accounting periods commencing on or after 1-4-2001

! This Guidance Note was earlier issued as Accounting Standards Interpretation (ASI) 12, ‘Applicability of
AS 20 (Re. AS 20)’ by the Institute of Chartered Accountants of India (ICAI). While the Accounting
Standards notified by the Central Government under the Companies (Accounting Standards) Rules, 2006,
have incorporated the ‘Consensus’ part of various ASIs issued by the ICAI, ASI 12 has not been so
incorporated as it was felt that it is primarily clarificatory in nature. The Council of the ICAI, has
accordingly, decided to withdraw ASI 12, and issue the same as a Guidance Note as it provides appropriate
guidance on the subject.
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and is mandatory in nature, from that date, in respect of enterprises whose equity shares
or potential equity shares are listed on a recognised stock exchange in India. AS 20
does not mandate an enterprise, which has neither equity shares nor potential equity
shares which are so listed, to calculate and disclose earnings per share, but, if that
enterprise discloses earnings per share for complying with the requirements of any
statute or otherwise, it should calculate and disclose earnings per share in accordance
with AS 20.

Recommendation

3. Since Part IV of Schedule VI to the Companies Act, 1956, requires, among other things,
disclosure of earnings per share, every company which provides information under Part
IV of Schedule VI to the Companies Act, 1956, should calculate and disclose earnings
per share in accordance with AS 20, whether or not its equity shares or potential equity
shares are listed on a recognised stock exchange in India.

GUIDANCE NOTE ON APPLICABILITY OF AS 25 TO INTERIM FINANCIAL RESULTS

(The following is the text of the ‘Guidance Note on Applicability of AS 25 to Interim Financial
Results’, issued by the Council of the Institute of Chartered Accountants of India. Pursuant to
the issuance of this Guidance Note, Accounting Standards Interpretation (ASI) 27 -
‘Applicability of AS 25 to Interim Financial Results (Re. AS 25)’, stands withdrawn.)

Introduction

1. This Guidance Note deals with the issue whether Accounting Standard (AS) 25, Interim
Financial Reporting, is applicable to interim financial results presented by an enterprise
pursuant to the requirements of a statute/regulator, for example, quarterly financial
results presented under Clause 41 of the Listing Agreement entered into between Stock
Exchanges and the listed enterprises.

2. Accounting Standard (AS) 25, Interim Financial Reporting, issued by the Council of the
Institute of Chartered Accountants of India, came into effect in respect of accounting
periods commencing on or after 1-4-2002. If any enterprise is required or elects to
prepare and present an interim financial report, it should comply with this Standard
(applicability paragraph).

3. AS 25 further provides as follows:

“1. This Statement does not mandate which enterprises should be required to
present interim financial reports, how frequently, or how soon after the end of

! This Guidance Note was earlier issued as Accounting Standards Interpretation (ASI) 27, ‘Applicability of
AS 25 to Interim Financial Results (Re. AS 25)’ by the Institute of Chartered Accountants of India (ICAI).
While the Accounting Standards notified by the Central Government under the Companies (Accounting
Standards) Rules, 2006, have incorporated the ‘Consensus’ part of various ASIs issued by ICAI, ASI 27 has
not been so incorporated as it was felt that it was not relevant to the requirements of the Companies Act,
1956. The Council of the ICAI, accordingly, has decided to withdraw ASI 27 and issue the same as a
Guidance Note as it provides appropriate guidance on the subject.
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an interim period. If an enterprise is required or elects to prepare and present
an interim financial report, it should comply with this Statement.

2. A statute governing an enterprise or a regulator may require an enterprise to prepare
and present certain information at an interim date which may be different in form
and/or content as required by this Statement. In such a case, the recognition and
measurement principles as laid down in this Statement are applied in respect of
such information, unless otherwise specified in the statute or by the regulator.”

“4. The following terms are used in this Statement with the meanings specified:

Interim financial report means a financial report containing either a complete set of
financial statements or a set of condensed financial statements (as described in
this Statement) for an interim period.”

Recommendation

4. The presentation and disclosure requirements contained in AS 25 should be applied only
if an enterprise prepares and presents an ‘interim financial report’ as defined in AS 25.
Accordingly, presentation and disclosure requirements contained in AS 25 are not
required to be applied in respect of interim financial results (which do not meet the
definition of ‘interim financial report’ as per AS 25) presented by an enterprise. For
example, quarterly financial results presented under Clause 41 of the Listing Agreement
entered into between Stock Exchanges and the listed enterprises do not meet the
definition of ‘interim financial report’ as per AS 25. However, the recognition and
measurement principles laid down in AS 25 should be applied for recognition and
measurement of items contained in such interim financial results.

GUIDANCE NOTE ON TURNOVER IN CASE OF CONTRACTORS'

(The following is the text of the ‘Guidance Note on Turnover in case of Contractors’, issued by
the Council of the Institute of Chartered Accountants of India. Pursuant to the issuance of this
Guidance Note, Accounting Standards Interpretation (ASl) 29 — ‘Turnover in case of
Contractors (Re. AS 7)’, stands withdrawn.)

Introduction

1. This Guidance Note deals with the issue whether the revenue recognised in the financial
statements of contractors as per the requirements of Accounting Standard (AS) 7,
Construction Contracts (revised 2002), can be considered as ‘turnover'.

! This Guidance Note was earlier issued as Accounting Standards Interpretation (ASI) 29, ‘Turnover in case of
Contractors (Re. AS 7)’ by the Institute of Chartered Accountants of India (ICAI). While the Accounting
Standards notified by the Central Government under the Companies (Accounting Standards) Rules, 2006, have
incorporated the ‘Consensus’ part of various ASIs issued by the ICAI, ASI 29 has not been so incorporated as it
was felt that it is primarily clarificatory in nature. The Council of the ICAI, has accordingly, decided to
withdraw ASI 29, and issue the same as a Guidance Note as it provides appropriate guidance on the subject.
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2. AS 7 (revised 2002) deals, inter alia, with revenue recognition in respect of construction
contracts in the financial statements of contractors. It requires recognition of revenue by
reference to the stage of completion of a contract (referred to as ‘percentage of
completion method’). This method results in reporting of revenue which can be attributed
to the proportion of work completed. Under this method, contract revenue is recognised
as revenue in the statement of profit and loss in the accounting period in which the work
is performed.

3. The paragraph dealing with the ‘Objective’ of AS 7 (revised 2002) provides as follows:
“Objective

The objective of this Statement is to prescribe the accounting treatment of revenue and
costs associated with construction contracts. Because of the nature of the activity
undertaken in construction contracts, the date at which the contract activity is entered
into and the date when the activity is completed usually fall into different accounting
periods. Therefore, the primary issue in accounting for construction contracts is the
allocation of contract revenue and contract costs to the accounting periods in which
construction work is performed. This Statement uses the recognition criteria established
in the Framework for the Preparation and Presentation of Financial Statements to
determine when contract revenue and contract costs should be recognised as revenue
and expenses in the statement of profit and loss. It also provides practical guidance on
the application of these criteria.”

From the above, it may be noted that AS 7 (revised 2002) deals, inter alia, with the
allocation of contract revenue to the accounting periods in which construction work is
performed.

4.  Further, paragraphs 21 and 31 of AS 7 (revised 2002) provide as follows:

“21. When the outcome of a construction contract can be estimated reliably,
contract revenue and contract costs associated with the construction contract
should be recognised as revenue and expenses respectively by reference to the
stage of completion of the contract activity at the reporting date. An expected loss
on the construction contract should be recognised as an expense immediately in
accordance with paragraph 35.”

“31. When the outcome of a construction contract cannot be estimated reliably:

(a) revenue should be recognised only to the extent of contract costs incurred of
which recovery is probable; and

(b) contract costs should be recognised as an expense in the period in
which they are incurred.

An expected loss on the construction contract should be recognised as an
expense immediately in accordance with paragraph 35.”

From the above, it may be noted that the recognition of revenue as per AS 7 (revised
2002) may be inclusive of profit (as per paragraph 21 reproduced above) or exclusive of
profit (as per paragraph 31 reproduced above) depending on whether the outcome of the
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construction contract can be estimated reliably or not. When the outcome of the
construction contract can be estimated reliably, the revenue is recognised inclusive of
profit and when the same cannot be estimated reliably, it is recognised exclusive of
profit. However, in either case it is considered as revenue as per AS 7 (revised 2002).

5.  ‘Revenue’ is a wider term. For example, within the meaning of Accounting Standard (AS)
9, Revenue Recognition, the term ‘revenue’ includes revenue from sales transactions,
rendering of services and from the use by others of enterprise resources yielding interest,
royalties and dividends. The term ‘turnover’ is used in relation to the source of revenue
that arises from the principal revenue generating activity of an enterprise. In case of a
contractor, the construction activity is its principal revenue generating activity. Hence, the
revenue recognised in the statement of profit and loss of a contractor in accordance with
the principles laid down in AS 7 (revised 2002), by whatever nomenclature described in
the financial statements, is considered as ‘turnover’.

Recommendation

6. The amount of contract revenue recognised as revenue in the statement of profit and
loss as per the requirements of AS 7 (revised 2002), should be considered as ‘turnover’.

kkkkkkkkkk
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