1.

PAPER - 1 : ADVANCED ACCOUNTING
QUESTIONS

The following balances are extracted from the books of Surya Ltd., a real estate company, on

31st March, 2006:
Dr. Cr.
(Rs.’000)
Sales 2,760
Purchases of materials 1,218
Share capital fully paid 100
Land purchased in the year as stock 73
Leasehold premises 42
Creditors 463
Debtors 735
Directors’ salaries 39
Wages 111
Work in progress on 01.04.2005 210
Sub-contractors’ cost 894
Equipment, Fixtures and Fittings at cost on
01.04.2005 264
Stock on 01.04.2005 59
Profit and Loss Account, Credit Balance on
01.04.2005 128
Secured Loan 112
Bank Overdraft 105
Interest on Loan and Overdraft 22
Depreciation on Equipment on 01.04.2005 164
Administration Expenses 147
Office Salaries __ 18 -
3,832 3,832

You also obtain the following information:

(@)

(b)

On 31st March, 2006, stock on hand including the land acquired during the year, is valued at
Rs. 1,42,000. Work in progress at that date is valued at Rs. 1,40,000.

On 1st October, 2005 the company moved to new premises. The premises are on a 12
years lease and the lease premium paid amounted to Rs. 42,000. The company used sub-
contract labour of Rs. 40,000 and materials at cost of Rs. 38,000 in the refurbishment of the
premises. These are to be considered as part of the cost of leasehold premises.

A review of the debtors reveals specific doubtful debts of Rs. 35,000 and the directors wish
to provide for these together with a general provision based on 2% of the balance.

Depreciation on equipment, fixtures and fittings is provided at 15% on the written down
value.

Surya Ltd. sued Bright Ltd. for supplying defective materials which has been written off as
valueless. The Directors are confident that Bright Ltd. will agree for a settlement of
Rs. 50,000.

The directors propose a dividend of 25%.



() Rs. 20,000 is to be provided as audit fee.

(h) The company will provide 10% of the pre-tax profit as bonus to employees in the accounts
before charging the bonus.

() Income tax to be provided at 50% of the profits.
You are required:

() to prepare the company'’s financial statements for the year ended 31st March, 2006 as near
as possible to proper form of company final accounts; and

(i) to prepare a set of Notes to accounts including significant accounting policies.
Notes:  Workings should form part of your answer.

Previous year figures can be ignored.

Figures are to be rounded off to nearest thousands.

Given below is the Balance Sheet of LMN Ltd. as on 31.12.2006 at which date the company was
taken over by PQR Ltd.

Liabilities Rs. in’000s  Assets Rs. in '000s
Share Capital Sundry fixed assets 80,00
Equity Shares 70,00  Sundry current assets 42,00
Preference shares 12,00
12% Debentures 25,00
Sundry Creditors 15,00

122,00 122,00

Decided that sundry fixed assets of LMN Ltd. will be taken over at a valuation of Rs. 102,00
thousand. 8% preference shareholders of LMN Ltd. are to be discharged by issuing 8%
preference shares of the transferee company to the extent of 50% and the balance in cash.
Claims of the equity shareholders to be discharged by issuing equity shares of the transferee
company to the extent of 60% and the balance in cash. The transferee company will issue
preference shares at par but equity shares of Rs. 10 each at a premium of 20%

The Balance Sheets of Big Ltd. and Small Ltd. as on 31.03.2005 were as follows:
Balance Sheet as on 31.03.2005

Big Ltd. Small Ltd. Big Ltd. Small
Ltd.
(Rs.) (Rs.) (Rs.) (Rs.)
Equity Share Capital 8,00,000  3,00,000 Building 2,00,000 1,00,000
(Rs. 10 each)
10% Preference Share Machinery 5,00,000  3,00,000
Capital (Rs. 100 each) — 2,00,000  Fyrniture 1,00,000 60,000
General reserve 3,00,000 1,00,000 Investment:
Profit and Loss Account 2,00,000 1,00,000 6,000
shares of 60,000 _
Small Ltd.
Creditors 2,00,000 3,00,000 Stock 1,50,000  1,90,000
Debtors 3,50,000 2,50,000
Cash and
Bank 90,000 70,000
Preliminary
Expenses 50,000 30,000

15,00,000 10,00,000 15,00,000 10,00,000




Big Ltd. has taken over the entire undertaking of Small Ltd. on 30.09.2005, on which date the
position of current assets except Cash and Bank balances and Current Liabilities were as under:

Big Ltd. Small Ltd.

(Rs.) (Rs.)
Stock 1,20,000 1,50,000
Debtors 3,80,000 2,50,000
Creditors 1,80,000 2,10,000

Profits earned for the half year ended on 30.09.2005 after charging depreciation at 5% on
building, 15% on machinery and 10% on furniture, are:

Big Ltd. Rs. 1,02,500
Small Ltd. Rs. 54,000

On 30.08.2005 both Companies have declared 15% dividend for 2004-2005.

Goodwill of Small Ltd. has been valued at Rs. 50,000 and other Fixed assets at 10% above their
book values on 31.03.2005. Preference shareholders of Small Ltd. are to be allotted 10%
Preference Shares of Big Ltd. and equity shareholders of Small Ltd. are to receive requisite
number of equity shares of Big Ltd. valued at Rs. 15 per share in satisfaction of their claims.

Show the Balance Sheet of Big Ltd. as of 30.09.2005 assuming absorption is through by that
date.

X Ltd. purchases its raw materials from Y Ltd. and sells goods to Z Ltd. In order to ensure regular
supply of raw materials and patronage for finished goods, X Ltd. through its wholly owned
subsidiary, X Investments Ltd. acquires on 31st December, 2006, 51% of equity capital of Y Ltd.
for Rs. 15 crores and 76% of equity capital of Z Ltd. for Rs.30 crores. X Investments Ltd. was
floated by X Ltd. in 2000 from which date it was wholly owned by X Ltd.

The following are the Balance Sheets of the four companies as on 31st December, 2006:

X Ltd. X Y Ltd. Z Ltd.
Investments
Ltd.
(Rs. in crores) Rs. Rs. Rs. Rs.
Share Capital:
Equity (Fully paid) Rs. 10 each 25 5 10 15
Reserves and Surplus 75 100 20 25 15 25 20 35
Loan Funds:
Secured 15 - 5 20
Unsecured 10 25 50 50 10 15 15 35
Total Sources 125 75 40 70
Fixed Assets:
Cost 60 - 15 30
Less: Depreciation 35 25 - - 1 8 17 13
Investments at cost in fully
paid Equity Shares of:
X Investments Ltd. 5 - - -
Y Ltd. - 15 - -
Z Ltd. - 30 - -

Other Companies



(Market Value Rs. 116 Cr.) - 29 - -

Net Current Assets:

Current Assets 105 1 96 200

Current Liabilities 10 9% - 1 64 32 143 57
125 75 40 70

There are no inter-company transactions outstanding between the companies.

You are asked to prepare consolidated balance sheet as at 31st December, 2006 in vertical form.
Show your workings.

From the following Profit and Loss Account of Kalyani Ltd., prepare a Gross Value Added
Statement. Show also the reconciliation between Gross Value Added and Profit before Taxation.

Profit and Loss Account for the year ended 31st March, 2005

Income Notes Amount
(Rs. in lakhs) (Rs. in lakhs)

Sales 206.42
Other Income _10.20
216.62

Expenditure

Production and Operational Expenses 1 166.57

Administration Expenses 2 6.12

Interest and Other Charges 3 8.00

Depreciation 5.69 186.38

Profit before Taxes 30.24

Provision for taxes ~3.00

27.24

Investment Allowance Reserve Written Back 0.46

Balance as per Last Balance Sheet _1.35

29.05

Transferred to:

General Reserve 24.30

Proposed Dividend _3.00 27.30

Surplus Carried to Balance Sheet 175

29.05

Notes:

(1) Production and Operational Expenses (Rs. in lakhs)
Increase in Stock 30.50
Consumption of Raw Materials 80.57
Consumption of Stores 5.30
Salaries, Wages, Bonus and Other Benefits 12.80
Cess and Local Taxes 3.20
Other Manufacturing Expenses _34.20

166.57
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to directors Rs. 2.20 lakhs and Provision for doubtful debts Rs. 2.50 lakhs.

(3) Interest and Other Charges: (Rs. in lakhs)
On Fixed Loans from Financial Institutions 3.90
Debentures 1.80
On Working Capital Loans from Bank 2.30

8.00

Yogesh Ltd. showed the following performance over 5 years ended 31st March, 2007:

Year *Net profit before tax Prior period Remarks
Ended 31st March adjustment
Rs. Rs.
2003 4,00,000 ) 1,00,000 Relating to 2001-2002

2004 3,50,000 ) 2,50,000 Relating equally to
2001-2002 and 2002-2003
2005 6,50,000 (+) 1,50,000 Relating to 2003-2004
2006 5,50,000 ) 1,75,000 Relating to 2003-2004
2007 6,00,000 ) 1,00,000 Relating to 2003-2004
+) 25,000 Relating to 2005-2006

*Net profit before tax is after debiting or crediting the figures of loss (=) or gains (+) mentioned
under the columns for prior period adjustments.

The net worth of the business as per the balance sheet of 31st March, 2002 is Rs. 6,00,000
backed by 10,000 fully paid equity shares of Rs. 10 each. Reserves and surplus constitute the
balance net worth. Yogesh Ltd. has not declared any dividend till date.

You are asked to value equity shares on:

(@) Yield basis as on 31.3.2007 : Assuming:
(i) 40% rate of tax
(i) anticipated after tax yield of 20%.

(i) differential weightage of 1 to 5 being given for the five years starting on 1.4.2002 for the
actual profits of the respective years.

(b) Net asset basis as per corrected balance sheets for each of the six years ended 31.3.2007.
Looking to the performance of the company over the 5 years period, would you invest in the
company?

Devine Public Health Hospital runs only an intensive care unit. For this purpose, it has hired a
building at a rent of Rs. 10,000 per month. The unit has undertaken to bear the cost of repairs
and maintenance charges.

The unit consisted of 50 beds and 5 more beds can be safely accommodated, when the situation
demands at a charge of Rs. 5 per bed per day.

During the year 2006-07, it revealed that only for 120 days in the year, the unit had full capacity of
50 patients per day and for another 80 days, it had on an average 40 beds only occupied per day.
The total hire charges for the extra beds incurred for the whole year amount to Rs. 4,000.

Expert doctors from outstation were engaged and the fees were paid on the basis of the number
of patients attended and time spent by them and on an average, it worked out to Rs. 20,000 per
month in 2006-07. The other expenses for the year were as under:

Permanent staff

4 Supervisors, each at a salary of Rs. 500 per month
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8 Nurses, each at a salary of Rs. 300 per month
4 Ward boys, each at a salary of Rs. 150 per month
Repairs and maintenance Rs. 7,200

Cost of food supplied to patients Rs. 88,000
Laundry charges Rs. 56,000
Medicine supplied Rs. 70,000

Cost of Oxygen X-Ray other than directly borne for treatment of patienets Rs. 1,08,000
Janitor and other services for them Rs. 25,000
Administration charges allotted to the unit Rs. 99,100

The unit has recovered an overall amount of Rs. 100 per day on an average from each patient.
The cost of Janitor and other services is variable as it is related to number of patient-days.

Prepare a Revenue Statement for the year 2006-07 and indicate the profit per patient day made
by the unit.

Pass Journal entries for the next year, if the unit receives (a) donated medicines and medicinal
supplies of Rs. 25,000 and (b) medicine expenses of Rs. 85,000 for the year includes Rs. 5,000
donated supplies.

Omega Co. provides you with the following information:

Equity Rs. 100 lakhs
8% Secured Loans Rs. 20 lakhs
10% Unsecured Loans Rs. 30 lakhs
Profit after tax Rs. 15,83,000
Rate of Tax 40%
Normal Bank Rate 12%

You are required to calculate EVA for Omega Co.

ABC Finance Ltd. is a non-banking finance company. The extracts of its balance sheet are given
below:

Liabilities Amount  Assets Amount
Paid up equity share capital 100 Leased out Assets 800
Free Reserves 500 Investment: In shares of subsidiaries and
Loans 400 group companies 100
Deposits 400 In debentures of subsidiaries
and group companies 100
Cash and Bank balances 200
__ Deferred Expenditure _ 200
1400 1400

You are required to compute Tier — | Capital of ABC Finance Ltd. according to NBFC Prudential
Norms (RBI) Directions 1998.

Nidhi Finance Ltd. is a non-banking finance company. It makes available to you the costs and
market price of various investments held by it.
(Rs. in lakhs)
Cost Market price
Equity Shares:
Scrip A 40.00 40.80



Scrip B 21.00 16.00
Scrip C 40.00 24.00
Scrip D 40.00 80.00
Scrip E 60.00 70.00
201.00 230.80
Mutual Funds

MF; 26.00 16.00
MF, 20.00 14.00
MFs _4.00 _6.00
50.00 36.00

Government Securities
GV 40.00 44.00
GV; 50.00 48.00
90.00 92.00

(1)
(i

Can the company adjust depreciation of a particular item of investment within a category?
What should be the value of investments?

11. Write short notes on:

(@)
(b)
12. (a)
(b)

Jaggi and Lau model of valuation on group basis of Human Resources.
Opportunity cost (HRA).
What do you mean by the term ‘Merchant Banker'?

Describe the capital adequacy requirements for merchant bankers specified by SEBI (Merchant
Bankers) Regulations, 1992.

13. What books of account and records are required to be maintained by stock brokers?

14. Explain the procedure for recognizing the difference between forward rate and exchange rate on
the date of transaction in a forward contract.

15. “The content of corporate social report is essentially based on social objectives.” Discuss in brief.

16. What is economic value added and how is it calculated? Discuss.

17. Explain derivatives and their characteristics in brief

18. Describe the concept of environmental accounting.

19. (a)

(b)

What do you mean by restricted funds and unrestricted funds as found in the books of
account of not-for-profit organizations?

Distinguish between mandatory transfers and non-mandatory transfers made by a college in
its books of account.

20. Differentiate between Indian Accounting Standards and International Accounting Standards on the
issue of revenue recognition.

Problems based on Accounting Standards and Guidance Notes

21. (a)
(b)

Discuss the Advantages and disadvantages of setting of Accounting Standards in brief.

Explain the difference between direct and indirect methods of reporting cash flows from
operating activities with reference to Accounting Standard 3( AS 3) revised.

Describe Events Occurring after the Balance Sheet Date and their disclosure requirements.

Explain Provisions contained in the Accounting Standard in respect of Revaluation of fixed
assets.

Describe the factors for determination of “Reportable Segments” as per AS-17.



22.

23.

24.

25.

(f)  Briefly describe the disclosure requirements for related party transactions as per Accounting
Standard 18.

While executing a new project, the company had to pay Rs. 50 lakhs to the State Government as
part of the cost of roads built by the State Government in the vicinity of the project for the purpose
of carrying machinery and materials to the project site. The road so built is the property of the
State Government. Advise the company on the following item while from the view point of
finalisation of accounts.

A factory went into commercial production on 1st April, 2006. It uses as its raw materials product
X on which excise duty of Rs. 30 per Kg. is paid and product Y on which excise duty of Rs. 20 per
kg. is paid. On 31st March, 2006 it had stock of 20,000 kgs. of X and 15,000 kgs. of Y which it
had purchased at an all inclusive price of Rs. 150 per kg. for X and Rs. 120 per kg. for Y. The
suppliers of X and Yare to receive payment on 15th May, 2006.

During April 2006, the factory manufactured 40,000 units of the end product for which the
consumption of material X was 60,000 kgs. and material Y was 45,000 kgs. The excise duty on
the end product is Rs. 60 per unit. 30,000 units of the end product were dispatched, 8,000 units
were kept in warehouse and balance 2,000 kgs. were kept in finished goods godown.

During the month the factory purchased 50,000 kgs. of X at Rs. 145 per kg. (inclusive of excise
duty of Rs. 30 per kg.) on credit of 60 days and 50,000 kgs. of Y at Rs. 110 per kg. (inclusive of
excise duty of Rs. 20 per kg.) on credit of 45 days.

The cost of "converting" the raw materials into finished product amounts to Rs. 150 per unit of end
product of which Rs. 100 is "cash cost" paid immediately and Rs. 50 represents non-cash charge
for depreciation. There is no work in process.

Sales are effected at Rs. 750 per unit in respect of credit transactions and at Rs. 700 per unit in
respect of cash transactions. 20% of despatches were in respect of cash transactions while the
balance 80% were in respect of credit transactions (one month credit).

You are required to:

(@) Calculate modvat credit available, modvat credit availed of and balance in modvat credit as
on 30th April, 2006.

(b) Value the inventory of:
(i)  raw material
(i) finished goods in warehouse

A Company has its share capital divided into shares of Rs. 10 each. On 1st April, 2004 it granted
10,000 employees’ stock options at Rs. 40, when the market price was Rs. 130. The options
were to be exercised between 16th December, 2004 and 15th March, 2005. The employees
exercised their options for 9,500 shares only; the remaining options lapsed. The company closes
its books on 31st March every year.

Show Journal Entries.

Ergo Industries Ltd. gives the following estimates of cash flows relating to fixed asset on
31-12-2005. The discount rate is 15%.

Year Cash Flow (Rs. In lakhs)
2006 4000

2007 6000

2008 6000

2009 8000

2010 4000
Residual value at the end of 2010 =  Rs. 1000 lakhs

Fixed Asset purchased on 1-1-2003=  Rs. 40,000 lakhs
Useful life = 8years
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27.

Net selling price on 31-12-2010 =  Rs. 20,000 lakhs
Calculate on 31-12-2005:

(@) Carrying amount at the end of 2005

(b) Value in use on 31-12-2005

() Recoverable amount on 31-12-2005

(d) Impairment loss to be recognized for the year ended 31-12-2005
(e) Revised carrying amount

(f) Depreciation charge for 2006

A Ltd. a UK based company entered into a joint venture with B Ltd. in India, wherein B Ltd. will
sell import the goods manufactured by A Ltd. on account of joint venture and sell them in India. A
Ltd. and B Ltd. agreed to share the expenses & revenues in the ratio of 5:4 respectively whereas
profits are distributed equally. A Ltd. invested 49% of total capital but has equal share in all the
assets and is equally liable for all the liabilities of the joint venture. Following is the trail balance of
the joint venture at the end of the first year:

Particulars Dr. (Rs.) Cr.(Rs.)
Purchases 9,00,000
Other Expenses 3,06,000
Sales 13,05,000
Fixed Assets 6,00,000
Current Assets 2,00,000
Unsecured Loans 2,00,000
Current Liabilities 1,00,000
Capital 4,01,000

Closing stock was valued at Rs. 1,00,000.
You are required to prepare the Consolidated Financial Statement.

Wise Corp. is dealing in seasonal products. The quarterly sales pattern of the product is given
below:

Quarter | I I v
Ending 31st March 30th June 30th September 31st December
15% 15% 50% 25%

For the First quarter ending 31st March, 2005, Wise Corp. gives you the following information:

Rs. crores
Sales 50
Salary and other expenses 30
Advertisement expenses (routine) 02
Administrative and selling expenses 08

While preparing interim financial report for the first quarter, the company wants to defer Rs. 21
crores 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 result of first quarter as per AS 25 and comment on the company’s view.
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29.

30.

3L

32.

33.

34.
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A Ltd. acquired 45% of B Ltd. shares on April 01, 2005, the price paid was Rs. 15,00,000.
Following are the extract of balance sheet of B Ltd.:

Paid up Equity Share Capital Rs. 10,00,000
Securities Premium Rs. 1,00,000
Reserve & Surplus Rs. 5,00,000

B Ltd. has reported net profits of Rs. 3,00,000 and paid dividends of Rs. 1,00,000. Calculate the
amount at which the investment in B Ltd. should be shown in the consolidated balance sheet of A
Ltd. as on March 31, 2006.

From the following details of A Ltd. for the year ended 31-03-2006, calculate the deferred tax
asset/ liability as per AS 22

Particulars Rs.
Accounting Profit 6,00,000
Book Profit as per MAT 3,50,000
Profit as per Income Tax Act 60,000
Tax rate 20%
MAT rate 7.50%

An unquoted long term investment is carried in the books at a cost of Rs. 2 lakhs. The published
accounts of the unlisted company received in May, 2006 showed that the company was incurring
cash losses with declining market share and the long term investment may not fetch more than
Rs. 20,000. How will you deal with this in preparing the financial statements of R Ltd. for the year
ended 31st March, 200672

Omega Limited belongs to the engineering industry. The company received an actuarial valuation
for the first time for its pension scheme which revealed a surplus of Rs. 6 lakhs. It wants to
spread the same over the next 2 years by reducing the annual contribution to Rs. 2 lakhs instead
of Rs. 5 lakhs. The average remaining life of the employees is estimated to be 6 years. You are
required to advise the company on the following items from the viewpoint of finalisation of
accounts, taking note of the mandatory accounting standards.

Particulars Amount (Rs.)
Expenditure incurred till 31-03-2006 7,00,000
Interest cost capitalized for the financial year 2005-06 30,000
Amount borrowed till 31-03-06 4,00,000
Amount transferred to construction during 2006-07 2,00,000
Cash payment during 2006-07 1,00,000
Progress payment received 5,00,000
New borrowing during 2006-07 @ 15% 3,00,000

Calculate the amount of borrowing to be capitalized.

X Ltd. sold goods to its associate Company for the 1st quarter ending 30.6.2006. After that, the
related party relationship ceased to exist. However, goods were supplied as was supplied to any
other ordinary customer. Decide whether transactions of the entire year has to be disclosed as related
party transaction.

Net profit for the current year Rs. 1,00,00,000
No. of equity shares outstanding 50,00,000
Basic earnings per share Rs. 2.00
No. of 12% convertible debentures of Rs. 100 each 1,00,000
Each debenture is convertible into 10 equity shares

Interest expense for the current year Rs. 12,00,000
Tax relating to interest expense (30%) Rs. 3,60,000

Compute Diluted Earnings Per Share.
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Mr. X set up a new factory in the backward area and purchased plant for Rs. 500 lakhs for the
purpose. Purchases were entitled for the CENVAT credit of Rs. 10 lakhs and also Government
agreed to extend the 25% subsidy for backward area development. Determine the depreciable
value for the asset.

B undertook a contract for Rs. 15,00,000 on an arrangement that 80% of the value of work done
as certified by the architect of the contractee, should be paid immediately and that the remaining
20% be retained until the contract was completed.

In 2005, the amounts expended were Rs. 3,60,000; the work was certified for Rs. 3,00,000 and
80% of this was paid as agreed. It was estimated that future expenditure to complete the contract
would be Rs. 10,00,000

In 2006, the amounts expended were Rs. 4,75,000. Three-fourths of the contract was certified as
done by December 31st and 80% of this was received accordingly. It was estimated that future
expenditure to complete the contract would be Rs. 4,00,000

In 2007, the amounts expended were Rs. 3,10,000 and on June 30t the whole contract was
completed.

Show how the contract revenue would be recognised in the profit & loss account for each year.

The Board of Directors decided on 31.3.2006 to increase the sale price of certain items
retrospectively from 1st January, 2006. In view of this price revision with effect from 1st January
2006, the company has to receive Rs. 15 lakhs from its customers in respect of sales made from
1st January, 2006to 31st March, 2006 and the Accountant cannot make up his mind whether to
include Rs. 15 lakhs in the sales for 2005-2006.

On March 01, 2007, X Ltd. purchased Rs. 5 lakhs worth of land for a factory site. Company
demolished an old building on the property and sold the material for Rs. 10,000. Company
incurred additional cost and realized salvaged proceeds during the March 2007 as follows:

Legal fees for purchase contract and recording ownership Rs. 25,000
Title guarantee insurance Rs. 10,000
Cost for demolition of building Rs. 50,000

Compute the balance to be shown in the land account on March 31, 2007 balance sheet.

A Ltd. purchased fixed assets costing Rs. 3,000 lakhs on 1.1.2006 and the same was fully
financed by foreign currency loan (U.S. Dollars) payable in three annual equal instalments.
Exchange rates were 1 Dollar = Rs. 40.00 and Rs. 42.50 as on 1.1.2006 and 31.12.2006
respectively. First instalment was paid on 31.12.2006. The entire difference in foreign exchange
has been capitalized.

You are required to state, how these transactions would be accounted for.

A Ltd.has sold its building for Rs. 50 lakhs to B Ltd. and has also given the possession to B Ltd.
The book value of the building is Rs. 30 Lakhs. As on 31st March, 2006, the documentation and
legal formalities are pending. The company has not recorded the sale and has shown the amount
received as advance. Do you agree with this treatment?

The closing inventory at cost of a company amounted to Rs. 2,84,700. The following items were
included at cost in the total:

(@) 400 coats, which had cost Rs. 80 each and normally sold for Rs. 150 each. Owing to a
defect in manufacture, they were all sold after the balance sheet date at 50% of their normal
price. Selling expenses amounted to 5% of the proceeds.

(b) 800 skirts, which had cost Rs. 20 each. These too were found to be defective. Remedial
work in April cost Rs. 5 per skirt, and selling expenses for the batch totaled Rs. 800. They
were sold for Rs. 28 each.

What should the inventory value be according to AS 2 after considering the above items?
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A Limited Company closed its accounting year on 30.6.2006 and the accounts for that period
were considered and approved by the board of directors on 20th August, 2006. The company was
engaged in laying pipe line for an oil company deep beneath the earth. While doing the boring
work on 1.9.2006 it had met a rocky surface for which it was estimated that there would be an
extra cost to the tune of Rs. 80 lakhs. You are required to state with reasons, how the event
would be dealt with in the financial statements for the year ended 30.6.2006.

While preparing its final accounts for the year ended 31st March, 2007, Rainbow Limited created
a provision for Bad and Doubtful debts are 2% on trade debtors. A few weeks later the company
found that payments from some of the major debtors were not forthcoming. Consequently the
company decided to increase the provision by 10% on the debtors as on 31st March, 2007 as the
accounts were still open awaiting approval of the Board of Directors. Is this to be considered as
an extra-ordinary item or prior period item ? Comment.

A Limited company charged depreciation on its assets on the basis of W.D.V. method from the
date of assets coming to use till date amounts to Rs. 32.23 lakhs. Now the company decides to
switch over to Straight Line method of providing for depreciation. The amount of depreciation
computed on the basis of S.L.M. from the date of assets coming to use till the date of change of
method amounts to Rs. 20 lakhs.

Discuss as per AS-6, when such changes in method of can be adopted by the company and what
would be the accounting treatment and disclosure requirement.

SUGGESTED ANSWERS/HINTS

Surya Ltd.
Balance Sheet as at 31st March, 2006
(Rs. in thousands)
I SOURCES OF FUNDS
(1) Shareholders’ funds:

(@) Capital 100

(b) Reserves and surplus 189 289
(2) Loan funds:

(@) Secured loans 112

(b)  Unsecured loans - 112

TOTAL 401

I APPLICATION OF FUNDS
(1) Fixed assets:

(@) Gross block 384
(b) Less: Depreciation 184
()  Net block 200
(d) Capital work in progress - 200

(2) Investments -
(3) Current assets, loans and advances:
(@) Inventories 282
(b)  Sundry debtors 686
() Cash and bank balances -
(d)  Other current assets -
(e) Loans and advances =
968
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Less: Current Liabilities and Provisions:
(@) Liabilities
(b)  Provisions

Net current assets
(4) Miscellaneous expenditure
(to the extent not written off or adjusted)
TOTAL
Contingent Liabilities

Profit and Loss Account
for the year ended 31st March, 2006

INCOME
Sales
EXPENDITURE

Manufacturing Expenses 2,205
Other Expenses 297

Interest
Depreciation on Fixed Assets
Profit before Taxation
Provision for Tax
Net Profit
Balance brought forward from previous year
Profit Available for Appropriation
Appropriations

Proposed Equity Dividend

Amount transferred to General Reserve*
Balance Carried Forward

568
179
767

201

401
Nil

(Rs. in thousands)

2,760

2,544
216
130
86
128
214

34

180

NOTES ON ACCOUNTS FOR THE YEAR ENDED 31ST MARCH, 2006

1. Accounting Policies: The Accounts have been prepared primarily on the historical cost
convention. The significant accounting policies followed by the Company are stated below:;

(@) Fixed Assets: Fixed assets are shown at cost less depreciation. Cost comprises the

purchase price and other attributable expenses.

(b) Depreciation on Fixed Assets: Depreciation on equipment, fixtures and fittings has

been provided on written down value method at 15% per annum.

Lease-hold

premises/improvements are being amortised over the lease period.

(c) Inventories: Inventories are valued at the lower of historical cost or the net realizable

value.

* As per Companies (Transfer of Profits to Reserves) Rules, the amount to be transferred to the reserves shall not be
less than 10% of the current profits since proposed dividend exceeds 20% of the paid up capital. In this answer, it has
been assumed that Rs. 9,000 have been transferred to General Reserve. The students may transfer any amount

based on a suitable percentage not less than 10%.
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2. Other Matters:

(@) The cost of leasehold premises includes the cost of refurbishment to the extent of
Rs. 78,000 (Materials Rs. 38,000 + Labour Rs. 40,000).

(o) Bright Ltd. has been sued for supplying defective materials. Settlement of Rs. 50,000
is hopeful however it has not been recognized in the accounts as it represents
contingent gain.

Working Notes:
(Rs. in thousands)

(1) Manufacturing Expenses
Stocks at Commencement:

Opening Stock 59
Opening Work-in-progress 210 269
Purchases of Materials (1,218 - 38) 1,180
Purchase of Land 73
Wages 111
Sub-contractors’ cost (894 - 40) _ 854
2,487
Less: Stocks at close:
Closing Stock 142
Closing Work-in-progress 140 _ 282
2,205
(2) Other Expenses
Administration Expenses 147
Office Salaries 18
Directors’ Salaries 39
Provision for Doubtful Debts [35 + 2% of (735 — 35)] 49
Audit Fees 20
Bonus (See Working Note 3) 24
297
(3) Bonus
Sales 2,760
Less: Manufacturing Expenses 2,205
Other Expenses (excluding bonus) 273
Depreciation 20
Interest 22 2,520
Pre-tax Profit _240
Bonus (10%) 24

(4) Fixed Assets
(@ Gross block
Equipment, Fixtures and Fittings 264
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Leasehold Premises (42 + 40 + 38) **

(b) Depreciation
Equipment, Fixtures and Fittings
ason 1.4.2005 164
For the year [15% on (264 — 164)] 15
Cost of Leasehold Premises written off**
[(42 + 40 + 38) x 1/12 x 1/2]

(5) Provision for Taxation
Profit as per Profit and Loss Account
Add : Provision for doubtful debts 49
Cost of Leasehold premises written off 5
Depreciation on equipment, fixtures and fittings 15

Less: Depreciation under Income-tax Act

Provision for Tax (@ 50%)

(It has been assumed that depreciation calculated under
Income-tax Act amounts to Rs. 25,000)

(6) Current Liabilities
(@) Sundry creditors
(o) Bank overdraft
(c) Audit fees

(7) Provisions
(@) Provision for taxation
(o) Proposed dividend
(c) Provision for bonus

2. Purchase Consideration:

Value of assets taken over
Sundry fixed assets
Sundry current assets

Less: Sundry liabilities taken over:
Purchase Consideration

Rs. in '000s

102,00

42,00
144,00
_40,00
104,00

120
384

260
130

463
105
20
588

130
25
24

179

** According to AS 19 ‘Leases’ (issued in 2001), the leases are classified as finance lease and operating lease. A
lease is classified as a finance lease if it transfers substantially all the risks and rewards incident to ownership. An
operating lease is a lease other than finance lease. At the inception of lese, assets under finance lease are capitalized
in the books of the lessee with the corresponding liability of lease obligations as against the operating lease wherein
lease payments are recognized as an expense in the profit and loss account on a systematic basis (i.e. straight line)
over the lease term without capitalizing the asset. The person (lessor/lessee) presenting the leased asset in his

balance sheet should also consider the additional requirements of AS 6 and AS 10.
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To be discharged by:
Preference shares
Equity shares

Cash

Number of shares to be issued:

(1) Preference shares of Rs. 10 each

Rs. 600 thousand
Rs.10

Balance of purchase consideration ('000 Rs.)
104,00 - 12,00 = 92,00
60% thereof = 55,20
(2) Equity shares of Rs. 10 each at a premium of Rs. 2

=60 thousand

Rs. 55,20 thousand

= 460 thousand
Rs.12
Balance Sheet of Big Ltd.
as at 30th September, 2005
Liabilities Amount  Assets
(Rs.)

SHARE CAPITAL FIXED ASSETS
1,09,600 Equity shares of Building
Rs.10 each 10,96,000 Less: Depreciation
10% Preference shares 2,00,000
(Of the above shares, 29,600 Add: Taken over
equity shares and all Machinery
preference shares are allotted Less: Depreciation
as fully paid-up for
consideration  other than
cash)
RESERVES AND SURPLUS Add: Taken over
Capital Reserve 1,000
Securities Premium Account 1,48,000 Furniture
General Reserve 3,00,000 Less: Depreciation
Profit and Loss Account 1,91,500
SECURED LOANS - Add: Taken over
UNSECURED LOANS -
CURRENT LIABILITIES AND INVESTMENTS
PROVISIONS
Sundry Creditors 3,90,000 CURRENT ASSETS,

LOANS AND ADVANCES

Current Assets
Stock
Sundry Debtors

6,00
55,20
42,80

104,00

2,00,000
5,000
1,95,000
1,07,500
5,00,000
37,500
4,62,500

3,07,500

1,00,000
5,000
95,000
63,000

Amount
(Rs)

3,02,500

7,70,000

1,58,000

2,70,000
6,30,000



17

Cash and Bank 1,46,000

MISCELLANEOUS
EXPENDITURE

(to the extent not
written off or adjusted)

Preliminary Expenses 50,000
23,26,500 23,26,500
Working Notes:
1. Ascertainment of Cash and Bank Balances as on 30th September, 2005
Balance Sheets as at 30th September, 2005

Liabilities Big Ltd. Small Assets Big Ltd. Small Ltd.
Ltd.
(Rs.) (Rs.) (Rs.) (Rs.)
Equity Share Capital ~ 8,00,000  3,00,000 Building** 1,95,000 97,500
10% Preference Machinery** 4,62,500 2,77,500
Share Capital — 2,00,000
General reserve 3,00,000 1,00,000 Furniture** 95,000 57,000
Profit and Loss 1,91,500 89,000 Investment 60,000 —
Account*
Creditors 1,80,000 2,10,000 Stock 1,20,000  1,50,000
Debtors 3,80,000 2,50,000
Cash and Bank 1,09,000 37,000
(Balancing
figure)
Preliminary
Expenses 50,000 30,000
14,71,500  8,99,000 14,71,500  8,99,000

*Balance of Profit and Loss Account on 30th September, 2005.
Big Ltd. Small Ltd.

(Rs.) (Rs.)
Net profit (for the first half) 1,02,500 54,000
Balance brought forward 2,00,000 1,00,000
3,02,500 1,54,000
Less: Dividend on Equity Share Capital Paid 1,20,000 45,000
1,82,500 1,09,000
Less: Dividend on Preference Share Capital Paid - 20,000
1,82,500 89,000

Add: Dividend received Ex45,000} 9,000 _

1,91,500 89,000
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**Fixed Assets on 30th September, 2005 (Before absorption)

Big Ltd. Small Ltd.
(Rs.) (Rs.)
(1) Building
As on 1.4.2005 2,00,000 1,00,000
Less: Depreciation (5% p.a.) 5,000 2,500
1,95,000 97,500
(2) Machinery
As on 1.4.2005 5,00,000 3,00,000
Less: Depreciation (15% p.a.) 37,500 22,500
4,62,500 2,77,500
(3) Furniture
As on 1.4.2005 1,00,000 60,000
Less: Depreciation (10% p.a.) 5,000 3,000
95,000 57,000
Calculation of Shares Allotted
Assets taken over: Rs.
Goodwill 50,000
Building 1,00,000
Add: 10% 10,000
1,10,000
Less: Depreciation 2,500 1,07,500
Machinery 3,00,000
Add: 10% 30,000
3,30,000
Less: Depreciation 22,500 3,07,500
Furniture 60,000
Add: 10% _ 6,000
66,000
Less: Depreciation _ 3,000 63,000
Stock 1,50,000
Debtors 2,50,000
Cash and Bank 37,000
9,65,000
Less: Liabilities taken over - Creditors 2,10,000
Net assets taken over 7,55,000
Less: Allotment of 10% Preference Shares
to preference shareholders of Small Ltd. 2,00,000
5,55,000

Less: Belonging to Big Ltd.*** [%x 5,55,000 } 1,11,000
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Payable to other Equity Shareholders

Number of equity shares of Rs. 10 each to

be Issued (valued at Rs. 15 each) 4,44,000
15

[*** 6,000 shares out of 30,000 shares of Small Ltd. are already with Big Ltd.]
Ascertainment of Goodwill / Capital Reserve

(A)  Net Assets taken over

(B) Preference shares allotted 2,00,000
Payable to other equity shareholders 4,44,000
Cost of investments 60,000

(C) Capital Reserve [(A) - (B)]
(D)  Goodwill taken over
(E) Final figure of Capital Reserve [(C) - (D)]
Consolidated Balance Sheet of X Ltd. and its subsidiaries

X Investments Ltd., Y Ltd. and Z Ltd.
as at 31st December, 2006

Rs.
7,55,000

7,04,000
51,000
50,000

1,000

(Rs. in crores)

SOURCES OF FUNDS
(1) Shareholders’ funds:

(@) Capital 25.00

(b) Reserves and surplus 95.00
(2) Minority interest:

(@ InY Ltd. 12.25

(b) InZ Ltd. 8.40
(3) Loan funds:

(@) Secured loans 40.00

(b)  Unsecured loans 85.00
TOTAL

APPLICATION OF FUNDS
(1) Fixed assets:
(@) Goodwill on consolidation of:

Y Ltd. 2.25

Z Ltd. 3.40 5.65
(b) Others:

Gross block 105.00

Less: Depreciation 59.00 46.00

(2) Investments at cost
(in equity shares of other companies —
Market value Rs. 116 crores)

(3) Current assets 402.00
Less: Current liabilities 217.00
Net current assets

TOTAL

120.00

20.65

125.00
265.65

51.65
29.00

185.00
265.65
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X Investments Ltd.

1 Analysis of Profits and Share Capital:

(4)

0 YLt

Minority Interest (49%)

Share of X Investments Ltd.

(i) Z L.

Minority Interest (24%)

Share of X Investments Ltd.

Cost of Control:
Cost of investments

Less: Paid up value of shares 5.10

Capital profits

Goodwill on consolidation

Minority interest
Share Capital
Capital Profits
Revenue Profits

Capital
Profit

15.00
_135

7.65
20.00
_480
15.20
Y Ltd.
15.00

12.75
2.25
Y Ltd.
4.90
7.35

12.25

(Rs. in crores)

Revenue
Profit

- 10.00
- 4%
= 510

- 15.00
= 1360
= 11

Z Ltd.
30.00

Share Capital

11.40
15.20 26.60
340
Z Ltd.
3.60
4.80

8.40

Group Balance Sheet of X Investments Ltd. and its subsidiaries

Y Ltd. and Z Ltd.

as at 31st December, 2006

SOURCES OF FUNDS
(1) Shareholders’ funds:
(@) Capital

(b) Reserves and surplus

(2) Minority interest in:
(@ Y Ltd.
(b)  Z Ltd.

(3) Loan funds:
(@) Secured loans

(b)  Unsecured loans

TOTAL
APPLICATION OF FUNDS
(1) Fixed assets:

(@)  Goodwill on consolidation of:

Y Ltd.
Z Ltd.

(b)  Others:
Gross block

2.25
3.40

45.00

(Rs. in crores)

5.00
20.00 25.00

12.25
8.40 20.65

25.00
75.00 100.00
145.65

5.65
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Less: Depreciation 24.00 21.00 26.65

(2) Investments at cost 29.00
(Market value Rs. 116 crores)

(3) Current assets 297.00
Less: Current liabilities 207.00
Net current assets 90.00
TOTAL 145.65

(B) X Ltd.

(i)  Analysis of Profits of X Investments Ltd.:
Capital Profit Revenue Profit
Reserves and Surplus - 20
Minority Interest - -

(X Investments Ltd. being wholly owned
subsidiary of X Ltd.)

(i) Minority Interest in X Investments Ltd. - -
(iii)  Cost of Control:
Cost of investments in X Investments Ltd. 5
Less: Paid-up value of shares held in X
Investments Ltd. by X Ltd. 5
Capital Profit —
Cost of Control

=

Kalyani Ltd.
Value Added Statement
for the year ended 31st March, 2005

Rs.inlakhs  Rs. in lakhs %

Sales 206.42
Less: Cost of bought in material and services:

Production and operational expenses 150.57

Administration expenses 3.92

Interest on working capital loans 230 156.79
Value Added by manufacturing and trading activities 49.63
Add: Other income 10.20
Total Value Added 59.83

Application of Value Added:
To Pay Employees:

Salaries, Wages, Bonus and other benefits 12.80 21.39
To Pay Directors:

Salaries and Commission 2.20 3.68
To Pay Government:

Cess and Local Taxes 3.20

Income Tax . 6.20 10.36



To Pay Providers of Capital:

Interest on Debentures

Interest on Fixed Loans

Dividend
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1.80
3.90

3.00

To Provide for maintenance and Expansion of the company:

Depreciation

General Reserve (24.30 — 0.46)
Retained profit (1.75 - 1.35)

Reconciliation Between Total Value Added and Profit Before Taxation:

Profit before tax
Add back:
Depreciation
Salaries, Wages, Bonus and other benefits

Directors’ Remuneration
Cess and Local Taxes
Interest on Debentures
Interest on Fixed Loans

Total Value Added

6. (a)
Year ended 31st Profits
March as given
Rs.
2003 4,00,000
2004 3,50,000
2005 6,50,000
2006 5,50,000
2007 6,00,000

5.69
23.84

040

(Rs. in lakhs)

Valuation of Shares on Yield basis
as on 31st March, 2007

Weighted average profit (after tax) =

Value of business =

Value of equity share =

Adjustments Revised

Increase Decrease Profits

Rs. Rs. Rs.

1,00,000 1,25,000 3,75,000

2,50,000 1,00,000 4,75,000
1,50,000 1,75,000

Nil 1,50,000 5,00,000

1,75,000 Nil 7,50,000

25,000
1,00,000 25,000 6,75,000
Rs.55,20,000
15
Rs.3,68,000 =Rs.18,40,000
0%
Rs.18,40,000 _Rs 184

10,000

5.69

12.80

2.20
3.20
1.80
3.90

Tax After tax
Provision Profits

Rs. Rs.
1,50,000 2,25,000
1,90,000 2,85,000
2,00,000 3,00,000
3,00,000 4,50,000
2,70,000 4,05,000

=Rs. 3,68,000

8.70 14.54
29.93 50.03
59.83 100.00

(Rs. in lakhs)

30.24

29.59

59.83
Weight Weighted
profits
Rs.
1 2,25,000
2 5,70,000
3 9,00,000
4 18,00,000
5 20,25,000
15 55,20,000
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(b) Valuation of Shares on Net Asset Basis
(i) Revised Net worth as on 31st March, 2002 Rs. Rs.
Net worth 6,00,000
Less: Adjustments since made during
2002-2003 1,00,000
2003-2004 1,25,000
2,25,000
Less: Relief from tax @ 40% 90,000 1,35,000
4,65,000
(i) Net asset value (No. of shares = 10,000)
As on 31st March Rs. Rs.
2002: Revised net worth 4,65,000
Value per share 46.50
2003: Revised net worth as on 31.3.2002 4,65,000
Add: After tax revised profits of 2002-03 2,25,000
Net worth as on 31.3.2003 6,90,000
Value per share 69.00
2004: Revised net worth as on 31.3.2003 6,90,000
Add: After tax revised profits of 2003-04 2,85,000
Net worth as on 31.3.2004 9,75,000
Value per share 97.50
2005: Revised net worth as on 31.3.2004 9,75,000
Add: After tax revised profits of 2004-05 3,00,000
Net worth as on 31.3.2005 12,75,000
Value per share 127.50
2006: Revised net worth as on 31.3.2005 12,75,000
Add: After tax revised profits of 2005-06 4,50,000
Net worth as on 31.3.2006 17,25,000
Value per share 172.50
2007: Revised net worth as on 31.3.2006 17,25,000
Add: After tax revised profits of 2006-07 4,05,000
Net worth as on 31.3.2007 21,30,000
Value per share 213.00
Performance Appraisal
Revised net Profit during the year Return on
worth as on 31st ended 31st March net worth
March
Rs. Rs. %
2002 4,65,000 2003 2,25,000 48.39
2003 6,90,000 2004 2,85,000 41.30
2004 9,75,000 2005 3,00,000 30.77
2005 12,75,000 2006 4,50,000 35.29
2006 17,25,000 2007 4,05,000 23.48
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The company’s return has fallen from 48.39% to 23.48%. This may be perhaps due to the
fact that the company has been ploughing back its profits without having adequate
reinvestment opportunities. Unless the company has profitable investment opportunities, it
may not be advisable to invest in the company.

Note: Return on net worth may also be calculated on the basis of average net worth during
the relevant year.

Devine Public Health Hospital - intensive care unit
Revenue Statement
for the year ended on 31st March, 2007

Rs. Rs.
Income received (Rs. 100 x 10,000 patient — days) 10,00,000
Less : Variable costs
Cost of food 88,000
Laundry charges 56,000
Cost of medicines 70,000
Cost of Janitor & other services 25,000
Doctors’ fees (Rs. 20,000 x 12) 2,40,000
Hire charges for extra beds 4,000 4,83,000
Fixed costs
Salaries [{(4 x 500) + (8 x 300) + (4 x 150)} x 12] 60,000
Rent (Rs. 10,000 x 12) 1,20,000
Repairs and Maintenance charges 7,200
Administration charges 99,100
Cost of Oxygen and X-ray etc. 1,08,000 3,94,300
Profit 1,22,700
Number of patient — days in 2006-07
50 beds x 120 days 6,000
40 beds x 80 days 3,200
Extra bed - days (Rs. 4,000/5) __ 800
Total patient — days 10,000
Profit per patient — day = 1’22’7%0 =Rs.12.27
Journal Entries
Dr. Cr.
Rs. Rs.
Inventories Dr. 25,000
To Operating revenue 25,000
(Being donated medicines and medicinal supplies received)
Operating Expenses (Medicines) Dr. 85,000
To Inventories 5,000
To Bank 80,000

(Being medicine expenses including donated supplies recorded)
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8. Cost of capital ={[Interest x (1 — Effective Tax Rate)] / Debt} x 100
. Cost of secured loan = {[1.60 lakhs x (1 — 0.40)] / 20 lakhs} x 100
=4.8%
Cost of unsecured loan = {[3 lakhs x (1 —0.40)] / 30 lakhs} x 100
= 6%
Cost of equity =12% (given)
Weighted Average Cost
Funds Cost after Weights™ Weighted
tax cost
Equity 100 lakhs 12% 0.667 8.0%
Secured loan 20 lakhs 4.8% 0.133 0.6%
Unsecured loan 30 lakhs 6% 0.200 1.2%
150 lakhs 9.8%

Weighted Average cost of capital = Capital Employed” x Weighted Average Cost
=150 lakhs x 9.8%

= 14.7 lakhs
.".Economic Value Added = Rs. 15,83,000 — Rs. 14,70,000 = Rs. 1,13,000
9. Statement Showing Computation of Tier—I Capital
(Rs. in lakhs)
Paid up Equity Capital 100
Free Reserve 500
(A) 600
Deduct deferred expenditure (B) 200
© 400
Investments
In shares of subsidiaries and Group Companies 100
In Debenture of subsidiaries and Group Companies 100
200
10% (C) ) _40
Excess of Investment over 10% of (C) = (E) 160
Tier—I Capital [(C - E)] 240
10. (i) Yes, Costs and Market price of current investments should be aggregated under each group.
Rs.
(ii) Equity Shares 201.00
Mutual Funds 36.00
Government Securities 90.00

11. (a) According to Jaggi and Lau Model, 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 organisation or not. Anindividual's expected service tenure in the organisation is difficult
to predict but on a group basis it is relatively easy to estimate the percentage of people in a

**100/150; 20/150; 30/150
*Opening balances are not given for calculation of average capital employed.
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group likely to leave the organisation in future. This model attempted 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 organisation or
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 simplified the process of measuring the value of human resources by
considering a group of employees as valuation base. 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.

Opportunity Cost: It is one of the Economic value models used for measurement and
valuation of Human assets. As per this model, opportunity cost is the value of an employee
in his alternative use. This opportunity cost is used as a basis for estimating the value of
Human resources. Opportunity cost value may be established by competitive bidding within
the firm so that in effect, Managers must bid for any scarce employee. A Human asset will
have a value only if it is a scarce resource, that is, when its employment in one division
denies it to another division. This method excludes employees of the type of which can be
readily hired from outside the firm. Also, it is in very rare cases that managers would like to
bid for an employee.

Merchant banking in India started with management of public issues and loan syndication
and has been gradually covering activities like project counselling portfolio management,
investment counselling and mergers and amalgamation of the corporate firms. A ‘merchant
banker' has been defined under the Securities and Exchange Board of India (Merchant
Banker) Rules, 1992 as “any person who is engaged in the business of issue management
either by making arrangements regarding selling, buying or subscribing to securities as
manager, consultant, advisor or rendering corporate advisory service in relation to such
issue management.” Merchant bankers are the specialized agency which manage the
capital issues. They are also called the managers to the issue.

Every merchant banker shall keep and maintain the following books of account, records and
documents as per Regulation 14:

(a) acopy of balance sheet as at the end of the each accounting period;
(b) a copy of profit and loss account for that period,;

(c) acopy of the auditor's report on the accounts for that period;

(d) a statement of financial position.

The capital adequacy requirement specified in regulation 7 shall not be less than the net
worth of the person making the application for grant of registration.

Category Minimum Amount
Rs.
Category | 5,00,00,000

(Merchant bankers who carry on activity of the issue management,
which will, inter alia, consist of preparation of prospectus and other
information relating to the issue, determining financial structure, tie up
of financiers and final allotment and refund of subscriptions; and act as
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advisor, consultant, manager, underwriter, portfolio manager)
Category Il 50,00,000

(Merchant bankers who act as advisor, consultant, co-manager,
underwriter, portfolio manager)

Category llI 20,00,000
(Merchant bankers who act as underwriter, advisor, consultant to an

issue)

Category IV NIL

(Merchant bankers who act only as advisor or consultant to an issue)

Every stock broker is required to maintain the following books of account and records as per Rule
15 of the Securities Contracts (Regulation) Rules, 1957 and Regulation 17 of the SEBI (Stock
Brokers and Sub-Brokers) Rules, 1992:

(a) Register of transactions (Sauda book)/Daily transaction list;

(b) Clients ledger;

(c) General ledger;

(d) Journals;

(e) Cash book;

(f) Bank Pass Book;

(9) Documents register/Inward-outward register showing full particulars of shares and securities

received and delivered;

(h) Members’ contract book showing details of all contracts entered into by him with other
members of the stock exchange or counterfoils or duplicates of memos of confirmation
issued to such other members;

() Counterfoils or duplicates of contract notes issued to clients;
) Written consent of clients in respect of contracts entered into as principals;
(k) Margin deposit book;
(I)  Register of accounts of sub-brokers;
(

m) An agreement with a sub-broker specifying the scope of authority and responsibilities of the
stock broker and such sub-brokers.

In addition to the above statutory requirements, stock brokers are also required to maintain
scripwise clientwise list in respect of scripts of specified group, client upla statement,
duplicate copies of self-certificates submitted on monthly basis, copies of margin statements
downloaded by the stock exchange, copies of valan balance sheet (Form 31), details of spot
delivery transactions, client data base and broker client agreement, copy of registration
certificate of each sub-broker issued by SEBI, copies of the power of attorney/board
resolution authorising directors and employees and copies of pool account statements.

Para 13 of AS 11 Revised - “Accounting for the Effects of changes in Foreign Exchange Rate”
states that an enterprise may enter into a forward exchange contract or another financial
instrument that is in substance a forward contract , to establish the amount of the reporting
currency required or available at the settlement date of a transaction. The difference between the
forward rate and the exchange rate on the date of the transaction should be recognized as
income or expense over the life of the contract except in respect of liabilities incurred for acquiring
fixed assets in which case such difference should be adjusted in the carrying amount of the
respective fixed assets.

The content of Corporate Social Report is essentially based on the social objectives. Brummet
identified five areas wherein social objectives can be traced out, namely, Net Income
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Contribution, Human Resource Contribution, Public Contribution, Environmental Contribution and
Product or Service Contribution.

In view of the social objectives, the importance of earning objective is not understated, rather
attainment of social objectives is dependent on earning objective. A sick business entity becomes
liability to the society and sustains social costs instead of generating social benefits.

Human Resource Contribution is the indicator of the impact of organisational activities (viz. pay
and allowances, perks and incentives, recruitment, training and development, placement,
promotion and transfer, welfare measure, etc.) on people of the organisation. Public Contribution
is the indicator of general philanthropy in the cultural and social welfare programmes and
contribution to national exchequer by way of tax and duties. .

Industrial activity is supposed to consume irreplaceable resources and produces solid wastes. By
this process it pollutes air and water, causes noise and spoils the environment. These are termed
as negative social effects. The corporate social objective is the abatement of such negative effect.
It is covered by environmental contribution.

Lastly, the Product or Service Contribution covers the qualitative aspects of the organisation's
product or service. It includes quality guarantee, redressal of customers' grievances, honest
exposure in advertisement etc.

Although Brummet covered wide range of objectives, still these are not essentially exhaustive.
Social objectives are determined by socio-economic conditions of a country. It is difficult to set
universal list of social objectives to be pursued by the corporate sector. For example, in India,
regional imbalance, unemployment, reservation for weaker sections of the population, scarcity of
foreign exchange, energy deficit, population pressure and illiteracy are some of the widely
accepted socio-economic problems. And obviously the general expectation is that the corporate
sector will positively contribute to such socio-economic problems. Since the socio-economic
problems of a country change over time or the priority attached to a problem shifts. Brummet's
over simplified set of contributions should be suitably moulded to fit in the perspective of socio-
economic problems of a country.

Economic Value Added (EVA) is primarily a benchmark to measure earnings efficiency. EVA as a
residual income measure of financial performance is simply the operating profit after tax less a
charge for the capital employed, equity as well as debt, used in the business.

Mathematically EVA= OPBT — Tax — (TCE x COC)
Where:

OPBT = Opening Profit Before Tax

TCE = Total Capital Employed

COC = Cost of Control

Because EVA includes both profit and loss as well as balance sheet efficiency as well as the
opportunity cost of investor capital - it is better linked to changes in shareholders wealth and is
superior to traditional financial measures such as PAT or percentage of return measures such as
ROCE or ROE.

EVA, additionally, is a tool for management to focus on the impact of their decisions in increasing
shareholders wealth. These include both strategic decisions such as what investments to make,
which business 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 inhouse or
outsource, repair or replace an equipment, whether to make short or long production runs etc.

Most importantly the real key to increasing shareholders wealth is to integrate EVA framework in
four key areas, viz., to measure business performance, to guide managerial decision making, to
align managerial incentives with the shareholders' interests and to improve the financial and
business literacy throughout the organisation.
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To better align managers interests with shareholders' - the EVA framework needs to be
holistically applied in an integrated approach - simply measuring EVA is not enough; it must also
become the basis of key management decisions as well as be linked to senior management's
variable compensation.

However, EVA as a strategic tool has the following limitations:

1. Not easy to use; too complicated for small businesses.

2. Recommends inexpensive debts in order to reduce the cost of capital.
3. A passive tool, measures past performance.

Derivative is a product whose value is derived from the value of one or more basic variables,
called bases (underlying asset, index or reference rate), in a contracted manner. The underlying
asset can be equity, forex, commodity or any other asset. For example, farmers may wish to sell
their harvest of wheat at a future date to eliminate the risk of a change in prices by that date.
Such a transaction is an example of a derivative. The price of the derivative is driven by the spot
price of wheat which is the “underlying asset”.

Derivative financial instruments can either be on the balance-sheet or off the balance sheet and

include options contract, interest rate swaps, interest rate flows, interest rate collars, forward

contracts, futures etc. A derivative instrument is therefore a financial instrument or other contract
with the following three characteristics:

(@) It has one or more underlying and one or more notional amounts or payments provisions or
both. These terms determine the amount of settlement or settlements and in some cases,
whether or not settlement is required,;

(b) It requires no initial net investment or an initial net investment that is smaller than what is
required for similar responses to changes in market factors.

(c) Its terms require or permit net settlement; it can readily be settled net by means outside the
contract or it provides for delivery of an asset that puts the recipient in a position not
substantially different from net settlement.

Accounting for foreign exchange derivatives is guided by AS 11 (Revised 2003). The ICAI has

also issued a Guidance Note dealing with the accounting procedures to be adopted while

accounting for Equity Index Options and Equity Stock Options.

The term ‘environment’ includes everything in all its manifest forms, on the earth, beneath the
earth and above the earth. A business enterprise takes support of social and ecological system
in order to maximize wealth. Economic activity, social welfare and a diverse environment, all are
linked and ultimately depend on each other. The functioning of an enterprise may have some
favourable and some adverse effects on the environment. Hence, it is felt that there is a need for
maintaining accounts of the effects of activities of business entity on the environment.
Environmental accounting can be defined as a system (methodology) for measuring
environmental performance and communicating the results of these measurements to users. It
helps in presenting the utilization of natural resources by an enterprise, the costs incurred to use
them and the income earned therefrom in a transparent manner. Environmental accounting,
entirely a new concept, is a faithful attempt to identify the resources exhausted and the costs
rendered reciprocally to the enterprise by a business corporation. Thus environmental accounting
stands for recording and documenting environmental performance to facilitate effectiveness of
environmental management system with reference to compliance, safety and quality control. It
provides a data base for taking corrective steps and future action for developing organisation’s
environmental strategy and for identifying environmentally based opportunities for gaining an
edge over one’'s competitors. If proper environmental accounting system is established, the
enterprise will be able to anticipate environmental damage and therefore can prevent it from
happening.

Of course environmental accounting is still in an early stage of evolution and it is being groomed
under the voluntary leadership of a variety of enterprises around the world. Recognising the
importance of protecting and preserving the environment, a number of laws have been enacted
throughout the world.
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In a not-for-profit organization, revenue funds are received to meet operating expenses but
the use of revenue funds may be restricted or unrestricted. Restricted funds account for
resources whose use, by the not-for-profit organization, is restricted by the donor. For
example, a grant may be received by a university from the Government for the specific
purpose of research on cancer. This grant will constitute a restricted fund. The unrestricted
funds account for resources that may be expended to carry out the primary purposes of the
institution (e.g. instructions, research, maintenance etc.) and are not restricted to specific
purposes.  However, the not-for-profit organization may convert part of the unrestricted
fund into a restricted fund by earmarking a certain sum for a specified purpose.

The terms mandatory and non-mandatory transfers are unique to college and universities
accounting and reporting. Mandatory transfers are transfers out of the revenue funds to
other funds resulting from binding legal agreements or grant agreements. Non-mandatory
transfers are discretionary transfers specified by the governing board for a variety of
purposes such as new additions to building, repairs and replacement of plant etc. Non-
mandatory transfers may also be made from specific funds to the revenue funds. Both
mandatory and non-mandatory transfers are reported separately in the financial statements
of the revenue funds. Also the governing board may designate unrestricted revenue fund
resources for specific purposes in future periods. These board-designated funds are
internal designations similar to appropriations of retained earnings for a commercial entity.

Position under IAS / IFRS Position under Indian AS

Revenue  Revenue from sale of goods Under AS 9, such stipulation is not there.
recognition cannot be recognized if entity

retains  continuing  managerial

ownership or effective control over

the sold goods.

In case of revenue from rendering AS 9 allows both completed service
of services, IAS 18 allows only contract method and percentage of
percentage of completion method.  completion method.

Under IAS 18, payments received AS 9 permits recognition when the goods
in advance for goods yet to be are manufactured, identified and ready for
manufactured cannot be delivery in such cases.

recognized as revenue until such

goods are delivered to the buyer.

The Accounting Standards seek to describe the accounting principles, the valuation
techniques and the methods of applying the accounting principles in the preparation and
presentation of financial statements so that they may give a true and fair view. The
ostensible purpose of the standard setting bodies is to promote the dissemination of timely
and useful financial information to investors and certain other parties having an interest in
companies' economic performance. The setting of accounting standards has the following
advantages:

(i) Standards reduce to a reasonable extent or eliminate altogether confusing variations in
the accounting treatments used to prepare financial statements.

(i) There are certain areas where important information are not statutorily required to be
disclosed. Standards may call for disclosure beyond that required by law.

(iii) The application of accounting standards would, to a limited extent, facilitate comparison
of financial statements of companies situated in different parts of the world and also of
different companies situated in the same country. However, it should be noted in this
respect that differences in the institutions, traditions and legal systems from one
country to another give rise to differences in accounting standards practised in different
countries.

However, there are some disadvantages of setting of accounting standards:
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(i) Alternative solutions to certain accounting problems may each have arguments to
recommend them. Therefore, the choice between different alternative accounting
treatments may become difficult.

(i) There may be a trend towards rigidity and away from flexibility in applying the
accounting standards.

(i) Accounting standards cannot override the statute. The standards are required to
be framed within the ambit of prevailing statutes.

(b) As per para 18 of AS 3 (Revised) on Cash Flow Statements, an enterprise should report

cash flows from operating activities using either:

(@) the direct method whereby major classes of gross cash receipts and gross cash
payments are disclosed; or

(o) the indirect method, whereby net profit or loss is adjusted for the effects of transactions
of a non-cash nature, any deferrals or accruals of past or future operating cash receipts
or payments, and items of income or expense associated with investing or financing
cash flows.

The direct method provides information which may be useful in estimating future cash flows
and which is not available under the indirect method and is, therefore, considered more
appropriate than the indirect method. Under the direct method, information about major
classes of gross cash receipts and gross cash payments may be obtained either;

(a) from the accounting records of the enterprise; or

(b) by adjusting sales, cost of sales (interest and similar income and interest expense and
similar charges for a financial enterprise) and other items in the statement of profit and
loss for:

(i) changes during the period in inventories and operating receivables and payables:
(i) other non-cash items; and
(i) other items for which the cash effects are investing or financing cash flows.

Under the indirect method, the net cash flow from operating activities is determined by
adjusting net profit or loss for the effects of:

(@) changes during the period in inventories and operating receivables and payables;

(o) non-cash items such as depreciation, provisions, deferred taxes, and unrealized foreign
exchange gains and losses; and

(c) all other items for which the cash effects are investing or financing cash flows.

Alternatively, the net cash flow from operating activities may be presented under the indirect
method by showing the operating revenues and expenses, excluding non-cash items
disclosed in the statement of profit and loss and the changes during the period in inventories
and operating receivables and payables.

Events occurring after the balance sheet date are those significant events, both favourable
and unfavourable, that occur between the balance sheet date and the date on which the
financial statements are approved by the Board of Directors in the case of a company and in
the case of any other entity by the corresponding approving authority.

Assets and liabilities should be adjusted for events occurring after the balance sheet date
that provide additional evidence to assist the estimation of amounts relating to conditions
existing at the balance sheet date or that indicate that the fundamental accounting
assumption of going concern (i.e., the continuance of existence or substratum of the
enterprise) is not appropriate. However, assets and liabilities should not be adjusted for but
disclosure should be made in the report of the approving authority of events occurring after
the balance sheet date that represent material changes and commitments affecting the
financial position of the enterprise.
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(i) Disclosure regarding events occurring after the balance sheet date :
(@) The nature of the event;

(b) An estimate of the financial effect, or a statement that such an estimate cannot be
made.

According to Accounting Standard 10 on “Accounting for Fixed Assets”

(@) When fixed assets are revalued in financial statements, the basis of selection should be
an entire class of assets or the selection should be done on a systematic basis. The
basis of selection should be disclosed.

(b) The revaluation of any class of assets should not result in the net book value of that
class being greater than the recoverable amount of that class of assets.

—
(¢
~

The accumulated depreciation should not be credited to profit and loss account.
The net increase in book value should be credited to a revaluation reserve account.

—
o
-

(e) On disposal of a previously revalued item of fixed asset, the difference between net
disposal proceeds and the net book value should be charged or credited to the profit
and loss account except that to the extent to which such a loss is related to an increase
and which has not been subsequently reversed or utilised may be charged directly to
that account.

Paragraphs 27 to 29 of AS 17 on Segment Reporting deals with reportable segments.

Paragraph 27 requires that a business segment or geographical segment should be
identified as a reportable segment if :

(i) itsrevenue from sales to external customers and from transactions with other segments
is 10 percent or more of the total revenue, external and internal, of all segments; or

(i) its segment result, whether profit or loss, is 10 percent or more of-
(@) the combined result of all segments in profit, or

(b) the combined result of all segments in loss, whichever is greater in absolute
amount; or

(i) its segment assets are 10 percent or more of the total assets of all segments.

A business segment or a geographical segment which is not a reportable segment as per
paragraph 27, may be designated as a reportable segment despite its size at the discretion
of the management of the enterprise. If that segment is not designated as a reportable
segment, it should be included as an unallocated reconciling item.

If total external revenue attributable to reportable segments constitutes less than 75% of the
total enterprise revenue, additional segments should be identified as reportable segments,
even if they do not meet the 10 percent thresholds specified in paragraph 27 of the standard,
until at least 75 percent of the total enterprise revenue is included in reportable segments.

Paragraph 23 of AS 18 on Related Party Disclosures requires that if there have been
transactions between related parties, during the existence of the a related party relationship,
the reporting enterprise should disclose the following :

(i) the name of the transacting related party;

(i) a description of the relationship between the parties;

(iii) a description of the nature of transactions;

(iv) volume of the transactions either as an amount or as an appropriate proportion;

(

v) any other elements of the related party transactions necessary for an understanding of
the financial statements;



22.

23.

33

(vi) the amounts or appropriate proportions of outstanding items pertaining to related
parties at the balance sheet date and provisions for doubtful debts due from such
parties at that date;

(vii) amounts written off or written back in the period in respect of debts due from or to
related parties.

Point (v) requires disclosure of ‘any other elements of the related party transactions
necessary for an understanding of the financial statements. An example of such a disclosure
would be an indication that the transfer of a major asset had taken place at an amount
materially different from that obtainable on normal commercial terms.

In this case, the capital expenditure incurred by the company would not be represented by any
actual assets, since the roads would remain the property of the relevant State authorities even
though a part of their cost has been defrayed by the company in order to facilitate its business.

Having regard to the nature of the expenditure and the purpose for which it is incurred, it is
suggested in para 10 of Guidance Note on Treatment of Expenditure During Construction Period
that it would be more appropriate and realistic to classify such expenditure in the balance sheet
under the heading of "Capital Expenditure" rather than either, write-off the expenditure to revenue
or classify the expenditure under the heading of "Miscellaneous Expenditure" or "Deferred
Revenue Expenditure” subject to two conditions. In the first place, the description of the specific
item on the balance sheet should be such as to indicate quite clearly that the capital expenditure
is not represented by any assets owned by the company. In the second place, the capital
expenditure should be written off over the approximate period of its utility or over a relatively brief
period not exceeding five years, whichever is less.

(@) Excise duty paid on raw materials:

X Y Total
Kgs. @ Amount Kgs. @ Amount Amount
Rs. Rs. Rs. Rs. Rs.

Stock on  3lst
March, 2006 20,000 30 6,00,000 15,000 20 3,00,000  9,00,000
Purchases 50,000 30 15,00,000 50,000 20 10,00,000  25,00,000
21,00,000 13,00,000  34,00,000

Modvat credit available:

Rs. 21,00,000 + 13,00,000 = Rs. 34,00,000

Modvat credit available of:

Production = 40,000 units

Excise duty on the end product = Rs. 60 per unit

Modvat credit availed of = 40,000 x 60 = Rs. 24,00,000

Balance in Modvat credit 34,00,000 - 24,00,000 = Rs. 10,00,000

Note: Normally goods are removed from factory on payment of excise duty. However, in
respect of certain goods, provision has been made to store the goods in warehouses without
payment of duty (Rule 20 of Central Excise Rules, 2002). These provisions are also
applicable to goods transferred to customs warehouse.

It is to be noted that as per para 33 of The Guidance Note on Accounting Treatment for
Excise Duty, it is necessary that a provision for liability in respect of unpaid excise duty
should be made in the accounts in respect of stocks lying in the factory or warehouse since
the liability for excise duty arises when the manufacture of the goods is completed.
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(b) Valuation of Inventory

(i)

(i)

2004
April 1

Raw material:

Opening stock
Purchases

Consumption
Closing stock

Inventory:
X:10,000 x (145 - 30)
Y : 20,000 x (110 - 20)

Finished goods in warehouse

Raw material cost of 80,000 units of output
X 12,000* x (145 - 30)
Y :9,000* x (110 - 20)
Conversion cost
Cash cost : 8,000 x Rs. 100
Non-cash : 8,000 x Rs. 50
Excise duty
8,000 x Rs. 60

*For 40,000 units of output,
input of X = 60,000 Kgs.
input of Y = 45,000 Kgs.

(Kgs.)
20,000
20,000
70,000
60,000
10,000

13,80,000

8,10,000

8,00,000
4,00,000

Therefore, for 8,000 units of finished goods in warehouse:

input of X = 82090 & 500 212,000Kgs.
20,000

Input of Y = MxS,OOO:Q,OOO Kgs.
40,000

Journal Entries

Particulars

Employee Compensation Expense

To Employee Stock Options Outstanding
(Being grant of 10,000 stock options to employees

at Rs. 40 when market price is Rs. 130)

Dr.

Dr.
Rs.

9,00,000

Y
(Kgs.)
15,000
50,000
65,000
45,000
20,000

Rs.
11,50,000

18,00,000
29,50,000

Rs.

21,90,000

12,00,000

4,80,000
38,70,000

Cr.
Rs.

9,00,000
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2005
16th Dec.
to 15th
March  pank Dr. 380,000
Employee stock options outstanding Dr. 8,55,000
To Equity share capital 95,000
To Securities premium 11,40,000
(Being allotment to employees of 9,500 equity
shares of Rs. 10 each at a premium of Rs. 120 per
share in exercise of stock options by employees)
March 16 ~ Employee stock options outstanding Dr. 45,000
To Employee compensation expense 45,000
(Being entry for lapse of stock options for 500
shares)
March 31 Profit and Loss Alc Dr. 8,55,000
To Employee compensation expense 8,55,000
(Being transfer of employee compensation expense
to profit and loss account)
Calculation of value in use
Year Cash Flow Discount as per 15% Discounted cash flow
2006 4000 0.870 3480
2007 6000 0.756 4536
2008 6000 0.658 3948
2009 8000 0.572 4576
2010 4000 0.497 1988
Value in use = Rs. 18528 lakhs
Calculation of carrying amount:
Original cost = Rs. 20,000 lakhs
Depreciation for 3 years = [(40,000-1000)x3/8] = Rs. 14,625
Carrying amount on 31-12-2005 = [40,000-14,625] = Rs. 25,375
Recoverable amount = Rs. 20,000 lakhs
Impairment Loss = Rs. (25,375-20,000) = Rs. 5,375 lakhs
Revised carrying amount = Rs. (25,375-5,375) = Rs. 20,000 lakhs
Depreciation Charge for 2006 = (20,000-1000)/5 = Rs. 3,800
Consolidated Profit & Loss Account
Particulars Rs. Rs. Particulars Rs. Rs.
To Purchases: By Sales:
A Ltd. 500,000 A Ltd. 725,000
B Ltd. 400,000 900,000 B Ltd. 580,000 1,305,000
To Expenses: By Closing Stock:
A Ltd. 50,000
B Ltd. 50,000 100,000
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To Net Profits:
A Ltd. 99,500
B Ltd. 99,500 199,000
1,099,000 1,405,000
Consolidated Balance Sheet
Liabilities Rs. Rs. Assets Rs. Rs.
Capital: Fixed Assets:
A Ltd. 196,490 A Ltd. 300,000
B Ltd. 204,510 401,000 B Ltd. 300,000 600,000
Profit & Loss Account: Closing Stock:
A Ltd. 99,500 A Ltd. 50,000
B Ltd. 99,500 199,000 B Ltd. 50,000 100,000
Unsecured Loans; Other Current Assets:
A Ltd. 100,000 A Ltd. 100,000
B Ltd. 100,000 200,000 B Ltd. 100,000 200,000
Current Liabilities:
A Ltd. 50,000
B Ltd. 50,000 100,000
900,000 900,000
Result of the first quarter ended 31st March, 2005
(Rs. in crores)
Turnover 50
Add: Other Income Nil
Total 50
Less: Change in inventories Nil
Salaries and other cost 30
Administrative and selling expenses (8 + 2) 10 40
Profit 10

As per AS 25 on Interim Financial Reporting, the income and expense should be recognised 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 the company relating to deferment of Rs. 21 crores is not
tenable as expenditures are uniform through out all quarters.
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Calculation of the carrying amount of Investment as per equity method

Particulars Rs. Rs.
Equity Shares 1,000,000
Security Premium 100,000
Reserves & Surplus 500,000
Net Assets 1,600,000
45% of Net Asset 720,000
Add: 45% of Profits for the year 135,000
855,000

Less: Dividend Received 45,000 810,000

Less: Cost of Investment 1,500,000

Goodwill 690,000

Consolidated Balance Sheet (Extract)

Assets Rs. Rs.
Investment in B Ltd. 810,000

Add: Goodwill 690,000 1,500,000
Tax as per accounting profit 6,00,000x20% =1,20,000

Tax as per Income-tax Profit 60,000x20% =12,000

Tax as per MAT 3,50,000%7.50%=26,250

Tax expense = Current Tax +Deferred Tax
1,50,000 = 15,000+ Deferred tax
Therefore, Deferred Tax liability as on 31-03-2004

=1,20,000 - 12,000 = 1,08,000
Amount of tax to be debited in Profit and Loss account for the year 31-03-2006
Current Tax + Deferred Tax liability + Excess of MAT over current tax
=12,000 + 1,08,000 + 14,250 =1,34,250

As it is stated in the question that financial statements for the year ended 31st March, 2006 are
under preparation, the views have been given on the basis that the financial statements are yet to
be completed and approved by the Board of Directors.

Investments classified as long term investments should be carried in the financial statements at
cost. However, provision for diminution shall be made to recognise a decline, other than
temporary, in the value of the investments, such reduction being determined and made for each
investment individually. Para 17 of AS 13 ‘Accounting for Investments’ states that indicators of
the value of an investment are obtained by reference to its market value, the investee's assets
and results and the expected cash flows from the investment. On these bases, the facts of the
given case clearly suggest that the provision for diminution should be made to reduce the carrying
amount of long term investment to Rs. 20,000 in the financial statements for the year ended 31st
March, 2006.

According to AS 15 (Revised 2005) ‘Employee Benefits’, actuarial gains and losses should be
recognized immediately in the statement of profit and loss as income or expense. Therefore,
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surplus amount of Rs. 6 lakhs is required to be credited to the profit and loss statement of the
current year.

. Total Borrowing Cost = 7,00,000 X 0.15 = Rs. 1,05,000
Particulars Amount
Expenditure incurred including previously capitalized borrowing cost ~ 7,30,000

Cash payment during 2006-07 1,00,000
Asset transferred during 2006-07 1,00,000
9,30,000
Less: Progress payment received 5,00,000
4,30,000

Money borrowed including previously capitalized interest cost = Rs. 7,30,000
Borrowing cost to be capitalized = (4,30,000/7,30,000) x 1,05,000 = Rs. 61,849.32

. As per para 23 of AS 18, transactions of X Ltd. with its associate company for the first quarter
ending 30.06.2006 only are required to be disclosed as related party transactions. The
transactions for the period in which related party relationship did not exist need not be reported.

. Adjusted net profit for the current year (1,00,00,000 + 12,00,000 - 3,60,000) = Rs. 1,08,40,000
No. of equity shares resulting from conversion of debentures: 10,00,000 Shares

No. of equity shares used to compute diluted EPS: (50,00,000 + 10,00,000) = 60,00,000 Shares
Diluted earnings per share: (1,08,40,000/60,00,000) = Rs. 1.81

Particulars Rs.(in lakhs)

Cost of the plant 500

Less: CENVAT _10

490

Less: Subsidy 98

Depreciable Value 392
Particulars 2005 2006 2007
Contract Price 1,500,000 1,500,000 1,500,000
Less: Expenditure till date 360,000 835,000 1,145,000
1,140,000 665,000 355,000

Less: Expected Future Profits 1,000,000 400,000
Profits 140,000 265,000 355,000
Stage of Completion 20% 75% 100%
Profit to be recognised NIL 133,163 355,000

. Price revision was effected during the current accounting period 2005-2006. As a result, the
company stands to receive Rs. 15 lakhs from its customers in respect of sales made from 1st
January, 2006 to 31st March, 2006. If the company is able to assess the ultimate collection with
reasonable certainty, then additional revenue arising out of the said price revision may be
recognised in 2005- 2006 vide Para 10 of AS 9.
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Calculation of the cost for Purchase of Land

Particulars Rs.
Cost of Land 500,000
Legal Fees 25,000
Title Insurance 10,000
Cost of Demolition 50,000

Less: Salvage value of Material 10,000 40,000
Cost of the Asset 575,000

As per para 13 of AS 11 (Revised 2003) ‘The Effects of Changes in Foreign Exchange Rates’,
exchange differences arising on the settlement of monetary items or on reporting an enterprise’s
monetary items at rates different from those at which they were initially recorded during the
period, or reported in previous financial statements, should be recognized as income or expenses
in the period in which they arise. Thus exchange differences arising on repayment of liabilities
incurred for the purpose of acquiring fixed assets are recognized as income or expense.

Calculation of Exchange Difference:

Rs. 3,000 lakhs

Foreign currency loan= =75lakhs US Dollars

Exchange difference = 75 lakhs US Dollars x (42.50 — 40.00)
= Rs. 187.50 lakhs
(including exchange loss on payment of first instalment)

Therefore, entire loss due to exchange differences amounting Rs. 187.50 lakhs should be
charged to profit and loss account for the year.

The economic reality and substance of the transaction is that the rights and beneficial interest in
the property has been transferred although legal title has not been transferred. A Ltd. should
record the sale and recognize the profit of Rs. 20 lakhs in its profit and loss account. The building
should be eliminated from the balance sheet.

Valuation of Closing Stock

Particulars Rs. Rs.

Closing Stock at cost 2,84,700

Less : Cost of 400 coats (400 x 80) 32,000

Less: Net Realisable Value (400 x 75) — 5% 28,500 3,500
2,81,200

Provision for repairing cost to be incurred in future (800 x 5) __4,000

Value of Closing Stock 2,77,200

Para 3.2 of AS 4 (Revised) on Contingencies and Events Occurring after the Balance Sheet Date
defines 'events occurring after the balance sheet date' as 'significant events, both favourable and
unfavourable, that occur between the balance sheet date and the date on which financial
statements are approved by the Board of Directors in the case of a company'. The given case is
discussed in the light of the above mentioned definition and requirements given in paras 13-15 of
the said AS 4 (Revised).
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In this case the incidence, which was expected to push up cost became evident after the date of
approval of the accounts. So that was not an 'event occurring after the balance sheet date'.
However, this may be mentioned in the Directors’ Report.

The preparation of financial statements involve making estimates which are based on the
circumstances existing at the time when the financial statements are prepared. It may be
necessary to revised an estimate in a subsequent period if there is a change in the circumstances
on which the estimate was based. Revision of an estimate does not bring the resulting amount
within the definition either of prior period item or of an extraordinary item [para 21, AS 5
(Revised)].

In the given case, Rainbow Limited created a provision for bad and doubtful debts at 2% on trade
debtors while preparing its final accounts for the year ended 31st March, 2006. Subsequently, the
company decided to increase the provision by 10%. As per AS 5 (Revised), this change in
estimate is neither a prior period item nor an extraordinary item.

However, as per para 27 of AS 5 (Revised), a change in accounting estimate which has a material
effect in the current period should be disclosed and quantified. Any change in an accounting
estimate which is expected to have a material effect in later periods should also be disclosed.

Paragraph 21 of Accounting Standard 6 on Depreciation Accounting says, "The depreciation
method selected should be applied consistently from period to period. A change from one method
of providing depreciation to another should be made only if the adoption of the new method is
required by statute or for compliance with an accounting standard or if it is considered that the
change would result in a more appropriate preparation or presentation of the financial statements
of the enterprise."

The paragraph also mentions the procedure to be followed when such a change in the method of
depreciation is made by an enterprise. As per the said paragraph, depreciation should be
recalculated in accordance with the new method from the date of the asset coming to use. The
difference in the amount, being deficiency or surplus from retrospective recomputation should be
adjusted in the profit and loss account in the year such change is effected. Since such a change
amounts to a change in the accounting policy, it should be properly quantified and disclosed. In
the question given, the surplus arising out of retrospective recomputation of depreciation as per
the straight line method is Rs. 12.23 lakhs (Rs. 32.23 lakhs — Rs. 20 lakhs). This should be
written back to Profit and Loss Account and should be disclosed accordingly.

APPENDIX-I

Accounting Standard (AS) 15 ( revised 2005) on ‘Employee Benefits' comes into effect in respect of
accounting periods commencing on or after April 1, 2006. AS 15 (revised 2005) was originally
published in March, 2005 issue of the ICAI's Journal ‘The Chartered Accountant’. Subsequently, the
ICAI, in January 2006, made limited revision to AS 15 (revised 2005) primarily with a view to bring the
disclosure requirements of the standard relating to the defined benefit plans in line with the
corresponding International Accounting Standard (IAS) 19, Employee Benefits; to clarify the application
of the transitional provisions; and to provide relaxation/exemption to the small and medium-sized
enterprises (SMEs). The limited revision has been duly incorporated by the ICAl in AS 15 (revised
2005) which has been published in published in the ‘The Chartered Accountant’, March 2006 (page
nos. 1354 to 1385).

Note: AS 1 to AS 29 [including AS 15 (Revised 2005)] are applicable for May, 2007 Examination.
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APPENDIX-II
Announcements and Limited Revisions to Standards

Applicability of Accounting Standard (AS) 11 (revised 2003), The Effects of Changes in Foreign

Exchange Rates, in respect of exchange differences arising on a forward exchange contract
entered into to hedge the foreign currency risk of a firm commitment or a highly probable
forecast transaction”

1.

The revised Accounting Standard (AS) 11, The Effects of Changes in Foreign Exchange Rates,
was published in the March 2003 issue of the Institute's Journal, 'The Chartered Accountant', (pp.
916 to 922). AS 11 (revised 2003) has come into effect in respect of accounting periods
commencing on or after 1-4-2004 and is mandatory in nature from that date.

AS 11 (revised 2003) deals, inter alia, with forward exchange contracts. Paragraphs 36 and 37 of
AS 11 (revised 2003) deal with accounting for a forward exchange contract or any other financial
instrument that is in substance a forward exchange contract, which is not intended for trading or
speculation purposes, i.e., it is for hedging purposes. Paragraphs 38 and 39 of AS 11 (revised
2003) deal with forward exchange contracts intended for trading or speculation purposes.

An issue has been raised regarding the applicability of AS 11 (revised 2003) to the exchange
difference arising on a forward exchange contract or any other financial instrument that is in
substance a forward exchange contract (hereinafter the term ‘forward exchange contract' is used
to include such other financial instruments also), entered into by an enterprise to hedge the
foreign currency risk of a firm commitment! or a highly probable forecast transaction.?

In this regard, it may be noted that paragraphs 36 and 37 of AS 11 (revised 2003) are not
intended to deal with forward exchange contracts which are entered into to hedge the foreign
currency risk of a firm commitment or a highly probable forecast transaction. Further, paragraphs
38 and 39 are also not applicable in respect of such forward exchange contracts since these
contracts are not for trading or speculation purposes. Accordingly, it is clarified that AS 11
(revised 2003) does not deal with the accounting of exchange difference arising on a forward
exchange contract entered into to hedge the foreign currency risk of a firm commitment or a
highly probable forecast transaction.

It may be noted that the hedge accounting, in its entirety, including hedge of a firm commitment or
a highly probable forecast transaction, is proposed to be dealt with in the accounting standard on
Financial Instruments: Recognition and Measurement, which is presently under formulation.

Accounting for exchange differences arising on a forward exchange contract entered into to hedge
the foreign currency risk of a firm commitment or a highly probable

¢

The Institute of Chartered Accountants of India (ICAI) issued an Announcement on ‘Applicability
of Accounting Standard (AS) 11 (revised 2003), The Effects of Changes in Foreign Exchange
Rates, in respect of exchange differences arising on a forward exchange contract entered into to
hedge the foreign currency risk of a firm commitment or a highly probable forecast transaction ’
(see ‘The Chartered Accountant’, July 2004 (pp. 110)). As per the Announcement, AS 11 (revised
2003) is not applicable to the exchange differences arising on forward exchange contracts
entered into to hedge the foreign currency risks of a firm commitment or a highly probable
forecast transaction. It is stated in the Announcement that the hedge accounting, in its entirety,

* Issued on the basis of the decision of the Council at it meeting held on June 24-26, 2004.
LA firm commitment is a binding agreement for the exchange of a specified quantity of resources at a

specified price on a specified future date or dates.

2 A forecast transaction is an uncommitted but anticipated future transaction.

Note: Clarification on Applicability of AS 11 to Forward Exchange Contracts

Some persons have expressed a view that the Announcement amounts to withdrawa of AS 11 with

regard to forward exchange contracts. It is hereby clarified that AS 11 continues to be applicable to
exchange differences in respect of all forward exchange contracts other than those entered into, to hedge

the foreign currency risk of afirm commitment or a highly probable forecast transaction.
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including hedge of a firm commitment or a highly probable forecast transaction, is proposed to be
dealt with in the Accounting Standard on ‘Financial Instruments: Recognition and Measurement’,
which is under formulation.

¢ |t may be noted that as per the above Announcement, AS 11 (revised 2003) is not applicable to
the exchange differences arising on the forward exchange contracts entered into to hedge the
foreign currency risks of a firm commitment or a highly probable forecast transaction. Accordingly,
the premium or discount in respect of such contracts continues to be governed by AS 11 (revised
2003), The Effects of Changes in Foreign Exchange Rates.

¢ |t has been noted that in the absence of any authoritative pronouncement of the Institute on the
subject, different enterprises are accounting for exchange differences arising on such contracts in
different ways which is affecting the comparability of financial statements. Keeping this in view,
the matter has been reconsidered and the Institute is of the view that pending the issuance of the
proposed Accounting Standard on ‘Financial Instruments: Recognition and Measurement’, which
is under formulation, exchange differences arising on the forward exchange contracts entered into
to hedge the foreign currency risks of a firm commitment or a highly probable forecast transaction
should be recognised in the statement of profit and loss in the reporting period in which the
exchange rate changes. Any profit or loss arising on renewal or cancellation of such contracts
should be recognised as income or expense for the period.

Applicability Date of Announcement on 'Accounting for exchange differences arising on a
forward exchange contract entered into to hedge the foreign currency risk of a firm commitment
or a highly probable forecast transaction’

¢ The Institute of Chartered Accountants of India (ICAl), in January 2006, issued an Announcement
on 'Accounting for exchange differences arising on a forward exchange contract entered into to
hedge the foreign currency risk of a firm commitment or a highly probable forecast transaction'.
Pending the issuance of the proposed Accounting Standard on 'Financial Instruments:
Recognition and Measurement', which is under formulation, the said Announcement prescribes
the accounting treatment which should be followed in respect of the exchange differences arising
on the forward exchange contracts entered into to hedge the foreign currency risks of a firm
commitment or a highly probable forecast transaction.

¢ Anissue has been raised regarding the applicability date of the Announcement. The ICAI has
considered the issue and it has been decided that this Announcement is applicable in respect of
accounting period(s) commencing on or after April 1, 2006. Earlier application of the
Announcement is however encouraged.

Limited Revision to Accounting Standard (AS) 29,
Provisions, Contingent Liabilities and Contingent Assets
The Council of the Institute of Chartered Accountants of India has decided to make the following

limited revisions of Accounting Standard (AS) 29, Provisions, Contingent Liabilities and Contingent
Assets.

Paragraphs 1, 3 and 5 of AS 29 have been decided to be modified as under (modifications are shown
as underlined):

Scope

1. This Statement should be applied in accounting for provisions and contingent liabilities and in
dealing with contingent assets, except:

(@) those resulting from financial instruments that are carried at flair value;

(b) those resulting from executory contracts, except where the contract is onerous;

(c) those arising in insurance enterprises from contracts with policy-holders; and

(d)

d) those covered by another Accounting Standard.”
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“3.  Executory contracts are contracts under which neither party has performed any of its obligations
or both parties have partially performed their obligations to an equal extent. This Statement does not

apply to executory contracts unless they are onerous.”

“5.  Where another Accounting Standard deals with a specific type of provision, contingent liability or
contingent asset, an enterprise applies that Statement instead of this Statement. For example, certain
types of provisions are also addressed in Accounting Standards on:

(@) construction contracts (see AS 7, Construction Contracts);

(b) taxes onincome (see AS22, Accounting for Taxes on income);
(c) leases (see AS 19, Leases). However, as AS 19 contains no specific requirements to deal with

operating leases that have become onerous, this Statement applies to such cases; and

(d) retirement benefits (see AS 15, Accounting for Retirement Benefits in the Financial Statements of
Employers).

Pursuant to the above limited revision, paragraph 2 of Appendix E (dealing with comparison of AS 29
with 1AS 37) to AS 29 stands withdrawn. Consequently, the numbering of subsequent paragraphs of
Appendix E is also changed.

The limited revision comes into effect in respect of accounting periods commencing on or after April 1,
2006.

As a consequence to the Limited Revision to AS 29, Accounting Standards Interpretation
(ASI) 30 has been issued.

Limited Revision to AS 25

The Council of the Institute of Chartered Accountants of India has decided to make the following limited
revision to Accounting Standard (AS) 25, Interim Financial Reporting:

Paragraph 29(c) of AS 25 has been decided to be revised as under. The revisions made are shown in
strike-through form.

“29. To illustrate:

(@) e (no change)
(b) i (no change)

(c) income tax expense is recognised in each interim period based on the best estimate of the
weighted average annual effective 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 effective income tax rate
changes.”

As a consequence to the above, the following revisions are made in the relevant paragraphs of
Appendix 3 to AS 25 (the revisions made are shown in strike-through form).

“Measuring Income Tax Expense for Interim Period
8. (no change)

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
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 annual effective income tax rate. That estimated average annual effective
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 effective 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, (no change)
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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 effective 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 ond 3rd 4th
Quarter Quarter Quarter Quarter  Annual
Tax
Expense 52.5 (17.5) (17.5) (17.5) 0

Difference in Financial Reporting Year and Tax Year

12.
13.

vevreenenn. (N0 Change)

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 effective income tax rate is 30 per cent in Year 1 and 40 per
centin Year 2.

(Amount in Rs. lakhs)

Quarter Quarter Quarter Quarter Year
Ending Ending Ending Ending Ending
31 Dec. 31 Mar. 30 June 30 Sep. 30 Sep.
Year 1 Year 1 Year 2 Year 2 Year 2
Tax Expense 30 30 40 40 140

Tax Deductions/Exemptions

14.

............... (no change)

Tax Loss Carry forwards

15.
16.

............ (no change)

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 effective 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”

The limited revision comes into effect in respect of accounting periods commencing on or after
1-4-2004. It may be noted that the limited revision has been made to align the drafting of AS 25
with the corresponding International Accounting Standard (IAS) 34.
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Deferment of the Applicability of AS 22 to Non-Corporate Enterprises

Non-corporate enterprises, such as sole proprietors, partnership firms, trusts, Hindu Undivided
Families, association of persons and co-operative societies will now be required to follow Accounting
Standards (AS) 22, Accounting for Taxes on Income, in respect of accounting periods commencing on
or after 1-4-2006. The decision to this effect has been taken by the Council of the Institute of Chartered
Accountants of India (ICAl), at its meeting, held on June 24-26, 2004. The applicability of AS 22 has
been deferred for those non-corporate enterprises which were required to follow AS 22 in respect of
accounting periods commencing on or after 1-4-2003.

It may be noted that the applicability paragraphs of AS 22 provided as below:

" Accounting Standards (AS) 22, 'Accounting for Taxes on Income', issued by the Council of the
Institute of Chartered Accountants of India, comes into effect in respect of accounting periods
commencing on or after 1-4-2001. It is mandatory in nature for:

a. All the accounting periods commencing on or after 01.04.2001, in respect of the following:

(i) Enterprises whose equity or debt securities are listed on a recognized stock exchange in
India and enterprises that are in the process of issuing equity or debt securities that will be
listed on a recognized stock exchange in India as evidenced by the board of directors'
resolution in this regard.

(i) All the enterprises of a group, if the parent presents consolidated financial statements and
the Accounting Standard is mandatory in nature in respect of any of the enterprises of that
group in terms of (i) above.

b. All the accounting periods commencing on or after 01.04.2002, in respect of companies not
covered by (a) above.

c.  Allthe accounting periods commencing on or after 01.04.2003, in respect of all other enterprises."

The decision to defer the applicability of AS 22 to enterprises covered by ( ¢ ) above so as to make it
mandatory in respect of accounting periods commencing on or after 1-4-2006 instead of 1-4-2003 has
been taken by the Council on a consideration of certain representations and views expressed at
various forums. The decision has been taken with a view to provide some more time to such
enterprises for effective implementation of AS 22.

Announcement
Elimination of unrealized profits and losses under AS 21, AS 23 and AS 27

Accounting Standard (AS) 21, Consolidated Financial Statements, came into effect in respect of
accounting periods commencing on or after 1-4-2001 and is mandatory from that date if an enterprise
presents consolidated financial statements. Paragraph 16 of AS 21 requires that intragroup balances
and intragroup transactions and resulting unrealised profits should be eliminated in full. It further
provides that unrealised losses resulting from intragroup transactions should also be eliminated unless
cost cannot be recovered.

There may be transactions between a parent and its subsidiary(ies) entered into during accounting
periods commencing on or before 31-3-2001. While preparing consolidated financial statements, in
respect of some of the transactions entered into during accounting periods commencing on or before
31-3-2001, it may not be practicable to eliminate resulting unrealised profits and losses. It has,
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therefore, been decided that elimination of unrealised profits and losses in respect of transactions
entered into during accounting periods commencing on or before 31-3-2001, is encouraged, but not
required on practical grounds.

The above position also applies in respect of AS 23, Accounting for Investments in Associates in
Consolidated Financial Statements and AS 27, Financial Reporting of Interests in Joint Ventures while
applying the 'equity method' and 'proportionate consolidation method' respectively.

Announcement
Treatment of Inter-Divisional Transfers

Attention of the members is invited to the definition of the term 'revenue' in Accounting Standard (AS)
9, Revenue Recognition, issued by the Institute of Chartered Accountants of India, which is reproduced
below:

"Revenue is the gross inflow of cash, receivables or other consideration arising in the course of the
ordinary activities of an enterprise from the sale of goods, from the rendering of services, and from
the use by others of enterprise resources yielding interest, royalties and dividends. Revenue is
measured by the charges made to customers or clients for goods supplied and services rendered to
them and by the charges and rewards arising from the use of resources by them. In an agency
relationship, the revenue is the amount of commission and not the gross inflow of cash, receivables or
other consideration." (emphasis supplied)

The use of the word 'enterprise’ in the definition of the term 'revenue’ clearly implies that the transfers
within the enterprise cannot be considered as fulfilling the definition of the term 'revenue'. Thus, the
recognition of inter-divisional transfers as sales is an inappropriate accounting treatment and is
inconsistent with Accounting Standard (AS) 9, Revenue Recognition. This aspect is further
strengthened by considering the recognition criteria laid down in AS 9. Paragraphs 10 and 11 of AS 9,
reproduced below, provide as to when revenue from the sale of goods should be recognised:
"10. Revenue from sales or service transactions should be recognised when the requirements
as to performance set out in paragraphs 11 and 12 are satisfied, provided that at the time of
performance it is not unreasonable to expect ultimate collection. If at the time of raising of any
claim it is unreasonable to expect ultimate collection, revenue recognition should be
postponed.

11. In a transaction involving the sale of goods, performance should be regarded as being
achieved when the following conditions have been fulfilled:

(i) the seller of goods has transferred to the buyer the property in the goods for a price or all
significant risks and rewards of ownership have been transferred to the buyer and the
seller retains no effective control of the goods transferred to a degree usually associated
with ownership; and

(i) no significant uncertainty exists regarding the amount of the consideration that will be
derived from the sale of the goods."

Since in case of inter-divisional transfers, risks and rewards remain within the enterprise and also there
is no consideration from the point of view of the enterprise as a whole, the recognition criteria for
revenue recognition are also not fulfilled in respect of inter-divisional transfers.

Announcement

Disclosures in cases where a Court/ Tribunal makes an order sanctioning an accounting
treatment which is different from that prescribed by an Accounting Standard

Paragraph 4.2 of the ‘Preface to the Statements of Accounting Standards’ (revised 2004) provides as
under:
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“4.2 The Accounting Standards by their very nature cannot and do not override the local regulations
which govern the preparation and presentation of financial statements in the country. However, the
ICAI will determine the extent of disclosure to be made in financial statements and the auditor’s report
thereon. Such disclosure may be by way of appropriate notes explaining the treatment of particular
items. Such explanatory notes will be only in the nature of clarification and therefore need not be
treated as adverse comments on the related financial statements.”

In the case of Companies, Section 211 (3B) of the Companies Act, 1956, provides that “Where the
profit and loss account and the balance sheet of the company do not comply with the accounting
standards, such companies shall disclose in its profit and loss account and balance sheet, the
following, namely:-

a. the deviation from the accounting standards;
b. the reasons for such deviation; and
c. the financial effect, if any, arising due to such deviation.”

In view of the above, if an item in the financial statements of a Company is treated differently pursuant
to an Order made by the Court/Tribunal, as compared to the treatment required by an Accounting
Standard, following disclosures should be made in the financial statements of the year in which
different treatment has been given:

1. A description of the accounting treatment made along with the reason that the same has been
adopted because of the Court/Tribunal Order.

2. Description of the difference between the accounting treatment prescribed in the Accounting
Standard and that followed by the Company.

3. The financial impact, if any, arising due to such a difference.

It is recommended that the above disclosures should be made by enterprises other than companies
also in similar situations.

Applicability of AS 4 to impairment of assets not covered by present
Indian Accounting Standard

1. Accounting Standard (AS) 29, ‘Provisions, Contingent Liabilities and Contingent Assets’, issued by
the Institute in November 2003, comes into effect in respect of accounting periods commencing on or
after 1-4-2004. As per AS 29, from the date of this Accounting Standard becoming mandatory, all
paragraphs of Accounting Standard (AS) 4, Contingencies and Events Occurring After the Balance
Sheet Date, that deal with contingencies (viz., paragraphs 1 (a), 2, 3.1, 4 (4.1 to 4.4), 5 (5.1 t0 5.6), 6,
7(7.110 7.3), 9.1 (relevant portion), 9.2, 10, 11, 12 and 16), stand withdrawn.

2. Paragraph 7 of AS 29 provides that this Statement defines provisions as liabilities which can be
measured only by using a substantial degree of estimation. It further provides that the term ‘provision’
is also used in the context of items such as depreciation, impairment of assets and doubtful debts:
these are adjustments to the carrying amounts of assets and are not addressed in this Statement. In
view of this, impairment of assets and doubtful debts are not covered by AS 29.

3. It may be noted that the paragraphs of AS 4 dealing with contingencies also cover provision for
contingent loss in case of impairment of assets, not covered by other Accounting Standards, such as,
AS 2, Valuation of Inventories, AS 10, Accounting for Fixed Assets, AS 13, Accounting for Investments
and AS 28, Impairment of Assets (coming into effect from 1-4-2004). Accordingly, AS 4 deals with
impairment of certain assets, for example, the impairment of financial assets like receivables
(commonly referred to as the provision for bad and doubtful debts).

4. As may be noted from paragraph 1 above, pursuant to AS 29 coming into effect, the paragraphs of
AS 4 that deal with contingencies stand withdrawn. It may further be noted that while impairment of
certain assets is covered by some existing Accounting Standards referred to in paragraph 3 above,
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impairment of financial assets such as receivables, which are not covered by AS 29, is expected to be
covered in an Accounting Standard on Financial Instruments: Recognition and Measurement, which is
under preparation.

5. In view of the above, it is brought to the notice of the members and others that till the issuance of
the proposed Accounting Standard on financial instruments, the paragraphs of AS 4 which deal with
contingencies would remain operational to the extent they cover the impairment of assets not covered
by other Indian Accounting Standards. Thus, for instance, impairment of receivables (commonly
referred to as the provision for bad and doubtful debts) would continue to be covered by AS 4.

Announcement
Applicability of Accounting Standard (AS) 28, Impairment of Assets, to Small and Medium
Sized Enterprises (SMES)

1. Accounting Standard (AS) 28, Impairment of Assets, issued by the Council of the Institute of
Chartered Accountants of India, comes into effect in respect of accounting periods commencing
on or after 1-4-2004. The Standard is mandatory in nature from different dates for different levels
of enterprises as below:

() To Level | enterprises- from accounting periods commencing on or after 1.4.2004.

(i) To Level Il enterprises- from accounting periods commencing on or after 1.4.2006.
(i) To Level lll enterprises- from accounting periods commencing on or after 1.4.2008.
The criteria for different levels are given in Annexure |.

2. Considering the feedback received from various interest-groups and the concerns expressed at
various forums, it is felt that relaxation should be given to Level Il and Level Ill enterprises
(referred to as ‘Small and Medium Sized Enterprises’ (SMEs)), from the measurement principles
contained in AS 28, Impairment of Assets.

3. AS 28 defines, inter alia, the following terms:

An impairment loss is the amount by which the carrying amount of an asset exceeds its
recoverable amount.

Recoverable amount is the higher of an asset’s net selling price and its value in use.

Net selling price is the amount obtainable from the sale of an asset in an arm’s length
transaction between knowledgeable, willing parties, less the costs of disposal.

Value in use is the present value of estimated future cash flows expected to arise from the
continuing use of an asset and from its disposal at the end of its useful life.

4. The relaxations for SMEs in respect of AS 28 have been decided as below:

() Considering that detailed cash flow projections of SMEs are often not readily available,
SMEs are allowed to measure the ‘value in use’ on the basis of reasonable estimate thereof
instead of computing the value in use by present value technique. Therefore, the definition of the
term ‘value in use’ in the context of the SMEs would read as follows:

“Value in use is the present value of estimated future cash flows expected to arise
from the continuing use of an asset and from its disposal at the end of its useful life,
or a reasonable estimate thereof”.

(i) The above change in the definition of ‘value in use’ implies that instead of using the present
value technique, a reasonable estimate of the ‘value in use’ can be made. Consequently, if an
SME chooses to measure the ‘value in use’ by not using the present value technique, the relevant
provisions of AS 28, such as discount rate etc., would not be applicable to such an SME. Further,
such an SME need not disclose the information required by paragraph 121(g) of the Standard.
Subject to this, the other provisions of AS 28 would be applicable to SMEs.
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5. Anenterprise, which, pursuant to the above provisions, does not use the present value technique
for measuring value in use, should disclose, the fact that it has measured its ‘value in use’ on the
basis of the reasonable estimate thereof and the manner in which the estimate has been arrived
at including assumptions that govern the estimate.

6. Where an enterprise has been covered in Level | and subsequently, ceases to be so covered, the
enterprise will not qualify for relaxation/exemption from the applicability of this Standard, until the
enterprise ceases to be covered in Level | for two consecutive years.

7. Where an enterprise has previously qualified for the above relaxations (being not covered in Level
1) but no longer qualifies for relaxation in the current accounting period, this Standard becomes
applicable from the current period without the above relaxations. However, the corresponding
previous period figures in respect of the relevant disclosures need not be provided.

The above provisions are applicable in respect of the accounting periods commencing on or after 1-4-
2006 (for Level Il enterprises) and 1-4-2008 (for Level 1l enterprises). However, if an enterprise being
a Level Il enterprise starts applying AS 28 from accounting periods beginning on or after 1-4-2006, it
will continue to apply this Standard even if it ceases to be covered in Level Il and becomes a Level llI
enterprise.

Annexure |
Criteria for classification of enterprises
Level | Enterprises

Enterprises which fall in any one or more of the following categories, at any time during the accounting
period, are classified as Level | enterprises:

(i) Enterprises whose equity or debt securities are listed whether in India or outside India.

(i) Enterprises which are in the process of listing their equity or debt securities as evidenced by the
board of directors’ resolution in this regard.

i) Banks including co-operative banks.
iv) Financial institutions.
v) Enterprises carrying on insurance business.

vi) All commercial, industrial and business reporting enterprises, whose turnover for the immediately
preceding accounting period on the basis of audited financial statements exceeds Rs. 50 crore.
Turnover does not include ‘other income'.

(vii) All commercial, industrial and business reporting enterprises having borrowings, including public
deposits, in excess of Rs. 10 crore at any time during the accounting period.

(viii) Holding and subsidiary enterprises of any one of the above at any time during the accounting
period.

Level Il Enterprises

Enterprises which are not Level | enterprises but fall in any one or more of the following categories are
classified as Level Il enterprises:

(i)  All commercial, industrial and business reporting enterprises, whose turnover for the immediately
preceding accounting period on the basis of audited financial statements exceeds Rs. 40 lakhs
but does not exceed Rs. 50 crore. Turnover does not include ‘other income’.

(i) Al commercial, industrial and business reporting enterprises having borrowings, including public
deposits, in excess of Rs. 1 crore but not in excess of Rs. 10 crore at any time during the
accounting period.

(i) Holding and subsidiary enterprises of any one of the above at any time during the accounting
period.
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Level lll Enterprises
Enterprises which are not covered under Level | and Level Il are considered as Level Il enterprises.

ANNOUNCEMENT
Tax effect of expenses/income adjusted directly against the reserves and/or Securities
Premium Account

1. It has been noticed that some companies are charging certain expenses, which are otherwise
required to be charged to the profit and loss account, directly against reserves and/or Securities
Premium Account pursuant to the court orders. In such a case, while the expenses are charged
to reserves and/or Securities Premium Account, the tax benefit arising from admissibility of such
expenses for tax purposes is not recognised in the reserves and/or Securities Premium
Account. Such a situation may also arise where an enterprise adjusts its reserves to give effect

to a change, if any, in accounting policy consequent upon adoption of an Accounting Standard,
in accordance with the transitional provisions contained in the standard. Further, a company
may adjust an expense against the Securities Premium Account as allowed under the
provisions of section 78 of the Companies Act, 1956. A similar situation may arise where,
pursuant to a court order or under transitional provisions prescribed in an accounting standard,
an income, which should have otherwise been credited to the profit and loss account in
accordance with the requirements of generally accepted accounting principles, may have been
directly credited to a reserve account or a similar account and the tax effect thereof is not
recognised in the reserve account or a similar account.

2. Not recognising the tax benefit, arising from admissibility of expense charged to the reserves
and/or Securities Premium Account, in the reserves and/or Securities Premium Account is
contrary to the generally accepted accounting principles because it results in recognition and
presentation of tax effect of an expense in a manner which is different from the manner in which
the expense itself has been recognised and presented. Similarly, recognising and presenting
the tax effect of an income in a manner which is different from the manner in which income itself
has been recognised and presented is contrary to the generally accepted accounting principles.
Accordingly, any expense charged directly to reserves and/or Securities Premium Account
should be net of tax benefits expected to arise from the admissibility of such expenses for tax
purposes. Similarly, any income credited directly to a reserve account or a similar account
should be net of its tax effect.

3. In view of the above, any item of income or expense adjusted directly to reserves and/or
Securities Premium Account should be net of its tax effect.

ANNOUNCEMENT
Applicability of Accounting Standards to an Unlisted Indian Company,
which is a Subsidiary of a Foreign Company Listed Outside India

1. The Council of the Institute of Chartered Accountants of India has issued an Announcement (see
‘The Chartered Accountant’, November 2003 (pp. 480-489)) on ‘Applicability of Accounting Standards'’
with a view to lay down the scheme of applicability of Accounting Standards to Small and Medium
Sized Enterprises (SMEs). As per the said scheme, all accounting standards are applicable to Level |
enterprises. Level | enterprises, inter alia, include (i) enterprises whose equity or debt securities are
listed whether in India or outside India, and (i) holding or a subsidiary of a Level | enterprise.

2. With regard to above, an issue has been raised as to whether, as per the above scheme, a
foreign company which is incorporated and listed outside India would also be considered as a Level |
enterprise and consequent to this, whether an unlisted Indian company, which is a subsidiary of this
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foreign company, would become a Level | enterprise merely because of it being a subsidiary of the
said foreign company.

3. ltis clarified that, in the above-stated scheme, the term ‘enterprise’ includes all entities that are
required to prepare their financial statements as per the Indian GAAPs. Accordingly, all Indian entities,
i.e., the entities which are incorporated in India, are covered in the said scheme. The scheme also
covers those foreign entities which are required to prepare their financial statements as per the Indian
GAAPs. Thus, in case a foreign company, which is incorporated and listed outside India, is required to
prepare its financial statements as per the Indian GAAPs, it will be considered as a Level | enterprise.
In such a case, the Indian company, which is a subsidiary of the aforesaid foreign company, would also
be considered as a Level | enterprise for the reason that it is a subsidiary of another Level | enterprise.
In case the parent foreign company is not required to prepare its financial statements as per the Indian
GAAPs, its Indian subsidiary would not be considered to be a Level | enterprise provided it does not
meet any other criteria for becoming Level | enterprise as per the said scheme. Thus, in such a
situation, the status of the Indian company under the above scheme will be determined independent of
the status of its parent foreign company.

APPENDIX-III
ACCOUNTING STANDARDS INTERPRETATIONS

The authority of the Accounting Standards Interpretations (ASI) is the same as that of the Accounting
Standard to which it relates. The contents of the ASI are intended for the limited purpose of the
Accounting Standard to which it relates. ASI is intended to apply only to material items. The Institute
of Chartered Accountants of India has, so far, issued 30 ASIs. These interpretations are available at
the institute’'s website www.icai.org. The students are advised to refer PE-Il Course Study Material
(June, 2004 edition) for the text of ASI 1 to ASI 28. The further interpretations - ASI 29 including
revised ASI 3, ASI 4, ASI 14 and ASI 20 are given below:

Accounting Standards Interpretation (ASI) 29
Turnover in case of Contractors
Accounting Standard (AS) 7, Construction Contracts (revised 2002)

ISSUE

1. AS 7, Construction Contracts (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.

The issue is whether the revenue so recognised in the financial statements of contractors as per the
requirements of AS 7 can be considered as ‘turnover'.

CONSENSUS

2. The amount of contract revenue recognised as revenue in the statement of profit and loss as per
the requirements of AS 7 should be considered as ‘turnover’.

BASIS FOR CONCLUSIONS

3. The paragraph dealing with the ‘Objective’ of AS 7 provides as follows:
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“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 recognized 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 deals, inter alia, with the allocation of contract revenue to
the accounting periods in which construction work is performed.

4. Paragraphs 21 and 31 of AS 7 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 may be inclusive of profit
(as per paragraph 21 reproduced above) or exclusive of profit (as per paragraph 31 above) depending
on whether the outcome of the 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.

5. ‘Revenue’ is a wider term. For example, within the meaning of 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, by whatever nomenclature described in the financial statements, is considered as
‘turnover’.
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Accounting Standards Interpretation (ASI) 3 (Revised)
Accounting for Taxes on Income in the situations of Tax Holiday under

Section 80-IAQ and 80-IB of the Income-tax Act, 1961
Accounting Standard (AS) 22, Accounting for Taxes on Income
ISSUE

1. Sections 80-1A and 80-IB of the Income-tax Act, 1961 (hereinafter referred to as the ‘Act’) provide
certain deductions, for certain years, in determining the taxable income of an enterprise. These
deductions are commonly described as ‘tax holiday’ and the period during which these deductions are
available is commonly described as ‘tax holiday period’

2. The issue is how AS 22 should be applied in the situations of tax-holiday under sections 80-1A
and 80-1B of the Act.

CONSENSUS

3. The deferred tax in respect of timing differences which reverse during the tax holiday period
should not be recognised to the extent the enterprise’s gross total income is subject to the deduction
during the tax holiday period as per the requirements of the Act.

4. Deferred tax in respect of timing differences which reverse after the tax holiday period should be
recognised in the year in which the timing differences originate. However, recognition of deferred tax
assets should be subject to the consideration of prudence as laid down in paragraphs 15 to 18 of AS
22.

5. For the above purposes, the timing differences which originate first should be considered to
reverse first.

The Appendix to this Interpretation illustrates the application of the above requirements.
BASIS FOR CONCLUSIONS

6. Section 80A (1) of the Act provides that in computing the total income of an assessee, there shall
be allowed from his gross total income, in accordance with and subject to the provisions of this
Chapter, the deductions specified in sections 80C to 80U. Therefore, the deductions under sections
80-IA and 80-IB are the deductions from the gross total income of an assessee determined in
accordance with the provisions of the Act. For example, depreciation under section 32 of the Act is
provided for arriving at the amount of gross total income even if it is not claimed in view of Explanation
5 to clause (i) of sub-section (1) of section 32 of the Act.

7. In view of the above, the amount of the deduction under sections 80-IA and 80-IB of the Act, is
based on the gross total income which is determined in accordance with the provisions of the Act. In
respect of the situations covered under sections 80-IA and 80-1B, the difference in the relevant
accounting income and taxable income (relevant gross total income minus deduction allowed under
sections 80-1A and 80-IB) of an enterprise during a tax holiday period is classified into permanent
differences and timing differences. The amount of deduction in respect of sections 80-1A and 80-IB is a
permanent difference whereas the differences which arise because of different treatment of items of
income and expenses for determination of relevant accounting income and relevant gross total income
such as depreciation are timing differences.

8. The Framework for the Preparation and Presentation of Financial Statements provides that “An
asset is recognised in the balance sheet when it is probable that the future economic benefits
associated with it will flow to the enterprise and the asset has a cost or value that can be measured
reliably”. The Framework also provides that “A liability is recognised in the balance sheet when it is
probable that an outflow of resources embodying economic benefits will result from the settlement of a
present obligation and the amount at which the settlement will take place can be measured reliably”. In
the situation of tax holiday under Sections 80-IA and 80-IB of the Act, it is probable that deferred tax



54

assets and liabilities in respect of timing differences which reverse during the tax holiday period,
whether originated in the tax holiday period or before that (refer provisions of section 80-IA(2) of the
Act), will not be realised or settled. Accordingly, a deferred tax asset or a liability for timing differences
which reverse during the tax holiday period does not meet the above criteria for recognition of asset or
liability, as the case may be, and therefore is not recognised to the extent the gross total income of the
enterprise is subject to the deduction during the tax holiday period.

9. Deferred tax assets/liabilities for timing differences which reverse after the tax holiday period,
whether originated in the tax holiday period or before that, are recognised in the period in which these
differences originate because these can be realised/paid after the expiry of the tax holiday period by
payment of lesser or higher amount of tax after the tax holiday period because of reversal of timing
differences.

10. According to one view, during the tax holiday period, no deferred tax should be recognised even
for the timing differences which reverse after the tax holiday period, because timing differences do not
originate, for example, in the situation of a 100 percent tax holiday period the taxable income is nil.
This view was not accepted because in the aforesaid situation, although the current tax is nil but
deferred tax, on account of the timing differences which will reverse after the tax holiday period, exists.
Further, even in case of carry forward of losses which can be set-off against future taxable income,
deferred tax may be recognised, as per AS 22, in respect of all timing differences irrespective of the
fact that the taxable income of the enterprise is nil in the period in which the timing differences
originate.

11. According to another view, the timing differences which will reverse after the tax holiday period
should be recognised at the beginning of the first year after the expiry of the tax holiday period and not
in the year in which the timing differences originate. Accordingly, as per this view, during the tax
holiday period, deferred tax should not be recognised. This view was also not accepted because as per
AS 22 deferred tax should be recognised in the period in which the relevant timing differences
originate.

Appendix

Note: This appendix is illustrative only and does not form part of the Accounting Standards
Interpretation. The purpose of this appendix is to illustrate the application of the Interpretation to assist
in clarifying its meaning.

Facts:

1. The income before depreciation and tax of an enterprise for 15 years is Rs. 1000 lakhs per year,
both as per the books of account and for income-tax purposes.

2. The enterprise is subject to 100 percent tax-holiday for the first 10 years under section 80-IA. Tax
rate is assumed to be 30 percent.

3. At the beginning of year 1, the enterprise has purchased one machine for Rs. 1500 lakhs.
Residual value is assumed to be nil.

4.  For accounting purposes, the enterprise follows an accounting policy to provide depreciation on
the machine over 15 years on straight-line basis.

5. For tax purposes, the depreciation rate relevant to the machine is 25% on written down value
basis.

The following computations will be made, ignoring the provisions of section 115JB (MAT), in this
regard:
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Table 1

Computation of depreciation on the machine for accounting purposes and tax purposes
(Amounts in Rs. lakhs)

Year Depreciation for accounting purposes Depreciation for tax purposes
1 100 375
2 100 281
3 100 211
4 100 158
5 100 119
6 100 89
7 100 67
8 100 50
9 100 38

10 100 28
11 100 21
12 100 16
13 100 12
14 100 9
15 100 7

At the end of the 15th year, the carrying amount of the machinery for accounting purposes would be nil
whereas for tax purposes, the carrying amount is Rs. 19 lakhs which is eligible to be allowed in
subsequent years.

Table 2
Computation of Timing differences

(Amounts in Rs. lakhs)

1 2 3 4 5 6 7 8 9
Year Income Accounting Gross Total ~ Deduction  Taxable Total Permanent  Timing
before Income after  Income under Income  Difference  Difference  Difference
depreciation  depreciation  (after Section (4-5) between (deduction  (due to
and tax deducting 80-1A accounting  pursuantto  different
(both for depreciation income section 80-  amounts of
accounting under tax and IA) depreciation
purposes laws) taxable for accounting
and tax income (3 purposes and
purposes -6) tax purposes)
(0=
Originating
andR =
Reversing)
1 1000 900 625 625 Nil 900 625 275 (0)
2 1000 900 719 719 Nil 900 719 181 (0)
3 1000 900 789 789 Nil 900 789 111 (0)
4 1000 900 842 842 Nil 900 842 58 (0)
5 1000 900 881 881 Nil 900 881 19 (0)
6 1000 900 911 911 Nil 900 911 11 (R)

7 1000 900 933 933 Nil 900 933 33 (R)
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8 1000 900 950 950 Nil 900 950 50 (R)
9 1000 900 962 962 Nil 900 962 62 (R)
10 1000 900 972 972 Nil 900 972 72 (R)
11 1000 900 979 Nil 979 -79 Nil 79 (R)
12 1000 900 984 Nil 984 -84 Nil 84 (R)
13 1000 900 988 Nil 988 -88 Nil 88 (R)
14 1000 900 911 Nil 911 -91 Nil 91 (R)
15 1000 900 993 Nil 993 -93 Nil 74 (R) 19 (0)
Notes:

1. Timing differences originating during the tax holiday period are Rs. 644 lakhs, out of which Rs.
228 lakhs are reversing during the tax holiday period and Rs. 416 lakhs are reversing after the tax
holiday period. Timing difference of Rs. 19 lakhs is originating in the 15th year which would reverse in
subsequent years when for accounting purposes depreciation would be nil but for tax purposes the
written down value of the machinery of Rs. 19 lakhs would be eligible to be allowed as depreciation.

2. As per the Interpretation, deferred tax on timing differences which reverse during the tax holiday
period should not be recognised. For this purpose, timing differences which originate first are
considered to reverse first. Therefore, the reversal of timing difference of Rs. 228 lakhs during the tax
holiday period, would be considered to be out of the timing difference which originated in year 1. The
rest of the timing difference originating in year 1 and timing differences originating in years 2 to 5 would
be considered to be reversing after the tax holiday period. Therefore, in year 1, deferred tax would be
recognised on the timing difference of Rs. 47 lakhs (Rs. 275 lakhs - Rs. 228 lakhs) which would
reverse after the tax holiday period. Similar computations would be made for the subsequent years.
The deferred tax assets/liabilities to be recognised during different years would be computed as per
the following Table. Table 3

Computation of current tax and deferred tax
(Amounts in Rs. lakhs)

Year Current tax Deferred tax Accumulated Deferred  Tax expense
(Taxable (Timing difference x 30%) tax (L= Liability and A=
Income x 30%) Asset)
1 Nil 47 x 30% = 14 (see note 2 14 (L) 14
above)
2 Nil 181 x 30% = 54 68 (L) 54
3 Nil 111 x 30% = 33 101 (L) 33
4 Nil 58 x 30% = 17 118 (L) 17
5 Nil 19 x 30% =6 124 (L) 6
6 Nil Nilt 124 (L) Nil
7 Nil Nilt 124 (L) Nil
8 Nil Nilt 124 (L) Nil
9 Nil Nilt 124 (L) Nil

1 No deferred tax is recognized since in respect of timing differences reversing during the tax holiday period, no
deferred tax was recognized at their origination.
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10 Nil Nilt 124 (L) Nil

11 294 ~79 x 30% = —24 100 (L) 270

12 295 ~84 x 30% = —25 75 (L) 270

13 296 —88 x 30% = —26 49 (L) 270

14 297 -91 x 30% = —27 22 (L) 270

15 298 ~74 x 30% = —22 Nil 270
~19 x 30% = —6 6 (A)2

Accounting Standards Interpretation (ASI) 4 (Revised)
Losses under the head Capital Gains
Accounting Standard (AS) 22, Accounting for Taxes on Income
[This revised Accounting Standards Interpretation replaces ASI 4 issued in December 2002.]
ISSUE

1. The issue is how AS 22 should be applied in respect of ‘loss’ arising under the head ‘Capital
gains’ of the Income-tax Act, 1961 (hereinafter referred to as the ‘Act’), which can be carried forward
and set-off in future years, only against the income arising under that head as per the requirements of
the Act.

CONSENSUS

2. Where an enterprise’s statement of profit and loss includes an item of ‘loss’ which can be set-off
in future for taxation purposes, only against the income arising under the head ‘Capital gains’ as per
the requirements of the Act, that item is a timing difference to the extent it is not set-off in the current
year and is allowed to be set-off against the income arising under the head ‘Capital gains’ in
subsequent years subject to the provisions of the Act. In respect of such ‘loss’, deferred tax asset
should be recognised and carried forward subject to the consideration of prudence. Accordingly, in
respect of such ‘loss’, deferred tax asset should be recognised and carried forward only to the extent
that there is a virtual certainty, supported by convincing evidence, that sufficient future taxable income
will be available under the head ‘Capital gains’ against which the loss can be set-off as per the
provisions of the Act. Whether the test of virtual certainty is fulfilled or not would depend on the facts
and circumstances of each case. The examples of situations in which the test of virtual certainty,
supported by convincing evidence, for the purposes of the recognition of deferred tax asset in respect
of loss arising under the head ‘Capital gains’ is normally fulfilled, are sale of an asset giving rise to
capital gain (eligible to setoff the capital loss as per the provisions of the Act) after the balance sheet
date but before the financial statements are approved, and binding sale agreement which will give rise
to capital gain(eligible to set-off the capital loss as per the provisions of the Act).

3. In cases where there is a difference between the amounts of ‘loss’ recognised for accounting
purposes and tax purposes because of cost indexation under the Act in respect of long-term capital
assets, the deferred tax asset should be recognised and carried forward (subject to the consideration
of prudence) on the amount which can be carried forward and set-off in future years as per the
provisions of the Act.

2 Deferred tax asset of Rs. 6 lakhs would be recognized at the end of year 15 subject to consideration of prudence as
per AS 22. If it is so recognized, the said deferred tax asset would be realized in subsequent periods when for tax
purposes deprecation would be allowed but for accounting purposes no depreciation would be recognized.
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Transitional Provision

4. Where an enterprise first applies this revised ASI, the deferred tax asset recognized previously
considering the reasonable level of certainty, as per the pre-revised ASI 4, and no longer meets the
recognition criteria laid down in the revised ASI, should be written-off with a corresponding charge to
the revenue reserves.

BASIS FOR CONCLUSIONS

5. Section 71 (3) of the Act provides that “Where in respect of any assessment year, the net result of
the computation under the head “Capital gains” is a loss and the assessee has income assessable
under any other head of income, the assessee shall not be entitled to have such loss set off against
income under the other head".

6.  Section 74 (1) of the Act provides that “Where in respect of any assessment year, the net result
of the computation under the head “Capital gains” is a loss to the assessee, the whole loss shall,
subject to the other provisions of this Chapter, be carried forward to the following assessment year,
and—

(@) in so far as such loss relates to a short-term capital asset, it shall be set off against income, if
any, under the head “Capital gains” assessable for that assessment year in respect of any other
capital asset;

(b) in so far as such loss relates to a long-term capital asset, it shall be set off against income, if
any, under the head “Capital gains” assessable for that assessment year in respect of any other
capital asset not being a short-term capital asset;

(c) ifthe loss cannot be wholly so set-off, the amount of loss not so set off shall be carried forward to
the following assessment year and so on.”  Section 74 (2) of the Act provides that “No loss
shall be carried forward under this section for more than eight assessment years immediately
succeeding the assessment year for which the loss was first computed”.

7. AS 22 defines ‘timing differences’ as “the differences between taxable income and accounting
income for a period that originate in one period and are capable of reversal in one or more subsequent
periods”.

8.  Where an enterprise’s statement of profit and loss includes an item of loss, which is considered a
‘loss’ under the head ‘Capital gains’ as per the provisions of the Act, the loss is a timing difference, to
the extent the same is not set-off in the current year, because this loss can be allowed to be set-off
against income arising under the head ‘Capital gains’ in future, subject to the provisions of the Act, and
to that extent the amount of income under that head will not be taxable in the future year even though
the said income would be included in the determination of the accounting income of that year.

9. AS 22 provides that “Deferred tax should be recognised for all the timing differences,
subject to the consideration of prudence in respect of deferred tax assets as set out in
paragraphs 15-18". Paragraph 15 of AS 22 provides that “Except in the situations stated in
paragraph 17, deferred tax assets should be recognised and carried forward only to the extent
that there is a reasonable certainty that sufficient future taxable income will be available against
which such deferred tax assets can be realised.”

Paragraphs 17 and 18 of AS 22 provide as follows:

“17. Where an enterprise has unabsorbed depreciation or carry forward of losses under
tax laws, deferred tax assets should be recognised only to the extent that there is virtual
certainty supported by convincing evidence that sufficient future taxable income will be
available against which such deferred tax assets can be realised.

18. The existence of unabsorbed depreciation or carry forward of losses under tax laws is
strong evidence that future taxable income may not be available. Therefore, when an
enterprise has a history of recent losses, the enterprise recognises deferred tax assets only
to the extent that it has timing differences the reversal of which will result in sufficient income
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or there is other convincing evidence that sufficient taxable income will be available against
which such deferred tax assets can be realised. In such circumstances, the nature of the
evidence supporting its recognition is disclosed.”

The income under the head ‘Capital gains’ does not arise in the course of the operating
activities of an enterprise. Thus, for the purpose of recognition of a deferred tax asset, the
degree of certainty of such an income arising in future should be higher. Accordingly, in case
of ‘loss’ under the head ‘Capital gains’, deferred tax asset should be recognised and carried
forward only to the extent that there is a virtual certainty, supported by convincing evidence,
that sufficient future taxable income will be available under the head ‘Capital gains’ against
which the loss can be set-off as per the provisions of the Act.

In this regard, virtual certainty of the availability of sufficient future taxable income against
which deferred tax assets can be realised, will be construed to mean virtual certainty of the
availability of taxable income under the head “Capital gains” in future in accordance with the
provisions of the Act.

10. In cases where there is a difference between the amounts of ‘loss’ recognised for accounting
purposes and tax purposes because of cost indexation under the Act in respect of long-term capital
assets, deferred tax asset is recognised and carried forward (subject to the consideration of prudence)
on the amount which can be carried forward and set-off in future years as per the provisions of the Act
since that is the amount which will be available for set-off in future years as per the provisions of the
Act.

11. As per the requirements of the pre-revised ASI 4, deferred tax asset in respect of a loss arising
under the head ‘Capital Gains’, in certain situations, was recognised on the consideration of the
reasonable certainty. The revised ASI 4, however, requires that in all cases, deferred tax asset in
respect of such loss is recognised only to the extent there is a virtual certainty, supported by
convincing evidence, that sufficient future taxable income will be available under the head ‘Capital
gains’ against which the loss can be set-off as per the provisions of the Act. As a result, a deferred tax
asset, recognised as per the pre-revised ASI 4, may not meet the recognition criteria laid down in the
revised ASI and consequently, would be required to be written-off. A deferred tax asset, which is
required to be written-off in this manner, is charged to the revenue reserves.

Accounting Standards Interpretation (ASl) 14
(Revised)
Disclosure of Revenue from Sales
Transactions
Accounting Standard (AS) 9, Revenue Recognition
[This revised Accounting Standards Interpretation replaces ASI 14 issued in March 2004.]

ISSUE
1. What should be the manner of disclosure of excise duty in the presentation of revenue from sales
transactions (turnover) in the statement of profit and loss.

CONSENSUS
2. The amount of turnover should be disclosed in the following manner on the face of the statement
of profit and loss:

Turnover (Gross) XX
Less: Excise Duty XX
Turnover (Net) XX
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3. The amount of excise duty to be shown as deduction from turnover as per paragraph 2 above
should be the total excise duty for the year except the excise duty related to the difference between the
closing stock and opening stock. The excise duty related to the difference between the closing stock
and opening stock should be recognised separately in the statement of profit and loss, with an
explanatory note in the notes to accounts to explain the nature of the two amounts of excise duty.

BASIS FOR CONCLUSIONS
4. Financial analysts and other users of financial statements, sometimes, require the information
related to turnover gross of excise duty as well as net of excise duty for meaningful understanding of
financial statements. However, it was noted that some enterprises disclose turnover net of excise duty
while others disclose turnover at gross amount. Accordingly, this Interpretation requires disclosure of
turnover gross of excise duty as well as net of excise duty on the face of the statement of profit and
loss.

Invitation to Employers

5. The excise duty related to the difference between the closing stock and opening stock is not
shown as deduction from turnover since it is not included in the turnover (gross). As per the
interpretation, the excise duty related to the difference between the closing stock and opening stock is
recognised separately in the statement of profit and loss.

6. As per the interpretation, two amounts of excise duty would be appearing in the statement of
profit and loss: one as deduction from turnover and the other as a separate item in the statement of
profit and loss. With a view to explain the nature of these two amounts of excise duty appearing in the
statement of profit and loss, this Interpretation requires an explanatory note to be included in this
regard in the notes to accounts.

Accounting Standards Interpretation (ASI) 20 (Revised)
Disclosure of Segment Information
Accounting Standard (AS) 17, Segment Reporting

ISSUE
1. Whether an enterprise, which has neither more than one business segment nor more than one
geographical segment, is required to disclose segment information as per AS 17,

CONSENSUS

2. In case by applying the definitions of ‘business segment’ and ‘geographical segment’, contained
in AS 17, it is concluded that there is neither more than one business segment nor more than one
geographical segment, segment information as per AS 17 is not required to be disclosed. However, the
fact that there is only one ‘business segment’ and ‘geographical segment’ should be disclosed by way
of a note.

BASIS FOR CONCLUSIONS
3. The paragraph of AS 17 dealing with ‘Objective’ provides as under:

“The objective of this Statement is to establish principles for reporting financial information, about the
different types of products and services an enterprise produces and the different geographical areas in
which it operates. Such information helps users of financial statements:

a. better understand the performance of the enterprise;
b.  better assess the risks and returns of the enterprise; and
c. make more informed judgements about the enterprise as a whole.

Many enterprises provide groups of products and services or operate in geographical areas that are
subject to differing rates of profitability, opportunities for growth, future prospects, and risks.
Information about different types of products and services of an enterprise and its operations in



61

different geographical areas - often called segment information - is relevant to assessing the risks and
returns of a diversified or multi-locational enterprise but may not be determinable from the aggregated
data. Therefore, reporting of segment information is widely regarded as necessary for meeting the
needs of users of financial statements.”

In case of an enterprise, which has neither more than one business segment nor more than one
geographical segment, the relevant information is available from the balance sheet and statement of
profit and loss itself and, therefore, keeping in view the objective of segment reporting, such an
enterprise is not required to disclose segment information as per AS 17. The disclosure of the fact that
there is only one ‘business segment’ and ‘geographical segment’ and, therefore, the segment
information is not provided by the concerned enterprise is useful for the users of the financial
statements while making a comparison among various enterprises.

APPENDIX -IV
GN(A) 17 (Issued 2003)

Guidance Note on Accounting for
Equity Index and Equity Stock Futures and Options

(The following is the text of the Guidance Note on Accounting for Equity Index and Equity Stock
Futures and Options, issued by the Council of the Institute of Chartered Accountants of India. With the
issuance of this Guidance Note, Guidance Note on Accounting for Equity Index Futures and Guidance
Note on Accounting for Equity Index Options and Equity Stock Options, issued by the Council of the
Institute of Chartered Accountants of India, stand withdrawn.)

INTRODUCTION

1. During the last few years, a number of new financial instruments have assumed significance in
the Indian economy. With rapid globalisation, this trend is likely to accelerate in future. Derivatives are
a kind of financial instruments whose values change in response to the change in specified interest
rates, security prices, commodity prices, index of prices or rates, or similar variables. Typical examples
of derivatives are futures and forward contracts, swaps and option contracts.

2. Equity index futures, equity stock futures, equity index options and equity stock options are traded
on some major stock exchanges. For instance, in case of equity index futures and equity index
options, The National Stock Exchange of India Limited (NSE) and The Stock Exchange, Mumbai (BSE)
have introduced trading in S&P CNX NIFTY index and BSE SENSEX, respectively. In case of equity
stock futures and equity stock options, NSE and BSE have introduced trading in certain securities
specified by the Securities and Exchange Board of India (SEBI).

3. This Guidance Note deals with accounting treatment of equity index futures, equity stock futures,
equity index options and equity stock options (hereinafter collectively referred to as ‘Equity Derivative
Instruments’) from the viewpoint of the parties who enter into such contracts as buyers or sellers.

4. Equity Derivative Instruments are a type of financial instruments, which are bought or sold with
specific motives, e.g., speculation, hedging and arbitrage. The accounting treatment recommended in
this Guidance Note is applicable to all contracts entered into for Equity Derivative Instruments
irrespective of the motive.

NATURE OF EQUITY DERIVATIVE INSTRUMENTS

5. In order to understand the nature of various Equity Derivative Instruments, it is essential to first
understand the meaning of the terms ‘forward contract’, ‘futures contract’ and ‘options contract’.

6. A forward contract is an agreement between two parties whereby one party agrees to buy from, or
sell to, the other party an asset at a future time for an agreed price (usually referred to as the ‘contract
price’). The parties to forward contracts may be individuals, corporates or financial institutions. At
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maturity, a forward contract is settled by delivery of the asset by the seller to the buyer in return for
payment of the contract price. For example, a person (X) may enter into a forward contract with
another person (Y) on June 15, 20x3 to buy 10 kgs. of silver at the end of 90 days at a price of Rs.
8,200 per kg. At the end of the 90 days, Y will deliver 10 kgs. of silver to X against payment of Rs.
82,000. If the price of silver, at the end of the 90 days, is Rs. 8,300 per kg., X would make a profit of
Rs. 1,000 and Y would lose Rs. 1,000, as X could sell silver bought at Rs. 82,000 for Rs. 83,000,
whereas Y would have to buy silver for Rs. 83,000 and sell for Rs. 82,000. On the other hand, if the
price of silver at the end of the 90 days is Rs. 7,800 per kg., X would lose Rs. 4,000, whereas Y would
make a profit of Rs. 4,000, as X would have to sell silver bought at Rs. 82,000 for Rs. 78,000, whereas
Y would buy silver for Rs. 78,000, which he would sell to X at Rs. 82,000.

7. Afutures contract, like a forward contract, is an agreement between two parties to buy or sell an
asset at a certain time in future for an agreed price. Futures contracts are normally traded on an
exchange. To make trading possible, the exchange specifies certain standardised features of the
contract. The exchange may also provide for guarantee mechanism to ensure that each party to the
contract meets its obligations and, consequently, risk from default by parties is minimised.

8. An Option is a type of derivative instrument whereby a person gets the right to buy or sell at an
agreed amount an underlying asset on or before the specified future date. He is not under any
obligation to do so. The person who gets such right is called ‘Option Buyer’ or ‘Option Holder’. The
person against whom the buyer/holder can exercise his right is called ‘Option Seller’ or ‘Option Writer'.
Unlike a buyer/holder, the seller/writer of an option has no right but has an obligation to sell or buy the
underlying asset as and when the buyer/holder exercises his right. In order to acquire the right of
Option, the buyer/holder pays to the seller/writer an Option Premium, which is the price, paid for the
right. Every option contract is for a specific period of time. On the expiry of the specified period, the
contract also expires. On the basis of the rights of the buyer with regard to the time of settlement, the
Options can be classified into two broad categories, viz., American style options and European style
options. In case of American style options, the buyer/holder can exercise his right at any time before
the contract expires or on the Expiry Date, whereas in case of European style options, the buyer/holder
can exercise his right only on the Expiry Date.

9. An Option can either be a ‘Call Option’ or a ‘Put Option’. In case of Call Option, buyer/holder of
the Option gets the right to purchase the underlying asset whereas in case of Put Option buyer/holder
gets the right to sell the underlying asset. In market terminology, a person buying a Call Option is
considered to have made a ‘long call’ and a person buying a Put Option is considered to have made a
‘long put’. Similarly, a person selling a Call Option or a Put Option is considered to have made a ‘short
call’ or a ‘short put’, respectively. In a Call Option the seller/writer of the Option has an obligation to
sell the underlying asset, whereas in a Put Option the seller/writer has an obligation to buy the
underlying asset. The rights and the obligations of the parties involved in an option contract can be
summarised in a tabular form as under:

Option Type Buyer/Holder Seller/Writer
Call Right but not an obligation to  Obligation but no right to sell the
buy the underlying asset. underlying asset.
Put Right but not an obligation to  Obligation but no right to buy the
sell the underlying asset. underlying asset.

10. The price at which the buyer/holder has the right to buy or sell and the seller/writer has an
obligation to sell or buy is known as the ‘Strike’ or ‘Exercise’ price.

11. It may be noted that the buyer/holder of an option can make a loss of no more than the Option
Premium paid to the seller/writer but the possible gain is unlimited. On the other hand, the Option
Seller/Writer's maximum gain is limited to the Option Premium charged by him from the buyer/holder
but can make unlimited loss.
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12. In market terminology, an option contract can be ‘at the money’, ‘in the money’ or ‘out of the
money’. ‘At the money’ means that the current market value of the underlying asset is the same as the
Exercise Price of the Option. A Call Option is said to be ‘in the money’ if the current market value of
the underlying asset is above the Exercise Price of the Option. A Put Option is said to be ‘in the
money’ if the current market value of the underlying asset is below the Exercise Price of the Option. A
Call Option is said to be ‘out of the money’ if the current market value of the underlying asset is below
the Exercise Price of the Option. A Put Option is said to be ‘out of the money’ if the current market
value of the underlying asset is above the Exercise Price of the Option.

13. Futures and options are both standardised derivative instruments traded on a stock exchange.
The difference between these two types of derivative instruments is in respect of the rights and
obligations of the parties involved in such contracts. In case of a futures contract, both the parties are
under obligation to complete the contract on the specified date. However, in case of options contract,
the buyer/holder has a right, but no obligation to exercise the Option, whereas the seller/writer has an
obligation but no right to complete the contract.

14, There can be futures and options on commodities, currencies, securities, stock index, individual
stock, etc. In India, SEBI has permitted trading in futures and options in two equity indexes, viz., BSE
SENSEX and S&P CNX NIFTY and certain specified securities listed on the stock exchanges.
Currently, these futures and options contracts are traded on The Stock Exchange, Mumbai and The
National Stock Exchange of India Limited.

Equity Index Futures and Equity Stock Futures

15. An equity index futures contract is a futures contract in which the underlying asset is an equity
index, e.g., S&P CNX NIFTY or BSE SENSEX. In other words, it is a contract to buy or sell equity
index at an agreed amount on a specified future date.

16. An equity stock futures contract is a futures contract in which the underlying asset is a security,
e.g., equity shares of ABC Limited, equity shares of PQR Limited, etc. In other words, it is a contract
to buy or sell a security at an agreed amount on a specified future date.

17. The following are the basic differences between these two types of equity futures:

(@) The underlying asset

In case of equity index futures, the underlying asset is equity index itself (e.g., BSE
SENSEX, S&P CNX NIFTY), whereas in case of equity stock futures, the underlying asset is
a security (e.g., equity shares of a company).

(b) The mode of settlement

By its very nature, the index cannot be delivered on maturity of the contract. As such, the
settlement of an equity index futures contract takes the form of payment of the difference
between the price as agreed in the contract (contract price) and the value of the index on the
maturity date (Settlement Date), in cash. In contrast, an equity stock futures contract can be
settled either through delivery of security for which the contract was entered into or by
receipt/payment of the difference between contract price and the value of the security for
which the contract was entered into, in cash, just like equity index futures. At present, in
India, equity stock futures contracts are settled through cash. However, in near future equity
stock futures may be settled through physical delivery of shares.

18. Examples of Equity Index Futures

(i) InJuly, Mr. A enters into an equity index futures contract to buy 100 units of BSE SENSEX
of September 20x3 series at a price of, say, Rs. 3,650 per unit. As a result, Mr. A is under
obligation to buy 100 units of BSE SENSEX on the Settlement Date at the rate of Rs. 3,650
per unit. On the Settlement Date, if the price of BSE SENSEX is higher than Rs. 3,650, say,
Rs. 3,680 per unit, Mr. A will receive Rs. 30 per unit (the difference between the price on the
Settlement Date and the contract price). On the other hand, if, on the Settlement Date, the
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price of BSE SENSEX is lower than Rs. 3,650, say, Rs. 3,610 per unit, Mr. A will pay Rs. 40
per unit.

In July, Mr. B enters into an equity index futures contract to sell 200 units of S&P CNX
NIFTY of September 20x3 series at a price of, say, Rs. 1,100 per unit. As a result, Mr. B is
under obligation to sell 200 units of S&P CNX NIFTY on the Settlement Date at the rate of
Rs. 1,100 per unit. On the Settlement Date, if the price of the S&P CNX NIFTY is higher
than Rs. 1,100, say, Rs. 1,125 per unit, Mr. B will pay Rs. 25 per unit (the difference
between the price on the Settlement Date and the contract price). On the other hand, if, on
the Settlement Date, the price of S&P CNX NIFTY is lower than Rs. 1,100, say, Rs. 1,050
per unit, Mr. B will receive Rs. 50 per unit.

19. Examples of Equity Stock Futures

(i)

In July, Mr. A enters into an equity stock futures contract to buy 1,000 equity shares of XYZ
Limited of September 20x3 series at a price of, say, Rs. 250 per share. As aresult, Mr. A'is
under obligation to buy 1,000 equity shares of XYZ Limited on the Settlement Date at the
rate of Rs. 250 per share. On the Settlement Date, Mr. A will have to settle the contract
either through purchase of shares or by payment/receipt of the difference between the
contract price of Rs. 250 per share and the price of the shares of XYZ Limited on that date,
depending upon whether the contract is delivery-settled or cash-settled. If the contract is
delivery-settled, on the Settlement Date, Mr. A will buy 1,000 equity shares of XYZ Limited at
a price of Rs. 250 per share. On the other hand, if the contract is cash-settled, on the
Settlement Date, if the price of the shares of XYZ Limited is higher than Rs. 250, say,
Rs. 280 per share, Mr. A will receive Rs. 30 per share (the difference between the price on
the Settlement Date and the contract price). However, if, on the Settlement Date, the price
of the shares of XYZ Limited is quoted lower than Rs. 250, say, Rs. 210 per share, Mr. A will
pay Rs. 40 per share.

In July, Mr. B enters into an equity stock futures contract to sell 500 equity shares of PQR
Limited of September 20x3 series at a price of, say, Rs. 500 per share. As a result, Mr. B is
under obligation to sell 500 equity shares of PQR Limited on the Settlement Date at the rate
of Rs. 500 per share. On the Settlement Date, Mr. B will have to settle the contract either
through sale of shares or by payment/receipt of the difference between the contract price of
Rs. 500 per share and the price of the shares of PQR Limited on that date, depending upon
whether the contract is delivery-settled or cash-settled. If the contract is delivery-settied, on
the Settlement Date, Mr. B will sell 500 equity shares of PQR Limited at a price of Rs. 500
per share. On the other hand, if the contract is cash-settled, on the Settlement Date, if the
price of the shares of PQR Limited is higher than Rs. 500, say, Rs. 525 per share, Mr. B will
pay Rs. 25 per share (the difference between the price on the Settlement Date and the
contract price). However, if, on the Settlement Date, the price of the shares of PQR Limited
is lower than Rs. 500, say, Rs. 450 per share, Mr. B will receive Rs. 50 per share.

Equity Index Options and Equity Stock Options

20. Equity index options are a type of derivative instruments whereby a person gets the right to buy or
sell an agreed number of units of equity index on a specified future date. Equity stock options are a
type of derivative instruments whereby a person gets the right to buy or sell an agreed number of units
of a security on or before a specified future date. At present, in India, trading in equity index options is
allowed in two indexes, viz., BSE SENSEX and S&P CNX NIFTY and equity stock options are allowed
in certain specified securities listed on the stock exchanges.

21. The following are the basic differences between these two types of equity options:

(@)

The underlying asset

In case of equity index options, the underlying asset is equity index itself (e.g., BSE
SENSEX, S&P CNX NIFTY), whereas in case of equity stock options, the underlying asset is
a security (e.g., equity shares of a company).
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(b) The time of settlement

Equity index options are of European style, i.e., buyer/holder can exercise his option only on
the day on which the option expires, whereas equity stock options are of American style, i.e.,
the buyer/holder can exercise his option at any time before the Expiry Date or on the date of
expiry itself.

(c) The mode of settlement

By its very nature, the index cannot be delivered on maturity of the contract. As such, the
settlement of an equity index options contract takes the form of payment of the difference
between the Strike/Exercise Price and the value of the index on the Expiry Date, in cash. In
contrast, equity stock options contract can be settled either through delivery of security for
which an options contract was entered into or by payment of the difference between the
Strike/Exercise Price and the value of the security for which the options contract was
entered into, in cash, just like equity index option. At present, in India, equity stock options
are settled through cash. However, in near future equity stock options may be settled
through physical delivery of shares.

22. Examples of Equity Index Options
Call Options

In July, Mr. A (buyer/holder) enters into an equity index options contract to buy a Call Option for 200
units of S&P CNX NIFTY of September 20x3 series at a price of Rs. 1,100 per unit. As a result, Mr. A
obtains the right to buy 200 units of S&P CNX NIFTY on the Expiry Date at Rs. 1,100 per unit. For this
right, Mr. A pays a premium of Rs. 10 per unit of index to the seller/writer of the option. If, on the
Expiry Date, the price of S&P CNX NIFTY is higher than Rs. 1,100, Mr. A will exercise his right to call.
By exercising the right to call, he will receive the difference between the price on the Expiry Date and
the Strike Price. On the other hand, if the price is below Rs. 1,100, he will not exercise his Call Option.

Put Options

In July, Mr. B (buyer/holder) enters into an equity index options contract to buy a Put Option for 100
units of BSE SENSEX of September 20x3 series at a price of Rs. 3,650 per unit. As a result, Mr. B
obtains a right to sell 100 units of BSE SENSEX on the Expiry Date at Rs. 3,650 per unit. For this right,
Mr. B pays a premium of Rs. 25 per unit of index to the seller/writer of the option. If, on the Expiry
Date, the price of BSE SENSEX is lower than Rs. 3,650, Mr. B will exercise his right to put. By
exercising the right to put, he will receive the difference between the Strike Price and the price on the
Expiry Date. On the other hand, if the price is above Rs. 3,650, he will not exercise his Put Option.

23. Examples of Equity Stock Options
Call Options

In July, Mr. A (buyer/holder) enters into an equity stock options contract to buy a Call Option for 1,000
equity shares of XYZ Limited of September 20x3 series at a price of Rs. 250 per share. As a result,
Mr. A obtains a right to buy 1,000 equity shares of XYZ Limited at the rate of Rs. 250 per share on or
before the Expiry Date. For this right, Mr. A pays a premium of Rs. 5 per equity share to the
seller/writer of the option. If, at any time on or before the Expiry Date, the price of the equity shares is
quoted higher than Rs. 250, Mr. A may exercise his right to call. In case the contract is delivery-
settled, by exercising the right to call, Mr. A will acquire 1,000 equity shares of XYZ Limited at Rs. 250
per share and since the prevailing market price is higher, he can make a profit by selling these shares
in the market. In case the contract is cash-settled, by exercising the right to call, Mr. A will receive the
difference between the prevailing market price and the Strike Price. On the other hand, if the market
price is below Rs. 250 per share, he will not exercise his Call Option.

Put Options

In July, Mr. B (buyer/holder) enters into an equity stock options contract to buy a Put Option for 500
equity shares of PQR Limited of September 20x3 series at a price of Rs. 500 per share. As a result,
Mr. B obtains a right to sell 500 equity shares of PQR Limited on or before the Expiry Date at the rate
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of Rs. 500 per share. For this right, Mr. B pays a premium of Rs. 15 per equity share to the seller/writer
of the Option. If, at any time on or before the Expiry Date, the price of the equity shares is quoted
lower than Rs. 500, Mr. B may exercise the right to put. In case the contract is delivery-settied, by
exercising his right to put, Mr. B will sell equity shares of PQR Limited at Rs. 500 per share and since
the prevailing market price is lower, he can make a profit by buying these shares in the market. In case
the contract is cash-settled, by exercising the right to put, Mr. B will receive the difference between the
Strike Price, i.e., Rs. 500 per share and the prevailing market price. On the other hand, if the market
price is above Rs. 500 per share, Mr. B will not exercise his Put Option.

DEFINITIONS
24. For the purpose of this Guidance Note, the following terms are used with the meanings specified:

Call Option: A Call Option is an Option to buy the specified underlying asset on or before the Expiry
Date.

Clearing Corporation/House: Clearing Corporation/House means the Clearing Corporation/House
approved by SEBI for clearing and settlement of trades on the Derivatives Exchange/Segment. (The
terms ‘Clearing Corporation’ and ‘Clearing House’ have been used interchangeably in this Guidance
Note)

Clearing Member: Clearing Member means a member of the Clearing Corporation and includes all
categories of Clearing Members as may be admitted as such by the Clearing Corporation to the
Derivatives Segment.

Client: A Client means a person, on whose instructions and, on whose account, the Trading Member
enters into any contract for the purchase or sale of any contract or does any act in relation thereto.

Contract Month: Contract Month, in relation to a futures contract, means the month in which the
exchange/Clearing Corporation rules require a contract to be finally settled, and in relation to an
options contract, means the month in which the Expiry Date falls.

Daily Settlement Price: Daily Settlement Price is the closing price of the equity index/stock futures
contract for the day or such other price as may be decided by the Clearing House from time to time.

Derivatives: Derivatives include,

(@) a security derived from a debt instrument, share, loan, whether secured or unsecured, risk
instrument or contract for differences or any other form of security;

(b) a contract which derives its value from the prices, or index of prices, of underlying securities.

Derivative Exchange/Segment: Derivative Exchange means an Exchange approved by SEBI as a
Derivative Exchange. Derivative Segment means Segment of an existing Exchange approved by SEBI
as Derivative Segment.

Exercise Date: Exercise Date is the date on which the buying/selling right in the Option is actually
exercised by the Option Buyer/Holder.

Exercise of an Option: Exercise of an Option means enforcing the right by the Option Buyer/Holder
available under the option contract of buying or selling the underlying asset at the Strike Price.

Expiry Date: Expiry Date is the last date on or upto which the Option can be exercised.

Final Settlement Price: Final Settlement Price is the closing price of the Equity Derivative Instruments
contract on the last trading day of the contract or such other price as may be specified by the Clearing
Corporation, from time to time.

Long Position: Long Position means outstanding purchase obligations in respect of equity index/stock
futures contracts at any point of time.

Open Interest: Open Interest means the total number of Equity Derivative Instruments contracts that
have not yet been offset and closed by an opposite contract nor fulfilled either by delivery of cash or by
actual delivery of underlying security.

Option: Option is a contract, which gives the buyer/holder the right, but not the obligation, to buy or
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sell a specified underlying asset at a predetermined price.
Option Buyer/Holder: Option Buyer/Holder is the person who buys a Call or a Put Option.

Option Premium: Option Premium is the price paid by the Option Buyer/Holder to the Option
Seller/Writer to acquire the right in the Option.

Option Seller/Writer: Option Seller/Writer is the person who sells a Call or a Put Option.
Put Option: Put Option is an Option to sell the specified underlying asset on or before the Expiry Date.

Settlement Date: Settlement Date means the date on which the outstanding obligations in an equity
index/stock futures contract are required to be settled as provided in the bye-laws of the Derivatives
Exchange/Segment.

Short Position: Short Position means outstanding sell obligations in respect of equity index/stock
futures contracts at any point of time.

Strike Price/Exercise Price: Strike Price/Exercise Price is the price specified in the option contract at
which the underlying asset may be purchased or sold by the buyer/holder.

Trading Member: Trading Member means a member of the Derivatives Exchange/Segment and
registered with SEBI.

TRADING MECHANISM

25. Trading in Equity Derivative Instruments has commenced in India in a separate segment of
existing stock exchanges known as ‘Derivatives Segment’. The Clearing Corporation/House of the
exchange may act as legal counter-party to all deals or may provide an unconditional guarantee for all
the deals in Equity Derivative Instruments on the exchange. Thus, for all practical purposes, both the
parties to an Equity Derivative Instruments contract would be assured that the obligations of the other
party would be met — either by the party itself or, in the event of default on the part of the party, by the
Clearing Corporation.

26. A Client can trade in Equity Derivative Instruments only through a Trading Member of the
exchange. A Clearing Member can also act as a Trading Member. The process of trading is similar to
screen-based trading in securities like shares on an exchange.

27. The exchanges, allowing trading in Equity Derivative Instruments contracts, introduce
standardised contracts where the Settlement Date/Expiry Date, as the case may be, is specified by the
stock exchange and the Clients can enter into contracts with different contract/Strike Prices, as the
case may be, and different premiums, if relevant. The Settlement Date/Expiry Date adopted by BSE
and NSE is the last Thursday of a Contract Month. For example, the Equity Derivative Instruments
contracts of August 2003 series will expire on 28t August 2003 (being the last Thursday of August
2003). In both BSE and NSE, the Equity Derivative Instruments contracts will have a maximum of
three month trading cycle — the near month (one), the next month (two) and the far month (three).
Thus, in August 2003, one would be able to enter into futures contracts for the months of August 2003,
September 2003 and October 2003. On 28t August, 2003 (last Thursday of August 2003) the Equity
Derivative Instruments contracts for August 2003 series will be finally settled/will expire and thereafter
trading in November 2003 series will start.

28. Each exchange permitting Equity Derivative Instruments trading also provides the contract
specifications. For example, the NSE has decided to permit contract multiplier of 200 for the S&P CNX
NIFTY futures/options contracts, whereas the BSE has decided that the contract multiplier would be 50
for trading in BSE SENSEX. Similarly, for each individual stock, market lot has been decided. A
person can trade in Equity Derivative Instruments only in the multiples of the market lot.

29. In order to minimise the risk of failure of parties to a contract in fulfilling their respective
obligations under the contract, the Clearing Corporation, from time to time, prescribes margin
requirements for Clearing/Trading Members. Margins are required to be paid by Clearing/Trading
Members, who, in turn, collect margins from their respective Clients. Margins can be paid in cash or
be provided by way of a bank guarantee or by deposit receipts or securities or such other mode and
would be subject to such terms and conditions as the Clearing Corporation may specify from time to
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time. There is a continuing obligation, during the contract period, to maintain margins at the levels
specified by the Clearing Corporation, from time to time.

30. Every Client is required to pay an initial margin to the Trading Member/Clearing Member at the
time of entering into an Equity Derivative Instruments contract. Such a margin is calculated by using a
Software called ‘Standard Portfolio Analysis of Risk’ (SPAN). SPAN calculates risk arrays for all the
open positions on an overall basis and gives the output in the form of a risk parameters file. This risk
parameters file is made available to all the participants of Derivatives Segment. Members and Clients
use the data from SPAN risk file, together with their position data, to calculate SPAN margin
requirements on their respective positions on daily basis. SPAN calculates the margin by determining
the worst possible loss using 16 risk scenarios. The Clients pay the deficit margin to, or receive the
refund of excess margin from, the Trading Member/Clearing Member on daily basis.

Equity Index Futures and Equity Stock Futures

31. In addition to the payment of the Initial Margin computed as per paragraph 30 above, both the
parties to the equity index/stock futures contract are required to pay daily ‘Mark-to-Market Margin'. For
computation of ‘Mark-to-Market Margin’, all outstanding contracts, whether Long or Short, of a Clearing
Member in an equity index/stock futures contract are deemed to have been settled at the Daily
Settlement Price. Such a member would be liable to pay to, or be entitled to collect from, the Clearing
House the difference between the price at which such contract was bought or sold and the Daily
Settlement Price of that day, or the Settlement Price of the previous trading day and the Settlement
Price of the contract at the end of the trading day, as the case may be. The Mark-to-Market Margin
would be paid only in cash. After such settlement with the Clearing House, the member would be
deemed to be Long or Short, as the case may be, in contracts at the Daily Settlement Price.
Supposing ‘X’ buys one unit of an equity index future of one month maturity (say, April) on March 29
for Rs. 1,420. If at the end of the day (i.e., March 29) the Daily Settlement Price of the equity index
futures has fallen to Rs. 1,400, he would pay Rs. 20 to the Clearing House. The position for the
subsequent days upto March 31 would be as follows:

Assumed Daily Settlement Price

(Rs.)
March 30 1,435 Receive Rs. 35
March 31 1,430 Pay Rs. 5

Such differences would be directly debited/credited to the separate bank account required to be
maintained by the Clearing Member with the Clearing Corporation. The Clearing Member would, in
turn, debit/credit the bank account of the Trading Member, who, in turn, would debit/credit the account
of the Client.

32. Each party to an equity index/stock futures contract is under an obligation to meet its commitment
at the maturity of the contract. However, either party can, at any time during the currency of the
contract, square-up its future obligations under the contract by entering into a reverse contract. For
example, a person who is a buyer of 300 units of Stock of LMN Co. Limited September 2003 series can
enter into another contract of September 2003 series for sale of 300 units of Stock of LMN Co. Limited.
Any gain or loss on the original contract arising after the date of entering into the second contract
would be offset by an equivalent loss or gain on the second contract. On entering into a reverse
contract, the purchase and sales contracts offset each other automatically.

33. In case of non-payment of daily settlement dues by the Client, before the next trading day, the
Clearing Member would be at liberty to close out transactions by selling or buying the futures contracts,
as the case may be. The loss incurred in this regard would be met from the margin money of the
Client and the gains, if any, would accrue to the Client. In case of shortfall caused by loss being in
excess of the margin money, the amount would be recovered from the Client.
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Equity Index Options and Equity Stock Options

34. In case of equity index options and equity stock options contracts, Option Buyer/Holder is
required to pay Option Premium to the Option Seller/Writer to acquire the right in the Options. When a
person buys or sells Options, the premium amount will be debited or credited to the separate bank
account of the Clearing Member with the Clearing Corporation. At the BSE and the NSE, this premium
is normally debited or credited on the next trading day (T+1 Basis).

35. After entering into an option contract, a Client can square-up his position by entering into a
reverse contract of the same series with the same Strike Price. For example, a buyer/holder having
bought S&P CNX NIFTY Call Option of September 20x3 series with Strike Price of Rs. 1,150 can
square-up his position by selling/writing S&P CNX NIFTY Call Option of September 20x3 series with
Rs. 1,150 as Strike Price. In such a case, the gain or loss of the Client will be the difference between
Option Premium received and paid after reducing/adding the brokerage charged by the Clearing
Member. Thus, profit can be earned by or loss can be reduced to the difference in the premium
amounts by squaring-up the position, before the Expiry Date.

36. On the expiry of a Call Option, if the market price of the underlying asset is lower than the Strike
Price, the call would expire unexercised. Likewise, if on the expiry of a Put Option, the market price of
the underlying asset is higher than the Strike Price, the Put Option would expire unexercised. When
an Option Buyer/Holder decides to exercise his Option, he gives the exercise notice through the
trading network during the time specified by the Clearing Corporation. The Clearing Corporation
assigns the exercise notice to the Option Seller/Writer through the Trading Member.

37. Practically, all those Options, which are favourable to the buyer/holder on Expiry Date, are
deemed to be exercised. No special notice is required to be sent by the buyer/holder. However, the
buyer/holder can let a favourable Option expire unexercised, if he so desires, upon intimation to the
stock exchange.

ACCOUNTING TREATMENT IN THE BOOKS OF THE CLIENT

38. Accounting for payments/receipts in respect of initial margin is common for all types of Equity
Derivative Instruments contracts. Paragraphs 39 to 41 hereinafter deal with the same. Accounting for
aspects peculiar to different Equity Derivative Instruments is dealt with thereafter.

Accounting for Initial Margin

39. Every Client is required to pay to the Trading Member/Clearing Member, initial margin, computed
as per SPAN, for entering into an Equity Derivative Instruments contract. Such initial margin
paid/payable should be debited to an appropriate account, say, ‘Initial Margin — Equity Derivative
Instruments Account’. Any amount paid/received subsequently on account of initial margin is also
debited/credited to the account.

40. At the balance sheet date, the balance in the ‘Initial Margin — Equity Derivative Instruments
Account’ should be shown separately under the head ‘Current Assets’. Where any amount has been
paid in excess of the initial margin, the excess should be disclosed separately as a deposit under the
head ‘Current Assets’. Where instead of paying initial margin in cash, the Client provides bank
guarantees or lodges securities with the member, a disclosure in respect of outstanding Equity
Derivative Instruments contracts at the year-end should be made separately for each type of
instrument in the notes to the financial statements of the Client.

41. Sometimes, the Client may deposit a lumpsum amount with the Clearing/Trading Member in
respect of margin money instead of paying/receiving margin money on daily basis. The amount so
paid is in the nature of a deposit and should be debited to an appropriate account, say, ‘Deposit for
Margin Money Account’. The amount of initial margin received into/paid from such account should be
debited/credited to the ‘Deposit for Margin Money Account’ with a corresponding credit/debit to the
‘Initial Margin — Equity Derivative Instruments Account’. At the year-end, any balance in the ‘Deposit
for Margin Money Account’ should be shown as a deposit under the head ‘Current Assets’.
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Accounting for Equity Index Futures and Equity Stock Futures
Accounting for payment/receipt of Mark-to-Market Margin

42. Payments made or received on account of Mark-to-Market Margin by the Client would be
credited/debited to the bank account and the corresponding debit or credit for the same should be
made to an appropriate account, say, ‘Mark-to-Market Margin — Equity Index Futures Account’ or
‘Mark-to-Market Margin — Equity Stock Futures Account’, as the case may be.

43. The amount of Mark-to-Market Margin received into/paid from lumpsum deposit with the
Clearing/Trading Member should be debited/credited to the ‘Deposit for Margin Money Account’ with a
corresponding credit/debit to the ‘Mark-to-Market Margin — Equity Index Futures Account’ or the ‘Mark-
to-Market Margin — Equity Stock Futures Account’, as the case may be.

Accounting for Open Interests in Futures Contracts as on the balance sheet date

44. The debit/credit balance in the ‘Mark-to-Market Margin — Equity Index Futures Account’ or the
‘Mark-to-Market Margin — Equity Stock Futures Account’, as the case may be, represents the net
amount paid to/received from the Clearing/Trading Member on the basis of movement in the prices of
equity index futures or equity stock futures till the balance sheet date in respect of open futures
contracts. In case the said account(s) has a debit balance on the balance sheet date, the same should
be shown as a current asset. On the other hand, in case the said account(s) has a credit balance on
the balance sheet date, the same should be shown as a current liability.

45. Keeping in view ‘prudence’ as a consideration for the preparation of financial statements, a
provision for the anticipated loss in respect of open futures contracts should be made. For this
purpose, the net amount paid/received on account of Mark-to-Market Margin on open futures contracts
on the balance sheet date should be determined Index-wise/Scrip-wise. Where the Index-wise/Scrip-
wise balance is a debit balance representing the net amount paid, provision should be made for the
said amount. However, where the Index-wise/Scrip-wise balance is a credit balance representing the
net amount received, the same should be ignored keeping in view the consideration of ‘prudence’. To
facilitate these computations, the Mark-to-Market Margin account(s) may be maintained Index-
wise/Scrip-wise.

46. The provision as created above should be credited to an appropriate account, say, ‘Provision for
Loss on Equity Index Futures Account’ or to ‘Provision for Loss on Equity Stock Futures Account’, as
the case may be. In case of any opening balance in the ‘Provision for Loss on Equity Index Futures
Account’ or the ‘Provision for Loss on Equity Stock Futures Account’, the same should be adjusted
against the provision required in the current year and the profit and loss account should be
debited/credited with the balance provision required to be made/excess provision written back.

47. The 'Provision for Loss on Equity Index Futures Account’ or the ‘Provision for Loss on Equity
Stock Futures Account’ should be shown as a deduction from the balance of the ‘Mark-to-Market
Margin — Equity Index Futures Account’ or the ‘Mark-to-Market Margin — Equity Stock Futures Account’,
if disclosed as a current asset. On the other hand, if the above-stated Margin account(s) is disclosed
as a current liability, the aforesaid provision account(s) should be shown as a provision on the liabilities
side of the balance sheet.

Accounting at the time of final settlement or squaring-up
Index futures and cash-settled stock futures contracts

48. At the expiry of a series of equity index futures/equity stock futures, the profit/loss, on final
settlement of the contracts in the series, should be calculated as the difference between the Final
Settlement Price and the contract prices of all the contracts in the series. The profit/loss, so computed,
should be recognised in the profit and loss account by corresponding debit/credit to the ‘Mark-to-
Market Margin — Equity Index Futures Account’ or the ‘Mark-to-Market Margin — Equity Stock Futures
Account’, as the case may be.

49. The same accounting treatment as recommended in paragraph 48 should be made when a
contract is squared-up by entering into a reverse contract. If more than one contract in respect of the
relevant series of equity index futures/equity stock futures contract to which the squared-up contract
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pertains is outstanding at the time of the squaring-up of the contract, the contract price of the contract
so squared-up should be determined using Weighted Average Method for calculating profit/loss on
squaring-up.

Delivery-settled stock futures contracts

50. Under the delivery-settled stock futures contracts, at the time of final settlement, securities will be
transferred in consideration for cash at the contract price. In such a case, irrespective of the price of
the security on the Settlement Date, the same will be reflected in the books at its original contract
price. Thus, the relevant securities account is debited or credited for Long and Short futures contract,
respectively, by the contract price, by a corresponding credit/debit to ‘Mark-to-Market Margin — Equity
Stock Futures Account’, and cash/bank account.

Accounting in case of default

51. When a Client defaults in making payment in respect of Mark-to-Market Margin, the contract is
closed out. The amount not paid by the Client is adjusted against the initial margin already paid by him.
In the books of the Client, the amount of Mark-to-Market Margin so adjusted should be debited to the
‘Mark-to-Market Margin — Equity Index Futures Account’ or the ‘Mark-to-Market Margin — Equity Stock
Futures Account’, as the case may be, with a corresponding credit to the ‘Initial Margin — Equity
Derivative Instruments Account’. In case, the amount to be paid on account of Mark-to-Market Margin
exceeds the initial margin, the excess is a liability and should be shown as such under the head
‘Current Liabilities and Provisions’, if it continues to exist on the balance sheet date. The amount of
profit or loss on the contract so closed out should be calculated and recognised in the profit and loss
account in the manner described in paragraphs 48 and 49.

Accounting for Equity Index Options and Equity Stock Options
Accounting for payment/receipt of the premium

52. At the time of entering into an options contract, the buyer/holder of the Option is required to pay
the premium. In the books of the buyer/holder, such premium should be debited to an appropriate
account, say, ‘Equity Index Option Premium Account’ or ‘Equity Stock Option Premium Account’, as the
case may be. In the books of the seller/writer, such premium received should be credited to an
appropriate account, say, ‘Equity Index Option Premium Account’ or ‘Equity Stock Option Premium
Account’, as the case may be.

Accounting for Open Interests in Options Contracts as on the balance sheet date

53. The ‘Equity Index Option Premium Account’ and the ‘Equity Stock Option Premium Account’
should be shown under the head ‘Current Assets’ or ‘Current Liabilities’, as the case may be. In case
of multiple Options, entries recommended in paragraph 52 above may be made in one ‘Equity Index
Options Premium Account’ or ‘Equity Stock Options Premium Account’, in respect of Options of all
indexes/scrips. The balance of this composite account should be shown under the head ‘Current
Assets’ or ‘Current Liabilities’, as the case may be.

54. In the books of the buyer/holder, a provision should be made for the amount by which the
premium paid for the Option exceeds the premium prevailing on the balance sheet date since the
buyer/holder can reduce his loss to the extent of the premium prevailing in the market, by squaring-up
the transaction. The provision so created should be credited to an appropriate account, say, ‘Provision
for Loss on Equity Index Option Account’ or to ‘Provision for Loss on Equity Stock Option Account’, as
the case may be. The provision made as above should be shown as a deduction from the balance of
the ‘Equity Index Option Premium Account’ or the ‘Equity Stock Option Premium Account’ which is
shown under the head ‘Current Assets’. The excess of premium prevailing in the market on the balance
sheet date over the premium paid is not recognised keeping in view the consideration of prudence.

55. In the books of the seller/writer, a provision should be made for the amount by which premium
prevailing on the balance sheet date exceeds the premium received for that Option. This provision
should be credited to ‘Provision for Loss on Equity Index Option Account’ or to ‘Provision for Loss on
Equity Stock Option Account’, as the case may be, with a corresponding debit to profit and loss
account. ‘Equity Index Option Premium Account’ or ‘Equity Stock Option Premium Account’ and
‘Provision for Loss on Equity Index Option Account’ or ‘Provision for Loss on Equity Stock Option
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Account’ should be shown under the head ‘Current Liabilities and Provisions’. The excess of premium
received over the premium prevailing on the balance sheet date is not recognised keeping in view the
consideration of prudence.

56. In case of multiple open options at the year-end, a Index-wise/Scrip-wise provision should be
made considering all the open options of any Strike Price and any Expiry Date under that index/scrip
taken together as illustrated below:

For Stock Options of ABC Limited In Situations
A B C D
Rs. Rs. Rs. Rs.
Bought

Total premium paid on all open options 2,00,000 1,00,000 1,00,000 1,00,000
bought

Less: Total premium prevailing on Balance 3,00,000 50,000 80,000 1,50,000
Sheet date for all open options bought

X -1,00,000 50,000 20,000 -50,000
Sold

Total premium prevailing on the Balance 2,50,000 2,00,000 1,50,000 1,30,000
Sheet date for all open options sold

Less: Total premium received on all open 1,00,000 3,00,000 1,00,000 1,80,000
options sold

Y 1,50,000 -1,00,000 50,000 -50,000
Provision required =X+Y (if positive) 50,000 NIL 70,000 NIL

The amount of provision required in respect of each scrip or index as illustrated above should be
aggregated and a composite ‘Provision for Loss on Equity Stock Options Account’ or ‘Provision for
Loss on Equity Index Options Account’ should be credited by debiting the profit and loss account.

57. In case of any opening balance in the ‘Provision for Loss on Equity Stock Options Account’ or the
‘Provision for Loss on Equity Index Options Account’, the same should be adjusted against the
provision required in the current year and the profit and loss account be debited/credited with the
balance provision required to be made/excess provision written back.

58. In case of multiple open options at the year-end, the ‘Provision for Loss on Equity Stock Options
Account’ or the ‘Provision for Loss on Equity Index Options Account’, as the case may be, should be
shown as a deduction from the ‘Equity Stock Options Premium Account’ and the ‘Equity Index Options
Premium Account’ respectively, if these have a debit balance and are disclosed under the head
‘Current Assets’. In case the ‘Equity Stock Options Premium Account’ and the ‘Equity Index Options
Premium Account’ have a credit balance and are disclosed under the head ‘Current Liabilities’, the
respective provision account should be shown under ‘Provisions’ under the head ‘Current Liabilities
and Provisions'.

Accounting at the time of final settlement
Index options and cash-settled stock options contracts

59. In the books of the buyer/holder:  On exercise of the Option, the buyer/holder will recognise
premium as an expense and debit the profit and loss account by crediting the ‘Equity Index Option
Premium Account’ or the ‘Equity Stock Option Premium Account’. Apart from the above, the
buyer/holder will receive favourable difference, if any, between the Final Settlement Price as on the
Exercise/Expiry Date and the Strike Price, which will be recognised as income.

60. In the books of the seller/writer: ~ On exercise of the Option, the seller/writer will recognise
premium as an income and credit the profit and loss account by debiting the ‘Equity Index Option
Premium Account’ or the ‘Equity Stock Option Premium Account’. Apart from the above, the
seller/writer will pay the adverse difference, if any, between the Final Settlement Price as on the
Exercise/Expiry Date and the Strike Price. Such payment will be recognised as a loss.
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Delivery-settled stock options contracts

61. If an Option expires unexercised, the accounting entries will be the same as those in case of
cash-settled options. If the Option is exercised, securities will be transferred in consideration for cash
at the Strike Price. In such a case, the accounting treatment should be as recommended in the
following paragraphs.

62. In case of buyer/holder: For a Call Option, the buyer/holder will receive the security for which the
Call Option was entered into. The buyer/holder should debit the relevant security account and credit
cash/bank. For a Put Option, the buyer/holder will deliver the security for which the Put Option was
entered into. The buyer/holder should credit the relevant security account and debit cash/bank. In
addition to this entry, the premium paid should be transferred to the profit and loss account, the
accounting entries for which should be the same as those in case of cash settled options.

63. In case of seller/writer:  For a Call Option, the seller/writer will deliver the security for which the
Call Option was entered into. The seller/writer should credit the relevant security account and debit
cash/bank. For a Put Option, the seller/writer will receive the security for which the Put Option was
entered into. The seller/writer should debit the relevant security account and credit cash/bank. In
addition to this entry, the premium received should be transferred to the profit and loss account, the
accounting entries for which should be the same as those in case of cash settled options.

Accounting at the time of squaring-up of an option contract

64. When an Options contract is squared-up by entering into a reverse contract, the difference
between the premium paid and received, after adjusting the brokerage charged, on the squared-up
transactions should be transferred to the profit and loss account.

Method for determination of profit/loss in multiple options situation

65. For working out profit or loss in case of outstanding multiple options of the same scrip/index with
the same Strike Price and the same Expiry Date, weighted average method should be followed on
squaring-up of transactions. Similarly, for working out profit or loss in case of outstanding multiple
equity stock options of the same scrip with the same Strike Price and the same Expiry Date, weighted
average method should be followed where such Option(s) is/are exercised before the Expiry Date.

DISCLOSURE

66. The enterprise should disclose the accounting policies and the methods adopted, including
criteria for recognition and the basis of measurement applied for various Equity Derivative Instruments.

67. Where initial margin is paid by way of a bank guarantee and/or lodging of securities, the amount
of such bank guarantee/book value and market value of the securities in respect of outstanding Equity
Derivative Instruments contracts at the year-end, should be disclosed separately for each type of
instrument.

68. The enterprise should give the details as illustrated below in respect of futures contracts
outstanding at the year-end (Open Interests) for each Equity Index/Stock Futures:

Name of Equity Index/Stock Futures  No. of contracts No. of Units

Long Short
XYZ Limited
PQR Limited

Note: All open index/stock futures interests should be added together, irrespective of the contract
price and series for each equity index/stock for the purpose of disclosure.

69. The buyer/holder and the seller/writer of the option should give the details as illustrated below in
respect of option contracts outstanding as at the year-end for each Equity Index/Stock Option:
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Name of the Equity Option  Total premium carried forward as at the year end

index/stock net of provisions made
(Rs.)

XYZ Limited 2,00,000

PQR Limited 1,50,000

Note: All open options should be added together, irrespective of the Strike Price and the Expiry Date
for each equity index/stock for the purpose of disclosure.

ILLUSTRATION

70. Examples illustrating the accounting treatment of important aspects of Equity Derivative
Instruments are given in the Appendix to this Guidance Note.

APPENDIX

(This appendix, which is illustrative only and does not form part of the Guidance Note, provides
examples to illustrate application of the principles explained in this Guidance Note.)

ILLUSTRATION 1 ACCOUNTING FOR INITIAL MARGIN

Suppose Mr. X enters into certain Equity Derivative Instruments contracts on March 28, 20x3. The
Initial Margin on these contracts, calculated as per the SPAN, is Rs. 30,000. The Margin for the
subsequent days, calculated as per the SPAN, is as follows:

On 29t March, 20x3 Rs. 35,000
On 30t March, 20x3 Rs. 25,000
On 31st March, 20x3 Rs. 27,000
Suggested Accounting Treatment
1. The following entries may be passed for the payment/receipt of the Initial Margin:
28/3/x3 Initial Margin — Equity Derivative Instruments A/c Dr. Rs. 30,000
To Bank Alc Rs. 30,000

(Being initial margin paid on Equity
Derivative Instruments contracts)

29/3/x3 Initial Margin — Equity Derivative Instruments A/c  Dr. Rs. 5,000
To Bank Alc Rs. 5,000
(Being further margin paid to the exchange)
30/3/x3  Bank Alc Dr. Rs. 10,000
To Initial Margin — Equity Derivative Instruments A/c Rs. 10,000
(Being refund of margin from the exchange)
31/3/x3 Initial Margin — Equity Derivative Instruments A/c Dr. Rs. 2,000
To Bank Alc Rs. 2,000

(Being further margin paid to the exchange)

2. The Initial Margin paid on Equity Derivative Instruments will be disclosed in the balance sheet as
follows:
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Extracts from the Balance Sheet
Current Assets
Initial Margin — Equity Derivative Instruments Alc Rs. 27,000
3. Inrespect of initial margin, the following disclosure may be made in the notes to accounts:

‘Initial Margin on Equity Derivative Instruments contracts has been paid in cash only.’

ILLUSTRATION 2 ACCOUNTING FOR EQUITY INDEX FUTURES
(A) Accounting for payment/receipt of Mark-to-Market Margin
1. Suppose Mr. A purchases the following units of Equity Index Futures:

Date of Purchase Name of the Expiry Date/  Contract Price Contract
Futures contract Series per unit (Rs.)  Multiplier (No. of
Units)
28t March, 20x3 EF1 May 20x3 1,420 200
29t March, 20x3 EF2 June 20x3 4,280 50
29t March, 20x3 EF1 May 20x3 1,416 200

2. Daily Settlement Prices of the above units of Equity Index Futures are as follows:

Date EF1 May Series (Rs.) EF2 June Series (Rs.)
28/03/20x3 1,410
29/03/20x3 1,428 4,300
30/03/20x3 1,435 4,270
31/03/20x3 1,407 4,290

Suggested Accounting Treatment

1. The amount of Mark-to-Market Margin Money received/paid due to increase/decrease in Daily
Settlement Prices is as below:

EF1 May Series (Rs.) EF2 June Series (Rs.) Net Amount (Rs.)

Date Receive Pay Receive Pay Receive Pay
28/03/20x3 - 2,000 - - - 2,000
29/03/20x3 6,000 - 1,000 - 7,000
30/03/20x3 2,800 - - 1,500 1,300
31/03/20x3 - 11,200 1,000 - - 10,200

2. The amount of Mark-to-Market Margin Money received/paid will be credited/debited to ‘Mark-to-
Market Margin — EIF A/c’ by passing the following entries:

Date Particulars L.F. Debit(Rs.) Credit(Rs.)
March 20x3
28 Mark-to-Market Margin — EIF Alc Dr. 2,000
To Bank Alc 2,000
(Being net MTM Margin Money paid for day)
29 Bank Alc Dr. 7,000
To Mark-to-Market Margin — EIF Alc 7,000

(Being net MTM Margin Money received)
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30 Bank Alc Dr. 1,300
To Mark-to-Market Margin — EIF Alc 1,300
(Being net MTM Margin Money received)
31 Mark-to-Market Margin — EIF Alc Dr. 10,200
To Bank Alc 10,200
(Being net MTM Margin Money paid for day)
Total 20,500 20,500

3. On the above basis, ‘Mark-to Market Margin — EIF Alc’ for the year will appear as follows in the
books of Mr. A:

Mark-to-Market Margin — EIF Alc

Balance

Date Particulars Debit (Rs.) Credit (Rs.) Dr./Cr. Amount (Rs.)
March

28 To Bank 2,000 Dr. 2,000

29 By Bank 7,000 Cr. 5,000

30 By Bank 1,300 Cr. 6,300

31 To Bank 10,200 Dr. 3,900

31 By Balance c/d 3,900

Total 12,200 12,200
(B) Accounting for Open Interests on the Balance Sheet date

Suggested Accounting Treatment

1. Continuing llustration 2(A) above, on 31st March, 20x3, Mark-to-Market (MTM) Margin Money
received/paid on all the contracts in each of the indexes is as follows:

Amount paid on the contracts in respect of EF1 Rs. 4,400
Amount received on the contracts in respect of EF2 Rs. 500

2. Keeping in view the consideration of prudence, a provision should be created for anticipated loss
on open contracts in respect of EF1, equivalent to the amount paid, by passing the following entry,
whereas the amount received in open contracts in respect of EF2 would be ignored:

Profit & Loss Alc Dr. Rs. 4,400
To Provision for Loss — EIF Alc Rs. 4,400

(Being provision created for the amount paid to Clearing Member/Trading Member on account
of movement in the prices of the contracts in respect of EF1)

3. In the balance sheet, the debit balance of ‘Mark-to-Market Margin — EIF A/c’ and ‘Provision for
Loss — EIF Account’ would be shown as follows:

Extracts from the Balance Sheet

Liabilities Amount Assets Amount
(Rs.) (Rs.)

Current Liabilities and Provisions Current Assets, Loans and Advances

(A) Current Liabilities (A) Current Assets

(B) Provisions (B) Loans and Advances

Excess of Provision for Mark-to-Market Margin — EIF Alc 3,900

Loss - EIF Alc over Less: Provision for Loss — EIF Alc 4,400

MTM - EIF Alc 500 Excess amount to be shown as Provision 500
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4. Inrespect of open equity index futures contracts, the following disclosures should be made in the
notes to accounts:

Detail of Open Interests in Equity Index Futures contracts

Name of No. of contracts Units
Equity Index Future Long Short
EF1 2 400
EF2 1 50

(®) Accounting at the time of squaring-up/final settlement of the contracts
Continuing Illustration 2(A) above, the following further facts are provided:

1. Equity Index Futures contracts are squared-up at the Daily Settlement Price of the day on the
following dates:

» EF2 June Series on 1st April, 20x3
> 200 Units of EF1 May Series on 24 April, 20x3
» 200 Units of EF1 May Series on 3rd April, 20x3

2. Daily Settlement Prices of the units of Equity Index Futures, till squaring-up of the contracts, are
as follows:

Date EF1 May Series (Rs.) EF2 June Series (Rs.)
01/04/20x3 1,415 4,250
02/04/20x3 1,430
03/04/20x3 1,442

Suggested Accounting Treatment

1. The amount of Mark-to-Market Margin Money received/paid due to increase/decrease in Daily
Settlement Prices is as below:

Date EF1 May Series (Rs.) EF2 June Series (Rs.) Net Amount (Rs.)
Receive Pay Receive Pay Receive Pay
01/04/20x3 3,200 - - 2,000 1,200
02/04/20x3 6,000 - - - 6,000
03/04/20x3 2,400 - - - 2,400

2. The amount of profit/loss arising on squaring-up is calculated, using Weighted Average method,
as follows:

Name of the Futures contract EF2 EF1 EF1
Series June 20x3 May 20x3 May 20x3
Date of Squaring-up 1st April, 20x3 2nd April, 20x3 3 April, 20x3
Contract Price per unit (in Rs.) 4,280 1,418t 1,418!
Settlement Price per unit (in Rs.) 4,250 1,430 1,442
Profit (+) / Loss (-) per unit (in Rs.) (-) 30 (+) 12 (+) 24
Number of Units 50 200 200
Total Profit (+) / Loss (-) (in Rs.) (-) 1,500 (+) 2,400 (+) 4,800

3. Onthe above basis, the following entries will be passed for the amount of Mark-to-Market Margin
Money received/paid and profit/loss arising on the squaring-up:

1 Weighted Average Price = (1,420 * 200 + 1,416 * 200)/400
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April 20x3
01

01

02

02

03

03
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Particulars L.F.

Bank Alc Dr.
To Mark-to-Market Margin — EIF Alc
(Being net MTM Margin Money received)

Profit & Loss Alc Dr.
To Mark-to-Market Margin — EIF Alc
(Being loss on squaring-up)

Bank Alc Dr.
To Mark-to-Market Margin — EIF Alc
(Being net MTM Margin Money received)

Mark-to-Market Margin — EIF A/c  Dr.
To Profit & Loss Alc
(Being profit on squaring-up of the contract)

Bank Alc Dr.
To Mark-to-Market Margin — EIF Alc
(Being net MTM Margin Money received)

Mark-to-Market Margin — EIF A/c  Dr.
To Profit & Loss Alc
(Being profit on squaring-up of the contract)

Total

Debit (Rs.)

1,200

1,500

6,000

2,400

2,400

4,800

18,300

Credit (Rs.)

1,200

1,500

6,000

2,400

2,400

4,800

18,300

4. In this case, ‘Mark-to-Market Margin — EIF A/c’ for the year will appear as follows in the books of

Mr. A:

Date

April 20x3
01
01
01
02
02
03
03

Mark-to-Market Margin — EIF A/c

Particulars Debit (Rs.) Credit (Rs.)

To Balance b/d 3,900
By Bank 1,200
By Profit & Loss Alc 1,500
By Bank 6,000

To Profit & Loss Alc 2,400
By Bank 2,400

To Profit & Loss Alc _4,800
Total 11,100 11,100

Dr./Cr.

Dr.
Dr.
Dr.
Cr.
Cr.
Cr.

Balance
Amount (Rs.)

3,900
2,700
1,200
4,800
2,400
4,800

Nil

5. In case the contracts as above are not squared-up, but are settled on the final settlement date,
the same entries as have been passed on squaring-up of the contracts, will be passed at the time of
final settlement.

ILLUSTRATION 3

Accounting for Equity Stock Futures which are settled in cash

ACCOUNTING FOR EQUITY STOCK FUTURES

The accounting treatment for Equity Stock Futures settled in cash would be the same as that in the
case of Equity Index Futures. This is because in both the cases the settlement is done otherwise than
by delivery of the underlying assets.
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Accounting for Equity Stock Futures which are settled by delivery

Accounting for payment/receipt of Mark-to-Market Margin and for Open Interests on the balance sheet
date will be the same as that in case of cash-settled futures. The accounting at the time of final
settlement of delivery-settled Equity Stock Futures contracts might be explained with the help of
example given hereunder.

1. Suppose Mr. A purchases the following units of Equity Stock Futures (ESF):

Date of Purchase ESF (Name of Settlement Contract Price  Contract Multiplier

the company) Date/Series Per Unit (Rs.) (No. of Units)
28t"March, 20x3 XYZ Limited May, 20x3 1,420 200
29t March, 20x3 PQR Limited June, 20x3 4,280 50
29t March, 20x3 XYZ Limited May, 20x3 1,416 200

2. The contracts are settled through physical delivery of shares on the Settlement Date, i.e., both the
contracts for shares of XYZ Limited (May 20x3 Series) are settled by purchasing the shares on the
Settlement Date, viz., May 29, 20x3. Similarly, the contract for shares of PQR Limited (June 20x3
Series) is settled by purchasing the shares on the Settlement Date, viz., June 26, 20x3.

3. Net Mark-to-Market Margin received in respect of the contracts for shares of XYZ Limited (May
20x3 Series) till the Settlement Date is Rs. 4,000. Net Mark-to-Market Margin paid in respect of the
contract for shares of PQR Limited (June 20x3 Series) till the Settlement Date is Rs. 3,500.

Suggested Accounting Treatment

At the time of final settlement, the shares are required to be purchased/sold against the
payment/receipt of the contract price. The amount paid/received earlier in the form of Mark-to-Market
Margin will be adjusted against the amount payable/receivable. Accordingly, the following entries will
be passed for purchase of shares on the final settlement of the contract:

Date Particulars L.F. Debit(Rs.)  Credit(Rs.)
May 20x3
29 Shares of XYZ Limited A/c Dr. 5,67,200
Mark-to-Market Margin — ESF Alc  Dr. 4,000
To Cash/Bank Alc 5,71,200

(Being shares purchased on Settlement Date
by payment of the net amount due in respect of
the contracts)

June 20x3
26 Shares of PQR Limited A/c Dr. 2,14,000
To Cash/Bank Alc 2,10,500
To Mark-to-Market Margin — ESF Alc 3,500
(Being shares received on settlement of
contract by payment of the net amount due)
4 ACCOUNTING FOR EQUITY INDEX OPTIONS
(A) Accounting for Payment/Receipt of Premium and for Final Settlement of the Contracts

Suppose Mr. A buys the following equity index options and the seller/writer of these options is Mr.

o =



Date of Type of Options Expiry date Premium Contract
Purchase contract per unit  Multiplier (No.
(Rs.) of units)
28t March, 20x3 ~ S&P CNX NIFTY - May 29, 20x3 15 200
Call
28t March, 20x3 ~ S&P CNX NIFTY —  May 29, 20x3 20 200
Put

2.
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Mr. A. and Mr. B follow the calendar year as the accounting year.

Suggested Accounting Treatment
In the books of the buyer/holder, i.e., Mr. A

1.

The following entry may be passed to record the amount of premium paid:
28/3/x3 Equity Index Option Premium A/c Dr. Rs. 7,000
To Bank Alc

(Being premium paid on equity Index options)
The following entries may be passed at the time of final settlement of the contracts:

Situation 1 Call Option May 20x3 Strike Price Rs. 880; price on expiry Rs. 875

29/5/x3 Profit and Loss Alc Dr. Rs. 3,000
To Equity Index Option Premium A/c

Strike
price
(Rs.)
880

885

Rs. 7,000

Rs. 3,000

(Being the premium on the options contract written off on expiry of the option)

Option will not be exercised in this situation.
Situation2  Call Option May 20x3 Strike Price Rs. 880; price on expiry Rs. 890
29/5/x3 Bank Alc Dr. Rs. 2,000
To Profit and Loss Alc
(Being the profit on exercise of the option received.)
29/5/x3 Profit and Loss Alc Dr. Rs. 3,000
To Equity Index Option Premium A/c

Rs. 2,000

Rs. 3,000

(Being the premium on the options contract written off on exercise of the option)

Situation 3 Put Option May 20x3 Strike Price Rs. 885; price on expiry Rs. 875
29/5/x3 Bank Alc Dr. Rs. 2,000
To Profit and Loss Alc
(Being the profit on exercise of the option received.)
29/5/x3 Profit and loss Alc Dr. Rs. 4,000
To Equity Index Option Premium A/c

Rs. 2,000

Rs. 4,000

(Being the premium on the options contract written off on exercise of the option)

Situation 4  Put Option May 20x3 Strike Price Rs. 885; price on expiry Rs. 890

29/5/x3 Profit and Loss Alc Dr. Rs. 4,000
To Equity Index Option Premium Alc

Rs. 4,000

(Being the premium on the options contract written off on expiry of the option)

Option will not be exercised in this situation.

In the books of the seller/writer, i.e., Mr. B

1.

The following entry may be passed to record the amount of premium received:
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28/3/x3  Bank Alc Dr. Rs. 7,000
To Equity Index Option Premium A/c Rs. 7,000
(Being the premium on the option collected)
The following entries may be passed at the time of final settlement of the contracts:
Situation 1 Call Option May 20x3 Strike Price Rs. 880; price on expiry Rs. 875

29/5/x3 Equity Index Option Premium Alc Rs. 3,000
Dr.
To Profit and Loss Alc Rs. 3,000
(Being the premium on the options contract recognised as income on expiry of the
option)

Option will not be exercised in this situation.
Situation2  Call Option May 20x3 Strike Price Rs. 880; price on expiry Rs. 890

29/5/x3 Profit and Loss Alc Rs. 2,000
Dr.
To Bank Alc Rs. 2,000
(Being loss on exercise of the option paid)
29/5/x3 Equity Index Option Premium A/c Rs. 3,000
Dr.
To Profit and Loss Alc Rs. 3,000
(Being the premium on the options contract recognised as income on exercise of
the option)
Situation 3 Put Option May 20x3 Strike Price Rs. 885; price on expiry Rs. 875
29/5/x3 Profit and Loss Alc Rs. 2,000
Dr.
To Bank Alc Rs. 2,000
(Being loss on exercise of the option paid)
29/5/x3 Equity Index Option Premium A/c Rs. 4,000
Dr.
To Profit and Loss Alc Rs. 4,000
(Being the premium on the options contract recognised as income on exercise of
the option)
Situation 4 Put Option May 20x3 Strike Price Rs. 885; price on expiry Rs. 890
29/5/x3 Equity Index Option Premium Alc Dr. Rs. 4,000
To Profit and Loss Alc Rs. 4,000
(Being the premium on the options contract recognised as income on expiry of the
option)

Option will not be exercised in this situation.

Accounting for Open Options at the end of an Accounting Period

Continuing with Illustration 4(A) above, except the following facts:

(@)

(b)

Mr. A and Mr. B follow the financial year as the accounting year. Consequently, options entered
into in one accounting period are settled in another accounting period.

On 31st March, 20x3: For Call Option May 20x3 Strike Price Rs. 880, closing rate of premium Rs.
6 per unit. For Put Option May 20x3 Strike Price Rs. 885, closing rate of premium Rs. 28 per unit.
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Suggested Accounting Treatment

In the books of the buyer/holder, i.e., Mr. A

1. Net provision required to be made in the books of account would be computed as follows:
Call Option May 20x3 Strike Price Rs. 880

Premium paid Rs. 3,000
Less: Premium on the balance sheet date Rs. 1,200
Provision required Rs. 1,800
Put Option May 20x3 Strike Price Rs. 885

Premium paid Rs. 4,000
Less: Premium as on the balance sheet date Rs. 5,600
Provision required Rs. -1,600
Net provision to be made in the books of account: Rs. 200

2. The following entry may be passed to create provision for the above amount:

31/3/x3  Profit and Loss Alc Dr. Rs. 200
To Provision for Loss on Equity Index Options Alc Rs. 200

(Being provision for loss on options as on 31-3-20x3)

3. Inthe balance sheet, the balance of ‘Equity Index Options Premium Account’ and ‘Provision for
Loss on Equity Index Options Account’ would be shown as below:

Extracts from the Balance Sheet

Current Assets:
Rs.
Equity Index Options Premium Account 7,000
Less: Provision for Loss on Equity Index Options (200)
6,800

4. In respect of the premium carried forward (net of provisions), the following disclosure may be
made in notes to accounts:

Name of Options (Equity Premium carried forward as at the year-end net of
index/stock) provisions
S&P CNX NIFTY Rs. 6,800

5. Atthe time of final settlement of these contracts, the same entries would be passed as in the case
of lllustration 4(A) above.

In the books of seller/writer, i.e., Mr. B
1. Net provision required to be made in the books of account may be computed as follows:
Call Option May 20x3 Strike Price Rs. 880

Premium as on the balance sheet date Rs. 1,200
Less: Premium received Rs. 3,000
Provision required Rs. -1,800
Put Option May 20x3 Strike Price Rs. 885

Premium as on the balance sheet date Rs. 5,600
Less: Premium received Rs. 4,000
Provision required Rs. 1,600
Net provision to be made in the books of account: Rs. NIL

(Since the net difference is negative.)
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2. Inthe balance sheet, the balance of ‘Equity Index Options Premium Account’ would be shown as
below:

Extracts from the Balance Sheet
Current Liabilities and Provisions:

Rs.
Equity Index Options Premium Account 7,000
Provision for Loss on Equity Index Options NIL

3. Inrespect of the premium carried forward (including provisions), the following disclosure may be
made in notes to accounts:

Name of Options (Equity Total Premium carried forward as at the year-
index/stock) end including provisions made
S&P CNX NIFTY Rs. 7,000

4.  Atthe time of final settlement of these contracts, the same entries would be passed as in the case
of lllustration 4(A) above.

ILLUSTRATION 5 ACCOUNTING FOR EQUITY STOCK OPTIONS
Accounting for Equity Stock Options which are settled in cash

Accounting entries for Equity Stock Options settled in cash will be the same as that in the case of
Equity Index Options. This is because in both the cases the settlement is done otherwise than by
delivery of the underlying assets.

Accounting for Equity Stock Options which are settled by delivery

Accounting entries for the payment/receipt of premium and for open options at the balance sheet date
will be the same as that in the case of cash settled options. The accounting entries at the time of final
settlement, presuming that options are exercised, will be as follows:

Suppose Mr. A buys the following Equity Stock Options and the seller/writer of the options is Mr. B

Date of Type of the Options Expiry date Market Premium Strike
Purchase contract Lot perunit  Price (Rs.)
27t June, 20x3  XYZ Co. Limited — Call  August 28, 20x3 100 15 230
30t June, 20x3  ABC Co. Limited — Put ~ August 28, 20x3 200 20 275

Suggested Accounting Treatment
In the books of the buyer/ holder, i.e., Mr. A
1. The following entries may be passed at the time of exercise of the Call Option:

Equity Shares of XYZ Limited Alc Dr. Rs. 23,000

To Bank Alc Rs.23,000
(Being Call Option exercised and shares acquired)
Profit and Loss Alc Dr. Rs. 1,500

To Equity Stock Option Premium A/c Rs. 1,500

(Being the premium on the options contract written off on
exercise of the option)

2. The following entries may be passed at the time of exercise of the Put Option:
Bank Alc Dr. Rs. 55,000
To Equity Shares of ABC Limited Alc Rs. 55,000
(Being Put Option exercised and shares delivered)
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Profit and Loss Alc Dr. Rs. 4,000
To Equity Stock Option Premium Alc Rs. 4,000

(Being the premium on the options contract written off
on exercise of the option)

In the books of the seller/writer, i.e., Mr. B

1. The following entries may be passed at the time of exercise of the Call Option by the buyer:

Bank Alc Dr. Rs. 3,000

To Equity Shares of XYZ Limited A/c Rs. 23,000
(Being shares delivered on exercise of the Call Option)
Equity Stock Option Premium Alc Dr. Rs. 1,500

To Profit and Loss Alc Rs. 1,500

(Being the premium on the options contract recognised
as income on exercise of the option)

2. The following entries may be passed at the time of exercise of the Put Option by the buyer:

Equity Shares of ABC Limited A/c Dr. Rs. 55,000

To Bank Alc Rs. 55,000
(Being shares acquired on exercise of the Put Option)
Equity Stock Option Premium Alc Dr. Rs. 4,000

To Profit and Loss Alc Rs. 4,000

(Being the premium on the options contract recognised
as income on exercise of the option)

GN(A) 18 (Issued 2005)

Guidance Note on
Accounting for Employee Share-based Payments

(The following is the text of the Guidance Note on Accounting for Employee Share-based Payments,
issued by the Council of the Institute of Chartered Accountants of India.)

INTRODUCTION

1.  Some employers use share-based payments as a part of remuneration package for their
employees. Such payments generally take the forms of Employee Stock Option Plans (ESOPs),
Employee Stock Purchase Plans (ESPPs) and stock appreciation rights. ESOPs are plans under
which an enterprise grants options for a specified period to its employees to purchase its shares at a
fixed or determinable price. ESPPs are plans under which the enterprise grants rights to its employees
to purchase its shares at a stated price at the time of public issue or otherwise. Stock appreciation
rights is a form of employee share-based payments whereby the employees become entitled to a future
cash payment or shares based on the increase in the price of the shares from a specified level over a
specified period. Apart from using share-based payments to compensate employees for their services,
such payments are also used by an employer as an incentive to the employees to remain in its
employment or to reward them for their efforts in improving its performance.

2. Recognising the need for establishing uniform sound accounting principles and practices for all
types of share-based payments, the Accounting Standards Board of the Institute of Chartered
Accountants of India is developing an Accounting Standard covering various types of share-based
payments including employee share-based payments. However, as the formulation of the Standard is
likely to take some time, the Institute has decided to bring out this Guidance Note. The Guidance Note
recognises that there are two methods of accounting for employee share-based payments, viz., the fair
value method and the intrinsic value method and permits as an alternative the intrinsic value method
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with fair value disclosures. Once the Accounting Standard dealing with Share-based Payments comes
into force, this Guidance Note will automatically stand withdrawn.

SCOPE

3. This Guidance Note establishes financial accounting and reporting principles for employee share-
based payment plans, viz., ESOPs, ESPPs and stock appreciation rights. For the purposes of this
Guidance Note, the term ‘employee’ includes a director of the enterprise, whether whole time or not.

4. For the purposes of this Guidance Note, a transfer of shares or stock options of an enterprise by
its shareholders to its employees is also an employee share-based payment, unless the transfer is
clearly for a purpose other than payment for services rendered to the enterprise. This also applies to
transfers of shares or stock options of the parent of the enterprise, or shares or stock options of
another enterprise in the same group as the enterprise, to the employees of the enterprise.

5. For the purposes of this Guidance Note, a transaction with an employee in his/her capacity as a
holder of shares of the enterprise is not an employee share-based payment. For example, if an
enterprise grants all holders of a particular class of its shares the right to acquire additional shares or
stock options of the enterprise at a price that is less than the fair value of those shares or stock
options, and an employee receives such a right because he/she is a holder of shares or stock options
of that particular class, the granting or exercise of that right is not subject to the requirements of this
Guidance Note.

6. For the purposes of this Guidance Note, a grant of shares to the employees at the time of public
issue is not an employee share-based payment if the price and other terms at which the shares are
offered to employees are the same or similar to those at which the shares have been offered to general
investors, for example, in a public issue an enterprise grants shares to its employees as a preferential
allotment while the price and other terms remain the same as those to other investors.

DEFINITIONS
7. For the purpose of this Guidance Note, the following terms are used with the meanings specified:

Employee Stock Option is a contract that gives the employees of the enterprise the right, but not the
obligation, for a specified period of time to purchase or subscribe to the shares of the enterprise at a
fixed or determinable price.

Employee Stock Option Plan is a plan under which the enterprise grants Employee Stock Options.

Employee Stock Purchase Plan is a plan under which the enterprise offers shares to its employees as
part of a public issue or otherwise.

Equity is the residual interest in the assets of an enterprise after deducting all its liabilities.

Exercise means making of an application by the employee to the enterprise for issue of shares against
the option vested in him in pursuance of the Employee Stock Option Plan.

Exercise Period is the time period after vesting within which the employee should exercise his right to
apply for shares against the option vested in him in pursuance of the Employee Stock Option Plan.

Expected Life of an Option is the period of time from grant date to the date on which an option is
expected to be exercised.

Exercise Price is the price payable by the employee for exercising the option granted to him in
pursuance of the Employee Stock Option Plan.

Fair Value is the amount for which stock option granted or a share offered for purchase could be
exchanged between knowledgeable, willing parties in an arm’s length transaction.

Grant Date is the date at which the enterprise and its employees agree to the terms of an employee
share-based payment plan. At grant date, the enterprise confers on the employees the right to cash or
shares of the enterprise, provided the specified vesting conditions, if any, are met. If that agreement is
subject to an approval process, (for example, by shareholders), grant date is the date when that
approval is obtained.

Intrinsic Value is the amount by which the quoted market price of the underlying share in case of a
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listed enterprise or the value of the underlying share determined by an independent valuer in case of
an unlisted enterprise, exceeds the exercise price of an option.

Market Condition is a condition upon which the exercise price, vesting or exercisability of a share or a
stock option depends that is related to the market price of the shares of the enterprise, such as
attaining a specified share price or a specified amount of intrinsic value of a stock option, or achieving
a specified target that is based on the market price of the shares of the enterprise relative to an index
of market prices of shares of other enterprises.

Reload Feature is a feature that provides for an automatic grant of additional stock options whenever
the option holder exercises previously granted options using the shares of the enterprise, rather than
cash, to satisfy the exercise price.

Reload Option is a new stock option granted when a share of the enterprise is used to satisfy the
exercise price of a previous stock option.

Repricing of an employee stock option means changing the existing exercise price of the option to a
different price.

Stock Appreciation Rights are the rights that entitle the employees to receive cash or shares for an
amount equivalent to any excess of the market value of a stated number of enterprise’s shares over a
stated price. The form of payment may be specified when the rights are granted or may be determined
when they are exercised; in some plans, the employee may choose the form of payment.

Vest is to become entitled to receive cash or shares on satisfaction of any specified vesting conditions
under an employee share-based payment plan.

Vesting Period is the period between the grant date and the date on which all the specified vesting
conditions of an employee share-based payment plan are to be satisfied.

Vesting Conditions are the conditions that must be satisfied for the employee to become entitled to
receive cash, or shares of the enterprise, pursuant to an employee share-based payment plan. Vesting
conditions include service conditions, which require the employee to complete a specified period of
service, and performance conditions, which require specified performance targets to be met (such as a
specified increase in the enterprise’s share price over a specified period of time).

Volatility is a measure of the amount by which a price has fluctuated (historical volatility) or is expected
to fluctuate (expected volatility) during a period. The volatility of a share price is the standard deviation
of the continuously compounded rates of return on the share over a specified period.

ACCOUNTING

8.  For accounting purposes, employee share-based payment plans are classified into the following
categories:

(@) Equity-settled: Under these plans, the employees receive shares.

(b) Cash-settled: Under these plans, the employees receive cash based on the price (or value) of the
enterprise’s shares.

(c) Employee share-based payment plans with cash alternatives: Under these plans, either the
enterprise or the employee has a choice of whether the enterprise settles the payment in cash or
by issue of shares.

9. Ashare-based payment plan falling in the above categories can be accounted for by adopting the
fair value method or the intrinsic value method. The accounting treatment recommended hereinbelow
is based on the fair value method. The application of the intrinsic value method is explained thereafter
in paragraph 40.

EQUITY-SETTLED EMPLOYEE SHARE-BASED PAYMENT PLANS
Recognition

10. An enterprise should recognise as an expense (except where service received qualifies to be
included as a part of the cost of an asset) the services received in an equity-settled employee share-
based payment plan when it receives the services, with a corresponding credit to an appropriate equity
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account, say, ‘Stock Options Outstanding Account’. This account is transitional in nature as it gets
ultimately transferred to another equity account such as share capital, securities premium account
and/or general reserve as recommended in the subsequent paragraphs of this Guidance Note.

11. If the shares or stock options granted vest inmediately, the employee is not required to complete
a specified period of service before becoming unconditionally entitled to those instruments. In the
absence of evidence to the contrary, the enterprise should presume that services rendered by the
employee as consideration for the instruments have been received. In this case, on the grant date, the
enterprise should recognise services received in full with a corresponding credit to the equity account.

12. If the shares or stock options granted do not vest until the employee completes a specified period
of service, the enterprise should presume that the services to be rendered by the employee as
consideration for those instruments will be received in the future, during the vesting period. The
enterprise should account for those services as they are rendered by the employee during the vesting
period, on a time proportion basis, with a corresponding credit to the equity account.

Determination of vesting period

13. A grant of shares or stock options to an employee is typically conditional on the employee
remaining in the employment of the enterprise for a specified period of time. Thus, if an employee is
granted stock options conditional upon completing three years’ service, then the enterprise should
presume that the services to be rendered by the employee as consideration for the stock options will
be received in the future, over that three-year vesting period.

14. There might be performance conditions that must be satisfied, such as the enterprise achieving a
specified growth in profit or a specified increase in the share price of the enterprise. Thus, if an
employee is granted stock options conditional upon the achievement of a performance condition and
remaining in the employment of the enterprise until that performance condition is satisfied, and the
length of the vesting period varies depending on when that performance condition is satisfied, the
enterprise should presume that the services to be rendered by the employee as consideration for the
stock options will be received in the future, over the expected vesting period. The enterprise should
estimate the length of the expected vesting period at grant date, based on the most likely outcome of
the performance condition. If the performance condition is a market condition, the estimate of the
length of the expected vesting period should be consistent with the assumptions used in estimating the
fair value of the options granted, and should not be subsequently revised. If the performance condition
is not a market condition, the enterprise should revise its estimate of the length of the vesting period, if
necessary, if subsequent information indicates that the length of the vesting period differs from
previous estimates.

Measurement

15. Typically, shares (under ESPPs) or stock options (under ESOPS) are granted to employees as
part of their remuneration package, in addition to a cash salary and other employment benefits.
Usually, it is not possible to measure directly the services received for particular components of the
employee’s remuneration package. It might also not be possible to measure the fair value of the total
remuneration package independently, without measuring directly the fair value of the shares or stock
options granted. Furthermore, shares or stock options are sometimes granted as part of a bonus
arrangement, rather than as a part of basic pay, e.g., as an incentive to the employees to remain in the
employment of the enterprise or to reward them for their efforts in improving the performance of the
enterprise. By granting shares or stock options, in addition to other remuneration, the enterprise is
paying additional remuneration to obtain additional benefits. Estimating the fair value of those
additional benefits is likely to be difficult. Because of the difficulty of measuring directly the fair value
of the services received, the enterprise should measure the fair value of the employee services
received by reference to the fair value of the shares or stock options granted.

Determining the fair value of shares or stock options granted

16. An enterprise should measure the fair value of shares or stock options granted at the grant date,
based on market prices if available, taking into account the terms and conditions upon which those
shares or stock options were granted (subject to the requirements of paragraphs 18 to 21). If market
prices are not available, the enterprise should estimate the fair value of the instruments granted using
a valuation technique to estimate what the price of those instruments would have been on the grant
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date in an arm’s length transaction between knowledgeable, willing parties. The valuation technique
should be consistent with generally accepted valuation methodologies for pricing financial instruments
(e.g., use of an option pricing model for valuing stock options) and should incorporate all factors and
assumptions that knowledgeable, willing market participants would consider in setting the price
(subject to the requirements of paragraphs 18 to 21).

17. Appendix | contains further guidance on the measurement of the fair value of shares and stock
options, focusing on the specific terms and conditions that are common features of a grant of shares or
stock options to employees.

Treatment of vesting conditions

18. Vesting conditions, other than market conditions, should not be taken into account when
estimating the fair value of the shares or stock options at the grant date. Instead, vesting conditions
should be taken into account by adjusting the number of shares or stock options included in the
measurement of the transaction amount so that, ultimately, the amount recognised for employee
services received as consideration for the shares or stock options granted is based on the number of
shares or stock options that eventually vest. Hence, on a cumulative basis, no amount is recognised
for employee services received if the shares or stock options granted do not vest because of failure to
satisfy a vesting condition (i.e., these are forfeited”), e.g., the employee fails to complete a specified
service period, or a performance condition is not satisfied, subject to the requirements of paragraph 20.

19. To apply the requirements of paragraph 18, the enterprise should recognise an amount for the
employee services received during the vesting period based on the best available estimate of the
number of shares or stock options expected to vest and should revise that estimate, if necessary, if
subsequent information indicates that the number of shares or stock options expected to vest differs
from previous estimates. On vesting date, the enterprise should revise the estimate to equal the
number of shares or stock options that ultimately vest, subject to the requirements of paragraph 20.

20. Market conditions, such as a target share price upon which vesting (or exercisability) is
conditioned, should be taken into account when estimating the fair value of the shares or stock options
granted. Therefore, for grants of shares or stock options with market conditions, the enterprise should
recognise the services received from an employee who satisfies all other vesting conditions (e.g.,
services received from an employee who remains in service for the specified period of service),
irrespective of the fact whether that market condition is satisfied.

Treatment of a reload feature

21. For options with a reload feature, the reload feature should not be taken into account when
estimating the fair value of options granted at the grant date. Instead, a reload option should be
accounted for as a new option grant, if and when a reload option is subsequently granted.

After vesting date

22. On exercise of the right to obtain shares or stock options, the enterprise issues shares on receipt
of the exercise price. The shares so issued should be considered to have been issued at the
consideration comprising the exercise price and the corresponding amount standing to the credit of the
relevant equity account (e.g., Stock Options Outstanding Account). In a situation where the right to
obtain shares or stock option expires unexercised, the balance standing to the credit of the relevant
equity account should be transferred to general reserve.

Appendix II contains various illustrations of the accounting for equity-settled employee share-based
payment plans that do not involve modifications to the terms and conditions of the grants.

Modifications to the terms and conditions on which shares or stock options were granted, including
cancellations and settlements

23. An enterprise might modify the terms and conditions on which the shares or stock options were
granted. For example, it might reduce the exercise price of options granted to employees (i.e., reprice

¢

The term ‘forfeiture’ is used to refer only to an employee’s failure to earn a vested right to obtain shares or stock
options because the specified vesting conditions are not satisfied.
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the options), which increases the fair value of those options.

24. The enterprise should recognise, as a minimum, the services received measured at the grant date
fair value of the shares or stock options granted, unless those shares or stock options do not vest
because of failure to satisfy a vesting condition (other than a market condition) that was specified at
grant date. This applies irrespective of (a) any modifications to the terms and conditions on which the
shares or stock options were granted, or (b) a cancellation or settlement of that grant of shares or
stock options. In addition, the enterprise should recognise the effects of modifications that increase the
total fair value of the employee share-based payment plan or are otherwise beneficial to the employee.

25. The requirements of paragraph 24 should be applied as follows:

(@) If the modification increases the fair value of the shares or stock options granted (e.g., by
reducing the exercise price), measured immediately before and after the modification, the
enterprise should include the incremental fair value granted in the measurement of the amount
recognised for services received as consideration for the shares or stock options granted. The
incremental fair value granted is the difference between the fair value of the modified shares or
stock options and that of the original shares or stock options, both estimated as at the date of the
modification. If the modification occurs during the vesting period, the incremental fair value
granted is included in the measurement of the amount recognised for services received over the
period from the modification date until the date when the modified shares or stock options vest, in
addition to the amount based on the grant date fair value of the original shares or stock options,
which is recognised over the remainder of the original vesting period. If the modification occurs
after the vesting date, the incremental fair value granted is recognised immediately, or over the
vesting period if the employee is required to complete an additional period of service before
becoming unconditionally entitled to those modified shares or stock options.

(b) Similarly, if the modification increases the number of shares or stock options granted, the
enterprise should include the fair value of the additional shares or stock options granted,
measured at the date of the modification, in the measurement of the amount recognised for
services received as consideration for the shares or stock options granted, consistent with the
requirements in (a) above. For example, if the modification occurs during the vesting period, the
fair value of the additional shares or stock options granted is included in the measurement of the
amount recognised for services received over the period from the modification date until the date
when the additional shares or stock options vest, in addition to the amount based on the grant
date fair value of the shares or stock options originally granted, which is recognised over the
remainder of the original vesting period.

(c) Ifthe enterprise modifies the vesting conditions in a manner that is beneficial to the employee, for
example, by reducing the vesting period or by modifying or eliminating a performance condition
(other than a market condition, changes to which are accounted for in accordance with (a) above),
the enterprise should take the modified vesting conditions into account when applying the
requirements of paragraphs 18 to 20.

26. Furthermore, to apply the requirements of paragraph 24, if the enterprise modifies the terms or
conditions of the shares or stock options granted in a manner that reduces the total fair value of the
employee share-based payment plan, or is not otherwise beneficial to the employee, the enterprise
should nevertheless continue to account for the services received as consideration for the shares or
stock options granted as if that modification had not occurred (other than a cancellation of some or all
the shares or stock options granted, which should be accounted for in accordance with paragraph 27).
For example:

(a) if the modification reduces the fair value of the shares or stock options granted, measured
immediately before and after the modification, the enterprise should not take into account that
decrease in fair value and should continue to measure the amount recognised for services
received as consideration for the shares or stock options based on the grant date fair value of the
shares or stock options granted.

(b) if the modification reduces the number of shares or stock options granted to an employee, that
reduction should be accounted for as a cancellation of that portion of the grant, in accordance
with the requirements of paragraph 27.
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(c) ifthe enterprise modifies the vesting conditions in a manner that is not beneficial to the employee,
for example, by increasing the vesting period or by modifying or adding a performance condition
(other than a market condition, changes to which are accounted for in accordance with (a) above),
the enterprise should not take the modified vesting conditions into account when applying the
requirements of paragraphs 18 to 20.

27. If the enterprise cancels or settles a grant of shares or stock options during the vesting period
(other than a grant cancelled by forfeiture when the vesting conditions are not satisfied):

(@) the enterprise should account for the cancellation or settlement as an acceleration of vesting, and
should therefore recognise immediately the amount that otherwise would have been recognised
for services received over the remaining vesting period.

(b) any payment made to the employee on the cancellation or settlement of the grant should be
deducted from the relevant equity account (e.g., Stock Options Outstanding Account) except to
the extent that the payment exceeds the fair value of the shares or stock options granted,
measured at the cancellation/settlement date. Any such excess should be recognised as an
expense.

(c) if new shares or stock options are granted to the employee as replacement for the cancelled
shares or stock options, the enterprise should account for the granting of replacement shares or
stock options in the same way as a modification of the original grant of shares or stock options, in
accordance with paragraphs 24 to 26. For the purposes of the aforesaid paragraphs, the
incremental fair value granted is the difference between the fair value of the replacement shares
or stock options and the net fair value of the cancelled shares or stock options, at the date the
replacement shares or stock options are granted. The net fair value of the cancelled shares or
stock options is their fair value, immediately before the cancellation, less the amount of any
payment made to the employee on cancellation of the shares or stock options that is deducted
from the relevant equity account in accordance with (b) above.

28. If an enterprise settles in cash vested shares or stock options, the payment made to the employee
should be accounted for as a deduction from the relevant equity account (e.g., Stock Options
Outstanding Account) except to the extent that the payment exceeds the fair value of the shares or
stock options, measured at the settlement date. Any such excess should be recognised as an expense.

Appendix I contains illustrations on modifications to the terms and conditions on which stock options
were granted.

CASH-SETTLED EMPLOYEE SHARE-BASED PAYMENT PLANS

29. An enterprise might grant rights such as stock appreciation rights to employees as part of their
remuneration package, whereby the employees will become entitled to a future cash payment (rather
than shares), based on the increase in the share price of the enterprise from a specified level over a
specified period of time. Or an enterprise might grant to its employees a right to receive a future cash
payment by granting to them a right to shares (including shares to be issued upon the exercise of stock
options) that are redeemable, either mandatorily (e.g., upon cessation of employment) or at the option
of the employee.

Recognition

30. An enterprise should recognise as an expense (except where service received qualifies to be
included as a part of the cost of an asset) the services received in a cash-settled employee share-
based payment plan when it receives the services with a corresponding increase in liability by creating
a provision therefor.

31. The enterprise should recognise the services received, and the liability to pay for those services,
as the employees render service. For example, some stock appreciation rights vest immediately, and
the employees are therefore not required to complete a specified period of service to become entitled
to the cash payment. In the absence of evidence to the contrary, the enterprise should presume that
the services rendered by the employees in exchange for the stock appreciation rights have been
received. Thus, the enterprise should recognise immediately the services received and a liability to pay
for them. If the stock appreciation rights do not vest until the employees have completed a specified
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period of service, the enterprise should recognise the services received, and a liability to pay for them,
as the employees render service during that period.

Measurement

32. For cash-settled employee share-based payment plan, the enterprise should measure the
services received and the liability incurred at the fair value of the liability. Until the liability is settled,
the enterprise should remeasure the fair value of the liability at each reporting date and at the date of
the settlement, with any changes in fair value recognised in profit or loss for the period.

33. The liability should be measured, initially and at each reporting date until settled, at the fair value
of the stock appreciation rights, by applying an option pricing model taking into account the terms and
conditions on which the stock appreciation rights were granted, and the extent to which the employees
have rendered service to date.

Appendix IV contains an illustration of a cash-settled employee share-based payment plan.
Employee share-based payment plans with cash alternatives

Employee share-based payment plans in which the terms of the arrangement provide the employee
with a choice of settlement

34. If an enterprise has granted the employees the right to chose whether a share-based payment
plan is settled in cash or by issuing shares, the plan has two components, viz., (i) liability component,
i.e., the employees’ right to demand settlement in cash, and (i) equity component, i.e., the employees’
right to demand settlement in shares rather than in cash. The enterprise should first measure, on the
grant date, fair value of the employee share-based payment plan presuming that all employees will
exercise their option in favour of cash settlement. The fair value so arrived at should be considered as
the fair value of the liability component. The enterprise should also measure the fair value of the
employee share-based payment plan presuming that all employees will exercise their option in favour
of equity settlement. In case the fair value under equity- settlement is greater than the fair value under
cash-settlement, the excess should be considered as the fair value of the equity component.
Otherwise, the fair value of the equity component should be considered as zero. The fair value of the
equity component should be accounted for in accordance with the recommendations in respect of
‘Equity-settled employee share-based payment plan’. The fair value of the liability component should
be accounted for in accordance with the recommendations in respect of ‘Cash-settled employee share-
based payment plan’.

35. At the date of settlement, the enterprise should remeasure the liability to its fair value. If the
enterprise issues shares on settlement rather than paying cash, the amount of liability should be
treated as the consideration for the shares issued.

36. If the enterprise pays in cash on settlement rather than issuing shares, that payment should be
applied to settle the liability in full. By electing to receive cash on settlement, the employees forgo their
right to receive shares. The enterprise should transfer any balance in the relevant equity account (e.g.,
Stock Options Outstanding Account) to general reserve.

Appendix V contains an illustration of an employee share-based payment plan with cash alternatives.

Employee share-based payment plans in which the terms of the arrangement provide the enterprise
with a choice of settlement

37. For an employee share-based payment plan in which the terms of the arrangement provide the
enterprise with the choice of whether to settle in cash or by issuing shares, the enterprise should
determine whether it has a present obligation to settle in cash and account for the share-based
payment plan accordingly. The enterprise has a present obligation to settle in cash if the choice of
settlement in shares has no commercial substance (e.g., because the enterprise is legally prohibited
from issuing shares), or the enterprise has a past practice or a stated policy of settling in cash, or
generally settles in cash whenever the employee asks for cash settlement.

38. If the enterprise has a present obligation to settle in cash, it should account for the transaction in
accordance with the requirements in respect of ‘Cash-settled employee share-based payment plan’.
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39. If no such obligation exists, the enterprise should account for the transaction in accordance with
the requirements in respect of ‘Equity-settled employee share-based payment plan’. Upon settlement:

(@) Ifthe enterprise elects to settle in cash, the cash payment should be accounted for as a deduction
from the relevant equity account (e.g., Stock Options Outstanding Account) except as noted in (c)
below.

(b) If the enterprise elects to settle by issuing shares, the balance in the relevant equity account
should be treated as consideration for the shares issued except as noted in (c) below.

(c) If the enterprise elects the settlement alternative with the higher fair value (e.g., the enterprise
elects to settle in cash the amount of which is more than the fair value of the shares had the
enterprise elected to settle in shares), as at the date of settlement, the enterprise should
recognise an additional expense for the excess value given, i.e., the difference between the cash
paid and the fair value of the shares that would otherwise have been issued, or the difference
between the fair value of the shares issued and the amount of cash that would otherwise have
been paid, whichever is applicable.

Intrinsic Value Method

40. Accounting for employee share-based payment plans dealt with heretobefore is based on the fair
value method. There is another method known as the ‘Intrinsic Value Method' for valuation of
employee share-based payment plans. Intrinsic value, in the case of a listed company, is the amount
by which the quoted market price of the underlying share exceeds the exercise price of an option. For
example, an option with an exercise price of Rs. 100 on an equity share whose current quoted market
price is Rs. 125, has an intrinsic value of Rs. 25 per share on the date of its valuation. If the quoted
market price is not available on the grant date then the share price nearest to that date is taken. In the
case of a non-listed company, since the shares are not quoted on a stock exchange, value of its
shares is determined on the basis of a valuation report from an independent valuer. For accounting for
employee share-based payment plans, the intrinsic value may be used, mutatis mutandis, in place of
the fair value as described in paragraphs 10 to 39.

Examples of equity-settled employee share-based payment plan and cash-settled employee share-
based payment plan, using intrinsic value method, are given in lllustration 1 of Appendix Il and the
lllustration in Appendix IV, respectively.

Recommendation

41. Itis recommended that accounting for employee share-based payment plans should be based on
the fair value approach as described in paragraphs 10 to 39. However, intrinsic value method as
described in paragraph 40 is also permitted.

GRADED VESTING

42. In case the options/shares granted under an employee stock option plan do not vest on one date
but have graded vesting schedule, total plan should be segregated into different groups, depending
upon the vesting dates. Each of such groups would be having different vesting period and expected
life and, therefore, each vesting date should be considered as a separate option grant and evaluated
and accounted for accordingly. For example, suppose an employee is granted 100 options which will
vest @ 25 options per year at the end of the third, fourth, fifth and sixth years. In such a case, each
tranche of 25 options would be evaluated and accounted for separately.

An illustration of an employee share-based payment plan having graded vesting is given in Appendix
VI,

EMPLOYEE SHARE-BASED PAYMENT PLAN ADMINISTERED THROUGH A TRUST

43. An enterprise may administer an employee share-based payment plan through a trust constituted
for this purpose. The trust may have different kinds of arrangements, for example, the following:

(@) The enterprise allots shares to the trust as and when the employees exercise stock options.

(b) The enterprise provides finance to the trust for subscription to the shares issued by the enterprise
at the beginning of the plan.
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(c) The enterprise provides finance to the trust to purchase shares from the market at the beginning
of the plan.

44. Since the trust administers the plan on behalf of the enterprise, it is recommended that
irrespective of the arrangement for issuance of the shares under the employee share-based payment
plan, the enterprise should recognise in its separate financial statements the expense on account of
services received from the employees in accordance with the recommendations contained in this
Guidance Note. Various aspects of accounting for employee share-based payment plan administered
through a trust under the arrangements mentioned above, are illustrated in Appendix VII, for the
purpose of preparation of separate financial statements.

45. For the purpose of preparation of consolidated financial statements as per Accounting Standard
(AS) 21, ‘Consolidated Financial Statements’, issued by the Institute of Chartered Accountants of India,
the trust created for the purpose of administering employee share-based compensation, should not be
considered. This is because the standard requires consolidation of only those controlled enterprises
which provide economic benefits to the enterprise and, accordingly, consolidation of entities, such as,
gratuity trust, provident fund trust, etc., is not required. The nature of a trust established for
administering employee share-based compensation plan is similar to that of a gratuity trust or a
provident fund trust as it does not provide any economic benefit to the enterprise in the form of, say,
any return on investment.

EARNINGS PER SHARE IMPLICATIONS

46. For the purpose of calculating Basic Earnings Per Share as per Accounting Standard (AS) 20,
‘Earnings Per Share’, shares or stock options granted pursuant to an employee share-based payment
plan, including shares or options issued to an ESOP trust, should not be included in the shares
outstanding till the employees have exercised their right to obtain shares or stock options, after
fulfilling the requisite vesting conditions. Till such time, shares or stock options so granted should be
considered as dilutive potential equity shares for the purpose of calculating Diluted Earnings Per
Share. Diluted Earnings Per Share should be based on the actual number of shares or stock options
granted and not yet forfeited, unless doing so would be anti-dilutive.

47. For computations required under paragraph 35 of AS 20 with regard to shares or stock options
granted pursuant to an employee share-based payment plan, the assumed proceeds from the issues
should include the exercise price and the unamortised compensation cost which is attributable to future
services.

An example to illustrate computation of Earnings Per Share in a situation where the enterprise has
granted stock options to its employees is given in Appendix VIII.

DISCLOSURES

48. An enterprise should describe the method used to account for the employee share-based
payment plans. Where an enterprise uses the intrinsic value method, it should also disclose the impact
on the net results and EPS - both basic and diluted — for the accounting period, had the fair value
method been used.

49. An enterprise should disclose information that enables users of the financial statements to
understand the nature and extent of employee share-based payment plans that existed during the
period.

50. To give effect to the principle in paragraph 49, the enterprise should disclose at least the
following:

(a) a description of each type of employee share-based payment plan that existed at any time during
the period, including the general terms and conditions of each plan, such as vesting requirements,
the maximum term of options granted, and the method of settlement (e.g., whether in cash or
equity). An enterprise with substantially similar types of plans may aggregate this information,
unless separate disclosure of each arrangement is necessary to satisfy the principle in paragraph
49.
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the number and weighted average exercise prices of stock options for each of the following
groups of options:

i) outstanding at the beginning of the period,;
ii) granted during the period;

iii) forfeited during the period;

\

~

expired during the period;

(
(
(
(iv) exercised during the period;
(
(vi) outstanding at the end of the period; and
(

vii) exercisable at the end of the period.

for stock options exercised during the period, the weighted average share price at the date of
exercise. If options were exercised on a regular basis throughout the period, the enterprise may
instead disclose the weighted average share price during the period.

for stock options outstanding at the end of the period, the range of exercise prices and weighted
average remaining contractual life (comprising the vesting period and the exercise period). If the
range of exercise prices is wide, the outstanding options should be divided into ranges that are
meaningful for assessing the number and timing of additional shares that may be issued and the
cash that may be received upon exercise of those options.

An enterprise should disclose the following information to enable users of the financial statements

to understand how the fair value of shares or stock options granted, during the period, was determined:

(@)

for stock options granted during the period, the weighted average fair value of those options at
the grant date and information on how that fair value was measured, including:

(i) the option pricing model used and the inputs to that model, including the weighted average
share price, exercise price, expected volatility, option life (comprising the vesting period and
the exercise period), expected dividends, the risk-free interest rate and any other inputs to
the model, including the method used and the assumptions made to incorporate the effects
of expected early exercise;

(i) how expected volatility was determined, including an explanation of the extent to which
expected volatility was based on historical volatility; and

(i) whether and how any other features of the option grant were incorporated into the
measurement of fair value, such as a market condition.

for other instruments granted during the period (i.e., other than stock options), the number and
weighted average fair value of those instruments at the grant date, and information on how that
fair value was measured, including:

(i) if fair value was not measured on the basis of an observable market price, how it was
determined;

(i) whether and how expected dividends were incorporated into the measurement of fair value;
and

(i) whether and how any other features of the instruments granted were incorporated into the
measurement of fair value.

for employee share-based payment plans that were modified during the period:
(i) an explanation of those modifications;
(i) the incremental fair value granted (as a result of those modifications); and

(ii) information on how the incremental fair value granted was measured, consistently with the
requirements set out in (a) and (b) above, where applicable.
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52. An enterprise should disclose the following information to enable users of the financial statements
to understand the effect of employee share-based payment plans on the profit or loss of the
enterprise for the period and on its financial position:

(@) the total expense recognised for the period arising from employee share-based payment plans in
which the services received did not qualify for recognition as a part of the cost of an asset and
hence were recognised immediately as an expense, including separate disclosure of that portion
of the total expense that arises from transactions accounted for as equity-settled employee share-
based payment plans;

(b) for liabilities arising from employee share-based payment plans:
(i) the total carrying amount at the end of the period; and

(i) the total intrinsic value at the end of the period of liabilities for which the right of the
employee to cash or other assets had vested by the end of the period (e.g., vested stock
appreciation rights).

Appendix IX contains illustrative disclosures.
EFFECTIVE DATE

53. This Guidance Note applies to employee share-based payment plans the grant date in respect of
which falls on or after April 1, 2005.

Note:- For the Appendices of the Guidance Note, the students are advised to refer the booklet,
‘Guidance Note on Accounting for Employee Share Based Payments’ [ GN (A) 18 (Issued 2005)]. The
appendices to the Guidance Note provide detailed guidance on measurement of fair value of shares
and stock options, including determination of various inputs to the option-pricing models and examples
to illustrate application of various principles recommended in the Guidance Note.

GN(A) 20 (Issued 2005)

Guidance Note on
Accounting for Fringe Benefits Tax

(The following is the text of the Guidance Note on Accounting for Fringe Benefits Tax, issued by the
Council of the Institute of Chartered Accountants of India )

1. The Finance Act, 2005, has introduced Chapter XlI-H on ‘Income-tax on Fringe Benefits’
[hereinafter referred to as ‘Fringe Benefits Tax']. The relevant extracts from Chapter XII-H of the
Income-tax Act, 1961 (hereinafter referred to as ‘the Act’), governing the Fringe Benefits Tax,
have been reproduced in the Annexure to this Guidance Note. This Guidance Note is being
issued to provide guidance on accounting for Fringe Benefits Tax, particularly with regard to the
recognition and presentation of Fringe Benefits Tax in the financial statements. The Guidance
Note does not deal with accounting for ‘fringe benefits’ as such.

2. The salient features of Fringe Benefits Tax are as below:

(@) Fringe Benefits Tax is tax payable by an employer in respect of fringe benefits provided or
deemed to have been provided by the employer to his employees during the previous year.

(b) Fringe Benefits Tax is in addition to the income-tax charged under the Act.

(c) Fringe Benefits Tax is payable at the specified rate on the value of fringe benefits. The value
of fringe benefits is calculated in accordance with the provisions of section 115WC of the
Income-tax Act, 1961, reproduced in the Annexure to this Guidance Note.

(d) Anemployer is required to pay Fringe Benefits Tax even if no income-tax on the total income
is payable.
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(e) The term ‘employer’ means:
(i) acompany;
(i) afirm;
(i) an association of persons or a body of individuals, whether incorporated or not, but

excluding any fund or trust or institution eligible for exemption under clause (23C) of
section 10 or registered under section 12AA of the Act;

(iv) alocal authority; and
(v) every artificial juridical person, not falling within any of the preceding sub-clauses.
(f)  The term ‘fringe benefits’ means any consideration for employment provided by way of —

(i) any privilege, service, facility or amenity, directly or indirectly, provided by an employer,
whether by way of reimbursement or otherwise, to his employees (including former
employee or employees);

(i) any free or concessional ticket provided by the employer for private journeys of his
employees or their family members; and

(iii) any contribution by the employer to an approved superannuation fund for employees.

(g) The fringe benefits shall be deemed to have been provided by the employer to his
employees, if the employer has, in the course of his business or profession (including any
activity whether or not such activity is carried on with the object of deriving income, profits or
gains), incurred any expense on or made any payment for the purposes stated in section
115WB(2) of the Act. Examples of the purposes stated under the said section are
entertainment, festival celebrations, gifts, maintenance of guest house, employees’ welfare,
hotel, boarding and lodging, conveyance, tour and travel (including foreign travel), etc.

(h) Every employer who during a previous year has paid or made provision for payment of fringe
benefits to his employees, is required to furnish a return of fringe benefits to the Assessing
Officer in the prescribed form, on or before the due date, in respect of the previous year.

() Fringe Benefits Tax, like any other direct tax, is not an allowable expenditure for the purpose
of computation of taxable income.

NATURE OF FRINGE BENEFITS TAX

3.

With a view to recommend a proper and uniform accounting treatment for the Fringe Benefits Tax,
it is necessary to understand the nature of Fringe Benefits Tax which is discussed in paragraphs
41009.

The Fringe Benefits Tax has been introduced under the Income-tax Act, 1961, as ‘additional
income-tax’, vide section 115WA(1) which provides as below:

“In addition to the income-tax charged under this Act, there shall be charged for every
assessment year commencing on or after the 1st day of April, 2006, additional income-tax
(in this Act referred to as fringe benefit tax) in respect of the fringe benefits provided or
deemed to have been provided by an employer to his employees during the previous year at
the rate of thirty per cent on the value of such fringe benefits.”

Thus, the above stated tax is an additional income-tax payable by the employer on the value of
fringe benefits provided or deemed to have been provided to its employees.

RECOGNITION AND MEASUREMENT OF FRINGE BENEFITS TAX

5.

An employer becomes liable to pay Fringe Benefits Tax as soon as it incurs an expense which is
considered to be a fringe benefit as per the requirements of Chapter XlI-H of the Income-tax Act,
1961, even though the actual payment of the tax and/or assessment of the tax takes place on a
later date. Accordingly, the employer should recognise, in the financial statements for the period,
expense for the Fringe Benefits Tax paid/payable in respect of all expenses giving rise to such tax
incurred during that period.
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As discussed in paragraph 2(c) above, the Fringe Benefits Tax is payable at the specified rate on
the value of fringe benefits. The value of fringe benefits is calculated in accordance with the
provisions of section 115WC of the Act. The employer should, therefore, measure the amount of
the Fringe Benefits Tax keeping in view the aforesaid provisions of the Act.

PRESENTATION OF FRINGE BENEFITS TAX IN FINANCIAL STATEMENTS

7.

10.

Paragraph 5 of Accounting Standard (AS) 5, ‘Net Profit or Loss for the Period, Prior Period Items
and Changes in Accounting Policies’, issued by the Institute of Chartered Accountants of India,
provides as below:

“5. All items of income and expense which are recognised in a period should be
included in the determination of net profit or loss for the period unless an Accounting
Standard requires or permits otherwise.”

Since the Fringe Benefits Tax is an additional tax for the employer, it should be included in the
determination of net profit or loss for the period, i.e., the Fringe Benefits Tax, should be charged
to the profit and loss account.

In the context of presentation of the Fringe Benefits Tax in the profit and loss account of
companies, it has been considered whether the tax is covered by the requirement of clause 3(vi)
of Part Il of Schedule VI to the Companies Act, 1956, which provides as below:

"The amount of charge for Indian income-tax and other Indian taxation on profits,
including, where practicable, with Indian income-tax any taxation imposed elsewhere
to the extent of the relief, if any, from Indian income-tax and distinguishing, where
practicable, between income-tax and other taxation."

As discussed in paragraph 4 above, the Fringe Benefits Tax is an additional income tax.
Accordingly, the Fringe Benefits Tax is covered by the above clause and should be shown
separately, if material.

Keeping in view the above, the Fringe Benefits Tax should be disclosed as a separate item after
determining profit before tax on the face of the profit and loss account for the period in which the
related fringe benefits are recognised. An illustration of the disclosure of Fringe Benefits Tax may
be as below:

Profit before tax XXX

Less: Income-tax expense:

Current tax XXX
Deferred tax XXX XXX
Fringe Benefits Tax XXX XXX
Profit after tax XXX

The amount of the Fringe Benefits Tax (net of the advance tax thereon), outstanding if any, at the
year-end, should be disclosed as a provision in the balance sheet.

Note : For the Annexure of the Guidance Note, the students are advised to refer the 'The
Chartered Accountant Journal' August, 2005 pages 334 to 338. The Annexure provides the
relevant extracts from chapter XII-H of the Income Tax Act, 1961 governing the Fringe Benefits
Tax (for assessment year 2006-2007).
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GN(A) 22 (Issued 2006)
Guidance Note on Accounting for Credit Available in respect of
Minimum Alternative Tax under The Income-tax Act, 1961

(The following is the text of the Guidance Note on Accounting for Credit Available in Respect of
Minimum Alternative Tax Under the Income-tax Act,1961, issued by the Council of the Institute of
Chartered Accountants of India.)

INTRODUCTION

1.  The Finance Act, 1997, introduced section 115JAA in the Income-tax Act, 1961 (hereinafter
referred to as the ‘Act’) providing for tax credit in respect of MAT paid under section 115JA (hereinafter
referred to as ‘MAT credit’) which could be carried forward for set-off for five succeeding years in
accordance with the provisions of the Act. Section 115JA was inserted by the Finance Act, 1996, w.e.f.
1.4.1997. The said section provided for payment of Minimum Alternative Tax (hereinafter referred to as
‘MAT’) by certain companies, where the total income, as computed under the Income-tax Act, 1961, in
respect of any previous year relevant to the assessment year commencing on or after 1stday of April,
1997, but before the 1st day of April, 2001, was less than 30% of its book profit. In such a case, the
total income of the company chargeable to tax for the relevant previous year was deemed to be an
amount equal to thirty per cent of its book profit.

2. The Finance Act, 2000, w.e.f. 1.4.2001, introduced section 115JB according to which a company
is liable to pay MAT under the provisions of the said section in respect of any previous year relevant to
the assessment year commencing on or after the 1stday of April, 2001. The MAT under this section is
payable where the normal income-tax payable by such company in the previous year is less than 7.5
per cent (10 per cent proposed by the Finance Bill, 2006) of its book profit which is deemed to be the
total income of the company. Such company is liable to pay income tax at the rate of 7.5 per cent (10
per cent proposed by the Finance Bill, 2006) of its book profit. The Finance Act, 2005, inserted sub-
section (1A) to section 115JAA, to grant tax credit in respect of MAT paid under section 115JB of the
Act with effect from assessment year 2006-07.

3. The salient features of MAT credit under section 115JAA as applicable, in respect of tax paid under
sections 115JA and 115JB, are as below:

(@) A company, which has paid MAT, would be allowed credit in respect thereof.

(o) The amount of MAT credit would be equal to the excess of MAT over normal income-tax for the
assessment year for which MAT is paid.

(c) Nointerest is allowable on such credit.

(d) The MAT credit so determined can be carried forward for set-off for five succeeding assessment
years from the year in which MAT credit becomes allowable. The Finance Bill, 2006, has
proposed that credit in respect of MAT paid under section 115JB can be carried forward upto
seven succeeding assessment years (hereinafter referred to as the ‘specified period’).

(e) The amount of MAT credit can be set-off only in the year in which the company is liable to pay tax
as per the normal provisions of the Act and such tax is in excess of MAT for that year.

(f)  The amount of set-off would be to the extent of excess of normal income-tax over the amount of
MAT calculated as if section 115JB had been applied for that assessment year for which the set-
off is being allowed.

ACCOUNTING TREATMENT
Whether MAT credit is a deferred tax asset

4. An issue has been raised whether the MAT credit can be considered as a deferred tax asset
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within the meaning of Accounting Standard (AS) 22, Accounting for Taxes on Income, issued by the
Institute of Chartered Accountants of India. In this context, the following definitions given in AS 22 are
noted:

“Timing differences are the differences between taxable income and accounting income for a
period that originate in one period and are capable of reversal in one or more subsequent
periods.”

“Accounting income (loss) is the net profit or loss for a period, as reported in the statement of
profit and loss, before deducting income tax expense or adding income tax saving.”

“Taxable income (tax loss) is the amount of the income (loss) for a period,determined in
accordance with the tax laws, based upon which income tax payable (recoverable) is
determined.”

5. From the above, it is noted that payment of MAT, does not by itself, result in any timing difference
since it does not give rise to any difference between the accounting income and the taxable income
which are arrived at before adjusting the tax expense, namely, MAT. In other words, under AS 22,
deferred tax asset and deferred tax liability arise on account of differences in the items of income and
expenses credited or charged in the profit and loss account as compared to the items of income that
are taxed or items of expense that are allowed as deduction, for the purposes of the Act. Thus,
deferred tax assets and deferred tax liabilities do not arise on account of the amount of the tax
expense itself. In view of this, it is not appropriate to consider MAT credit as a deferred tax asset for
the purposes of AS 22.

Whether MAT credit can be considered as an ‘asset’

6. Although MAT credit is not a deferred tax asset under AS 22 as discussed above, yet it gives rise
to expected future economic benefit in the form of adjustment of future income tax liability arising
within the specified period. A question, therefore, arises whether the MAT credit can be considered as
an ‘asset’ and in case it can be considered as an asset whether it should be so recognised in the
financial statements.

7. The Framework for the Preparation and Presentation of Financial Statements, issued by the
Institute of Chartered Accountants of India, defines the term ‘asset’ as follows:

“An asset is a resource controlled by the enterprise as a result of past events from which future
economic benefits are expected to flow to the enterprise.”

8. MAT paid in a year in respect of which the credit is allowed during the specified period under the
Act is a resource controlled by the company as a result of past event, namely, the payment of MAT.
MAT credit has expected future economic benefits in the form of its adjustment against the discharge
of the normal tax liability if the same arises during the specified period. Accordingly, MAT credit is an
‘asset’.

9. According to the Framework, once an item meets the definition of the term ‘asset’, it has to meet
the criteria for recognition of an asset so that it may be recognised as such in the financial statements.
Paragraph 88 of the Framework provides the following criteria for recognition of an asset:

“88. An asset is recognised in the balance sheet when it is probable that the future economic
benefits associated with it will flow to the enterprise and the asset has a cost or value that can be
measured reliably.”

10. Inorder to decide when it is ‘probable’ that the future economic benefits associated with the asset
will flow to the enterprise, paragraph 84 of the Framework, inter alia, provides as below:

“84. The concept of probability is used in the recognition criteria to refer to the degree of
uncertainty that the future economic benefits associated with the item will flow to or from the
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enterprise. The concept is in keeping with the uncertainty that characterises the environment in
which an enterprise operates. Assessments of the degree of uncertainty attaching to the flow of
future economic benefits are made on the basis of the evidence available when the financial
statements are prepared.”

11. The concept of probability as contemplated in paragraph 84 of the Framework relates to both
items of assets and liabilities and, therefore, the degree of uncertainty for recognition of assets and
liabilities may vary keeping in view the consideration of ‘prudence’. Accordingly, while for recognition of
a liability the degree of uncertainty to be considered ‘probable’ can be ‘more likely than not’ (as in
paragraph 22 of Accounting Standard (AS) 29, ‘Provisions, Contingent Liabilities and Contingent
Assets’) for recognition of an asset, in appropriate conditions, the degree may have to be higher than
that. Thus, for the purpose of consideration of the probability of expected future economic benefits in
respect of MAT credit, the fact that a company is paying MAT and not the normal income tax, provides
a prima facie evidence that normal income tax liability may not arise within the specified period to avail
MAT credit. In view of this, MAT credit should be recognised as an asset only when and to the extent
there is convincing evidence that the company will pay normal income tax during the specified period.
Such evidence may exist, for example, where a company has, in the current year, a deferred tax
liability because its depreciation for the income-tax purposes is higher than the depreciation for
accounting purposes, but from the next year onwards, the depreciation for accounting purposes would
be higher than the depreciation for income-tax purposes, thereby resulting in the reversal of the
deferred tax liability to an extent that the company becomes liable to pay normal income tax.

12. Where MAT credit is recognised as an asset in accordance with paragraph 11 above, the same
should be reviewed at each balance sheet date. A company should write down the carrying amount of
the MAT credit asset to the extent there is no longer a convincing evidence to the effect that the
company will pay normal income tax during the specified period.

Presentation of MAT credit in the financial statements
Balance Sheet

13. Where a company recognises MAT credit as an asset on the basis of the considerations specified
in paragraph 11 above, the same should be presented under the head ‘Loans and Advances’ since,
there being a convincing evidence of realisation 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 entitlement’.

14. 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 above.

Profit and Loss Account

15. 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 recognised 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.
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PAPER- 2 : MANAGEMENT ACCOUNTING AND FINANCIAL ANALYSIS
QUESTIONS

Company X plans to acquire Company Y. You are required to show merger gains using following
data:-

(Amount in Rs.)

X Ltd. Y Ltd.
Pre-merger market price per share 60 30
Number of shares 14 lakhs 7 lakhs

The merger gain is expected to be Rs.150/- lakhs. X Ltd. has offered 1 share for every 2 shares
of Y Ltd.

Companies X and Y are in the same business line generating Annual cash flows of Rs.15/- lakhs
and Rs.8 lakhs respectively. If the two firms decides to merge together, a post tax cost servings
of Rs.2/- lakhs every year is expected to occur. X Ltd. proposes to absorb Y Ltd on paying a cash
consideration of Rs.140/- lakhs. The cost of capital is 15%. What are the merger gains to be
allocated to shareholders.

The market value of two companies Sun Ltd. and Moon Ltd. are Rs.175 lakhs and Rs.75 lakhs
respectively. The share capital of Sun Ltd. consist of 3.5 lakhs Rs.10/- ordinary shares and that
of Moon Ltd. consist of 2.2 lakh ordinary shares of Rs.10/- each.

Sun Ltd. is proposing to takeover Moon Ltd. The Pre-merger earnings are Rs.19 lakhs for Sun
Ltd. and Rs.10 lakhs for Moon Ltd. The merger is expected to result into a synergy gains of Rs.4
lakhs in the form of Post tax cost savings. The Pre-merger P/E Ratios are 10 for Sun Ltd. and 8
for Moon Ltd. The possible combined P/E Ratios are 9 and 10.

You are required to calculate.

()  Minimum combined P/E Ratio to justify the merger.
(i) Exchange ratio of shares if combined P/E ratio is 9.
(i) Exchange ratio of shares if combined P/E ratio is 10.

The share capital of Companies X and Y consist of 75000 shares of Rs.100/- each and 25000
shares of Rs.100/- each respectively. Company X plans to make an acquisition of Y Ltd. by
exchange of 4 shares for every 5 shares in Y Ltd. The cost of equity for X, Y and combined entity
XY Ltd. are 15%, 16% and 14% respectively.

The cash flows (EBIT- (1 - t) + Depreciation) are likely to be as follows for a period of 5 years.
The terminal year cash flows are likely to grow by 5% annually from year 6 in each case:

(Rs. in lakhs)
Years 1 2 3 4 5
X Ltd. 15 16 17 18 19
Y Ltd. 4 5 6 7 8
XY Ltd. 20 22 24 26 28

() Evaluate the proposal and give your comments on the scheme of merger.

(i) If the shares swap exchange ratio is changed to 4.5 shares of X Ltd. for every 5 shares of Y
Ltd., whether the merger scheme is viable. If so, allocate merger gain between the two
companies again.

Sun Ltd. is contemplating to merge with Moon Ltd. The shares of Sun Ltd. are presently traded at
stock exchange at Rs.25. The Sun Ltd has issued 3 lakhs shares of Rs.10/- each and its
earnings after tax (EAT) amounted to Rs.6 lakhs. Moon Ltd. has issued 2 lakhs shares of Rs.10
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each. Whose current market price is Rs.30/- per share. The company has Earnings after Tax
(EAT) amounting to Rs.5 lakhs. The merger is proposed to take place based on stock swap ratio.
Moon Ltd. has agreed to a proposal by which Sun Ltd. will offer the current market value of Moon
Ltd’s shares. Keeping in view the above parameters.

() What is the Pre-merger earnings per shares (EPS) and P/E ratios of both the companies.

(i) If Moon Ltd's current P/E ratio before mergers is Rs.20. What is its current market price?
What is the exchange ratio? What will be the Sun Ltd's post merger EPS?

(i) What should be the exchange ratio, if Sun Ltd’'s Pre-merger and Post Merger EPS are to be
maintained?

(@) The agro-chemicals Company which earns Rs.6 per share is capitalized at 10% and has a
return on investment of 14%. Using Walter’s dividend policy model, determine:

(i) the optimum payout,

(i) the price of share at this payout.

(i) the price of share, at 100 per cent payout.
(b) Explain briefly the factors which determine the dividend policy of a company.
What is CAPM?

Inland Co. Ltd. is considering an expansion programme, which is expected to cost Rs.10,00,000.
The company can finance it either through debt or through equity. Its current financing pattern is
given as below:

Rs.
Equity capital 5,00,000
Reserves & Surplus 2,00,000
Debt (10%) 3,00,000
10,00,000

The latest income statement reveals the following information:
(Rs.)
Sales 64,00,000
Less: Total costs 59,00,000
EBIT 5,00,000
Less: Interest 30,000
EBT 4,70,000
Less: Income-tax @ 50% 2,35,000
EAT 2,35,000

The expansion programme is expected to generate additional sales of Rs.16,00,000 with a return
of 15% on sale, before interest and taxes. If the expansion is financed through debt, the rate of
new debt will be 12% and the price earning ratio will be 4 times. If the expansion programme is
financed through equity shares i.e., the new shares can be sold at a price of Rs.40 and the price
to earning ratio will be 5 times. Which form of financing should the company choose if the
objective of financial management in the company is maximization of shareholders wealth.

Explain the concept of “Social Cost-Benefit Analysis”. Is it relevant for private enterprises also?
What is Cash Flow Forecasting?

What are the steps taken in project appraisal by the financial institutions? Do these steps differ in
a inflationary and deflationary conditions?
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12. What do you understand by modernization and renovation of a corporate unit? What facilities are
available from Financial institutions to give effect for such scheme of corporate enterprise?.

13. Explain the main features in the preparation of project report distinguishing between viability,
feasibility, escalation and overrun aspects.

14. What is Sensitivity Analysis?

15. A firm having Rs.15,00,000 to invest wishes to select from the following projects those that
maximize the present value of cash inflows:

Project Initial Investment Benefit/Cost
(Rs.) (B/C) Ratio
X-1 6,00,000 1.20
X-2 2,00,000 1.40
X-3 3,00,000 1.10
X-4 8,00,000 1.30
X-5 5,00,000 1.50
X-6 4,00,000 1.20
X-7 9,00,000 1.30
X-8 7,00,000 1,45

() Calculate the present value of cash inflows from each project.

(i) Using a trial and error approach, select the group of projects that maximize the firm's net
present value of cash inflows (i.e., NPV).

16. (a) Discuss the salient features of the guidelines prescribed by the government for issue of
bonus shares.

(b) Calculate the amount of bonus issue permissible according to the guidelines. given the
following information

(Rs.)
Paid-up share capital 50 lakhs
Free Reserves 69 lakhs
Average Profits during the previous three 22.50 lakhs.

years

17. Write a note on Diversification and Divestment strategies?

18. Calculate the expected rate of Return on Portfolio E(RP) based on the following information:
Risk free Rate of Return on Capital Rf = 4%.
Expected return on Market Portfolio: E (Rm) 15%
Portfolio Beta or market sensitivity Index:B, = 1.5

19. (a) What is the stable dividend policy? Why should it be followed?

(b) Two companies — X Ltd. and Y Ltd., are in the same industry with identical earnings per
share for the last five years. The X Ltd., has a policy of paying 40 per cent of earnings as
dividends, while the Y Ltd. pays a constant amount of dividend per share. There is disparity
between the market prices of the shares of the two companies. The price of the X's share is
generally lower than that of the Y, even though in some years X paid more dividends than Y.
The data on earnings, dividends and market price for the two companies are as under:
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X Ltd.
Year EPS DPS Market Price
(Rs.) (Rs.) (Rs.)
2002 8.00 3.20 24.00
2003 3.00 1.20 17.00
2004 10.00 4.00 27.00
2005 8.00 3.20 23.00
2006 16.00 6.40 29.00
Y Ltd.
Year EPS DPS Market Price
(Rs.) (Rs.) (Rs.)
2002 8.00 3.60 27.00
2003 3.00 3.60 25.00
2004 10.00 3.60 25.00
2005 8.00 3.60 25.00
2006 16.00 3.60 25.00

(@) What are the reasons for the differences in the market prices of the two companies’ shares?
(b) What can be done by the X Ltd. to increase the market price of its shares?

Write notes on

(@) Cumulative Convertible Preference Shares?

(b) Soft Loan Scheme?

(c) Profitability Index?

X Limited Company is considering investing in a project requiring a capital outlay of Rs.4,00,000.
Forecast for annual net income after depreciation but before tax is as follows:

Year Rs.
1 2,00,000
2 2,00,000
3 1,60,000
4 1,60,000
5 80,000

Depreciation may be taken as 20% on original cost and taxation at 50% of net income.
You are required to evaluate the project according to each of the following methods:
a) Pay-back method.

b) Rate of return on original investment method.

d
e

(

(

(c) Rate of return on average investment method.

(d) Discounted cash flow method taking cost of capital as 10%.
(

)
) Net present value index method.
(f) Internal rate of return method.

The Simpson Electrical Co. Ltd. had 1,00,000 equity shares of Rs.10 each outstanding on
January 1, 2007. The shares are currently being quoted at par in the market. In the wake of the
removal of the dividend restraint, the company now intends to pay a dividend of Rs.2 per share
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for the current financial year. It belong to a risk class whose appropriate capitalization rate is
15%. Using Modiglani Miller Model and assuming no taxes, ascedrtain the price of the company’s
shares as it is likely to prevail at the end of the year.

()  When dividend is declared?
(i)  When no dividend is declared?

(i) Also find out the number of new equity shares that company must issue to meet its
investment needs of Rs.4 lakhs assuming that the dividend is paid and the Earnings Per
Share works out @ Rs.2.20/-.

Write a detailed note on International Financial Market.
Write short notes on any four of the following:

a) Walters Approach to Dividend Policy.

b) Bridge Finance.

c) Asian Development Bank.

d

) Divestment strategy
e) Commercial borrowings in International Market.
)

(
(
(
(
(
(

a) What is meant by dividend pay out ratio? Explain the considerations relevant for paying a

cash dividend.

(b) From the following information supplied to you, determine the theoretical market value of
equity shares of a company as per Walter's model:

Earnings of the company Rs.10,00,000
Dividend paid Rs.6,00,000
Number of shares outstanding 2,00,000
Price earning ratio 8
Rate of return on investment 15%

Are you satisfied with the current dividend policy of the company? If not, what should be the
optimal dividend pay out ratio in this case?

The risk free return is 8 per cent and the return on market portfolio is 14 per cent. If the last
dividend on Share ‘X' was Rs.2.00 and assuming that its dividend and earnings are expected to
grow at the constant rate of 6 per cent. The beta of share ‘X’ is 2.00, compute the intrinsic value
of share X.

The management of the M.M. Kusha Corporation Ltd. must decide between two proposals. The
following information is available:

Net Cash inflows

Proposal Investment now Year 1 Year 2 Year 3
A Rs.80,000 Rs.95,400 Rs.39,000 Rs.12,000
B Rs.1,00,000 Rs.35,400 Rs.57,500 Rs.80,000

Assuming that the company can earn 12 percent on projects of this type and that the cash inflows
are received at the end of each year, advise management regarding the proposal that should be
selected. Submit computations of Net Present Values and Profitability Index. Ignore income-tax
considerations:

Given at 12%, Present value of Rs.1 receivable at the end of

Year 1is Rs.0.893
Year 2 is Rs.0.797
Year 3 is Rs.0.712
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28. A firm will begin its operations on April 1, 2007, with Rs.20,000 in the bank. During 2007 it

29.

30.

expects monthly credit sales of Rs.24,000 and cash sale of Rs.2,000, 90% of the credit sale will
become accounts receivables that are collected in the following month. The remaining shall be
collected in the second month following the sale. The firm expects to use Rs.18,000 each month
to pay its hills. Its safety level for cash will be for 15 days. The firm has a Rs.40,000 line of credit
with a local bank.

(a) Prepare a cash-flow forecast for April to June, 2007;

(b) What is the firm’s safety level for cash needed?

(c) If the firm has to borrow, what are the minimum amounts and time periods?

Naureen Finlease Ltd. has forecasted its seasonal financing needs for the next year as follows:

April Rs.24,00,000
May 5,00,000
June Zero
July 3,00,000
August 12,00,000
September 10,00,000
October 80,000
November 4,00,000
December Zero
January 3,00,000
February 10,00,000
March 18,00,000

Assuming that firm’s permanent funds’ requirement is Rs.50,00,000. Calculate the total financing
cost under the Aggressive Plan and the Conservative Plan and recommend one of the plan under
following situations:

Situation | Short term funds cost 10%
Long term funds cost 16%
Situation I Short term funds cost 11%
Long term funds cost 14%
Situation Il Both short and long
Term funds 12%

A Production Engineer aged 35 is considering to join an MBA programme in one of Indian
Institutes of Management. He is of the view that he must have a 12% return on his investment to
properly compensate for capital and risk. His outlays i.e., tuition fee for the two years programme
are expected to be Rs.25,000 p.a.

His best estimates of ‘take home pay’ (after tax) over his remaining working career with or without
the degree of MBA are as follows:

Year Without MBA With MBA

(Rs.) (Rs.)
t=1and?2 1,00,000 p.a. Zero
t=3 1,00,000 1,50,000
t=4 1,10,000 1,60,000
t=5 1,20,000 1,70,000
t=6 1,30,000 1,80,000
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t=7 1,40,000 1,90,000
t=8 1,50,000 2,00,000
t=9 1,60,000 2,10,000
t=10 1,70,000 2,20,000
t=11to 15 1,80,000 p.a. 2,50,000 p.a.
t=161t020 2,00,000 p.a. 3,00,000 p.a.

With the help of capital budgeting techniques as a finance expert help the Engineer to resolve this
riddle.

Differentiate between any four of the following:

a) Systematic and Unsystematic risk.

Net Present Value and Internal Rate of Return Method.
Debt factoring and Invoice Discounting.

Business risk and Financial risk.

Current ratio and Liquidity ratio.

An industrial unit desires to acquire a diesel generating set costing Rs.20 lacs which has an
economic life of ten years at the end of which the asset is not expected to have any residual
value. The unit is considering the alternative choices of

(a) taking the machinery on lease, or
(b) Purchasing the asset outright by raising a loan.

Lease payments are to be made in advance and the lessor requires the asset to be completely
amortised over its useful period and that the asset will yield him a return of 10%.

The cost of debt is worked at 16% per annum. Average rate of income-tax is 50%. It is expected
that the operative costs would remain the same under either method.

The following factors may also be taken into account:
i.  The present value of discount factors even stream of cash flows over the number of year

are:
Year Rate of Interest
8% 10% 16%
1 0.93 0.91 0.86
2 1.78 1.75 1.60
3 2.58 2.49 2.25
4 3.31 3.17 2.80
5 3.99 3.79 3.27
6 4.62 4.35 3.68
7 5.20 4.87 4.04
8 5.75 5.33 4.34
9 6.25 5.76 4.61
10 6.71 6.14 483

ii. Straight line method of depreciation may be adopted.

As a financial consultant, indicate what your advice will be? Workings are to form part of
your answer.
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33. The following information is relating to ABC Ltd. Stock. ABC has a beta of 0.5 with Nifty. Each
Nifty contract is equal to 100 units. ABC now quotes at Rs.250 and the Nifty Future is 4000 Index
points. You are long on 1200 shares of ABC Ltd. in the spot market.

() How many futures contracts will you have to take.
(i)  Suppose the price in the spot market drops by 10%, how are you protected?
(i) Suppose the price in the spot market jumps by 5%, what happens?

SUGGESTED ANSWERS/HINTS

1 (Amount Rs. in Lakhs)
Pre-merger value of X Ltd. (60x14) lakhs shares 840
Pre-merger value of Y Ltd. (30x7) lakhs shares 210

Total 1,050
Add: Merger gain 150
Post merger value of combined business 1,200
Number of shares after merger (14+3.5) lakhs 17.5
Post-merger value per share (Rs.) 68.57
Consideration paid to Y Ltd. = (3.5 x 68.57) lakhs 240
Less:  Pre-merger value of Y Ltd. 210
Cost of acquisition 30
Net merger gain available for shareholders of X Ltd. 120
Total merger gain 150
2. (Amount Rs. in lakhs)
X Ltd. YLtd. XYLtd. Merger
gains
Annual cash flows 15 8 25
Cost of capital 15% 15% 15%
Value of Business 225 120 375 30
Allocation of Merger gains
Total Merger gain 30
Less:Cost of acquisition
Consideration Paid to Y Ltd. 140
Value of Y Ltd. 120 20

Merger gain available for the shareholders of
X Ltd. 10

Conclusion: The shareholders of Y Ltd. are benefited more than the shareholders of X Ltd.
since they have gained Rs.20 lakhs as compared with shareholders of X Ltd. who have gained
Rs.10/- lakhs.

3. (i) Sum of Pre-merger values of Sun Ltd and Moon Ltd.
= Rs.175 alkhs + 75 lakhs. = Rs.250 lakhs

Merger has no economic justification unless combined value of business is at least
Rs.250 lakhs.
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Combined earnings = Rs.19 lakhs + Rs.10 lakhs + Rs.4 lakhs = Rs.33 lakhs.

Minimum P/E ratio to justify the merger = Rs.250 lakhs/Rs.33 lakhs = Rs.7.58

Exchange ratio if combined P/E ratio is 9

Value of combined business = Combined earnings x Combined P/E ratio

= Rs.33 lakhs x 9 = Rs.297 lakhs.

Rs.297 lakhs - Rs.250 lakhs.

Rs.47 lakhs.

Let number of Sun Ltd. shares (after takeover) allotted to shareholders of Moon Ltd. =N

Merger gain

Total number of shares in combined business = 3.5 + N.
Maximum Exchange Ratio

Shareholders of Sun Ltd. shall not agree to merger unless the value of their shares is not at
least equal to Pre-merger value viz., Rs.175 lakhs.

Rs.297
3.5+N

Value per Sun Ltd. share after merger: =

Number of shares held = 3.5 lakhs.
Shareholders of Sun Ltd. shall not agree to merger unless:

Rs.297
3.5+N

Or N = 2.44 lakhs.

The shareholders of Sun Ltd. cannot permit to issue more than 2.44 lakhs shares to the
shareholders of Moon Ltd.

x 3.5=Rs.175lakhs

The maximum exchange ratio will be 2.44 lakhs shares of Sun Ltd. for 2.20 lakhs shares of
Moon Ltd.

Or 1.11 shares of Sun Ltd. for every 1 share of Moon Ltd.

It can be experimented that if the shares are exchanged at maximum ratio, the whole of the
merger gain of Rs.47 lakhs gets allocated to the shareholders of Moon Ltd.

Number of shares after merger

= 3.5 lakhs + 2.44 |lakhs = 5.94 lakhs.

Value per share after merger = Rs.297 lakhs/5.94 lakhs.

= Rs.50.

Value of 2.44 lakhs shares held by the shareholders of Moon Ltd.

= Rs.50 x 2.44 lakh shares = Rs.122 lakhs.

Value of Moon Ltd. before merger = Rs.75 lakhs.

Merger gain allocated to the shareholders of Moon Ltd. = Rs.122 lakhs — Rs.75 lakhs
= Rs.47 lakhs.

Minimum Exchange Ratio

Shareholders of Moon Ltd. shall not agree to merger unless the value of shares allotted to
them is not at least equal to Pre-merger value viz., Rs.75/- lakhs. Let the number of shares
allotted to shareholders of Moon Ltd. = N.

Shareholders of Moon Ltd. shall not agree to merger unless
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Rs.297
3.5+N
Or N =1,18,243 shares.

The shareholders of Moon Ltd. cannot permit to have less than 1,18,243 shares in exchange
of 2.2 lakh of their shares.

It can be seen that if the shares are exchanged at minimum ratio, the whole of the merger
gain gets allocated to the shareholders of Sun Ltd.

xN=Rs.75 lakhs.

Number of shares after merger

=3,50,000 + 1,18,243 = 4,68,243.

Value per share after merger

= Rs.297 lakhs/4,68,243 = Rs.63.43

Value of 3.5 lakhs shares held by the shareholders of Sun Ltd. = 3.5 lakhs x 63.43
= Rs.222 lakhs.

Value of Sun Ltd. before merger = Rs.175 lakhs

Merger gain allocated to the shareholders of Sun Ltd. = Rs.222 lakhs — Rs.175 lakhs
= Rs.47 lakhs.

The shareholders of both the companies will negotiate an exchange ratio of shares which
shall be between 2,44,000 shares and 1,18,243 shares. The actual exchange ratio shall
determine the actual allocation of merger gain.

Maximum - 2,44,000 shares of Sun Ltd. for 2,20,000 shares of Moon Ltd.
Minimum - 1,18,243 shares of Sun Ltd. for 2,20,000 shares of Moon Ltd.

In the same way as described above, the maximum and minimum exchange ratio for
combined P/E ratio 10 shall be calculated. Students are advised to workout the same.

Pre-merger value of X Ltd.

(Rs. in lakhs)
Year Cash flows Discount factors at 15% P.V.
1 15 0.869 13.04
2 16 0.756 12.10
3 17 0.657 11.17
4 18 0.572 10.30
5 19 0.497 9.44
Terminal value 199.5 0.497 99.15
Value of Business 155.20
Terminal value = M:H%
0.15-0.5
Pre-merger value of Y Ltd.
Discount factors @ 16% P.V.
1 4 0.862 3.45
2 5 0.743 3.72
3 6 0.641 3.85
4 7 0.552 3.86
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5 8 0.476
Terminal value 76.36 0.476
Value of Business

8x1.05

Terminal value = ———"= —76.36
0.16-05
Post-Merger value of XY Ltd.
Year Cash flows Discount factors @
14%
1 20 0.877
2 22 0.769
3 24 0.675
4 26 0.592
5 28 0.519
Terminal value 326.67 0.519
Value of XY Ltd.

28x1.05

Terminal value = =326.67
0.14-05
Total merger gain = 250.12 — (155.20 + 55.04) = 39.88
Ownership Pattern of XY Ltd. No. of shares
Shareholders of X Ltd. 75,000
20,000
Shareholders of Y Ltd. (25,000 x %)
95,000

Allocation of merger gain
Gain by the shareholders of X Ltd. = (78.95% of 250.12) — 155.20 = 42.27
Gain by the shareholders of Y Ltd. =(21.05% of 250.12) - 55.04 = -2.39

3.81
36.35
55.04

Rs. in lakhs
P.V.

17.54
16.92
16.20
15.39
14.53
169.54
250.12

Ownership %
78.95
21.05

100%

Comments & Conclusion:  Consequent upon merger, as per merger scheme negotiated
between the two companies, the shareholders of company Y will be losing Rs.2.39 lakhs to
the shareholders of company X. Hence, not only the entire merger gain shall be allocated to
the shareholders of Company X Ltd., but they will also get additional Rs.2.39 lakhs from Y

company shareholders.

In view of aforesaid description, the merger is not in the interest of Y company shareholders
and they should therefore re-negotiate the swap ratio to improve their position.

Changed ownership Pattern of XY Ltd.

Shareholders of Number of shares
X Ltd. 75000
Y Ltd. 22500
(25000 X %)

97500

Ownership %
76.92
23.08

100
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Allocation of merger gain again

Gain by the shareholders of

XLtd.  (76.92% of 250.12) — 155.20 37.19
Y Ltd.  (23.08% of 250.12) - 55.04 2.69

Comment:  In view of changed swap ratio the merger scheme is now viable and
shareholders of Y company will also be benefited. They will also share merger gain by
Rs.2.69 lakhs.

(Amount Rs. in lakhs)

Sun Ltd. Moon Ltd.
Pre-merger Earnings after tax 6 5
Pre-merger Number of shares (lakhs) 3 2
Pre-merger EPS (Rs.) 2 2.50
Market Price (Rs.) 25 30
P/E Ratio (Times) 12.5 12

If current P/E ratio of Moon Ltd. is 20: the market price of its shares should be = Rs.2.50
EPS x Rs.20 P/E ratio = Rs.50

Market Price of shares of Sun Ltd. is Rs.25/- per share as given in the question.
Exchange ratio:

Market Price of 5 shares of

Moon Ltd. = 5 x Rs.50 = Rs.250/-

Market price of 10 shares of

Sun Ltd. =10 x Rs.25 = Rs.250/-.

Hence, the Exchange ratio shall be 10 shares of Sun Ltd. for every 5 shares of Moon Ltd. or
the share exchange ratio shall be 2:1 or the Sun Ltd. will have to issue 2 shares for every 1
share of Moon Ltd. The total number of shares Sun Ltd. will issue to the shareholders of
Moon Ltd. = 2 x 2 lakhs = 4 lakhs.

Post-merger earnings = 6+5=11lakhs
Post merger number of shares=  3+4 = 7 lakhs

Post merger EPS = %Iakhs =1.57

Exchange ratio to maintain EPS

Let number of shares to be issued as consideration = 4 lakhs.

Post merger EPS should be same as Pre-merger EPS of Sun Ltd.

Post-merger EAT = Rs.11 lakhs.

Rs.11 lakhs/(3+N) = 2

Or N = 2.50 lakhs shares.

Exchange ratio: 2.50 lakhs shares of Sun Ltd for 2 lakhs shares of Moon Ltd.

Or 1.25 shares of Sun Ltd. for every 1 share of Moon Ltd. will be issued as consideration to
maintain the same Post-merger EPS of Sun Ltd.

(i) According to Walter's formula, the optimum dividend payout ratio would be 0%, if r > ke
i.e. return on investment is more than cost of capital. It is because at this ratio, the
value of the share of the firm would be maximum.



113

(i)  The price of the share, at this payout.

D+ (E-D)
P= kek— Where  P=Price per share
e
D = Dividend per share
E = Earning per share
0,
P=0+ 14% (6-0) r= Rate of return on investment
10%
10%
= RS'8'4O:R5_84 Ke =Cost of capital.
10%
14%
iy P= 6+ 6-6
(i) o5, 69
10%
= 14 R
10%

(b) Students are advised to refer to MAFA study material.

The capital asset pricing model is an equilibrium model of asset prices in a risky market. It is
derived from portfolio theory. Capital assets are priced according to their contribution to the risk
of any efficient portfolio; the model is based upon the assumption that all investors are well
diversified, holding efficiency portfolios. An asset’s contribution to portfolio risk is called
systematic or market risk and is measured by the beta (B) factor. Unsystematic or specific risk is
not relevant in asset pricing since it is eliminated by diversification.

The capital asset pricing model (CAPM) is given by:
ls =N, - r‘) B
Where: 1, = The risk-free interest rate.
r, =The expected return on the market portfolio.
r,= The expected return on a correctly priced capital asset.

The model gives a linear relationship between risk and return and can be represented graphically
as in Fig. given here.

If management’s primary objective in selecting new projects is to maximize shareholders’ wealth,
and if its shareholders are well diversified, then the CAPM can be used to determine a discount
rate. If the risk characteristics of a new project are similar to the existing level of risk of the firm
then the appropriate discount rate will be the firm’'s cost of capital. The CAPM can be used to
assist in determining cost-of-equity capital from which a weighted average cost of capital can be
calculated.

If a project’s risk characteristics differ from the firm’'s average then, if an appropriate beta factor
can be found, the required rate of return can be determined using the CAPM.

If a company operates several divisions which have different levels of risk, and if the investments
of each division have similar risk characteristics, then the CAPM can be used to find a divisional
cost of capital. This can then be used as a discount rate for new projects.

The (B) Beta factor for a project can be calculated directly from the following:
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_Cov(P.M)

o’m

(¢
=r(P,M)—

m

Where  c°mando?m= Standard deviation and variance of return on market portfolio.

c,= Standard Deviation of returns on a project P.

Cov (P,M) = Covariance of the returns of the project and market portfolio.
r (P,M) = Co-efficient of co-relation between the returns on the project and, market portfolio.

Return

(%) Security Market Line

fi

Risk (B)
Fig: The Security Market Line

Statement showing the Comparative Analysis of two Alternative Financial Plans

Financial Plans
Debt Issue Equity Issue

Rs. Rs.
EBIT (5,00,000+ 15% of Rs.16 lacs) 7,40,000 7,40,000
Less:Interest (Rs.1,20,000+Rs.30,000) 1,50,000 30,000
E.B.T. 5,90,000 7,10,000
Less: Tax @ 50% 2,95,000 3,55,000
EAT. 2,95,000 3,55,000
No. of shares 50,000 75,000
E.P.S. (Rs.)
(EAT/No. of shares) 5.90 4.73
P.E. Ratio 4 times 5 times
Market value of share 59x4 473x5
(E.P.S. x P.E. Ratio = Rs.23.60 = Rs.23.65

Decision:Market Price per share is almost same under both Financial Plans, except marginal
difference. However, in view of low debt-equity ratio and also rate of return being more than rate
of interest payable on debt component, the company should adopt the financial plan | i.e., debt
issue. This also results into higher EPS @ Rs.5.90/- per share as compared with plan using only
equity capital.

Social Cost Benefit Analysis: This analysis is done while evaluating the economics of a project.
The basic objectives behind this analysis is to estimate the contribution of a project in the form of
benefits coming to the community at large. In other words, the analysis is based on estimates of
gains and losses to the nation as a whole. The overall gain of the project is economic benefit
whereas costs are not only the monetary costs. Implementation of the project may have adverse
effect on the environment surroundings resulting into hazards to the community. In social cost
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benefits analysis these costs/benefits are also considered. The three principal measures
employed to evaluate a project that will serve the economic development best are:-

1. Maximum social benefits: Which is equal to the present value of the total project benefits
minus present value of total costs;

2. Benefit cost ratio: Present value of total benefits divided by present value of total cost;

3. Internal rate of the return: The discount rate that makes the present net worth of a project
equal to zero.

The important questions in making cost benefits analysis are - what cost are to be included, what
benefit are to be sought and what are the main and immediate objectives, of the project, how to
value them, what interest rate will be appropriate at which these are to be discounted and what
are the relevant constraints etc. The costs are to be calculated in terms of the opportunities
foregone for employing factors of production for a particular project. Similarly, the labour costs
are not to be calculated at the existing rate in the local areas where serious unemployment or
under employment exists, because existing rate may be artificial due to minimum wage
legislation. Therefore, shadow prices of labour will have to be calculated. Thus, the cost benefit
analysis is seem to assess the following:

Impact on national income, impact on Government finance, impact on immediate beneficiaries.
These impacts may be tangible and measured in terms of money. But these impacts may also be
intangible may not be measured in terms of money but their impact of benefits may be felt. The
stream of benefits will differ from period to period and will be affected by discount rate for
evaluating the project, the choice of interest rate and price trend envisaged for the project. The
choice of the project will be made on the basis of results which would maximize the present value
of future benefits less initial cash outlay or total costs. Where present value of the benefits is
greater than the initial cash outlay or total costs, the project is selected. This analysis is done by
financial institutions and banks while assessing the technical viability of the project in India.

When projects are evaluated in terms of their costs and benefits to the society, the analysis is
termed as social cost benefit analysis. In this, projects are evaluated from the view point of their
relevance to the society. This analysis is done with reference to the social costs of a project and
expected benefits from it to the society such as generation of employment, earning of foreign
exchange etc. However, the ascertainment of social costs and benefits of a project is a ticklish
problem. In the context of social cost benefit analysis, the actual cost or revenues in respect of a
project do not necessarily reflect the monetary measurement of cost or benefits to the society.
For this purpose, social cost benefit analysis is usually made at ‘opportunity cost’ or ‘shadow
prices’ to ascertain the real impact of their burden as cost on the society.

In the real world, costs of inputs at market prices seldom reflect their true costs to the society;
values of output at market prices are not the true indicators of the value of benefits accruing to
the society. Therefore, market prices are not appropriate for a social cost-benefit analysis. For a
social appraisal of a project, project inputs and outputs are valued on the basis of their respective
opportunity costs or shadow prices. It is possible that some projects may not be financially viable,
however, they may be undertaken on account of social consideration.

In India, with the economy opened up, States are in a rush to get projects, especially those
promoted by multinational corporations. In the MNCs' hunt, states well-endowed with natural
resources become all the more attractive. The Eastern States are a case in point. Orissa has
signed a slew of MoUs for steel plants, the jewel in the crown being the Posco project that
involves an investment of Rs.52,813 crore to build a 12-million tonne per annum steel plant over
three phases between 2007 and 2016.

While such projects are a good sign for the State’s economy, they may not be without their flip
side.’

For the Government, profit alone cannot be the motive as it has an obligation to ensure that such
projects do not adversely impact the people. To gauge the likely impact of a project on a State's
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economy, a Social-Cost Benefit Analysis (SCB Analysis) is often commissioned as Orissa did for
the POSCO project.

Social cost benefit analysis is important for the private corporations also which have a moral
responsibility to undertake socially desirable projects. Since business is a creation of society i.e.,
draws all the resources from the society. It has a paternal responsibility, not to take any action or
decision which has a harmful effect on the society. It has been increasingly realized in recent
years that private entrepreneurs should undertake only those projects which are not only
financially viable but also socially desirable. A socially beneficial project may be more easily
acceptable to Government and hence this analysis will be relevant while granting various licences
and approvals, etc. |If the private sector includes social cost benefit analysis in its project
evaluation techniques, it will ensure that it is not ignoring its own long-term interest, since in the
long run only those projects will survive that are socially beneficial and acceptable to the society.

The methodology of social cost benefit analysis can be adopted either from the guidelines issued
by the United Nations Industrial Development Organisation (UNIDO) or the Organisation of
Economic Cooperation and Development (OECD). Financial Institutions e.g. IDBI, IFCI, etc. even
insist on social cost benefit analysis of a private sector project before sanctioning any loan. Thus,
a private enterprise can ill afford to lose sight of social aspects of a project.

Cash Flow Forecasting: Cash flow forecasts are needed to prepare cash budget. It is helpful to
ascertain the future cash needs of the company, to finance their needs and exercise their control
over cash and liquidity. Cash budget is prepared through a projection of cash and disbursements
of a company over various intervals of time. It reveals the timing and expected cash inflows and
outflows over the period of projected spread over. Cash flow forecasting may be divided into two
categories:

()  Short-term Cash Forecasts.
(i) Long-term Cash Forecasts.

() Short-term Cash Forecasts: Short-term cash forecasts or cash budgets, routinely
prepared by business firms, are helpful in: (i) estimating cash requirement; (i) planning
short-term financing; (iii) scheduling payments in connection with capital expenditure
projects; (iv) planning purchases of materials; (v) developing credit policies; and (vi)
checking the accuracy of long-term forecasts.

Firms use multiple short-term forecasts, of varying length and details, suited to meet
different needs. The commonly used designs for short-term cash forecasts are: (i) one year
divided into quarters or months; (i) one quarter divided into months, and (iii) one month
divided into weeks. A firm, hard pressed with liquidity crunch, may even prepare a weekly
cash forecast divided into days. The point to be emphasized here is that these multiple
formats serve differing purposes and should not be regarded as mutually exclusive.

The principal method of short-term cash forecasting is the receipts and disbursements
method. Sometimes the adjusted net income method is used though this method is
employed mainly for long-term cash forecasting.

Receipts and Disbursements Method:  The cash forecast, prepared under this method,
shows the timing and magnitude of expected cash receipts and disbursements irrespective
of how they are classified in accounting.

(i) Long-term Cash Forecasts:  Long-term cash forecasts are generally prepared for a period
ranging from 2 to 5 years and serve to provide a rough picture of a firm’s financing needs
and availability of investible surplus in future. Long-term cash forecasts are helpful in
planning the outlays on capital expenditure projects and planning the raising of long-term
funds.

While the receipts and disbursements method can theoretically be used for preparing the
long-term forecast, the method that is generally used for this purpose is the adjusted net
income method.
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Adjusted Net Income Method: This method of cash forecasting, resembling the funds flow
statement, seeks to estimate the firm’'s need for cash at some future date and indicate
whether this need can be met from internal sources or not. The information required for
preparing the adjusted net income forecast is derived mainly from the corporate budgets.

The principal advantage of the adjusted net income method of cash forecasting is that it
provides a close watch on working capital changes and enables the firm to anticipate its
financing requirements. Its major drawback is that it does not permit the tracing of cash flow
even though it is an excellent device for showing the cumulative impact of fund flows.

11. Project appraisal is a process where by a lending financial institution makes an independent and
objective assessment of the various aspects of an investment proposal for arriving at a financing
decisions. Appraisal exercises are basically aimed at determining the viability of a projects and
some times reshape the project so as to up grade its viability. Some of the major steps
undertaken by financial institutions under project appraisal are as under:

1.

Examinations of Promoters Capacity and Competence: Promoters capacity and
competence is examined with reference to their management background, traits as
entrepreneurs, business or industrial experience, past performance etc., in the line
envisaged to be taken in the project. Different considerations are applied in the case of new
entrepreneurs. They must inspire confidence on the merits of the project sought to be
undertaken by them.

Project preparation: It is the next important consideration in project appraisal. Project report
should be got prepared through experts and must be complete in all aspects so that its
appraisal becomes easy and relevant. For this purpose, the project report should be self-
contained study with necessary feasibility report, market surveys, etc.

Viability Test: Viability test of a project is to be carried out by examining the project from
different aspects viz., technical, financial, commercial, economic, energy orientation and
social and other related aspects as precisely discussed below:

(@) Technical Feasibility: ~ Technical viability involves consideration of the location and
size of the plant and technical requirements of the project. The crucial determinants of
technical feasibility include the availability, quality and cost of services, and supplies of
raw materials, fuel, power, water, land, labour, housing, transportation, etc.

(b) Economic viability: Economic viability is generally appraised on the basis of market
analysis of the product or service with particular reference to the size of the market,
projected growth in market demand, and the market share expected to be captured.

(c) Financial Viability: Financial viability involves consideration of the estimated project
cost in the light of the period of construction work and provision for cost escalation, the
timing of raising funds, projected cost of production and profitability, and cash flow
projections to ensure the potentiality of the project to meet the current and long-term
obligations.

(d) Commercial Viability: ~ Commercial viability is assessed in terms of the potential
demand for the product, estimated sales price, cost structure, the ability of the firm to
achieve the target sales at competitive price, and the intensity of competition.

(e) Management Capability: Management capability is an important element of project
appraisal. It requires an examination of the track record of promoters, their background
and capabilities, and competence of the management team.

(f) Social Relevance: Social relevance of a project like conformity with national policies
and plant priorities are also important factors to be considered in project appraisal.

However, in reality the price level hardly remains stable but keeps on changing. The change
in the price level affects the viability of the project. During an inflationary period the cost of
the project will go up and so also the prices of raw materials, labour and other services.
Thus on the one hand there is an increase in investment and on the other a decline in the
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profitability as the prices of end products are controlled by the Government or the market.
The market is not prepared to pay a higher price during an inflationary period. Such a
situation impairs the financial viability of the project. On the other hand, during a
recessionary period the stock of finished goods tend to accumulate resulting in the blocking
up of working capital and thereby contributing to the sickness of the project. Therefore, it is
important to take into consideration the economic conditions while appraising a project.

The project appraisal during inflationary and deflationary conditions does not differ from that
of an appraisal during normal conditions except that the financial, economic and commercial
aspects needs to be given more attention.

12. Modernisation/renovation of a corporate unit basically refers to upgradation of technology in order
to ensure low cost quality goods of international specification so as to achieve international
competitive strength. It is well known fact that many sections of Indian industry are currently
faced with problem of large scale obsolescence of plant and machinery. This has adversely
affected the productivity and production, inflated cost and prices and resulted in deterioration in
the quality of our products, competitiveness in the international market and export earnings. All
these problem emerged because of lack of modernization of industry in time.
Modernisation/renovation of a corporate unit helps not only to overcome all the above difficulties
but also improve productivity of units as competitive strength. Industrial Development Bank of
India along with various other financial institutions and commercial banks have provided various
schemes to make available finance for modernization and renovation of corporate units. Some of
the available schemes are discussed as under:

() Technical Development Fund Scheme: The scheme introduced in 1976 aims to promote
fuller utilization of capacity to promote exports and to aid modernization and technological
upgradation. The scheme, functioning under Department of Heavy Industries, provides
foreign exchange requirement to existing industrial units for import of small value balancing
equipment, technical know how, foreign consultancy services etc. On the basis of licence
issued by Department of heavy Industries under the Technical Development Facilities
Scheme, the IDBI provides rupee resources by way of direct loans to the industrial units.

(i) Bill Rediscounting Scheme: The scheme is designed to promote the sale of indigenous
machinery on deferred payment basis. Under this scheme the seller realizes the sale
proceeds through discounting of the relative bills of exchange or promissory notes with a
commercial bank which in turn rediscounts the bills or notes with Industrial Development
Bank of India. The buyer can thus acquire machinery on deferred payment terms without
going though the long procedures involved in obtaining term loans. The deferred payment
spread is normally restricted to five years. In respect of sugar, jute, cotton textiles, cement
and engineering industries and also certain other deserving industrial units the period is
extended upto seven years. The scheme is particularly helpful in respect of modernization
by existing units or for purchase of balancing equipment for expansion. An important
advantage of the scheme is that it does not attract the convertibility stipulations.

(i) Equipment Finance Scheme (EFS):Industrial Development Bank of India (IDBI) and
Industrial Finance Corporation of India (IFCI) introduced this scheme in order to make
available foreign currency loans to industrial concerns for import of capital equipment (not
related to any specific project) through a simplified procedure. Assistance under the EFS is
available to actual user existing industrial concerns registered as limited companies and co-
operative societies. The scheme as offered by IDBI does not finance indigenous equipment
whilest such equipment is covered under IFCI scheme. The rate of interest on the foreign
currency loan varies from time to time depending on the currency of loan. In respect of
rupee loan the prevailing interest rate also varies.

(iv) Soft Loan Scheme: This scheme is a special scheme operated through the Industrial
Development Bank of India, the Industrial Finance Corporation of India and the Industrial
Credit and Investment Corporation of India Ltd., for modernization and rehabilitation of
industrial undertakings. The loans are extended on concessional terms in regard to the rate
of interest, promoters contribution, debt-equity ratio, initial moratorium and the repayment
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period. In pursuance of the decision taken by the Government of India, loans under this
scheme have been exempted from the convertibility stipulations.

(v) Equipment Refinance Scheme: IDBI introduced this scheme to provide quick financial
assistance under simplified procedure for existing healthy concerns for acquisition of
indigenous and imported capital goods not related to any project as such.

(vi) Refinance Scheme for Modernisation of small and medium industries: The primary objective
of this scheme of IDBI is to encourage industrial units in the small and medium sector to
overcome the backlog of modernization. Proposals for assistance should clearly indicate the
necessity for modernization, benefits that would flow out of such modernization etc.

(vii) Assistance in the form of Suppliers Line of Credit is provided to manufacturers for promoting
sale of industrial equipment on deferred payment terms. This credit facility can be availed of
by actual users for balancing equipment, replacement or modernization purposes only.
Under this scheme, a non-revolving line of credit is extended to a seller to be utilized within
a stipulated period. This facility is very much similar to the Bills Rediscounting scheme
except that in this case the payment is directly received by the supplier from the financial
institution as compared to a intermediary commercial bank in the earlier case.

A project report or feasibility report is a written account of various activities to be undertaken by a
firm and their technical, financial, commercial and social viabilities. In other words, the project
report states as to what business is intended to be undertaken by the entrepreneur and whether it
would be technically possible, financially viable, commercially profitable and socially desirable to
do such a business. The preparation of such a statement serves three important objectives:

(@) It facilitates planning of business by setting guidelines for future action.

(b) It helps in procuring finance from various financial institutions and banks which ask for such
detailed information before giving any assistance.

(c) It provides a framework of the presentation of the information regarding business required by
Government for granting licences, etc.

A project report, in order to be useful, must take into consideration many practical aspects
regarding implementation of the project including viability, escalation and overrun aspects. In
terms ‘viability’ and ‘feasibility’ imply the workability or practicality of the project in hand. The
terms are often used interchangeably, though some people believe that feasibility refers to only
technical aspect of the project whereas viability is concerned with economic, financial, social and
other aspects. In any case, the project report must be prepared keeping in mind its feasibility
and/or viability. The term “escalation” is used for a situation when cost of various items needed
for carrying out the project increase due to various factors, say inflation and result in “overrun”
problems in the sense that the actual cost of the project exceeds its estimated cost. A good
project report must takes into account the possible changes in the prices of various items covered
by the project.

Assuming that the market conditions are expected to be normal from cost point of view, a project
report, to be sound, must have the following features:

(@) Technical Feasibility: This includes the analysis about the technical requirements of the
industry in relation to the project in hand and involves a critical examination of such issues
as the suitability of plant location, adoption of appropriate technology, selection of machinery
and plant etc. Unless the feasibility of various physical resources is ensured, the project
preparation would be a fruitless exercise.

(b) Economic, financial and commercial viability: Economic viability is concerned with a
thorough analysis of present and future market prospects for the proposed product; it also
includes the study of possible competitors in the market and firm’s relative cost advantages
and disadvantages in relation to them. Financial viability includes estimation of capital
requirements and its cost, computation of operating costs, forecasting of sales revenue,
arrangement of credit, measurement of profit, finding out the break-even points, assessment
of fixed and variable costs, cash flow estimates, etc. Commercial viability includes the
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estimation of the selling problems and profitability of the project. A project must, therefore,
be economically, financially and commercially viable.

(c) Social viability:Modern business corporations have to depend heavily on Specialised
Financial Institution for procuring long-term and even medium term finance. Also, the firm
may require licence from Government to start a particular business. In any case, the
Government or its agencies would extend assistance to a business unit only if the project in
question is socially desirable. Therefore, at the time of preparing the project report, the
social benefits of the project must be analysed well. This aspect becomes necessary for
performing the social responsibilities of the firm too.

Besides, due consideration should be given as to whether or not the right type managerial talent
would be available for carrying out the proposed project.

As has been mentioned earlier, the viability and feasibility aspects have been discussed
assuming normal conditions in the market. But this is practically incorrect. The market conditions
are usually dynamic. Looking at the Indian economic scene, we find that inflation is very high and
is increasing continuously. In these circumstances, the estimation of cost of the project assuming
normal conditions would be unrealistic. In practice, the costs are bound to escalate due to
various reasons and unless the possible increases are provided in cost calculations, the project
may suffer from cost overruns which, in turn may lead to reduced profitability. In this connection,
special consideration has to be given to economic and financial viability of the project under
adverse market situations.

In short, a sound project report should include (a) general information regarding industry; (b)
preliminary analysis of alternatives; (c) marketing plan; (d) capital requirements and costs; (e)
financial analysis; (f) economic analysis; and (g) analysis of the dynamics of environmental forces
affecting the success of the project.

Sensitivity Analysis: It is a method for considering risk in an investment decision. It provides
information as to how sensitive the estimated project parameters namely the expected cash flow,
the discount rate and the project life are free from error. The analysis on these lines is important
as the future is always uncertain and there will always be estimation error. Sensitivity analysis
takes care of estimation errors by using a number of possible outcomes in evaluating a project.
The method adopted under sensitivity analysis is to evaluate a project using number of estimated
cash flows to provide to the decision maker an insight into the variability of the outcomes. The
sensitivity analysis provides different cash flow estimates under three assumptions:

(i) the worst (i.e., the most pessimistic);

(i) the expected (i.e., the most likely);

(iii) the best (i.e., the most optimistic)

Sensitivity analysis is one of the most scientific method to incorporate risk in investment
proposals. The objectives of a sensitivity analysis are to provide the decision maker with
information concerning (1) the behvaiour of the measure of economic effectiveness due to errors
in estimating various values of the parameters; and (2) the potential for reversal in the
preferences as for economic investment alternatives. The term sensitivity analysis is derived
from the desire to measure the sensitivity of a decision to changes in the values of one or more
parameters. Sensitivity analysis in mathematical sense is a study which determine how changes
or errors in the values of parameters affect the output of a model. For illustration, if we are
estimating the cash flow in time period and using the following model to do so:

A =  (mxs)-(mxu)+c/n

Where m =  market size

s = the selling price per unit

u = the unit cost of a product

¢ = costofthe machine

n = the life of the machine in n years.
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The following data will give you a cash flow estimate of Rs.28,334.00 in period t:

m = 1,00,000 units.
S = Rel

u = Re075

¢ = Rs.10,000

n = 3

What would be the effect on the cash flow during the period of raising the selling price per unit(s)
to Rs.1.25.

Sensitivity analysis will pre-test this on the model, to give an indication of what the effect might
be. Ifin the opinion of marketing expert, the increase in the selling price will also cause a decline
in demand to 80,000 units the cash flow for the period will be:

At = (80,000 x Rs.1.25) - (80,000 x Re.0.75)
+(Rs.10,000/3) =  Rs.43,334.

In this particular case, the increase in selling price will apparently have a favourable impact on the
cash flow during the period. Therefore, judging from the sensitivity analysis, the selling price
should be raised. Of course, the analysis may also reveal that the impact is unfavourable or that
the change in variables’ value has no significant impact and that it would be a waste of time for
the firm to devote any of its resources to analyzing or considering it. Finally, analysis of this type
often reveals the riskiness of the project by highlighting the fact that a small miscalculation in a
high sensitive area can have a dramatic effect on its occurrence. Thus, a sensitivity analysis
would be particularly on those projects that are large and will, therefore, have a substantial impact
on the firm. The sensitivity analysis is not free from the criticism. Some of the major criticisms
are as under:

(1) In case of sensitivity analysis, we take the effect of changes in one variable at a time on the
present value. This in fact is highly misleading. It assumes variables to be completely
unrelated to each other which is not the case. It is only when the combined effect of
changes in the set of interrelated variables is considered, that we can get the right picture.

(2) The management while using sensitivity analysis uses different values of the uncertain
variables purely on adhoc basis but taking values of variables in such an arbitrary fashion is
unscientific.

(i) The P.V. of the cash inflow from each project can be determined by multiplying the B.C.R by
the initial investment.

Project Initial Investment Benefit/Cost(B/C) P.V. of cash

(Rs.) Ratio inflows (Rs.)
X1 6,00,000 1.20 7,20,000
X2 2,00,000 1.40 2,80,000
X3 3,00,000 1.10 3,30,000
X4 8,00,000 1.30 10,40,000
Xs 5,00,000 1.50 7,50,000
Xs 4,00,000 1.20 4,80,000
Xz 9,00,000 1.30 11,70,000
Xs 7,00,000 1.45 10,15,000

(i) 1ststep in selecting the best group of projects by using trial and error method is to rank the
projects on the basis of their BCR.
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Project Initial Investment B/C Ratio P.V. of Cash

(Rs.) inflows (Rs.)
Xs 5,00,000 15 7,50,000
Xs 7,00,000 1.45 10,15,000
X2 2,00,000 14 2,80,000
X 9,00,000 13 11,70,000
X4 8,00,000 13 10,40,000
Xy 6,00,000 12 7,20,000
Xs 4,00,000 1.2 4,80,000
X3 3,00,000 11 3,30,000

Next step involves selecting project combinations using less than or equal to Rs.15,00,000.
the various combination tried alongwith the total investment required and the resulting P.V.
of inflows is as follows:

Combination Total Initial Total P.V. of Cash N.P.V.(Rs.)
Investment inflows (Rs.)
(Rs.)
X5, X8, X2 14,00,000 20,45,000 6,45,000
X5, X7, 14,00,000 19,20,000 5,20,000
X8, X2, X1 15,00,000 20,15,000 5,15,000
X5, X1, X6 15,00,000 19,50,000 4,50,000
X5, X8, X3 15,00,000 20,95,000 5,95,000
X8, X4, 15,00,000 20,55,000 5,55,000

Because our objectives is to maximize the N.P.V. of cash inflows, the project combination
with the highest total N.P.V. of cash inflows should be selected. Therefore, the combination
is X5, X8, X2 which result in N.P.V. of Rs.6,45,000 and hence should be accepted.

The basic idea behind issue of bonus shares is the objective of retention of profits and
capitalizing the accumulated earnings for financing from internal sources the company’s
expansion, modernization or diversification schemes.

The following is the summary of guidelines on bonus issue as issued by Government of India
to regulate the process of capitalization in the general interest of the shareholders:

1. The residual reserve after the proposed capitalisation has to be maintained at least
40% of the increased paid-up capital;

2. 30% of the average profit before tax of the company for previous three years should
yield a rate of dividend of 10% on the expanded capital base of the company.

3. The company can make a further application for issue of bonus shares only after 36
months from the date of sanction by the government of an earlier bonus issue;

4. At any one time the total amount permitted to be capitalized for issue of bonus shares
out of free reserves shall not exceed the total amount of paid-up equity capital of the
company;

5. Companies wanting to issue bonus shares will have to produce “No objection
certificate” from public financial institutions if they defaulted in payment of any amount
due to them.

6. Application for issue of bonus shares will have to be made within one month of
announcement of bonus issue by the Board of Directors of the Company;
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7. All contingent liabilities disclosed in the audited accounts which have a bearing on the
net profit should be taken into account in the calculation of minimum residual reserves;

8. Bonus issues are not permitted unless partly paid shares, if any, are made fully paid;

9. No bonus issue is permitted if the company has defaulted in payment of statutory dues
for the employees, such as contribution to provident fund, gratuity, bonus, etc;

10. Capital reserves appearing in the balance sheet of the company as a result of
revaluaiton of assets will neither be allowed to be capitalized nor taken into account in
computing the residual reserves for the purpose of bonus shares.

Calculation of Bonus amount as per Bonus Gjuideline:

Profitability test: As per guideline No.9, 30% of the average profit before tax for the previous
three years should yield a rate of dividend on the expanded capital base of the company at
10%:

Average Profits = Rs.22.50 lakhs

30% of average profits = Rs.6.75 lakhs

Expanded capital base =6,75,000 x 100/10
= 67,50,000

The maximum amount that can be capialised as per profitability test would be Rs.17,50,000
i.e., Rs.67,50,000 - Rs.50,00,000 (existing base).

Residual Reserve Test: Guidelines No. 5, 6, 7, 8 and 14 are relevant for this purpose.
Residual reserve means reserves left after the proposed capitalization which should not be
less than 40% of the increased paid up capital. In order to find out the residual reserves, it
is necessary to know the amount to be capitalized. The following formula can be applied to
arrive at the figure of capitalization easily:

_ SR—-2Ex.Cap.
7
Where  C= Amount to be capitalized

C

R = Total Eligible Reserve
Ex. Cap. - Existing capital base or paid up share capital
R = Rs.69,00,000
Ex. Cap. = Rs.50,00,000
_ 5xRs.69,00,000-2x50,00,000

C
7
Rs.3,45,00,000—1,00,00,000
) 7
_  Rs.2,4500,000
) 7
= Rs.35,00,000
The maximum permissible bonus issue comes to Rs.35 lakhs. This can be verified as under:
Increased share capital = Rs.50,00,000 + Rs.35,00,000
= Rs.85,00,000
Residual Reserves = Rs.69,00,000 — Rs.35,00,000
= Rs.34,00,000
Rs.34,00,000x100

= 40% of increased paid up capital
85,00,000
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Paid Equity share capital test:

According to Guideline No.15, at any one time the total amount permitted to be capitalized
for issue of Bonus shares out of free reserves shall not exceed the total amount of paid up
equity capital of the company.

The maximum amount of permissible bonus issue given the information in the question will
be the least amount of the following amounts:

0] Profitability Test Rs.17,50,000
(i) Residual Reserve Rs.35 lakhs
(i) Paid up Equity Capital Test Rs.50 lakhs.

In above case, Rs.17.50 lakhs is the possible amount of bonus issue.

For the purpose of restructuring and expansion, the companies follow divestment strategies along
with diversification to augment their resource position. Diversification strategy is defined as a
strategy in which the growth objective of a corporate unit is sought to be achieved by adding new
products or services to the existing product or service line. According to Steiner, diversification is
producing new products for new market involving quite those associate with present products,
services or processes. Diversification besides growth, also helps to reduce risk as in case of
balanced portfolio. The impact of diversification on the finances could be observed in terms of
additional requirements of funds to finance the scheme. In case the internal sources of company
are not adequate to meet the cost of additional investment in plant and machinery, land, buildings
and adopting the diversified production process by way of retained earnings, the reserves and
surplus, the company will have to resort to other alternative such as reorganizing its financial
structure, right issue, long term borrowing or sale of spare assets etc.

Divestment Strategy involves selling or liquidating unprofitable business units or product divisions
or segment of business operations with negative flows or securities of other companies.
Divestment strategy may be unavoidable due to one or more of the following reasons:

(i) inadequacy of market share or sales growth;

(i) lower profit in particular unit or division as compared with others and better investment
opportunities.

(i) To finance internally cost of diversification and expansion plan.
Calculation of expected rate of return on portfolio:

ERp) = Ri+BI[E(Rm)-R{

E(Rp) = Expected rate of return on portfolio

Rf = Riskfree rate of return

E(Rm) = Expected return on market portfolio
B = Market sensitivity index

Substituting the given values in the formula, we may get
=4%+ 15 [15% - 4%)]
= 4% + 16.5%
=20.5%

E(Rp) = 20.5%

(a) Stability of dividends means regularity in paying some dividend annually even though the
amount of dividend may fluctuate from year to year and may not be related with earnings.
There are number of companies which have records of paying dividend for a long unbroken
period. More precisely stability of dividend refers to the amount paid out regularly. The
stability of dividend can be taken any of the following form:
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() Constant dividend per share: Under this approach company follows a policy of paying
certain fixed amount per share as dividend.

(i) Constant Payout ratio:  The constant pay out ratio is another form of stable dividend
policy. Under this approach company pays fixed percentage of earning every year.
With this policy the amount of dividend will fluctuate indirect proportion to earnings.

(i) Constant dividend per share plus extra dividend: Under this policy, a firm usually
pays a fixed dividend to the shareholders and in a year of marked prosperity, additional
or extra dividend is paid over and above the regular dividend. As soon as the normal
conditions return, the firm cuts the extra dividend and pays the normal dividend per
share.

Reasons for Dividend Stability:The primary goal of company dividend policy is to benefit
shareholders. To justify a stable dividend policy, we must show that stockholders are made
better off by this policy. Several explanations for investors’ preferring stable dividends have
been suggested.

First, investors may use dividends to cover living expenses, which are usually rather stable
from period to period. A radical decline in dividend income may force investors to sell
shares to obtain funds for living expenses, and a radical rise in dividends may produce
excess cash that investors will want to reinvest. Selling shares or investing dividends
involves brokerage, fees and other expenses, including the investor’s time. These costs are
avoided if dividends are stable and predictable and the investor consequently does not have
to sell shares or reinvest dividend income.

Second, the level of current dividends conveys information to investors on the future
dividend-paying capacity (earning capacity) of the firm. If investors know that the firm will
raise or lower dividends only if management foresees a permanent earnings increase or
decrease, respectively, then the level of dividends informs investors about management's
expectations about earnings. A cut in dividends implies poor earnings. On the other hand, a
company with an erratic dividend policy is, in effect, not providing such information, thereby
increasing the risk of the shares. Stable dividends that are based on longrun earning power
of the company therefore reduce share riskiness and consequently increase the value of the
shares to investors.

A third factor encouraging stable dividends is the insistence of many stakeholders and
financial institutions, such as mutual savings banks, insurance companies and mutual funds
that they should invest in only those stocks which are stable and good dividend paying.
These institutions are a significant force in the market, and their demand for the company’s
stock can enhance its price (which benefits the shareholders). Also Government laws
covering pension plans encourage the purchase of stocks with high, stable dividends.

(i) From the above information, it appears that investors evaluate the shares of X & Y
companies in terms of dividend payments. The average dividend per share over a
period of five years i.e., 2002 to 2006 for both the companies is Rs.3.60 but the
average market price for the Y Ltd. is 25.40 which is almost 6% more than the average
market price of Rs.24 of X Ltd. The market has used a higher capitalization rate to
discount the fluctuating dividend per share of X Ltd. thus valuing the shares of the X
Ltd. at a lower price than that of Y Ltd.

(i) Since the market evaluates both of these firms in terms of dividends, a higher market
price might be obtained for the shares of X Ltd., if it increases its dividend payout ratio.

Cumulative Convertible Preference Shares: Cumulative convertible preference shares
(CCPS) are those shares which are compulsorily convertible into equity shares with in a
period of five years from the date of issue. They can be converted into equity any time after
a period of 3 years.

The purpose of issuing CCPS by the public limited companies could be either one or more of
the following:
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i) Setting up new projects;
i) Expansion or diversification of existing project;
i) Normal Capital expenditure for modernization; and

(
(
(
(iv) Working Capital requirements.

Preference share capital falls in a category of security where the risk of the venture is not
assumed by the investor. At the same time one cannot say that the preference shareholder
is completely free of the risk. It falls into a category midway between loan capital and
venture capital. The investor gets a return on his investment which is stipulated in advance
but incase the profit from the venture is inadequate to pay him this return he has to wait till
such time as the income from the venture is adequate enough to give him such return. The
dividend payable on the preference share gets accumulated and has to be paid in
subsequent years before any dividend on equity share capital can be paid. On the other
hand, if the profit from the venture is quite high, the preference shareholder does not have
the right to participate in the residual profit once the stipulated dividend on his share is paid.
Whatever profit is left over after preference dividend is paid belongs entirely to the equity
shareholder. Thus, the latter has the chance to earn a higher income in return for the risk
that he assumes in the venture.

The cumulative convertible preference share as a type of security is ideally suited to the
following situations:

1. The promoter group desiring to undertake a business venture does not have enough
venture capital. Even with persuasion the group may not be able to raise the required
amount of equity share capital from its friends and associates. Thus, the venture falls a
little short of the capital required for its commencement.

2. Since the project or venture is a new one, the public at large may not be inclined to
hold a stake in such a project because it has not yet been proved. Because of this
reason a public share issue will not meet with success.

3. The promoter group is relatively new in the field of corporate management and is,
therefore, unknown to the investing public with regard to its management ability.

4. In spite of the above, factors, the promoter group is thoroughly convinced about the
viability of the project.

In such a situation as explained above the cumulative convertible preference share offers
security to the investor because he is protected from the risk associated with a probable
failure of the project. Even when profits are inadequate to pay him a dividend he does not
lose the right thereto; the dividend payable accumulates year after year and the preference
shareholder has to be paid the accumulated and current year's dividend before the company
can think of paying any dividend on equity share capital. Secondly, so long as any dividend
on preference shares is unpaid and is in arrears for any year, the preference shareholder is
entitled to exercise voting right at the annual general and extraordinary general meetings of
the company under the Companies Act. This in theory gives him a right to have a say in
managing the affairs of the company if his dividend is in arrears. To this extent he can
influence management decisions, even though in actual practice the usefulness of this
provision is highly questionable.

Soft Loan Scheme: This scheme is a special scheme operated through the Industrial
Development Bank of India, the Industrial Finance Corporation of India and the Industrial
Credit and Investment Corporation of India Ltd., for modernization and rehabilitation of
Industrial undertaking.

To be eligible for assistance, the industrial concern should have been in operation and the
plant and equipment proposed to be replaced should have been in use for more than 10
years. The criteria of age of the equipment can be relaxed, if the project aims at:

increase in exports
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import substitution
energy savings, and
anti-pollution measures

Proposals for modernisation assistance should clearly spell out, as far as possible in
quantitative terms, the benefits expected to be realized from modernization programme.

The soft loan component of the assistance sanctioned under this scheme is charged at
concessional rate of interest and commitment charges are as applicable to concessional
loans for units located in backward areas. Loans under the Soft Loan Scheme are totally
exempt from convertibility stipulations.

In order to provide assistance to the weaker sections of the industry, the period of
repayment can be extended upto 15 years with an initial moratorium period extending from 3
to 5 years.

A more liberal and flexible approach is adopted with regard to promoters contribution and
debt-equity ratio. The promoters contribution may vary between 10 per cent and 20 per cent
with the whole or part of it being provided out of internal accruals. In respect of profitable
units and large houses, promoters contribution upto 40 per cent may be stipulated
depending on the circumstances of the case. Similarly, no rigid norms are prescribed for
debt-equity ratio. Assistance is also considered for units having a negative net worth and
holding good long-term prospects.

Manufacturing undertakings in all industries are eligible for term .loans at concessional
interest. For financially weak units, the rate of interest can be further relaxed and the loan
amount on concessional terms can also be increased depending upon the merits of the
case. However, in the case of such units, the institutions reserve the right to review and
step up the concessional rate of interest at a later date, should there be an improvement in
the financial health of the unit.

To merit assistance under the Soft Loan Scheme, the proposals should primarily aim at:
upgradation of process, technology and product.
Export orientation
Import substitution.
Energy saving.
Anti-pollution measures.

Conservation/substitution of scarce raw materials and other inputs including
recycling/recovery of wastes and by-products.

Improvement in capacity utilization within the existing capacity through increase in
productivity and de-bottlenecking.

Improvement in material handling.

. Profitability Index:  The profitability index (PI) gives the return for each rupee invested. We

calculate it by dividing the present value of benefits by the investment outlay. Thus, it is a
benefit/cost ratio. An examination of the Pl evaluation revels that the Pl is a variant of net
present value:

CFt
E {(1+ k)‘}

o

Where: CF;
K

PI=

After-tax cash flow in Year t

Cost of capital
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lb, = Investment outlay at Time 0
The equation can be restated two ways.

{CF(PVIFkn)}
|

0

PI= ¥

=1

Or

Present value of cash in flows
Investment outlay

PI =

Under Pl approach, a project will qualify for acceptance of Pl > 1, it is rejected when P1 < |
and indifferent when Pl = 1. In other words, the NPV will be positive when Pl >; will be
negative when PI< . Thus NPV and Pl approaches give the same results regarding the
investment proposals. This method satisfies almost all the requirements of sound
investment criterion such as time value of money, totality of benefits and so on. This method
is used in ranking the investment proposals.

Evaluation of the Project according to Pay-back method:
Statement of Net Cash Flow

Year Profit after Tax (50% of Depreciation Profit before Cumulative

Depreciation  netincome) (20% of depreciation cash flows

original cost)  but after tax
(Rs.) (Rs.) (Rs.) (Rs. (Rs.)
1 2,00,000 1,00,000 80,000 1,80,000 1,80,000
2. 2,00,000 1,00,000 80,000 1,80,000 3,60,000
3. 1,60,000 80,000 80,000 1,60,000 5,20,000
4. 1,60,000 80,000 80,000 1,60,000 6,80,000
5. 80,000 40,000 80,000 1,20,000 8,00,000
Initial Investment = Rs.4,00,000
Depreciation is charged annually @ 20% of original cost i.e., 20/100 x 4,00,000 = Rs.80,000.
Pay back — period = Rs.3,60,000 +~ 40,000 x12
1,60,000

= 2 years and 3 months.

Evaluation of Project according to Rate of Return on original investment method:
Year Net Profit after Tax and Depreciation
(Rs.)
1,00,000
1,00,000
80,000
80,000
40,000
Total Return 4,00,000

o A W N -

_ Rs.4,00,000
5
= Rs.80,000

Average annual return
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80,000
4,00,000

Evaluation of the project according to Rate of Return on Average Investment Method.

_ 80,000
200000

= 40%
Evaluation of Project according to Discount Cash Flow Method:

Rate of Return = x100=20%

x100

Statement of Net Cash Inflow

Year Profit after Tax @ Depreciation Profit  Discount Present
Depreciation 50% before  Factor at value

Dep. And 10%

after tax

(Rs.) (Rs.) (Rs.) (Rs.) (Rs.) (Rs.)
1 2,00,000 1,00,000 80,000 1,80,000 0.909 1,63,620
2 2,00,000 1,00,000 80,000 1,80,000 0.826 1,48,680
1,60,000 80,000 80,000 1,60,000 0.751 1,20,160
1,60,000 80,000 80,000 1,60,000 0.683 1,09,280
80,000 40,000 80,000 1,20,000 0.621 74,520
Present Value of Cash Inflow (Rs.) 6,16,260
Initial Investment (Rs.) 4,00,000
Net Cash Inflows (Rs.) 2,16,260

Since the NPV is positive, we can accept the project.
Evaluation of the Project according to Net Present Value Index

Total Pr esent Value of CashInflows
Total Pr esent Value of Cash Outflows

NPV =

_ Rs616260 , .,
4,00000

In this case, NPV is more than 1, so we may accept the project.
Evaluation of Project according to Internal Rate of Return Method

Since the cash inflows over the years are not uniform and hence the rate of return will have
to be calculated by using trial and error approach. In order to have broad idea about such
rate, it will be better to find out the factor:

Factor, = l: Initial Investment

C Average annual cashinf lows

: Rs.4,00,000_2
Rs.160000

Thus, locate the factor calculated above in Table showing the Present Value of an annuity of
Rupee 1 on the line representing number of years corresponding to estimated useful life of
the assets. This would give the estimated rate of return to be applied for discounting the
cash inflows for the internal rate of return. In the above case, rate of return lies between
28% and 31%.
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Statement of Net Cash Inflows

Year Cash inflows Discount Net Cash Discount
(Rs.)  factor 28% Inflow Factorat
(Rs.) 31%
1 1,80,000 0.781 1,40,580 0.763
2 1,80,000 0.610 1,09,800 0.583
3 1,60,000 0.477 76,320 0.445
4 1,60,000 0.373 59,680 0.340
5 1,20,000 0.291 34,920 0.259
Total Present Value 4,21,300
Initial Investment 4,00,000
21,300
RR =1+ Vo —PVe
DPV
Where
M =  The lower rate of discount
PV cear = Calculated present value of cash inflows
PVc = |Initial Investment
DP, = Difference in calculated present values
r = Difference in rate of interest.

Substituting the computed values in above formula, we get IRR

. ag 4+ 421300-400000 ,
4,21300—3,98,960
. g 4 21300,
22,340

= 28 + 953 x3=28+2.859=IRR=230.859
Price of the share, when dividend is declared

po = DitPh

(1+K,)
Where
P, = The prevailing market price of a share.
D: = Thedividend to be received at the end of period one.
P. = The market price of share at the end of the period one.
Ke = The cost of equity

Net Cash
Inflow

1,37,340
1,04,940
71,200
54,400
31,080
3,98,960
4,00,000
- 1,040

Substituting the information given in the question in above mentioned equation, we can get

Rs.10 — Rs.2+P;

Rs.115 =Rs.2+P1
P1 =Rs.11.5-Rs.2
=Rs.95



23.

131

(i) Price of the share, when no dividend is declared
Rs.10 :l
1.15

Rs.11.50 =P,
(i) Number of New Equity Shares to be issued when dividend is paid:
AN=I-(E-ND,)
Pl
Where
AN = The change in the number of shares outstanding during the period.
| = Investment requirement.
E = Earning of the firm during the period.
ND; =  Total dividend paid.
Substituting the available information in the above equation, we get
N =Rs.4,00,000—(Rs.2,20,000 — 2,00,000)
Rs.9.5

380,000 =40,000 shares

Thus, 40,000 new equity shares are to be issued to meet the investment requirements of the
company.

In International Financial Market, sources of finance and users of finance come from different
nations in the world. The administration of any particular loan or issue can involve nationals of a
number of countries and no one government can control the market. The main ingredients of
international financial markets are as under:

Euro Currencies Market:

International Capital Markets

Euro-bond

Foreign bonds

Euro-credit

The above three Euro markets can be identified based on the type of loan they make available
viz., (i) Euro bond; (ii) Euro Currency; and (iii) Euro credit.

Euro bond market caters the needs for long-term funds. Euro currencies market is concerned
with short to medium borrowing. Euro-credit market makes available medium term loans. Today,
Euro-currency market is not confined only to European financial centres. A super dollar market
has also developed. Euro currency market is a market for short-term loans and is a sort of money
market but it is far bigger than the other international financial markets as shown above.

Euro-market is patronized by the following types of customers:
1. Companies desiring US $ can get it in Euro market rather than trying to raise it in USA only;

2. Raising of funds is easier in Euro-market and thereafter the companies can covert it into the
currency required;

3. Investment by multinational companies in a particular country is easier without transfer of
capital directly from their base country;

4, Government, associations connected with the Government, local bodies, international
agencies prefer use of Euro-market;

5. The market is used for inter-bank activity particularly inter bank lending.
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Euro-market became more popular in 1970s in the recycling of petro-dollar. Surplus funds of
petroleum producing nations lying in banks were channeled to countries who needed funds
through Euro-markets. Now market has become a permanent feature of international finance and
a major source of finance.

Short-term to medium term financial needs are catered through Euro currency market and is the
largest international financial markets. Suppliers of funds to Euro currency market place their
money on deposits with a bank for a period of time varying from overnight to five years. Loans
can be arranged in these market for 3 years period or even more. Important currencies in order
of strength in this market are Dollar, DM, Swiss Franc and other currencies, Companies or
Government in different countries make use of these funds.

Similarly, Euro-credit market is for medium term loan, syndicated loan with borrwers being
allowed to draw on funds as required up to an agreed upper limit. It is most important source of
finance in international capital markets. Mostly governments use the funds to finance foreign
trade balance of payments deficits and build as infrastructure and industrial base. Other big
borrowers in the market are big international companies.

Euro-bond and Euro-equity market enable to sell the issues of bonds or equity through syndicated
bankers in more than one nations simultaneously. These securities can be issued publicly and
privately i.e., in one state quoted in stock exchange and in the another state can be privately
placed and taken up by institutional investors. These are the sources of long-term international
finance.

24. (a) Walters Approach to Dividend Policy: ~ Walter's model is based on the premise that
dividend is an active variable in the determination of the value of an enterprise. He argues
that dividend policy and investment policy of a firm are inter-linked. His model, shows
clearly the importance of the relationship between the firm's internal rate of return (r) and its
cost of capital (ke), in determining the dividend policy that will maximize the wealth of
shareholders.

Walter's model is based on the following assumptions:

(i) The firm finances all investment through retained earnings; external sources of funds
like debt or new equity capital are not used.

(i)  The firm’s internal rate of return (r) and its cost of capital (k.) are constant.
(iii) All earnings are either distributed as dividends or reinvested internally.

(iv) There is no change in the variables viz., Earnings per share (E) and dividends per
share (D). The value of E and D may be changed in the model to determine results,
but, any given value of E and D are assumed to remain constant in determining a given
value.

(v) The firm has a very long or infinite life. Walter's formula to determine the market price
per share is as follows:

D+ (E-D)
P= Ke
Ke
Where P = Market price per share.

D = Dividend per share.

E = Earnings per share.

r = Internal rate of return.
Ke = Cost of Capital

This formula clearly reveals that the market price per share is the sum of the present value
of two sources of income;
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(@) the present value of an infinite stream of constant dividends, and
(b) the present value of the infinite stream of capital gains.

Walter's model attempts to relate the distribution of dividends to available investment
opportunities.

If a firm has adequate profitable investment opportunities i.e., it expects to earn more than
what the investors expect (r>ke). Such firms may be called growth firms. The optimum pay-
out ratio for a growth firm is zero. Thus, the market value per share, (P) increases as payout
ratio declines, when r >ke

In the case of firms having r<k. i.e. firms do not have profitable investment opportunity,
liberal distribution of dividends will maximize the value of shares. Such firms may be called
declining firms. The optimum payout ratio for such firms is 100 per cent.

The firm would be indifferent in the case of r = ke Such firms may be called normal firms.
There is no unique optimum payout ratio for a normal firm. The market value per share in
their case is not affected by the payout ratio.

Thus, in Walter's model, the dividend policy of the firm depends on the availability of
investment opportunities and the relationship between the firm’s internal rate of return (r)
and its cost of capital (ke).

The firm should use earnings to finance investments, if r>ke should distribute all earnings
when r<k. and would remain indifferent when r=k.

Bridge Finance: It refers to making funds available by commercial banks for meeting
immediate requirements of the business pending release of loans sanctioned by the financial
institutions. As the nature of bridge finance is to fill in the gap to make immediately the
funds available for business, commercial banks provide this type of finance for short term.
The bridge finance assumes demand character and is guaranteed by the third person. The
term is also used by the financial institutions while making funds available to the borrower
company out of the sanctioned amount pending completion of various formalities viz.,
signing loan agreement, and other security documents. The financial institutions provide this
facility only to those companies who have been sanctioned the loans for project financing.
The financial institutions charge 1% extra interest on the amount of bridge finance and
secure the amount of bridge loan through personal guarantee of the promoters and
hypothecation of the assets of the company and in addition they also demand pledge of
shares of the promoters in the company. On the completion of the formalities like signing of
loan agreement and documents the demand character of the loan is eliminated and the
amount of the bridge loan is treated as repaid by adjustment at the time of disbursement of
the amount of the loan made by the financial institutions. In case of banks the amount of
loan granted as bridge finance by the banks to the company is paid directly by financial
institutions to the bank on completion of various formalities. The basic idea in bridge finance
is to provide funds to the company to meet its pressing requirements immediately.

The Asian Development Bank (ADB) is an international development finance institution
owned by 49 member countries — 34 countries from the Asia-Pacific region and 15 countries
from Europe and North America. It started functioning forty years ago in December, 1966.

As a catalyst in promoting the development of the most populous and fastest growing region
in the world, its principal functions are to advance loans and equity investment for the
economic and social advancement of the developing member countries; to provide technical
assistance; to promote investment of public and private capital for development purposes;
and to help in coordinating development policies and plans of member countries. The bank
is to promote not only development of the region but also make for harmonious growth of the
sub-regions.

Loans to the developing and developed member countries are advanced from Ordinary
Capital resources. These constitute nearly 67 per cent of the Bank loans. The interest rate
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charged on the loans is variable and the period for repayment is long and medium term apart
from the grace period of five years.

To the poor member countries loans are given from the Asian Development Fund (ADF) on
concessional terms; normally interest free, one per cent service charges and 30 years
repayment period with a grace period of 10 years.

The Bank also offers specifically assistance to the private sector. Some Indian industries
have received loans/equity capital and assistance for others is in the pipeline. The Bank
assistance is also available for privatization of the public sector enterprises.

Divestment Strategy: It involves selling or liquidating unprofitable business units or
product, divisions or segment of business operations with negative flows or securities of
other companies. Sometimes, it may not be possible for the organization to carry on a
particular line of business because it does not offer any potential even after turn around
action. In that case, the organization tries to get rid of that business by pursuing a
divestment strategy. There may be a number of economic and non-economic factors which
may lead to divestment of certain businesses. There can be a number of reasons
responsible for following this strategy:

(i) Inadequate market share or growth potential because of the environmental pressure.

(i) Technological changes requiring high investment, which is beyond the capability of the
organization.

(iii) Troubled industrial relations.
(iv) Other problems, making it unmanageable to carry on the business.

Besides economic reasons, there may be certain non-economic reasons for the divestment
like legal framework, policy of the government, changing life style of people/society etc.

Progressive managements look upon divestment decision as a step to growth. In fact some
of the dynamic managements in developed countries like U.S.A. do follow a specific
objective that in the next five years 50% of their sales should be from products which are not
more than 2 years old. In pursuit of these objectives they are guided by the philosophy of
change and innovation. Thus, divestment strategy may not be a sign of decay but of growth.

Commercial borrowings in International Market: In view of the generally deteriorating soft aid
climates, bilateral and multilateral and the growing pressure of developing fast on a country’s
limited economic resources necessitate a greater recourse to external commercial
borrowings, subject however, to a safe debt-service norms. Till 1979-80, the approach to
commercial borrowing was one of caution and conservation. India entered the international
capital market for raising the foreign currency reserves in 1980. Since then external
commercial borrowings have been arranged constantly and on increasing scale.

The initial process in negotiating syndicated loans and funds on favourable terms compelled
it to explore more sophisticated and complicated options. Thus, India arranged bond issue
in Japan, Germany, Switzerland apart from the debt in Euro-dollar market by arranging a
straight bond issue. In addition, India also negotiated quasi-bonds offering by way of
Commercial papers. Deals have also been finalized involving swap options and dual
currency arrangements.

Public sector accounts for almost 45% of the total commercial borrowings. Bulk of these
loans have been contracted by public sector units like ONGC, NELCO, MARUTI, UDYOG
AND AIR INDIA etc.

To sum up, the level of commercial borrowings in the International market should be kept
within the generally accepted norms of prudent economic management, to uphold the ideals
of economic freedom.

Dividend payout ratio measures the relationship between the earnings belonging to ordinary
shareholders and the dividend paid to them. In other words, D/P ratio shows what
percentage share of the net profits after taxes and preference dividend is paid out as
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dividend to equity holders. It can be calculated by dividing the total dividend paid to the
owners by the total profits/earnings available to them. Alternatively it can be found out by
dividing the DPS by the EPS. Thus,

Total dividend to equity holders (cash dividend) OR

() DIP = : : :
Total net profits belonging to equity holders

Dividend per ordinary share (DPS)

(i) DIP = :
Earningper share

Considerations for paying a cash dividend:

A company may generally be guided by the following considerations for paying a cash
dividend:

() Earnings of the Firm:  The first consideration will be the total earnings of the firm.
Only if the earnings are sufficient, the firm may decide to pay a cash dividend.

(i) - Liquidity: The payment of cash dividend would require availability of cash. It is to be
seen whether the distribution of dividend would affect the working capital position of the
firm. If payment of a cash dividend affects the liquidity position of the firm adversely, it
may not be advisable to pay a cash dividend.

(iii) Access to Capital Market:Before declaring dividends, the firm has to estimate the
requirements of additional long-term funds. If additional reugirements are any and the
access to capital market is not feasible, the firm may decide to skip dividends. In the
case of growth companies, shareholders may also not object to the skipping of
dividends.

(iv) External restrictions:Sometimes restrictions are imposed by debt contracts on the
payment of cash dividend for a certain number of years. If such restrictions are there,
the firm cannot distribute dividends.

(v) Policy of the company: Some companies, as a matter of policy, decide that future
expansion or new projects will be financed by retained earnings. If this is the case, the
company would not pay cash dividends for many years.

(vi) Dividend policies of competitors:  The dividend policies of the competitors also have
a significant bearing on the dividend policy of the firm. If other companies in the same
industry are paying regular cash dividends, it would be very difficult for a company to
deny dividends without attracting adverse consequences.

(vii) Impact on market price of shares: The dividend policy has an immediate impact on
the market prices of shares of the company. Therefore, a firm has to adopt such a
dividend policy as enhances the market value of the shares of the company.

(viii) Tax: Sometimes, the tax position of shareholders particularly in the case of closely held
companies may also affect the dividend policy of the company. If the payment of cash
dividends results in the increase of tax liability of the shareholders, the company may
skip the dividend, if otherwise possible. But if there are numerous shareholders
depending upon cash dividends, e.g., widows, pensioners, investment companies etc.,
the company will pay a reasonable dividend.

(ix) Government Restrictions:Last, but not the least, the legal restrictions imposed by
Government, will determine the payment of cash dividends. If a ceiling is put on cash
dividends, no company can pay cash dividends beyond that limit in spite of the fact that
otherwise the company can pay cash dividends.

Professor James E Walter has evolved the following mathematical formula to calculate the
theoretical market value of equity shares of a company, given certain basic information:
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D+ (E-D)

P= ke
e

Where P = Price per equity share;
D = Dividends per share;
E = Earnings per share
(E-D) = Retained earnings per share;
r = Internal rate of return on investments
Ke =  Cost of capital

Substituting the information given in the question in the above equation, we get

0,
Rs3+ 10
_ 12.5%

12.5%

(Rs.5-Rs.3)

Rs.3+£ XRs.2
125
125

- Rs.3+Rs.2.4
0.125

RS'S': ~Rs.43.20

Hence, theoretical market value of equity shares of the company according to James. E.
Walter Formula is Rs.43.20.

Working notes

TotalEarnings
Number of shares outs tanding

(i) Earnings per share (E)

Rs.10,00,000
2,00,000

= Rsb
Dividend paid
Number of shares outs tandings

(i) Dividend per share (D)

_ Rs.6,00,000
2,00,000
(iii) Cost of Capital ke is the reciprocal of P/E = 1/8 = 12.5%.
(iv) (E-D) = (Rs.5-Rs.3)=Rs.2

We are not satisfied with the existing dividend policy of the company because in this
case [r(15%) ke(12.5)] the firm is able to earn more than what the shareholders could
get by re-investing, if earnings are paid out to them. The optimal dividend payout ratio,
for the company should be 0%.

Required rate of return can be calculated from:

RF +B (RM-RF)
0.08 + 2 (0.14 — 08)
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= 0.08+0.12
= 020
i.e., Ke=20%
Where
RF = therisk free rate of return.
Rm = the expected rate of return on market port-folio.
B = Beta
Intrinsic Value of share = b1
(ke —9)
_ DO(l+g)
Ke—9)
Where Do = Rs.2.00
G = 0.06
Ke = 20%=0.20
2(1+0.06) 212
0.20-0.06 0.14
= Rs.15.14

The Intrinsic Value of share X is Rs.15.14.
27. Computation of Net Present Value

Year Proposal A Proposal B
Net Cash P.V.Factor  Total Present Net Cash P.V. Factor Total
inflow at 12% Value (Rs.) Inflow at 12% Present
Value (Rs.)
1. 95,400 0.893 85,192 35,400 0.893 31,612
39,000 0.797 31,083 57,500 0.797 45,828
12,000 0.712 8,544 80,000 0.712 56,960
Total 1,24,819 1,34,400
Less: Cash 80,000 1,00,000

outflows

N.P.V. 44,819 34,400

Pr esent value of cashinf lows

Profitability Index =
Pr esent value of cash outflows

- 124819 1,34,400
80,000 1,00,000
= 156 1.34

Proposal A should be selected since it has a larger net present value and profitability index,
indicating its superiority over proposal B.



28.

29.

138

(@) Projected Cash Flow Statement
For April - June, 2007

Particulars
Opening Balance
B. Receipts:
Cash Sales
Debtors
Bank Overdraft
Total (B)
Total (A+B)
C. Payments:
Expenses
Repayment of Bank Overdraft
Total (C)
Closing Balance (A+B-C)

(b) Firm’s safety level for cash:

Expenditure for the month
Less: Cash sales

15 days safety level = 16,000 x %days:Rs.S,OOO/—

(c) If the firm has to borrow, the minimum amount is Rs.4,000 in April, 2007 which is required to
maintain the safety level of Rs.8,000 at the end of April, 2007. It has been repaid in the

month of May, 2007. Hence, the period is one month.
Naureen Finlease Ltd.
Minimum needs Rs.50,00,000
Maximum needs Rs.74,00,000

89,80,000
12

Average needs = =7,48,333+50,00,000

=Rs.57,48,333
Situation |
Total cost of financing under
Aggressive plan = Rs.57,48,333x 0.10

(Average balance will be kept in

Aggressive plan)  Cost = Rs.5,74,833 (approx)
Conservative plan = 74,00,000 x 0.16
= Rs.11,84,000

Situation Il
Total cost of financing under
Aggressive plan = 57,48,333 x 0.11

April
20,000

2,000
4,000
6,000
26,000

18,000

18,000
8,000

May
8,000

2,000
21,600

23,600
31,600

18,000
4,000
22,000
9,600

June
9,600

2,000
24,000

26,000
35,600

18,000
18,000

17,600

18,000
2,000
16,000
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= Rs.6,32,316.63

= Rs.6,32,317 (approx)
= 74,00,000 x 0.14

= Rs.10,36,000

Total cost of financing under

Aggressive Plan

Conservative Plan
Thus, in Situation |,

57,48,333 x 0.12

= Rs.6,89,799.96

= Rs.6,89,800 (approx.)

Rs.74,00,000 x 0.12 = Rs.8,88,000

the Aggressive Plan seems to be superior and is recommended. In Situation

1, the middle path i.e., in between Aggressive and Conservative plans may be adopted, since the
interest rate differential is normal. In Situation Ill, the conservative plan is appropriate because

cost of financing is same for both short and long term funds.

Under conservative plan, the

company can have extra money to the extent of about Rs.16,50,000 at the same rate of interest
and for longer period.

The Production Engineer’s problem (to do or not to do M.B.A. Course) can be solved with the help
of net present value of cash flows under both the alternatives.

Years

1-2
3-10
11-15
16 -20

Incremental Cash

P.V. of an Annuity at Present value of

Inflows (p.a.) 12%) Cash Inflows
(1,25,000) 1.69 (2,11,250)
50,000 3.960* 1,98,000
70,000 1.161% 81,270
1,00,000 0.658@ 65,800

Net present value 1,33,820

The Production Engineer must join a M.B.A. programme because he will be benefited to the

extent of Rs.1,33,820 (Net present value).

Note: Calculation of P.V. Annuity Factor

*Years

3-10 P.V. Factor at 12% (10t year — 2nd year)
i.e. (5.650 — 1.690) = (3.960)

**11-15 P.V. Factor

(15 year — 10 year)
i.e. (6.811 - 5.650) = (1.161)
@ 16-20 P.V. Factor
(20t year — 15t year)
=(7.469 - 6.811) = (0.658)
Systematic and Unsystematic Risk:

(@)

The total risk of the portfolio consists of two

components; unsystematic risk and systematic risk. Unsystematic risk stems from factors
which are specific to a particular firm; development of a new process, plant breakdown,

access to a certain market, etc.

Unsystematic risk can be eliminated by increasing the

number of securities in the portfolio. Put differently, it can be diversified away - hence it is
also referred to as diversifiable risk.
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Systematic risk arises from the influence of certain economy-wide factors like money supply,
inflation, and level of government spending, which have a bearing on the fortune of almost
every firm, though the magnitude of influence may vary from firm to firm. Because of
systematic risk, also referred to as market risk or non-diversifiable risk, stocks tend to move
together. Systematic risk cannot be eliminated by diversification.

Rationale investors hold diversified portfolios from which the unsystematic risk is more or
less eliminated. Hence, in assessing the risk of a security in the context of a diversified
portfolio we look at its systematic risk. Put differently, the relevant risk of a security is its
systematic risk.

How can the systematic risk of a security be measured? The systematic risk of a security
refers to its sensitivity to market movements. It is generally measured by the coefficient B in
the following relationship. (This relationship is referred to as the characteristic line.)

Where, R = Li+[BiRM+eg
Ri = return on security
Rw = return on market portfolio
Li = Intercept of the linear regression relationship between Ri and RM.
Bi = slope of the linear regression relationship between R1 and RM and
E. = errorterm.

Net Present Value and Internal Rate of Return Method: Net present value (NPV) method
is a process of calculating the present value of cash flows (inflows and outflows) of an
investment proposal, using the cost of capital as the appropriate discounting rate, and
finding out the net present value by substracting the present value of cash outflows from the
present value of cash inflows.

Internal rate of return (IRR) is that rate of discount which equates the present value of cash
inflows with the present value of cash outflows of an investment. In other words, it is the
rate at which the net present value of the investment is zero.

The decision criterion, using the NPV method is to accept investment project if its net
present value is positive or equal to zero. Whereas while using the IRR method, it is to
accept the project if its internal rate of return is higher than or equal to the minimum required
rate of return. Though both are time-adjusted methods of measuring investment worth, yet,
they do not invariably lead to same decisions. They differ in respect of the following points:

(i) Internal rate of return is a percentage figure which will not indicate the financial
attractiveness of the project in absolute term whereas net present value provides the
measure of attractiveness in absolute figures. Internal rate of return will thus become
less reliable and attractive when ranking of project is to be made on the basis of
financial results.

(i) Calculation of internal rate of return is much more complicated and difficult than the
calculation of net present value.

(i) In cases of projects involving multiple internal rate of return, difficulties arise in
selecting the projects.

(iv) Many times, the two methods give conflicting results. The conflict arise due to
difference in the assumptions about the rate of return on reinvestment. The IRR
method implies that funds are compounded at the internal rate of return whereas the
net present value method implies that the funds will be compounded at the required
rate of return used as the discount rate. However, compounding of funds at required
rate of return is more certain than at internal rate of return particularly, when the latter
is very much on the higher side. Therefore, in case of conflict many people prefer to go
by results obtained by net present value method.
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Debt factoring and Invoice Discounting: Factoring involves the outright sale of a
company’s debtors to a factor on a continuing basis. The majority of factors offer three
services:

Sales ledger accounting
Credit Insurance
Provision of finance.

A company need not use all three services. The factor will charge for the administration of
the sales ledger, the acceptance of the bad debt risk, and the advance of finance.
Generally, the factor will collect the client’s debts. However, the used confidential invoice
factoring is sometimes more popular with a company, as the customer is unaware that a
factor has intervened in the transaction; the company acting as an agent for the factor.

Invoice discounting is where a company can convert an invoice into cash by discounting it
through a financial institution. Separate invoices or batches of invoices can be discounted.
The company sends invoices to the financial institution and, if accepted, the financial
institution will make a payment to the company of a proportion, often 75%, of the value of the
invoices. A promissory note for this amount is normally supplied by the company which
means that at a specified date the repayment must be made. The company will continue to
collect the debts as agents for the financial institution, and will return the amount advanced
on the due date whether or not the debt is collected.

Factoring completely relieves a company of its financial administration burden. The off
loading of some of the financial administration burden would tend to be very attractive to a
company whose management were specialists in marketing and/or production, and not in
finance. Whereas in invoice discounting a company has to devote its time and energy for
better financial administration. Factoring enables a company to remove uncertainty
associated with debtor collection cycle. In invoice discounting, company continues to be
responsible for the defaults in payment. Factoring provides a company access to finance on
the security of its book debts which may not be available from other sources.

Business risk and Financial risk: Business Risk can be defined as the chance that the
firm will not have the ability to complete successfully with the assets that it purchases, for
example, the firm may acquire a machine that may not operate properly, that may not
produce saleable products or that may face other operating or market difficulties that cause
losses.

Financial Risk, on the other hand, can be defined as the chance that an investment will not
generate sufficient cash flows either to cover interest payments on money borrowed to
finance it or principal repayments on the debt or to provide profits to the firm.

Business risk is related to the variability of earnings before interest and taxes (EBIT).
Financial risk is related to the variability of earnings per share. The total risk of a business
can be divided into two components — business risk and financial risk. Variability in earnings
(EBIT) on capital employed arise as a result of environment in which a company operates.
The environment consists of factors specific to a company, industry and economy. The
earnings before interest and taxes of a firm are subject to many influence; some of which are
peculiar to the firm, some are common to all the firms in the industry and some are related to
the general economic conditions that affect all the firms. In this world of uncertainty, it is not
possible to predict EBIT accurately. The measurement of the uncertainty associated with
EBIT is known as Business risk e.g., Factors responsible for business risk are changes in
consumer preferences, competitors actions, technological obsolescence, business cycle etc.
Thus, so long as the environment is given to the firm, business risk is an unavoidable risk.

Financial risk, on the other hand, is associated with the financing decisions or the capital mix
of the firm. Financial risk is the outcome of the use of financial leverage. This is so because
use of debt increases the variability of shareholders’ return and the probability of insolvency.
High degree of financial leverage creates greater financial risk; it may result in the increased
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probability of insolvency of the business. It will also reduce the expected earnings of the
shareholders. It is therefore desirable that a financial manager should not resort to
excessive financial leverage. It thus, means that a business totally financed by equity
capital will have apparently no financial risk. Financial risk, is therefore an avoidable risk.

It means two business firms exposed to the same degree of business risk can be different in
respect of financial risk when they use different forms of financing. For example, if a
business firm decides not to use any debt in its capital structure it will not have any financial
risk.

Current Ratio and Liquidity Ratio: Current ratio is a indicator of the relationship between
total of current assets and total of current liabilities. Current assets are those assets which
can in the ordinary course of business, be converted into cash within one accounting period,
normally not exceeding one year e.g., cash, cash at bank, sundry debtors, bills receivable,
investments, stocks and stores and current liabilities are those liabilities which are short term
maturing obligations to be met within a year e.g., sundry creditors, bills payable, unclaimed
dividends and interest, interest accrued but not due. This ratio is applied to measure its
short term solvency i.e., its ability to meet short term obligations.

Liquidity ratio is an indicator of the relationship between liquid assets or quick assets and
current liabilities. The word ‘Liquidity’ means conversion of assets into cash during the
normal course of business and to have a regular uninterrupted flow of cash to meet outside
current obligations as and when due and payable. Thus, liquid assets or quick assets refers
to those current assets which can be converted into cash immediately or at a short notice
without diminution of value. The current assets which are excluded are inventory and pre-
paid expenses.

As compared to current ratio, liquidity ratio is a rigorous measure of the firm'’s ability to
service short-term liabilities. Generally, the current ratio of 2:1 for a business is regarded as
normal as compared to liquidity ratio of 1:1. In case of both the ratios — higher the ratios the
better it is for the creditors business. However, these ratios provide only the broad
guidelines/indications. There may be other reasons for a high or low ratio e.g., nature of a
business, fixed capital expenditure incurred without fresh finances being raised. Thus, a
high ratio may not always imply an unsound or better liquidity position of the business and
vice-versa.

To sum up, both the ratios are useful when used together to assess the short term financial
strength of a business.

Taking machinery on lease: The amount of annual lease payment can be ascertained by
finding out the annuity factor. The present value table can be used for this purpose. The
annuity factor is 1+5.76=6.76. The amount of annual lease payment will therefore be
Rs.20,00,000/- 6.76= Rs.2,95,858.

Statement of cash outflows (Leasing alternative) (Rs.)
End of Lease Payment Tax Shield Cash  outflows P.V. Present Value
the year after Tax Factor of Cash
@ 8%*  outlows after
Taxes
) (2) (3)=(1)-2) (4) (5)=(2)x(4)
0 2,95,858 2,95,858 1.00 2,95,858
1-9 2,95,858 1,47,929 1,47,929 6.25 9,24,556
10 1,47,929 (1,47,929) 0.46 (68,047)
Total cash outflow 11,52,367

*The cost of debt is 16% required for making lease payment. The effective cost comes only to
8% after tax at 50%.
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Purchase the asset outright by raising a loan of Rs.20,00,000 @ 16% p.a.:

Presuming that the loan repayment schedule is of the same duration and pattern as the
lease payment schedule, the annual instalments of loan to be repaid may be ascertained
from the Present Value Table by calculating the annuity factor. It comes to 1+4.61=5.61.
The amount of annual instalment is, therefore, Rs.3,56,506 (i.e., Rs.20,00,000/5.61).

Statement of debt payments (Loan amount Rs. 20,00,000)

End of  Annual payment

year

© 00 N oo o1 B W N -, O

(Interest plus

Principal
payment)

3,56,506
3,56,506
3,56,506
3,56,506
3,56,506
3,56,506
3,56,506
3,56,506
3,56,506
3,61,196*
35,69,750

Principal
amount
outstanding at
end of year

16,43,494
15,49,949
14,41,433
13,15,556
11,69,539
10,00,159
8,03,678
5,75,760
3,11,376

Rs.
Annual Principal
Payment element
Interest @
16%
3,56,506
2,62,959 93,547
2,47,992 1,08,514
2,30,629 1,25,877
2,10,489 1,46,017
1,87,126 1,69,380
1,60,025 1,96,481
1,28,588 2,27,918
92,122 2,64,384
49,820 3,11,376
15,69,750 20,00,000

*It consists of the sum of the principal amount due at the end of the year eight and interest
thereon. It is different from annual instalment because of rounding off of the annuity factor
used in the computation of annual instalment loan payment two decimal points.

End Loan Interest  Depreciation Tax Cash Present Present
of Payment @ 16% [(2+(3)+ Outflows Value  Value of
the (4)x0.5  after Factor Cash
year taxes (1)- @8%  Flows
(5) (6)x(7)

(1) (2) (3) (4) (5) (6) (7)
0 3,56,506 3,56,506 1.00  3,56,506
1 3,56,506 2,62,959 2,00,000 2,31,480  1,25,026 093 116,274
2 3,56,506 2,47,992 2,00,000 2,23,996  1,32,510 085 112,634
3 3,56,506 2,30,629 2,00,000 2,15315 141,191 080 1,12,953
4 3,56,506 2,10,489 2,00,000 2,05245 151,261 073 110421
5 3,56,506 1,87,126 2,00,000 193,563  1,62,943 0.68 1,10,801
6 3,56,506 1,60,025 2,00,000 1,80,013  1,76,493 058 111,191
7 3,56,506 1,28,583 2,00,000 1,64,000 192,212 055 1,11,483
8 3,556,506 92,122 2,00,000 1,46,061  2,10,445 050 1,15,745
9 361,196 49,820 2,00,000 124910  2,38,286 046 118,143
10 2,00,000 1,00,000 (1,00,000) (46,000)

Total Cash overflow 13,30,151

Advice: Since cash outflows under leasing alternative is less than the purchasing option,
hence, the diesel generating set should be obtained on leasing only.
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Since you are long on the spot market, you will have to go short-in the futures market.
Hence, you will have to sell Nifty.

Futures to be sold = Hedge ratio x (units of spot position requiring hedging/No. of units
underlying on futures contract i.e., = 0.5 x 1200/100 = 6.

Hence, you will have to sell 6 futures contracts on Nifty.
Prices falls by 10%.

If the price of ABC falls by 10%, it means it has fallen from Rs.250/- to Rs.225/- i.e., by
Rs.25/-. Consequently the index will fall by 25/0.5 i.e., 50. It will fall to 3950 Index points.

(@) Since your stock fell by Rs.25/-, on your 1200 shares you have lost 1200x 25 =
Rs.30,000.

(o) You have sold 6 contracts in Index futures. You have gained 50 points. You have
gained, 6 x 100 x 50 = Rs.30,000/-.

(c) Your gain is offset by your loss.
Prices increased by 5%.

(@) If the price of ABC goes up by 5%. It means an increase of Rs.250 x 0.05 = 12.50.
Consequently the Index will rise by 12.5/0.5 i.e., 25 and will touch 4025.

(o) Since your stock rose by 5%, or Rs.12.5/-, on your 1200 shares, you have gained 1200
x 12.50 = Rs.15,000/-.

(c) You have bought 6 contracts in Index futures. You lost 25 points. Your total loss on the
futures is 6 x 100 x 25 = Rs.15,000/-.

Your gain is offset by your loss.
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PAPER - 3 : ADVANCED AUDITING
QUESTIONS

Explain the provisions of new sections of Chartered Accountants(Amendment) Act, 2006 that are
in place of existing section 21, 22 and 22A, regarding new Disciplinary Mechanism.

Explain the provisions of chapter VIl A inserted by Chartered Accountants(Amendment) Act, 2006
regarding Quality Review Board.

Explain the power of central Government to make rules to carry out the provisions of Chartered
Accountants (Amendment) Act, 2006.

Explain the power of Central Government to issue directions under Chartered Accountants
(Amendment) Act, 2006.

Can members of the Institute of Chartered Accountants of India form multy-disciplinary firms and
offer multy- professional services in a competitive and commercial manner?

Can members of Institute of Chartered Accountants of India share fees or profits of professional
business among the members of any other professional body?

X, a practicing Chartered Accountant expresses his opinion on financial statements of ABC Pvt.
Ltd., in which his firm has substantial interest. He also discloses the interest in his report.
Whether he shall be deemed to be guilty of professional misconduct?

When a member of the Institute shall be deemed to be guilty of other misconduct?

Explain the Constitution and functions of Audit Committee under Section 292A of the Companies
Act, 1956.

State the special features of Co-operative Societies Audit.

The Accounting Standards issued by the Institute of Chartered Accountants of India need to be
followed only by limited companies and not by partnership firms or proprietorships. Comment.

Write short notes on the :

(@) Propriety audit

(b) Capital Reserves

(c) Enquiry

(d) Basic Elements of Audit Report

SUGGESTED ANSWERS/HINTS

Amended provisions of the Chartered Accountant, Act, 1949 [as amended by Chartered
Accountants (Amendment) Act, 2006] regarding Disciplinary Mechanism are as follows:

(A) Disciplinary Directorate (Section 21 ):

(i) The Council shall, by notification, establish a Disciplinary Directorate headed by an
officer of the Institute designated as Director (Discipline) and such other employees for
making investigations in respect of any information or complaint received by it.

(i)  On receipt of any information or complaint along with the prescribed fee, the Director
(Discipline) shall arrive at a prima facie opinion on the occurrence of the alleged
misconduct.

(i) Where the Director (Discipline) is of the opinion that a member is guilty of any
professional or other misconduct mentioned in the First Schedule, he shall place the
matter before the Board of Discipline and where the Director (Discipline) is of the
opinion that a member is guilty of any professional or other misconduct mentioned in
the Second Schedule or in both the Schedules, he shall place the matter before the
Disciplinary Committee.
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In order to make investigations under the provisions of this Act, the Disciplinary
Directorate shall follow such procedure as may be specified.

Where a complainant withdraws the complaint, the Director (Discipline) shall place such
withdrawal before the Board of Discipline or, as the case may be, the Disciplinary
Committee, and the said Board or Committee may, if it is of the view that the
circumstances so warrant, permit the withdrawal at any stage.

Board of Discipline (Section 21A):

(i)

The Council shall constitute a Board of Discipline consisting of -

(a) a person with experience in law and having knowledge of disciplinary matters and
the profession, to be its presiding officer;

(b) two members one of whom shall be a member of the Council elected by the Council
and the other member shall be the nominated by the Central Government from
amongst the persons of eminence having experience in the field of law, economics,
business, finance or accountancy;

(c) the Director (Discipline) shall function as the Secretary of the Board.

The Board of Discipline shall follow summary disposal procedure in dealing with all
cases before it.

Where the Board of Discipline is of the opinion that a member is guilty of a professional
or other misconduct mentioned in the First Schedule, it shall afford to the member an
opportunity of being heard before making any order against him and may thereafter
take any one or more of the following actions, namely:

(@) reprimand the member;
(b) remove the name of the member from the Register up to a period of three months;
(c) impose such fine as it may think fit, which may extend to rupees one lakh.

The Director (Discipline) shall submit before the Board of Discipline all information and
complaints where he is of the opinion that there is no prima facie case and the Board of
Discipline may, if it agrees with the opinion of the Director (Discipline), close the matter
or in case of disagreement, may advise the Director (Discipline) to further investigate
the matter.

Disciplinary Committee (Section 21B.):

(i)

The Council shall constitute a Disciplinary Committee consisting of the President or the
Vice-President of the Council as the Presiding Officer and two members to be elected
from amongst the members of the Council and two members to be nominated by the
Central Government from amongst the persons of eminence having experience in the
filed of law, economics, business, finance or accountancy:

Provided that the Council may constitute more Disciplinary Committees as and when it
considers necessary.

The Disciplinary Committee, while considering the cases placed before it shall follow
such procedure as may be specified.

Where the Disciplinary Committee is of the opinion that a member is guilty of a
professional or other misconduct mentioned in the Second Schedule or both the First
Schedule and the Second Schedule, it shall afford to the member an opportunity of
being heard before making any order against him and may thereafter take any one or
more of the following actions, namely:

(@) reprimand the member;

(b) remove the name of the member from the Register permanently or for such period,
as it thinks fit;
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(c) impose such fine as it may think fit, which may extend to rupees five lakh.

(iv) The allowances payable to the members nominated by the Central Government shall
be such as may be specified.

Authority, Disciplinary Committee, Board of Discipline and Director (Discipline) to have
powers of civil court(Section 21C): For the purposes of an inquiry under the provisions of
this Act, the Authority, the Disciplinary Committee, Board of Discipline and the Director
(Discipline) shall Slave the same powers as are vested in a civil court under the Code of
Civil Procedure, 1908 (5 of 1908), in respect of the following matters, namely:

(i) summoning and enforcing the attendance of any person and examining him on oath;
(i) the discovery and production of any document; and
(i) receiving evidence on affidavit.

Explanation : for the purposes of sections 21, 21A, 21B, 21C and 22, “member of the
Institute” includes a person who was a member of the Institute on the date of the alleged
misconduct although he has ceased to be a member of the Institute at the time of the inquiry.

Transitional provisions (Section 21 D): All complaints pending before the Council or any
inquiry initiated by the Disciplinary Committee or any reference or appeal made to a High
Court prior to the commencement of the Chartered Accountants (Amendment) Act, 2006,
shall continue to be governed by the provisions of this Act, as if this Act had not been
amended by the Chartered Accountants (Amendment) Act, 2006.

Constitution of Appellate Authority (Section 22A):

() The Central Government shall, by notification, constitute an Appellate Authority
consisting of -

(@) apersonwho is or has been a judge of a High Court, to be its Chairperson;

(b) two members to be appointed from amongst the persons who have been members
of the Council for at least one full term and who is not a sitting member of the
Council;

(c) two members to be nominated by the Central Government from amongst persons
having knowledge and practical experience in the field of law, economics, business,
finance or accountancy.

(i)  The Chairperson and other members shall be part-time members.
Term of office of Chairperson and members of Authority (Section 22B ):

(i) A person appointed the Chairperson shall hold office for a term of three years from the
date on which he enters upon his office or until he attains the age of sixty-five years,
whichever is earlier.

(i) A person appointed as a member shall hold office for a term of three years from the
date on which he enters upon his office or until he attains the age of sixty-two years,
whichever is earlier.

Allowances and conditions of service of Chairperson and members of Authority
(Section 22C): The allowances payable to, and other terms and conditions of service of, the
Chairperson and members are the manner of meeting expenditure of the Authority by the
Council and such other authorities shall be such as may be specified.

Procedure to be regulated by Authority (Section 22D.):
(i) The office of the Authority shall be at Delhi.
(i)  The Authority shall regulate its own procedure.

(iii) All orders and decisions of the Authority shall be authenticated by an officer duly
authorised by the Chairperson in this behalf.
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(J) Officers and other staff of Authority( Section 22E ):

(i)  The Council shall make available to the Authority such officers and other staff members
as may be necessary for the efficient performance of the functions of the Authority.

(i) The salaries and allowances and conditions of service of the officers and other staff
members of the Authority shall be such as may be prescribed.

(K) Resignation and removal of Chairperson and members(Section 22F):

(i) The Chairperson or a member may, by notice in writing under his hand addressed to
the Central Government, resign his office:

Provided that the Chairperson or a member shall, unless he is permitted by the Central
Government to relinquish his office sooner, continue to hold office until the expiry of
three months from the date of receipt of such notice or until a person duly appointed as
his successor enters upon his office or until the expiry of term of office, whichever is
earlier.

(i) The Chairperson or a member shall not be removed from his office except by an order
of the Central Government on the ground of proved misbehaviour or incapacity after an
inquiry made by such person as the Central Government may appoint for this purpose
in which the Chairperson or a member concerned has been informed of the charges
against him and given a reasonable opportunity of being heard in respect of such
charges.

(L) Appeal to Authority(Section 22G ):

(i) Any member of the Institute aggrieved by any order of The Board of Discipline or the
Disciplinary Committee imposing on him any of the penalties referred to in sub-section
(3) of section 21A and sub-section (3) of section 21B, may within ninety days of the
date on which the order is communicated to him, prefer an appeal to the Authority.

Provided that the Director (Discipline) may also appeal against the decision of the
Board of Discipline or the Disciplinary Committee to the Authority, if so authorised by
the Council, within ninety days.

Provided further that the Authority may entertain any such appeal after the expiry of the
said period of ninety days, if it is satisfied that there was sufficient cause for not filing
the appeal in time.

(i) The Authority may, after calling for the records of any case, revise any order made by
the Board of Discipline or the Disciplinary Committee under sub-section (3) of section
21A and sub-section (3) of section 21B and may -

(@) confirm, modify or set aside the order;

(b) impose any penalty or set aside, reduce, or enhance the penalty imposed by the
order;

(c) remit the case to the Board of Discipline or Disciplinary Committee for such further
enquiry as the Authority considers proper in the circumstances of the case; or

(d) pass such other order as the Authority thinks fit.

Provided that the Authority shall give an opportunity of being heard to the parties
concerned before passing any order.

2. Provisions of chapter VII A inserted by Chartered Accountants (Amendment) Act, 2006
regarding Quality Review Board:

(A) Establishment of Quality Review Board (Section 28A):

(i) The Central Government shall, by notification, constitute a Quality Review Board
consisting of a Chairperson and ten other members.

(i) The Chairperson and members of the Board shall be appointed from amongst the
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persons of eminence having experience in the field of law, economics, business,
finance or accountancy.

(iii) Five members of the Board shall be nominated by the Council and other five members
shall be nominated by the Central Government.

Functions of Board (Section 28B): The Board shall perform the following functions, namely:-

(i) to make recommendations to the Council with regard to the quality of services provided
by the members of the Institute;

(i) to review the quality of services provided by the members of the Institute including audit
services; and

(i) to guide the members of the Institute to improve the quality of services and adherence
to the various statutory and other regulatory requirements.

Procedure of Board (Section 28C): The Board shall meet at such time and place and follow
in its meetings such procedure as may be specified.

Terms and conditions of services of Chairperson and members of Board and its expenditure
( Section 28D)

(i) The terms and conditions of service of the Chairperson and the members of the Board,
and their allowances shall be such as may be specified.

(i)  The expenditure of the Board shall be borne by the Council.

Power of Central Government to make rules (Section 29A):

The Central Government may, by notification, make rules to carry out the provisions of this
Act.

In particular, and without prejudice to the generality of the foregoing powers, such rules may
provide for all or any of the following matters, namely:-

(@) the manner of election and nomination in respect of members to the Council under sub-
section (2) of section 9;

(b) the terms and conditions of service of the Presiding Officer and Members of the
Tribunal, place of meetings and allowances to be paid to them under sub-section (3) of
section 10B;

(c) the procedure of investigation under sub-section (4) of section 21;

(d) the procedure while considering the cases by the Disciplinary Committee under sub-
section (2), and the fixation of allowances of the nominated members under sub-section
(4) of section 21B;

(e) the allowances and terms and conditions of service of the Chairperson and members of
the Authority and the manner of meeting expenditure by the Council under section 22C;

(f) the procedure to be followed by the Board in its meetings under section 28C; and

(g) the terms and conditions of service of the Chairperson and members of the Board
under sub-section (1) of section 28D.

4. Power of Central Government to issue directions (Section 30C ):

(1)

(if)

In the event of non-compliance by the Council of any provisions of this Act, the Central
Government may give to the Council such general or special directions as it considers
necessary to ensure compliance and the Council shall, in the discharge of its functions under
this Act, comply with such directions.

If, in the opinion of the Central Government, the Council has persistently made default in
giving effect to the directions issued under sub-section (1), it may, after giving an opportunity
of being heard to the Council, by notification, dissolve the Council, whereafter a new Council



150

shall be constituted in accordance with the provisions of this Act with effect from such date
as may be decided by the Central Government.

Provided that the Central Government shall ensure constitution of a new Council in
accordance with the provisions of this Act within a period of one year from the date of its
dissolution.

(iii) Where the Central Government has issued a notification under subsection (2) dissolving the
Council, it shall, pending the constitution of a new Council in accordance with the provisions
of this Act, nominate any person or body of persons not exceeding five members to manage
the affairs and discharge all or any of the functions of the Council under this Act.

As per clause 4 of part | of the First schedule to the Chartered Accountants Act, a Chartered
Accountant in practice is deemed to be guilty of professional misconduct if he enters into
partnership, in or outside India, with any person other then Chartered Accountant in practice or
such other person who is a member of any other professional body having such qualifications as
may be prescribed, including a resident who but for his residence abroad would be entitled to be
registered as a member under close (V) of sub-section (1) of section 4 or whose qualifications are
recognized by the Central Government or the Council for the purpose of permitting such
partnerships;

A Chartered Accountants in practice can enter into partnership with
() A Chartered Accountant in practice, or
(i) A Member of any other professional body having prescribed Qualifications,

The Council of the Institute and the central Government has power to prescribe such professional
bodies to whom members, partnership can be entered into. The resident members of the institute
residing abroad but entitled to be registered as a member of Institute under section 4(1)(v) or
whose qualification are recognized by C.G or the Council to enter into partnership can form
partnership firms with any practicing chartered Accountant. This amendment has enabled the
members of the Institute to form multi-disciplinary firms and offer multi-professional services in a
competitive and commercial manner. The council or the Central Government will specify the
qualifications for permitting such partnership.

As per clause 2 of part | of the First schedule to the Chartered Accountants Act, a Chartered
Accountant in practice is deemed to be guilty of professional misconduct if he pays or allows or
agrees to pay or allow, directly or indirectly, any share, commission or brokerage in the fees or
profits of his professional business, to any person other than a member of the Institute or a
partner or a retired partner or the legal representative of a deceased partner, or a member of any
other professional body or with such other persons having such qualification as may be
prescribed, for the purpose of rendering such professional services to time in or outside India.

Explanation - In this item, “partner” includes a person residing outside India with whom a
chartered accountant in practice has entered into partnership which is not in contravention of
clause (4) of this Part.

Previously this clause was allowing sharing or disbursing fees or profits of professional business
among the partners who were virtually members of the Institute. The amendment in Chartered
Accountants Act, 1949 carried out by Act No. 9 of 2006 has changed scenario and permitted
sharing of fees or profits among members of any other professional body or with such other
persons having such qualifications as may be prescribed, for the purpose of rendering such,
professional services from time to time in or outside India

Also as per clause 3 of part | of the First schedule to the Chartered Accountants Act, a Chartered
Accountant in practice is deemed to be guilty of professional misconduct if he accepts or agrees
to accept any part of the profits of the professional work of a person who is not a member of the
Institute.

Provided that nothing herein contained shall be construed as prohibiting a member ‘from entering
into profit sharing or other similar arrangements, including receiving any share commission or
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brokerage in the fees, with a member of such professional body or other person having
qualifications, as is referred to in clause (2) of this like sharing of fees & profits, receipts from
others are also restricted in the same manner as in clause (2), but by new amendment above
mentioned proviso is inserted in clause (3) thereby permitting the members of the Institute to
enter into profit sharing or similar arrangements, including receiving any share, commission or
brokerage in the fees, with a member of any other professional body or with such other persons
having such qualifications as may be prescribed by the council or the Government.

As per clause 4 of part | of the Second Schedule to the Chartered Accountants Act, a Chartered
Accountant in practice is deemed to be guilty of professional misconduct if he expresses his
opinion on financial statements of any business or enterprise in which he, his firm, or a partner in
his firm has a substantial interest.

Now, the words "unless he discloses the interest also in his report" has been deleted from this
clause there by making mandatory not to express opinion on financial statement of any business
or enterprise in which he, his firm or a partner in his firm has a substantial interest. As X, a
practicing Chartered Accountant has expressed his opinion on financial statements of ABC Put.
Ltd., in which his firm has substantial interest. He shall be deemed to be guilty of professional
misconduct.

As per Part IV of the First Schedule to the Chartered Accountants Act, a member of the Institute,
whether in practice or not, shall be deemed to be guilty of other misconduct, if he

(1) is held guilty by any civil or criminal court for an offence which is punishable with
imprisonment for a term not exceeding six months;

(2) in the opinion of the Council, brings disrepute to the profession or the Institute as a result of
his action whether or not related to his professional work.

These clause (1) & (2) are self explanatory and any of the member of the Institute is found guilty
by any civil or criminal court and prosecuted for an imprisonment in an offence involving moral
turpitude or his acts bring disrepute to the profession or the Institute, irrespective of the fact
whether such acts are related to profession or not, such member will be deemed to be guilty of
other misconduct in Part IV of Schedule I.

The important point to note is that if imprisonment tenure exceeds six months, this case will be
covered in the clause of Part Il of Second Schedule. As per Part Il of Second Schedule a
member of the Institute, whether in practice or not, shall be deemed to be guilty of other
misconduct, if he is held guilty by any civil or criminal court for an offence which is punishable
with imprisonment for a term exceeding six months.

Imprisonment awarded for a term exceeding six months in any civil/criminal matter treated as a
major offence under ‘other misconduct’ is included in this Schedule.

Constitution and Functions of Audit Committee: Section 292A of the Companies Act, 1956
requires that every public company having not less than Rs. 5 crores of paid up capital shall
constitute a committee of Board known as Audit Committee. It shall consist of not less than three
directors and such number of other Directors as the Board may determine of which two-third shall
be directors other than the Managing Director and whole time director. They shall elect one such
member amongst them as Chairman. The auditors, the internal auditor, if any, and the director-
in-charge of finance shall attend and participate at meetings of the Audit Committee but shall not
have the right to vote.

Every audit committee constituted as above shall act in accordance with the terms of reference
specified in writing by a Board. The function of the audit committee as specified in the
Companies Act, 1956 are as under:

()  The audit committee should have discussions with the auditors periodically about the internal
control systems, the scope of audit, the audit observations and review the periodical
financial statements before submission to the board and also ensure compliance with the
internal control systems.
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It shall have the authority to investigate any matter in relation to the items specified in this
section or reference to it by the Board and shall have access to the information contained in
the records of the company and external professional advice, if necessary.

Its recommendations on all financial matters including audit report shall be hinding on the
board.

The auditors, the internal auditor, if any, and the director-in-charge of finance shall attend
and participate at meetings of the Audit Committee but shall not have the right to vote.

To advise and check the compliance of the organisation for policy and regulation aspects.

While performing the aforesaid key functions, the energy auditor is required to carry out the
following activities:

(i)
(if)

(i)

To analyse the historical energy consumption and cost data.

To conduct preliminary energy audit with the objectives to identify:
(@) major energy consuming equipment and process;

(b) obvious inefficiencies and energy wastes; and

(c) priority areas for further detailed investigation.

To conduct detailed technical and economic analysis of energy efficiency measures involving
large efficiency measures involving large capital investment or long payback periods.

Special features of Co-operative Societies Audit: The special features of co-operative
societies audit, to be borne in mind while conducting the audit are as follows:

(i)

Examination of overdue debts: Overdue debts for a period from six months to five years
and more than five years will have to be classified and shall have to be reported by an
auditor. Overdue debts have far reaching consequences on the working of a credit society. It
affects its working capital position. A further analysis of these overdue debts from the
viewpoint of chances of recovery will have to be made, and they will have to be classified as
good or bad. The auditor will have to ascertain whether proper provisions for doubtful debts
is made and whether the same is satisfactory. The percentage of overdue debts to the
working, capital and loans advanced will have to be compared with last year, so as to see
whether the trend is increasing or decreasing whether due and proper actions for recovery
are taken, the position regarding cases in co-operative courts, District Courts etc. and the
results thereof.

Overdue Interest: Overdue interest should be excluded from interest outstanding and
accrued due while calculating profit. Overdue interest is interest accrued or accruing in
accounts, the amount of which the principal is overdue.

Certification of Bad Debts: A peculiar feature regarding the writing off of the bad debts as
per Maharashtra State Co-operative Rules, 1961, is very interesting to note. As per Rule No.
49, bad debts can be written off only when they are certified as bad by the auditor. Bad
debts and irrecoverable losses before being written off against Bad Debts Funds, Reserve
Fund etc. should be certified as bad debts or irrecoverable losses by the auditor where the
law so requires. Where no such requirement exists, the managing committee of the society
must authorise the write-off.

Valuation of Assets and Liabilities: Regarding valuation of assets there are no specific
provisions or instructions under the Act and Rules and as such due regard shall be had to
the general principles of accounting and auditing conventions and standards adopted. The
auditor will have to ascertain existence, ownership and valuation of assets. Fixed assets
should be valued at cost less adequate provision for depreciation. The incidental expenses
incurred in the acquisition and the installation expenses of assets should be properly
capitalised. If the difference in the original cost of acquisition and the present market price is
of far reaching significance, a note regarding the present market value may be appended; so
as to have a proper disclosure in the light of present inflatory conditions. The current assets



11.

153

be valued at cost or market price, whichever is lower. Regarding the liabilities, the auditor
should see that all the known liabilities are brought into the account, and the contingent
liabilities are stated by way of a note.

(v) Adherence to Co-operative Principles: The auditor will have to ascertain in general, how
far the objects, for which the co-operative organisation is set up, have been achieved in the
course of its working. While auditing the expenses, the auditor should see that they are
economically incurred and there is no wastage of funds. Middlemen commissions are, as far
as possible, avoided and the purchases are made by the committee members directly from
the wholesalers. The principles of propriety audit should be followed for the purpose.

(vi) Observations of the Provisions of the Act and Rules: An auditor of a co-operative society
is required to point out the infringement with the provisions of Co-operative Societies Act and
Rules and bye-laws. The financial implications of such infringements should be properly
assessed by the auditor and they should be reported. Some of the State Acts contain
restrictions on payment of dividends, which should be noted by the auditor.

(vii) Verification of Members’ Register and examination of their pass books: Examination of
entries in members, pass books regarding the loan given and its repayments, and
confirmation of loan balances in person is very much important in a co-operative
organisation to assure that the entries in the books of accounts are free from manipulation.

(viii) Special report to the Registrar: During the course of audit, if the auditor notices that there
are some serious irregularities in the working of the society, he may report these special
matters to the Registrar, drawing his specific attention such irregularities. The Registrar on
receipt of such a special report may take necessary action against the society. In the
following cases, for instance a special report may become necessary:

(i) Personal profiteering by members of managing committee in transactions of the
society, which are ultimately detrimental to the interest of the society.

(i) Detection of fraud relating to expenses, purchases, property and stores of the society.

(iii) Specific examples of mis-management including decisions of management against co-
operative principles.

(iv) In the case of urban co-operative banks, disproportionate advances to vested interest
groups, such as relatives of management, and deliberate negligence about the
recovery thereof. Cases of reckless advancing, where the management is negligent
about taking adequate security and proper safeguards for judging the credit worthiness
of the party.

(ix) Audit classification of society: After a judgement of an overall performance of the society,
the auditor has to award a class to the society. This judgement is to be based on the criteria
specified by the Registrar. It may be noted here that if the management of the society is not
satisfied about the award of audit class, it can make an appeal to the Registrar, and the
Registrar may direct to review the audit classification. The auditor should be very careful,
while making a decision about the class of society.

Applicability of Accounting Standards: The Preface to the Statements of Accounting
Standards clarifies that the Accounting Standards are issued "for use in the presentation of
general purpose financial statements issued to the public by such commercial, industrial or
business enterprises, as may be specified by the Institute from time to time and subject to the
attest function of its members. The term 'General Purpose Financial Statements' includes
balance sheet, statement of profit and loss and other statements and explanatory notes which
form part thereof, issued for use of shareholders/ members, creditors, employees and public at
large". As far as companies, whether limited or unlimited incorporated under the Companies Act,
1956 are concerned, all such companies are expected to adhere to specified accounting
standards in terms of section 211(3A) of the said Act. Even otherwise, such a requirement seems
to be implicit even in the absence of specific statutory provisions since the application of
accounting standards is an integral component so as to ensure that the financial statements give
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a true and fair view. Accordingly, the compliance with accounting standards has to be examined
by the auditors while auditing general purpose financial statements which are statutorily required
to be audited under any law. Thus, compliance with accounting standards is required to be
examined by an auditor in an audit of financial statements of individuals and non-corporate
enterprises (viz., sole proprietary concerns, partnership firms, societies registered under the
Societies Registration Act, trusts, Hindu Undivided Families, and associations of persons) only
where the financial statements are statutorily required to be audited under any law. The
accounting standards are also applicable to commercial, industrial or business activities of even
charitable or religious organisations. Accounting Standards do not apply to those organisations
whose entire activities are not of commercial, industrial or business nature, e.g., an organisation
collecting donations to finance education of poor children. However, even if a very small
proportion of the activities of an entity is commercial, industrial or business in nature, the
accounting standards will apply to all its activities. Thus, the Council has made it clear that
compliance with accounting standards required to be examined in an audit of financial statements
of non-corporate enterprises only where the financial statements are required to be audited under
any statutory enactment. For instance, in case there is no statutory requirement for such entities
to prepare accounts on accrual basis, the auditor would not qualify but simply disclose the basis
of accounting followed. Therefore, accounting standards are applicable not only to limited
companies but also to partnership firms or proprietorships.

12. (a) Propriety Audit: Propriety Audit stands for verification of transactions on the tests of public
interest commonly accepted customs and standards of conduct. E.L. Kohler has defined the
term propriety as "that which meets the tests of public interest, commonly accepted customs
and standards of conduct, and particularly as applied to professional performance,
requirements of law, government regulations and professional codes". Instead of too much
dependence on documents, vouchers and evidence, it shifts the emphasis to the substance
of the transactions and looks into the appropriateness thereof on a consideration of financial
prudence, public interest and prevention of wasteful expenditure. Thus propriety audit is
concerned with scrutiny of executive actions and decisions bearing on financial and profit
and loss situation of the company with special regard to public interest and commonly
accepted customs, and standards of conduct. It is also seen whether every offer has
exercised the same vigilance in respect of expenditure incurred from public money, as a
person of ordinary prudence would exercise in respect of expenditure of his own money
under similar circumstances. Propriety requires the transactions, and more particularly
expenditure, to conform to certain general principles. These principles are:

(i) that the expenditure is not prima facie more than the occasion demands and that every
official exercises the same degree of vigilance in respect of expenditure as a person of
ordinary prudence would exercise in respect of his own money;

(i) that the authority exercises its power of sanctioning expenditure to pass an order which
will not directly or directly accrue to its own advantage;

(i) that funds are not utilised for the benefit of a particular person or group of persons and

(iv) that, apart from the agreed remuneration or reward, no other avenue is kept open to
indirectly benefit the management personnel, employees and others.

The Parliament and Government, with a view to knowing the standards of efficiency,
propriety, cost consciousness and economy, have already come up with some provisions in
the Companies Act, 1956 having direct or indirect bearing on propriety; some of these
provisions are:

(i) Section 209(1) (d) relating to Cost Accounting Records.
(i) Section 227(1A) requiring enquiry into certain specified matters.

(i) Section 227(4A) requiring a supplementary statement on matters specified in the
Manufacturing and Other Companies (Auditor's) Report Order.

(iv) Section 233B - requirement of Cost Audit.
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(v) Section 619(3)(a) requiring a supplementary statement in respect of the Government
Companies on matters specified.

(vi) Additional information in Schedule VI, Part II.

Problems in propriety audit, however, arise mainly because of its distinct nature. The
expression "propriety" is a moral term and can be understood by reference to the concept of
morality accepted by the society at a given time. In any auditing, the essential test lies in
formulation of auditing propositions. In the audit of financial accounts by reference to
financial and legal requirements, propositions are built up about happening of events,
existence, accuracy, title, ownership, compliance with law and internal regulations, etc.,
which are all verifiable. Propriety audit has an inherent element of subjectivity because it is
very difficult to establish standards of public interest, commonly accepted customs,
standards for conduct which are not firm basis for audit evaluation. To take care of this
situation, the C&AG has developed the norms of propriety for expenditure of public funds in
our country and this has been discussed in the study above. By laying down the standards
of propriety for Government expenditure the C&AG has really tried to tackle in a practical
way the complex problem of subjectivity inherent in a situation calling for propriety
consideration. The element of subjectivity has caused proper discharge of duty very delicate
and demands discretion, but wisdom of taking commercial decisions under dynamic
environment (the economic, social and political) must be evaluated with reference to the
circumstances in which these were taken and therefore, the auditor in his field must
reconstruct such circumstances. The judgement of the auditor must be objective as
otherwise it would dampen the initiative of management and others in taking commercial
decisions and propriety audit would prove itself to be counter productive.

Capital Reserves: The expression ‘reserve’ has been defined in Part Il of Schedule VI to
the Act as not including “any amount written off or retained by way of providing for
depreciation, renewals or diminution in the value of assets or retained by way of providing
for any known liability”. A reserve may be ‘capital reserve’ or ‘revenue reserve’. The term
“capital reserve” has not been defined in the Companies Act, 1956 except in a negative way
in Part-1ll of Schedule VI to the Act. The expression “capital reserve” shall not include any
amount regarded as free for distribution as dividend through the Profit and Loss Account.
Capital reserve is created out of profits of a capital nature. Premiums issued on the issue of
shares and debentures, profit made on redemption of debentures and the balance standing
to the credit of forfeited shares account after re-issue of forfeited shares are some of the
examples of capital reserve. In fact, capital reserves are in the nature of capital receipts
which also cannot be distributed as dividends at all. AS-12, “Accounting for Government
Grants” provides that where the grant relates to a non-depreciable asset, e.g., freehold land,
and it has been decided that gross value of fixed asset should not be touched it should be
generally be credited to capital reserve.

Enquiry: AAS 5 “Audit Evidence” mentions inquiry as one of the methods of collecting audit
evidence by seeking appropriate information from knowledgeable persons inside or outside
the entity. Inquiries may range from formal written inquires addressed to third parties to
informal oral inquiries addressed to persons inside the entity. Responses to enquiries may
provide the auditor with information, which he did not previously possess or may not provide
him with corroborative evidence. The need for inquiry may arise at every stage of auditing.
Wherever any transaction or entry is not readily understandable or its effects are not readily
apparent, the auditor should not hesitate to make enquiry from the appropriate official of the
client. Apart from this, the auditor of a company has to make a statement in his report on
whether he has obtained all the information and explanations that he considered necessary
for his audit. This requirement suggests that inquiry is one of the process of the whole
scheme of auditing and, accordingly, the Companies Act, 1956 has given certain powers to
the auditor in section 227(1) and has cast certain duties on company officials in section 221.
Besides, section 227(1A) requires the auditor to make certain specific enquiries during the
course of his audit. This requirement is without prejudice to his general rights, powers and
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duties regarding access to books, etc., and obtaining information and explanations. He is,
however, not required to report on the matters specified in this sub-section, unless he has
any special comments to make on any of the items referred to therein. If he is satisfied as a
result of the enquiries, he has no further duty to report that he is so satisfied.

(d) Basic Elements of Auditor’'s Report: As per AAS 28, “The Auditor's Report on Financial
Statements”, the auditor’s report includes the following basic elements:

1.

Appendices

Title: It is appropriate to use the term “Auditor's Report’ in the title so as to distinguish
the same from other reports, e.g., Board of Directors’ Report, etc.

Addressee: Ordinarily, the auditor's report is addressed to the authority appointing the
auditor.

Opening or Introductory Paragraph: The auditor’s report should identify the financial
statements of the enterprise that has been audited including the date of and period
covered by the financial statements. This introductory paragraph must state that the
preparation of financial statements is the responsibility of the management and that the
auditor’s responsibility is to express an opinion based on audit.

Scope Paragraph: The auditor’s report should describe the scope of the audit stating
that the audit was conducted in accordance with auditing standards generally accepted
in India. It must also lay down briefly the work performed by the auditor and the
constraints involved in discharge of his attest function.

Opinion Paragraph: This paragraph is mainly devoted for expression of opinion as to
whether the financial statements give a true and fair view and whether they comply with
the statutory requirements.

Date of Report: The date of an auditor’s report on the financial statements is the date
on which the auditor signs the report expressing an opinion on the financial statements.
The date of report informs the reader that the auditor has considered the effect on the
financial statements and on the report of the events and transactions of which the
auditor became aware and that occurred up to that date. Since the auditor's
responsibility is to report on the financial statements as prepared and presented by
management, the auditor should not date the report earlier than the date on which the
financial statements are signed or approved by management.

Place of Signature: The report should name specific location, which is ordinarily the city
where the audit report is signed.

Auditor’'s Signature: The report should be signed by the auditor in his personal name.
Where the firm is appointed as the auditor, the firm name should also be mentioned.
The proprietor or partner signing the report should also mention his membership
number.

Appendix | - Guidance Note on Audit of Capital And Reserves

Appendix Il - Guidance Note on Audit Of Payment Of Dividend

Appendix Il - Provisions of Certain Acts and Rules With Regard to Declaration and Payment of

Dividend

Appendix IV - Substitution of New Schedules for First Schedule and Second Schedule.
Appendix V — Text of Companies (Auditor's Report) Order, 2003 {after incorporating the amendments
made by the Companies (Auditor's Report) (Amendment) Order, 20041 dated 25t November, 2004}

1 DCA’s notification number GSR/766(E).
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Appendix |
GUIDANCE NOTE ON AUDIT OF CAPITAL AND RESERVES?

The following is the text of the Guidance Note on Audit of Capital and Reserves, issued by the Council
of the Institute of Chartered Accountants of India. The Guidance Note should be read in conjunction
with the Auditing and Assurance Standards issued by the Institute.

Introduction

1. Capital and reserves constitute the owners' funds. Capital comprises both the amounts
contributed by the owners and the profits capitalised over a period of time (by way of issue of bonus
shares in case of corporate entities or by way of crediting the retained earnings to the capital account
in case of non-corporate entities).

2. Capital may consist of various classes of shares with varying voting rights in case of corporate
entities.

3. Reserves are the portion of earnings, receipts or other surplus of an enterprise (whether capital or
revenue) appropriated by the management for a general or a specific purpose other than a provision
for depreciation or diminution in the value of assets or for a known liability. Reserves comprise both
capital and revenue reserves. Ordinarily, revenue reserves are retained earnings, whereas the capital
reserves may constitute both retained capital profits and owners' contribution in the form of premium
on issue of shares and surpluses resulting from re-issue of forfeited shares. Revaluation reserve
arising from revaluation of fixed assets is also a capital reserve.

4. The auditor, in many audit engagements, particularly those relating to corporate entities, may find
very few changes in the capital account and/ or reserve accounts. However, the transactions in the
capital and reserve accounts are normally material in amount in addition to being significant in nature
and, therefore, each transaction in these accounts requires careful attention.

5. In any auditing situation, the auditor employs appropriate procedures to obtain reasonable
assurance about various assertions (see Auditing and Assurance Standard 5, Audit Evidence). In
carrying out the audit of capital and reserves, the auditor is particularly concerned with obtaining
sufficient appropriate audit evidence to corroborate the management's assertions regarding the
following:

Existence: that the recorded amounts of capital and reserves exist at the given date

Occurrence: that the transactions recorded in the capital and reserve account(s) occurred
during the period under audit

Obligation: that the amounts appearing in the capital and reserves account(s) are in fact a
liability of the entity

Completeness: that there are no unrecorded transactions in respect of capital and reserves
account(s)

Measurement: that the transactions in the capital and reserves account(s) have been recorded at

the proper amount

Valuation: that the amounts recorded in the capital and reserve account(s) are recorded at
appropriate carrying value

Presentation that the items of capital and reserves have been disclosed, classified,
and disclosure: and described in the financial statements in accordance with recognised financial
reporting framework applicable to the client.

6. The principal objectives of the auditor in the examination of capital and reserves, therefore, are:

2 Attention of the readers is invited to the fact that prior to the issuance of this Guidance Note, the
aspect of audit of Capital and Reserves was covered by paragraphs 8.1 to 8.18 of the Statement on
Auditing Practices. The Statements was withdrawn pursuant to the issuance of the Guidance Note on
Audit of Payment of Dividend in August, 2005.
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(@) to ascertain that amounts shown in capital and reserve account(s) as at the balance sheet
date are correct;

(b) to determine that all transactions during the year, affecting owners' funds were properly
authorised and recorded;

(c) to examine whether the applicable laws and regulations and terms of issue/ agreement, if
any, have been complied with; and

(d) to verify whether these amounts have been properly classified and disclosed in the financial
statements.

Internal Control Evaluation

7. Paragraph 2 of the Auditing and Assurance Standard (AAS) 6, Risk Assessments and Internal
Control, requires the auditor to obtain an understanding of the accounting and internal controls relating
to capital and reserves sufficient to plan the audit and develop an effective audit approach. Paragraph
1 of the AAS 5 requires the auditor to "obtain sufficient appropriate audit evidence through the
performance of compliance and substantive procedures to enable him to draw reasonable conclusions
therefrom on which to base his opinion on the financial information". Paragraph 1 further states:

"Compliance procedures are tests designed to obtain reasonable assurance that those internal
controls on which audit reliance is to be placed are in effect.

Substantive procedures are designed to obtain evidence as to the completeness, accuracy and
validity of the data produced by the accounting system."

In certain cases, the client may employ a third party to carry out any of its transactions in respect of
capital and/ or reserves. For example, it is quite common for listed companies to outsource the
administrative aspects related to allotment, issuance of share certificates, share transfer, maintenance
of records of shareholders, etc. In such situations, the auditor, as required by Auditing and Assurance
Standard (AAS) 24, "Audit Considerations Relating to Entities Using Service Organisations", should
also consider how such arrangements affect the client's accounting and internal control system so as
to plan and develop an effective audit approach.

8. Inthe case of non-corporate entities, the auditor needs to ascertain general terms and conditions
regarding contribution of capital, interest payable on capital, interest chargeable on withdrawals, limits
imposed on withdrawals, etc. In respect of corporate entities, the auditor should particularly review the
following aspects of internal controls relating to capital and reserves:

(@) Proper authorisation of transactions: All transactions in the capital and reserves accounts
such as issue of fresh shares and allotment, buy back of shares, forfeiture, making calls on
the shares, should be properly authorised as required by the Companies Act, 1956.
Outsourcing of any services, e.g., depository services should also be with the proper
authorisation of a competent authority. The authority to sign the share certificates may be
delegated to a person as per the laws applicable to the entity.

(b) Proper control over issue and custody of share certificates: In case where shares are in the
physical form, the auditor is required to examine that proper internal control system exists to
ensure that the share certificates are pre-numbered, proper accounts are maintained for
certificates cancelled due to defacement, wear out, exhaustion of cages to record transfer
particulars, dematerialisation. The auditor should examine whether blank share certificates
are under the lock and control of the company secretary or some other responsible officer of
the entity. He should also examine whether at least one officer of the entity personally signs
the share certificates issued, though other signatures can be facsimile type and whether
such a signing officer also verifies the register of share certificates, wherein the issue
particulars are recorded. It may be noted that share certificates are generally issued for a
fixed lot of shares (marketable lot, or some other predetermined denomination).

(c) Allotment and call intimations etc.: The auditor should examine whether allotment of shares
and calls is done pursuant to a resolution of the Board and that proper internal controls exist
for despatch of allotment advices and call letters.
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(d) Internal control on receipts and accounting of application, allotment and call money: Internal
controls applicable for receipt and accounting of money received on application, allotment
and calls need to be evaluated. Proper records should be maintained for recording the said
transactions. Periodical reconciliation of bank accounts opened specially for transactions in
capital account have to be made.

(e) Maintenance of adequate records: The auditor should verify whether proper system of
internal controls for documentation is in operation. It includes maintenance of proper and
adequately detailed records in respect of the details of members, share certificate stock
ledger, duplicate certificates, cancelled certificates, etc.

(f)  Proper control over issue of instructions to depository participants: There should exist proper
controls over issue of instructions to and for execution of requests received from the
depository participants for the dematerialisation/re-materialisation of shares and proper
records are required to be maintained for recording such transactions.

Internal Controls relating to Outsourced Activities

9. For the efficient carrying out of the day to day transactions like issue of share certificates/
instructions to depository participants for the credit of shares on allotment, either on public issue or
rights issue, issue of call letters, etc., authority may be delegated, at the general meeting, to registrars
and share transfer agents. In such cases, the auditor should follow the procedures described by the
AAS 24,

Verification

10. Verification of capital and reserves may be carried out employing the following procedures:
(i) examination of records;
(i) examination of compliance with laws and regulations and terms of issue/ contract, if any; and
(i) examination of presentation and disclosure.

11. The nature, timing and extent of substantive procedures to be performed is, however, a matter of
professional judgment of the auditor which is based, inter alia, on the auditor's evaluation of the
effectiveness of the related internal controls.

ENTITIES OTHER THAN PARTNERSHIPS AND SOLE PROPRIETORSHIPS
Examination of Records

Capital

Authorised Capital

12. The authorised capital shown in the balance sheet should be checked with the Memorandum of
Association in case of a company, registered byelaws in case of a co-operative society, relevant
statute or the Government Order in case of a statutory corporation or other body corporate. The auditor
may also refer the audited balance sheet of the immediately preceding year.

13. The minutes of the general meeting and/ or Board should be examined to see, if any, change in
the capital structure has taken place since the last balance sheet and whether it is properly authorised.
A company, having a share capital, in terms of the provisions of Section 94 of the Companies Act,
1956 may change its share capital as follows:

(i) increase its share capital by such amount as it thinks expedient by issuing new shares

(i) consolidate or divide all or any of its share capital into shares of larger amount than its
existing shares

(iii) convert all or any of its fully paid up shares into stock, and reconvert that stock into fully
paid-up shares of any denomination

(iv) sub-divide its shares, or any of them, into shares of smaller amount than is fixed by the
memorandum
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(v) cancel shares which, at the date of passing of the resolution in that regard, have not been
taken or agreed to be taken by any person, and diminish the amount of its share capital by
the amount of the shares so cancelled.

In such cases, the auditor should also examine the copy of the documents filed with the Registrar of
Companies in relevant form along with the specified fee pursuant to the requirements of Section 97 of
the Companies Act, 1956. In addition to the situations envisaged in Section 94 of the Companies Act,
1956, the auditor should also enquire whether the Central Government has, under Section 81(4)
ordered or directed under Section 94A(2) of the Companies Act, 1956, the conversion of debentures or
loans into share capital, resulting in an increase in the authorised capital of the company. The
authorised capital may also undergo a change, as a consequence of a merger or a demerger.
Similarly, in case of statutory corporations, amendments made to the statute governing the entity or the
Government Order in case of other public sector bodies should be enquired into.

14. Issued Capital: The following records/documents would ordinarily provide necessary evidence for
issued capital:

(@) The minutes of the general and/ or board meetings for further issue of shares, e.g., under
Section 81 of the Companies Act,1956;

(b) Offer documents, if any, filed with the Securities and Exchange Board of India
(SEBI)/Registrar of Companies (ROCs) and Reserve Bank of India (RBI) in respect of
permission in case of ADR/GDR issue.

(c) Return of allotment filed with the Registrar of Companies.

15. Subscribed Capital: Shares subscribed in response to the issue of capital can be verified by
reviewing the applications received for the subscription of shares. The subscribed capital is the capital
for which the application money is received. The subscribed share capital cannot exceed the issued
capital.

Paid up capital

16. Periodical reconciliation of outstanding shares held in demat and physical form as on book
closure/ record date should also be done.

17. The auditor should review the minutes books of Board of Directors and the members and also any
amendments made to the statutory register to ascertain whether any changes have taken place in the
capital of the entity, for example -

A. Increase in capital due to:

(i) Freshissue of shares/ADR/GDR.

(i)  Allotment of shares pursuant to merger/amalgamation or acquisition of property or services.
(i) Part/full conversion of loans or debentures.
(

iv) Allotment of shares pursuant to exercise of option either by the promoters or the employees
or other option holders.

(v) Allotment of Bonus shares.
(vi) Rights issue.
B. Decrease in capital due to:

i) Forfeiture
ii) Buy-back of shares

iv) Reduction of capital

<
~

(

(

(i) Redemption of redeemable preference shares

(

(v) Surrender of shares as in the case of Co-operative societies
(

vi) De-merger
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18. Alist of members, together with shares held by them and the amounts paid-up thereon, should be
available with the company/entity as at the balance sheet date and the aggregate of these should
agree, with the details of capital shown in the balance sheet. A copy of the annual return for the
previous year filed under the Companies Act, 1956 or any other statue or a list of members prepared
forissuing dividend warrants may also be examined. If the auditor chooses to verify the list of members
as per the annual return or list of members prepared for issuing dividend warrants, he should also
check the reconciliation with the amount as at the balance sheet date, with the changes occurred
during the period from the date of balance sheet and record date/ book closure date. Where the
registration work is carried out by independent specialised agencies, a certificate, containing the list of
members, the number of shares held, including those in the demat form and physical form and amount
paid up on these shares and calls in arrears, if any, should be obtained and reconciliation of the
particulars with the amount credited as paid up in the share capital account of the General Ledger be
checked on a test basis.

19. If a change in the capital has taken place during the year under audit, inquiries should be made to
ascertain that it is properly authorised in the manner prescribed by the Articles and appropriate
resolutions have been passed with requisite majority.

20. The auditor should enquire whether the Central Government has passed any order under Section
108 or Section 250 of the Companies Act, 1956 freezing the voting rights of any shareholders. It may
be noted that there are provisions in the Banking Regulation Act, 1949 limiting the voting rights of a
person. Similarly, the Co-operative Societies Act, 1912 provides for issue of two types of shares, one
having voting rights and other not having voting rights. The Companies Act, 1956 also provides for
issue of shares with non voting rights. These matters have a bearing while examining the validity of the
resolutions passed by the members of the entity. The auditor should, therefore, also check that the
classes of shares have been appropriately disclosed.

Subscription in Cash and Kind

21. The law requires a distinction to be made between shares subscribed for in cash and shares
subscribed for consideration other than in cash.

Shares subscribed for in cash should include only the following kinds of subscription:
(@) where the subscription amount is received either in cash or by cheque;

(b) where the amount is adjusted against a bona fide debt payable in money at once by the
company.

There might be situations where a company has taken a loan under a stipulation that in case of default
in repayment of the loan, the loan would get converted into shares. In such a situation, on a default in
repayment of the loan by the company, if the loan gets converted into shares in the company, such
shares would be considered as having been allotted for cash. Where shares are allotted against credit
balance in a person's account, inquiry should be made as to how the credit balance in that account has
arisen, whether it was for a valid consideration and whether the amount was due for payment at the
time of issue.

22. The Department of Company Affairs? has clarified through its circular No. 8/32(75) 77-CL-V dated
13th March, 1978, that a genuine debt adjusted against the amount receivable towards share capital
can be treated as amount paid in cash. The extracts from the advice received from an eminent Counsel
in this regard are given as Appendix A to this Guidance Note.

23. Where the subscription for share capital is paid into a bank account in a foreign country, it should
be verified that the amount deposited in the foreign currency is in accordance with the terms of issue
and such an amount as, if remitted into India on the day on which the deposit is made in the foreign
country, would have realised in Indian rupees a sum equal to the amount credited as paid up and
premium, if any, on the shares. The auditor should verify that the guidelines issued by SEBI for inviting,
collecting and recording of foreign capital have been complied with by the company. The foreign

3 Now known as the Ministry of Company Affairs.
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exchange fluctuations, if any, should be accounted for in the balance with bank in accordance with the
provisions of Accounting Standard 11, Accounting for the Effects of Changes in Foreign Exchange
Rates.

24. Issue of Shares for Consideration Other than Cash: Shares may also be issued for a
consideration other than cash, e.g., for supply of machinery or technical know-how. The auditor should
examine the underlying agreement in respect of the same and verify whether the agreement has been
properly approved. The auditor should treat the shares issued for consideration other than cash
separate from those issued against cash in his audit approach. He needs to verify that the
consideration for which shares are issued, viz., supply of machinery or technical know-how is prima
facie fully received.

25. Further, as per the provisions of Section 75 of the Companies Act, 1956, whenever company
having a share capital makes any allotment of its shares, the company has to comply with the following
conditions:

i. It has to file with the Registrar of Companies, a return of the allotment, stating the number and
nominal amount of shares comprised in the allotment, the names, addresses and occupations of
the allottees, and the amount if any, paid or due and payable on the shares.

ii. Incase of shares allotted for other than cash, it has to produce before the Registrar, inter alia, a
contract in writing, constituting the title of the allottee to the allotment together with any contract of
sale, or a contract for services or other consideration in respect of which allotment was made.

26. The auditor may examine the following records to the extent they are applicable to the particular
circumstances, in case of increase in paid-up capital:

(@) Final price determined in case of offer through book building process4.

(b) Scheme of compromise or arrangement as referred to in Section 394 of the Companies Act, 1956,
approved by the Court.

(c) Compromise proposal with creditors and the consequential Order of the Court or an Order of
Central Government under Section 397 of the Companies Act, 1956.

(d) Procedure and terms of reissue of forfeited shares.

27. In case the payment is allowed to be made on allotment and/ or also in instalments of one or
more calls, the auditor has to verify the resolution of the Board for making calls, amount received
against the calls and the posting of the amount to the correct member's account/folio. A schedule of
allotment money and a schedule for each call have to be verified on test check basis and reconciled
with total amount received and due on allotment and each call. If the accounting work relating to the
share capital is outsourced to a Registrar and Share Transfer Agent, the auditor should follow the
principles enunciated in AAS 24. If the Articles of Association permit and the terms of issue state that
in the event of delay in payment of either allotment money or calls, the investor has to pay interest, the
auditor should verify whether such interest is collected and properly accounted for in the books of
account. The auditor should review the schedules of calls in arrears and calls in advance, and ensure
that interest is provided in accordance with the Articles of Association, Offer Documents/Terms of
Issue. The auditor may verify the Board Resolution, if any, for waiver of interest on calls in arrears.
Interest on calls in arrears may be accounted at the time of receipt, with proper disclosure in the
balance sheet for deviating from the accrual principle. The schedule of calls in arrears should show
separately the amounts, if any, due from the directors. Similarly, the auditor should also examine the
payment of interest on calls received in advance, if any, made by the company. He should verify

4 Book Building Process: Listed companies can also issue shares through Book Building Process. Book
Building is a process wherein the issuer of securities asks investors to bid for his securities at different
prices. These bids are within an indicative price-band, decided by the issuer. Here, investors bid for
different quantity of shares, at different prices, Considering these bids, the issuer determines a cut off price,
which is the price at which the securities are allotted. SEBI has issued guidelines on issue of shares through
Book Building Process. The auditor has to verify whether the company has complied with all the guidelines
issued by SEBI in this regard and also that the basis of determination of the floor price and the final price
by the company is consistent with the provisionsin that regard.
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whether any such payment of interest on calls received in advance is permitted by the articles of
association of the company. He should also examine the Board resolution in this regard.

28. In case shares are issued at discount, the auditor has to verify the compliance of Section 79 of
the Companies Act, 1956.

29. Generally, employees are offered shares at a price lesser than the market rate. Sections 79 and
79A of the Companies Act, 1956 and SEBI (Employee Stock Option Scheme and Employees Stock
Purchase Scheme) Guidelines, 1999 (ESOS and ESPS), Employee Stock Option Scheme for Public
Sector Enterprises and others statues governing the entity have to be complied with. Transactions
relating to options are to be accounted as required by the said scheme or the Accounting Standards
and provisions of any relevant statute, if any, in force, on treatment of discount etc., on ESOS/ESPS.

30. Issue of Sweat Equity: Section 79A of the Companies Act, 1956 deals with the issue of sweat
equity by the company to its employees and directors, at a discount or for consideration other than
cash for providing know-how or making available rights in the nature of intellectual property rights or
value additions, by whatever name called. SEBI has also issued SEBI (Issue of Sweat Equity)
Regulations, 2002 for issue of the sweat equity by the listed companies. The issue of sweat equity by
unlisted companies is governed by Unlisted Companies (Issue of Sweat Equity Shares) Rules, 20035
The auditor must verify that if the company has issued any sweat equity, whether the provisions of
Section 79A of the Companies Act, 1956 and the Rules applicable to the company, depending whether
listed or not, have been complied with.

31. Companies are now allowed to buy-back their own shares. Sections 77 A and 77B of the
Companies Act, 1956 lay down the conditions and procedures for buy-back of the shares of a
company. In case of private limited and unlisted companies, the Private Limited Company and Unlisted
Public Limited Company (Buy-back of Securities) Rules 1999, and in case of listed companies, SEBI
(Buy-back of Securities) Regulations, 1998 have to be complied with. The auditor should verify
particularly that the funds employed for the buy-back are from the resources as permitted by the law.
The reconciliation of entries in escrow account or the bank account separately opened for payment of
purchase consideration have to be verified with the number of shares bought back and price paid. The
auditor should also verify the entries made in the concerned books/registers with regard to destruction
of share certificates and extinguishments of dematerialised shares and a reconciliation of these two to
arrive at the total number of securities purchased under buy- back process.

32. Registered Byelaws of the Co-operative Societies specify the terms and conditions for surrender
of all or certain class of shares. Generally, surrender of shares is allowed only at par. The auditor has
to verify the certificates surrendered vis-a-vis the payment made and the entries made in the Register
of members, share certificate ledger etc.

33. In case of reduction of capital is by way of reduction of the nominal value of the shares, either by
cancelling unpaid portion of the partly paid shares, or extinguishing some part of the paid up capital,
the auditor has to verify that the High Court Order under Section 100 of the Companies Act, 1956 for
reduction of capital has been complied with. Further, he has to verify the share certificates surrendered
and the statement of corresponding new share certificates issued. In case reduction is achieved by
cancelling fully paid shares proportionately, the auditor should also verify the surrendered shares/issue
of stickers/intimation to the depositories visa-vis the amount reduced.

34. It may be noted that the buy-back of shares under Section 77 A and redemption of redeemable
preference shares under Section 80 do not attract the provisions of Section 100 of the Companies Act,
1956.

Application Money

35. Schedule VI to the Companies Act, 1956 does not prescribe the manner of disclosure of share
application money. However, as a matter of prudence and better disclosure, share application money

5 Issued by the Ministry of Company Affairs vide Notification number GSR 923E dated 4th
December, 2003.
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should be shown separately between "Share Capital" and "Reserves & Surpluses' in the Balance Sheet
till the time share application money is transferred to the Share Capital Account. However, in the
following situations, the share application money would be disclosed separately under the head
"Current Liabilities" in the Balance Sheet:

e invalid or revoked applications;
e excess application money received due to over subscription; and
*  when minimum subscription stated in the offer document is not received.

36. The auditor has to verify whether application money stated is fully backed by the share
application forms/certificate from the Share Transfer Agent and applications are received pursuant to a
resolution of the appropriate authority for issue of capital. Amount received without satisfying any of
the above conditions should be refunded by the company.

37. Share application money accepted by the company, if not backed by the application
form/Registrar's certificate alongwith the resolution of the Board as stated above, should be treated as
unsecured loan. The auditor should verify that the application money received in excess of capital
offered for subscription, if any, has been stated under Current Liabilities. The auditor may examine the
reasonableness of the period for which the share application money remains pending allotment.

38. In case of refund of excess application money/revoked applications, the auditor should verify the
same and apply the similar audit procedures as applied for audit of any other liability. The auditor
should also verify whether the company has complied with the Guidelines prescribed by SEBI with
regard to time schedule and payment of interest in case of delay in such refunds.

Calls Received in Advance

39. The auditor should examine whether the calls received in advance and payment of interest, if any,
thereon is in accordance with the provisions contained in the Articles of Association in this regard.
Schedule of calls received in advance is to be reviewed with reference to the amounts deposited in the
bank.

40. Interest, if any, paid on the amount received in advance of calls should be verified and the audit
procedure to be employed is same as in case of payment of interest on borrowings.

General

41. The auditor should examine whether proper accounts have been maintained with regard to
amounts received on application, allotment and calls and the payments by way of refunds/interest and
all other relevant accounts are duly reconciled. Where shares are issued at a premium, the auditor
should ensure that such sums are accounted for separately. In case of buy back, reissue or redemption
of preference shares and reduction of capital by payment of money, the auditor should examine
whether these have been properly accounted and duly reconciled with payments made for the same.

42. Proviso to Section 383A of the Companies Act, 1956 requires certain companies to obtain a
certificate of compliance with the provisions of the Companies Act, 1956 from a practicing company
secretary. The auditor of such companies may review the same.

Reserves

43. Reserves should be distinguished from provisions. For this purpose, reference may be made to
the definitions of the expressions, "provision" and "reserve", etc., in the Guidance Note on Terms Used
in Financial Statements issued by the Institute. The definition of the term "reserve" as given in the said
Guidance Note is explained in paragraph 3. It is important to remember that any amount provided in
excess of the requirements is in the nature of reserve and should be shown as such.

44. 1t is also necessary to make a distinction between capital reserves and revenue reserves in the
accounts. A Revenue Reserve is ordinarily available for distribution as dividend.

45. Reserves may also contain amount received from the Government. These grants may be in the
nature of promoters' contribution or related to any specific fixed asset. The auditor should verify that
the principles of Accounting Standard 12, Accounting for Government Grants for recognition,
presentation, refund, if required, and disclosure of the grant have been appropriately complied with.
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46. A reserve account is styled as Reserve Fund only when such reserves are represented by
specifically earmarked assets or investments.

47. In case of amalgamations and mergers, reserves of the amalgamated /merged company have to
be treated as prescribed in Accounting Standard 14, Accounting for Amalgamations issued by the
Institute. However, the auditor, especially in cases of amalgamations/ mergers, may come across a
situation where the relevant Court/ Tribunal has made an order sanctioning an accounting treatment
different from that prescribed by an Accounting Standard. In such a situation, the attention of the
members is drawn to the announcement of the Council of the Institute in this respect. The Council has
recommended that the following disclosures be made in the financial statements for the year in which
different treatment has been given:

(i) A description of the accounting treatment made alongwith the reason that the same has been
adopted because of the Court/ Tribunal order.

(i) Description of the difference between the accounting treatment prescribed in the Accounting
Standard and that followed by the Company.

(i) The final impact, if any, arising due to such a difference.
Capital Reserves
Capital Redemption Reserve

48. In terms of the provisions of Sections 77 A and 80 of the Companies Act, 1956, if the company
redeems the preferential share capital or buys back its own shares, using the retained earnings, the
amount equivalent to the nominal value of the shares redeemed/bought back have to be transferred to
the capital redemption reserve, and such reserve can be utilised only for issue of bonus shares to the
members of the company.

Securities Premium Account

49. Any premium realised on issue of securities should be transferred to Securities Premium Account
and utilised only for the purposes laid down in Section 78 of the Companies Act, 1956.

Government Grants

50. Grants, contributions and subsidies received from Government specifically for acquisition of
assets have to be treated and disclosed in the financial statements as laid down in Accounting
Standard 12, issued by the Institute.

Revaluation Reserve

51. Reserves arising out of revaluation of fixed assets are to be transferred to the Revaluation Reserve
account. The treatment and utilisation of these reserves is governed by the "Guidance Note on
Treatment of Reserve Created on Revaluation of Fixed Assets" and "Guidance Note on Availability of
Revaluation Reserve for Issue of Bonus Shares" issued by the Institute.

Statutory Reserves

52. Section 17 of the Banking Regulation Act, 1949 and certain provisions in the Co-operative
Societies Act, 1912 provide for creation and utilisation of certain specific reserves. Laws governing
other entities may contain similar provisions as to the creation and utilisation of such reserves. The
regulators may also direct the entities to create some specific reserves, for example, the Reserve Bank
of India has directed all banking companies to create and transfer certain amount of profits earned on
trading of investments to Investment Fluctuation Reserve and has also stipulated the purpose for which
such reserve can be utilised. The auditor should familiarise himself with such regulatory directions with
respect to creation and utilization of such specific reserve and verify compliance therewith.

Revenue Reserves

53. Arevenue reserve is a reserve, which is available for distribution as dividend. The auditor should
examine the legal provisions governing the entity with regard to transfer of certain percentage of profits
to reserves, for example, the requirements of Section 205 (2A) of the Companies Act, 1956, the
Reserve Bank of India Directions in case of Non Banking Financial Companies, etc.
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54. Certain other statutes may require transfer of profits to reserves. For example, the Income tax
Act, 1961 may require creation of certain reserves and provide for rules for utilisation of such reserves
to claim certain fiscal benefits. The auditor should examine the need for transfer of profits to reserves
and utilisation of such transfers.

Examination of Compliance with Laws and Regulations

55. Auditing and Assurance Standard (AAS) 21, Consideration of Laws and Regulations in an Audit of
Financial Statements requires that "when planning and performing audit procedures and in evaluating
and reporting the results thereof, the auditor should recognise that non compliance by the entity with
laws and regulations may materially affect the financial statements.” The auditor should therefore
acquire sufficient knowledge of the legal and regulatory framework within which the client operates.
This assumes added importance in cases of audit of capital and reserves of companies since the
matters relating to the share capital and reserves are governed by the provisions of the Companies
Act, 1956, especially the provisions contained in Sections 69 to 116, Section 177C, Section 205(2A) of
the said Act. For example, Sections 69 to 116 of the Companies Act, 1956 regulate the matters relating
to issue and allotment of shares, Section 205 (2A) and Section 177C of the Companies Act, 1956
contain provisions relating to creation and utilisation of certain reserves and Section 187C deals with
the situation where the beneficial owner of the shares of the company is different from the person
whose name is appearing in the shareholders' register of the company. Guidelines issued by the
Securities and Exchange Board of India from, time to time also contain the matters relating to the issue
and allotment of shares in case of public offer and substantial acquisition of shares in case of existing
listed companies. Moreover, the Articles of Association of the entity may also have provisions relating
to share capital and reserves. The Companies Act, 1956 requires compliance with the Articles of
Association in so far as they are not contradictory to the provisions of the Act. Hence, it is very
important to verify the compliance with the laws and regulations governing the entity.

56. The State Co-operative Societies Acts may have conditions as to minimum paid up capital and
also minimum number of members for cooperative societies and with regard to creation and utilisation
of various reserves. Statutes governing the entity may contain similar provisions with regard to the
number of members and minimum amount of capital. The auditor should be familiar with the laws
governing the entity. The auditor has to carefully examine the compliance of such legal requirements.

57. The auditor has to examine the compliance with the various rules and regulations, for example:
(@) Government Order, if any, the Memorandum and the Articles of Association of the company or the
Rules and Regulations governing the entity.

(b) Terms of issue attached or subsequently approved in case of conversion of loans or convertible
preference shares.

(c) Issue of Foreign Currency Convertible Bonds and Ordinary Shares (Through Depository Receipt
Mechanism) Scheme, 1993 and Guidelines on Euro Issues.

(d) Rules and Regulations relating to issue and buy back of ADR/GDR.

(e) Chapter XlII of SEBI (Disclosure and Investor Protection) Guidelines 2000 in case of preferential
issue.

(f)  Unlisted Public Companies (Preferential Allotment) Rules, 2003.

() Unlisted Companies (Issue of Sweat Equity Shares) Rules, 2003.

(h) Any other Rules and Regulations prescribed by Government/ SEBI from time to time.
Examination of Presentation and Disclosure

58. The laws governing the entity may prescribe the format for disclosure of information relating to the
Capital and Reserves in its Balance Sheet. For example, the Companies Act, 1956, the Banking
Regulation Act, 1949, the Electricity Act, 2003 and Insurance laws prescribe the format of Balance
Sheet and the manner of disclosure of the capital and reserves in the financial statements. The auditor
should examine compliance with such disclosure requirements and adequacy thereof. Where the
relevant statute lays down any disclosure requirements in this behalf, the auditor should examine
whether the same are complied with, for example, SEBI requires that in case of public issue and
preferential issue of shares and/or partly/fully convertible debentures, purpose for which these monies
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are utilised and the manner in which the unutilised money is invested should be disclosed. Sometimes,
it may be necessary to disclose the information either in the Significant Accounting Policies and Notes
on Accounts to clarify the matters, for example, any employee options outstanding, etc.

The auditor should examine such necessity and consider whether appropriate disclosures such as
those listed below have been made:

¢ Aggregate number and class of shares allotted as fully paid up pursuant to contract(s) with or
without payment being received in cash

Aggregate number and class of shares allotted as fully paid by way of bonus shares
Aggregate number and class of shares bought back

.
.

¢ Source of issuance of bonus shares during the year, if any

¢ Preference Share Capital, including terms of redemption or conversion
.

Shares with differential rights.
Special Considerations Applicable To Partnership Entities

59. The most significant document underlying the partnership form of organisation is the Partnership
Deed.

60. The Partnership Deed generally provides the capital required to be contributed by the partners
and their respective share in profits and losses and interest, if any, on the capital contributed or
balances to their credit. The Partnership Deed may also provide for the treatment of excess capital
contributed by any partner and their respective rights relating to the withdrawals from capital/drawing
accounts.

61. It may be possible that one or more partners contributes the capital in kind rather than in cash.
For example, the premises required for the business may be provided by a partner as his capital
contribution. If such contributions are in kind at the time of admission of the partners, the value of such
assets is generally mentioned in the Partnership Deed. If the value is not mentioned in the Partnership
Deed, the auditor may request for a declaration of the value in writing by all the partners. He should
also obtain necessary audit evidence for supporting the valuation.

62. The partnership deed may also provide for fixed capital contribution and timing of contribution by
each partner. The auditor should examine whether the capital contributed by each of the partners is in
accordance with the Partnership Deed and the capital is maintained at the level mentioned in the
Partnership Deed throughout the period of audit.

63. If the Partnership Deed places any restrictions on the drawings of the partners, the auditor should
examine whether the drawings have been within the permissible limit.

64. The auditor has to verify the, correctness of the interest, if any, credited or debited to the partners'
capital or drawings account.

65. Generally, remuneration, interest on capital; interest on drawings, profits or losses are adjusted in
the capital accounts or the drawing accounts of the partners, and Reserve accounts are not maintained
in case of partnership accounts. However, if fiscal or any other law require any reserve has to be
created for claiming any benefit, a reserve with appropriate title may be created out of the profits of the
firm. The rules for utilisation of the reserve may be provided in the relevant laws. In such event, the
auditor should examine the compliance with the same. Sometimes, the partners may decide to create
and utilise certain reserves due the exigencies of the business, in which case the auditor has to verify
the compliance of the decision of the partners. In case the entity has not complied with the prescribed
reserve utilization requirements, he should consider the effect of the same on his audit report in terms
of the principles laid down in the AAS 21, Consideration of Laws and Regulations in an Audit of
Financial Statements.

66. Special Reserves, created to meet the requirements of any law, may be credited to the Partners'
Capital Accounts on fulfilment of such statutory requirements or the terms of creation of such reserves.
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67. Government grants and subsidies received shall have to be accounted for in accordance with
Accounting Standard 12.

68. Where either investments or drawings have come from Non Resident Indians or foreign sources
involving foreign currency, the auditor has to verify the compliance of RBI regulations as well as the
provisions of the Foreign Exchange Management Act, 1999 in this regard.

69. All transactions in the partners' capital account and drawings account have to be vouched for their
correctness.

70. The auditor has to verify that the distribution of profit/loss is as per the terms of Partnership Deed.
It may be noted that if any minor is admitted to the benefits of partnership, no loss should be
apportioned to the share of minor.

71. If a partner dies/retires during the year, the partnership entity may prepare accounts up to the
date of such death/retirement to ascertain the claim of heirs/retiring partner. In such event, the auditor
has to verify the apportionment of the profit/loss for both the periods.

Special Considerations Applicable To A Sole Proprietary Entity

72. The audit of capital account of the sole proprietor poses considerable problems, as the capital
account is generally maintained as a current account. Generally, the entries in the capital account are
many, when compared with other forms of entities. The capital introduced by the proprietor in the entity
may be in cash or in kind. The introduction of capital can take place at number of times, depending
upon the need for the working capital in the entity. Similarly, the drawings are made for various
personal expenses.

73. It may also be possible that the personal expenses of the proprietor are booked in the accounts of
the business without appropriately reflecting them in those accounts.

74. Generally, internal control procedures are inadequate or absent in many sole proprietary entities.
Hence, the auditor should be careful while examining the accounts of such entity. Though the auditor
needs to obtain the same level of assurance in order to express an unqualified opinion on the financial
statements of both small and large entities, however, many internal controls which would be relevant to
large entities are not practical in the small business. For example, in small businesses, accounting
procedures may be performed by a few persons who may have both operating and custodial
responsibilities, and therefore segregation of duties may be missing or severely limited. Inadequate
segregation of duties may, in some cases, be offset by a strong management control system in which
owner/manager supervisory controls exist because of direct personal knowledge of the entity and
involvement in transactions. In circumstances where segregation of duties is limited and audit evidence
of supervisory controls is lacking, the audit evidence necessary to support the auditor's opinion on the
financial statements may have to be obtained entirely through the performance of substantive
procedures. He should apply his professional judgment based on the knowledge of the business he
has acquired to determine whether the expenditure recorded is in fact relevant and appropriate to the
business and also all expenditures are recorded in the books of account.

75. The auditor should examine the nature of assets included in the balance sheet of the entity and
verify whether such assets are relevant and appropriate to the nature of the business and recorded at
fair value.

76. Generally profits or losses are adjusted in the capital account or the drawings account of the
proprietor, and reserve accounts are not maintained in case of sole proprietorship accounts. However,
if fiscal laws require any reserve to be created for claiming any fiscal benefit, a reserve account with
appropriate title may be created out of the profits of the firm. The rules for utilisation of the reserve
account may be provided in the same fiscal laws. In such event the auditor should examine the
compliance with such laws.

77. Special Reserves created, if any, pursuant to fiscal laws, upon fulfilment of the terms of such
reserves, have to be transferred to the capital account of the sole proprietor.

78. Government grants and subsidies received shall have to be accounted for in accordance with
Accounting Standard 12.
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Management Representations

79. The auditor should obtain from the management of the entity, a written representation on
significant aspects of capital and reserves accounts, viz., that all the transactions in the capital and
reserves have been recorded and recorded at correct values; that there are no unrecorded
transactions in the capital and reserves accounts, that the year end balances (including any notes to
the accounts in respect thereof) of the capital and reserves accounts have been appropriately
presented and disclosed in accordance with applicable financial reporting framework, in the financial
statements, that the management has complied with all the applicable rules and regulations while
undertaking transactions relating to capital and reserves.

Documentation

80. The auditor should maintain adequate working papers documenting significant aspects of audit
such as:

(@) the nature, timing, extent and results of the audit procedures performed to comply with AASs and
applicable legal and regulatory requirements;

(b) the audit evidence obtained,;
(c) the conclusions reached on significant matters; and

(d) in relation to audit procedures designed to address identified risks of material misstatement,
conclusions that are not otherwise readily determinable from the procedures performed or audit
evidence obtained.

However, it may be noted that the extent of documentation is a matter of professional judgment since it
is neither necessary nor practical that every observation, consideration or conclusion is documented by
the auditor in his working papers.

Appendix Il

GUIDANCE NOTE ON AUDIT OF PAYMENT OF DIVIDEND

The following is the text of the Guidance Note on Audit of Payment of Dividend issued by the Auditing
and Assurance Standards Board of the Council of the Institute of Chartered Accountants of India. This
Guidance Note should be read in conjunction with the Auditing and Assurance Standards issued by the
Institute.

1. Paragraph 2.1 of the "Preface to the Statements on Standard Auditing Practices" issued by the
Institute of Chartered Accountants of India states that the "main function of the Auditing Practices
Committee (APC) is to review the existing auditing practices in India and to develop Statements on
Standard Auditing Practices (SAPs) so that these may be issued by the Council of the Institute".
Paragraph 2.4 of the Preface states that the "APC will issue Guidance Notes on the issues arising from
the SAPs wherever necessary".

8 With the formation of Auditing and Assurance Standards Board { earlier known as Auditing Practices
Committee { APC)}, the Council of the Institute has been issuing a series of Auditing and Assurance
Standards (AASs){ earlier known as Statements on Standard Auditing Practices (SAPs)), Auditing and
Assurance Standard lay down the principles governing an audit. These principles apply whenever an
independent audit is carried out. Auditing and Assurance Standards become mandatory on the date
specified in the respective AAS. Their mandatory status implies that, while discharging their attest
function, it will be the duty of the members of the Institute to ensure that the AASs are followed in the
audit of financial information covered by their audit reports. If, for any reason, a member has not been
able to perform an audit in accordance with the AASs, his report should draw attention to the material
departures there from.

The Auditing and Assurance Standards Board has aso been issuing from time to time, guidance notes on
issues arising from AASs. The Guidance Notes provide guidance on procedures to be employed by an
auditor in order to comply with the principles laid down in AASs. It is recognised that in determining the
nature, timing and extent of audit procedures to be employed in a specific situation, an auditor will have to
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2. The Auditing and Assurance Standards Board has also taken up the task of reviewing the
Statements on auditing matters issued prior to the formation of the Board. Itis intended to issue, in due
course of time, AASs or Guidance Notes, as appropriate, on the matters covered by such Statements
which would then stand withdrawn. Accordingly, with the issuance of this Guidance Note On Audit of
Payment of Dividend, paragraphs 8.19 to 8.24 of the "Capital and Reserve" Section of "Statement on
Auditing Practices" shall stand withdrawn?.

Introduction

3. Guidance Note on Terms Used in the Financial Statements, issued by the Institute, defines
dividend as "A distribution to shareholders out of profits or reserves available for this purpose”.

4. Dividend means a return on shares held in an entity and payable out of distributable surplus. The
dividend, which is paid on winding up, is in fact distribution of the entity's assets and not of profits,
even if those assets include some profit earned on winding up of the entity. However, the proviso to
Section 205(3) of the Companies Act, 1956 permits a company to capitalise its profits by issuing fully
paid bonus shares or paying up any amount being unpaid on shares held by its members. Further,
under Section 205(3) of the Companies Act, 1956, no dividend is payable otherwise than in cash.

5. Dividend includes any interim dividend. It may also be noted that in case of a company, provisions
of Sections 205, 205A, 205C, 206, 206A and 207 of the Companies Act, 1956 apply to interim dividend
as well.

6. In any "auditing situation, the auditor employs appropriate procedures to obtain reasonable
assurance about various assertions as laid down in paragraph 6 of the Auditing and Assurance
Standard 5, "Audit Evidence". In carrying out the audit of payment of dividend, the auditor's primary
objective is to obtain sufficient appropriate audit evidence to satisfy himself that dividend has been
declared and paid in accordance with the applicable provisions, if any, of the relevant laws and
regulations applicable to the entity and that all the transactions relating to declaration and payment of
dividend have been properly accounted for and disclosed. The auditor's scope of examination would,
therefore, include:

(a) verifying whether dividend has been declared out of distributable surplus after proper
authorisation, as required under law;

(b) evaluating the internal control system regarding procedure of preparation and issuance of
dividend warrants /instructions for direct transfer of funds to the shareholders' accounts and also
check the timeliness of dispatch of warrants and deposition of the dividend amount in the
separate bank account, if any, maintained for this purpose;

(c) examining compliance with the requirements of the relevant laws and regulations relating to
payment of dividend, for example, mandatory transfer to a reserve fund or transfer to other funds,
such as Unclaimed Dividend Account, Investor Education and Protection Fund, etc., as applicable
to the entity; and

(d) examining the system for recording and appropriate disclosure of transactions during the year
relating to payment of dividend.

Internal Control Evaluation

7. The auditor should ascertain whether the governing charter, e.g., Articles of Association in case
of a company, or any similar document of the entity, permits payment of dividend to the members by

exercise his professional judgement. The Guidance Notes, therefore, are recommendatory. A member
should ordinarily follow the recommendations in a guidance note relating to an auditing matter except
where he is satisfied that, in the circumstances of the case, it may not be necessary to do so.

7 With the withdrawal of section 8 "Capital and Reserves' of the Statement on Auditing practices
pursuant to the issuance of Guidance Note on Audit of Capital and Reserves and the Guidance Note on
Audit of Payment of Dividend, the entire Statement on Auditing Practices, issued by the Institute
stands withdrawn.
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the entity. For example, a company formed under Section 25 of the Companies Act, 1956 is prohibited
under the said Section itself from paying any dividend to its members.

8. The auditor should study and evaluate the system of internal control relating to payment of
dividend to determine the nature, timing and extent of his other audit procedures. He should
particularly review the following aspects relating to payment of dividend:

(@) whether all transactions in the dividend account have been authorised by the competent authority;

(b) whether the registers containing the details of members and dividend have been properly
maintained by the entity;

(c) whether there is an effective system of segregation of duties in place. Special attention should be
given to the segregation of the duties towards maintenance of shareholders' register, preparation
of dividend warrants and maintenance of warrant dispatch register;

(d) the internal control procedures with regard to preparation of dividend warrants and posting them
to the members, or the instructions given for electronic transfer of funds or any other mode of
payment of dividend to the members, and records maintained to record the details of unclaimed
dividend. Separate records of unclaimed dividend should be maintained for each year's
dividend/interim dividend;

(e) the procedures for payment of unclaimed dividend and should satisfy himself that they are not
paid without adequate safeguards being taken as to identification of the payee, checking of the
payee's claim, etc.

In case, the above activities are outsourced, the auditor should evaluate the activities of the service
organisation and if finds them significant, he should obtain sufficient information to understand the
accounting and internal control systems of the service organisation and assess control risk at either the
maximum or a lower level, as appropriate, if tests of control are performed. For detailed guidance in
this respect, reference may be made to Auditing and Assurance Standard 24," "Audit Considerations
Relating to Entities Using Service Organisations".

Verification
9. Verification of payment of dividend may be carried out by performing the following procedures:

(@) examination of compliance with laws and regulations and such other relevant information having a
bearing on payment of dividend; and

(b) examination of the system of maintenance of records.

10. The auditor should verify the compliance with laws and regulations, provisions contained in the
governing charter, e.g., Articles of Association in case of companies, bye-laws or rules and
directions/instructions issued by any regulatory authority applicable to the entity and/or the terms of the
banks/financial institutions which may lay down certain restrictions or conditions on declaration of
dividend. For example:

(@) In case of companies, the following conditions have to be complied with before declaration of
dividend:

* It has provided for depreciation for any previous financial year(s) which fall(s) after the
commencement of the Companies (Amendment) Act, 1960 [Section 205(1)] and further that
such

*  depreciation has been computed in accordance with the requirements of Section 350 and
other provisions of Section 205(2) of the Companies Act, 1956.

* It has provided for any losses incurred in any previous financial year(s) which fall(s) after the
commencement of the Companies (Amendment) Act, 1960 [Section 205(1)].

*  Where the company has declared dividend for any financial year out of the profits for that
year, it has also transferred to a reserve such percentage (or a higher percentage) of profits
as may be prescribed in the Companies (Transfer of Profits to Reserves) Rules, 1975
[Section 205(2A)].
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* It has complied with the requirements of Section 80A, dealing with redemption of
irredeemable preference shares etc., of the Companies Act, 1956.

(b) Under the Banking Regulation Act, 1949, dividend cannot be paid without first writing off
intangible assets and transferring certain percentage of profits to statutory reserves unless
permitted by the Central Government to do so. Section 17 of the Banking Regulation Act, 1949
requires that a banking company incorporated in India must transfer twenty per cent of its annual
profits to a reserve fund before any dividend is distributed unless a specific exemption has been
obtained from the Central Government.

(c) State Co-operative laws lay down that certain percentage of profits have to be transferred to
various reserves and a minimum percentage of profit has to be paid as dividend.

11. The auditor has to verify that the dividend is declared only out of distributable surplus. For
example, in case of a company, under Section 205 of the Companies Act, 1956, dividends can be
distributed out of profits for the year in which dividend is declared, accumulated profits of any
preceding year or under any guarantee given by Central or any State Government.

12. The auditor should verify that a specific resolution for payment of dividend has been duly passed
at the meeting of the Board or any similar authority. In case of interim dividend, the dividend declared
by the Board of Directors or similar authority is final. In case of final dividend, the auditor should also
verify that the recommendations of the Board have been approved by the members at the annual
general meeting. It may, however, be noted that in case of companies, the members can reduce the
amount of dividend or decide for non-payment of dividend but they can not increase the dividend
recommended by the Board.

13. If the entity has non-voting shares and/or shares with variable rights and/or preference shares
with various options like, cumulative, participatory, etc., the resolution declaring the dividend should
also specify different rates of dividend on the shares having variable rights or preferential rights as to
dividend. In such cases, the auditor has to verify that the dividend paid is in accordance with the terms
of the resolution and also the resolution is in accordance with the terms attached to these shares.

14. Other laws and regulations, relating to payment of dividend, governing the entity may impose
similar or other restrictions. The auditor has to be familiar with the laws and regulations governing the
entity and verify whether these laws and regulations have been complied with. For example, the
auditor has to examine the compliance with provisions of the Foreign Exchange Management Act,
1999 for the payment of dividend in foreign currency pursuant to issue of shares to non- residents and
issue of ADR/GDR. Appendix to this Guidance Note contains relevant extracts of the provisions of
various statutes having a bearing on the declaration and payment of dividend.

15. In case of a listed company, the auditor should also verify whether the provisions of the Listing
Agreement as to declaration of dividend, e.g., prior intimation to the Stock Exchange about the Board
meeting at which declaration/recommendation of dividend is to be considered intimation to Stock
Exchanges of all dividends and/or cash bonuses recommended or declared or the decision to pass any
dividend or interest payment at the Board meeting, have been complied with or not.

16. The nature, timing and extent of substantive procedures to be performed by the auditor is,
however, a matter of professional judgment of the auditor which is based, inter alia, on the auditor's
evaluation of the effectiveness of the related internal controls.

17. The auditor should examine that the mandatory transfer of the amount specified to a separate
fund, where so required by the relevant laws and regulations, have been made before payment of
dividend.

18. The auditor has to verify that the dividend is paid in accordance with the terms prescribed in
resolution by the Board/members.

19. The auditor should verify that the dividend warrants have been dispatched to the members within
the time limit prescribed.

20. If an interim dividend is declared, the auditor has to verify whether the same is approved in a
general meeting of the members and the provisions contained in the Articles of Association or bye-laws
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or other statutes governing the body corporate permit it to pay interim dividend. In case of statutory
corporations and nationalised banks, the Board may be empowered to declare and pay the dividend
and resolution by the members may not be necessary. In case of companies, the auditor should verify
that the financial statements have been prepared and presented before the Board and the Board while
considering the interim dividend, has taken into account the depreciation to be provided for the full
year, profit to be transferred to reserves under Companies (Transfer of Profits to Reserves) Rules,
1975 and the dividend payable to preference shareholders.

21. If the laws and regulations applicable to the entity require it to deposit the amount of dividend,
interim and/or final, in a separate bank account, the auditor has to verify whether such transfer of funds
to the separate account has been made within the prescribed time limit. The auditor should also verify
the compliance of law with regard to unclaimed dividend. For example, in case of companies, the
dividend declared has to be deposited within prescribed period in a separate bank account and if
dividend is not claimed within such number of days, of such transfer, as may be specified by the
Companies Act, 1956 or rules made thereunder and the amount remaining in the separate bank
account has to be transferred to unpaid dividend account separately opened with any scheduled bank
and the amount remaining in that account after the expiry of such period of opening such unpaid
dividend account, as may be prescribed together with interest accrued thereon, if any, has to be
transferred to Investor Education and Protection Fund Account established under the Companies Act,
1956. It may be noted, that within specified number of months prior to the transfer of unclaimed
dividend to Investor Education & Protection Fund, the company has to give notice to individuals who
have not claimed such dividend. If the auditor finds that the amounts required to be transferred as
above have a material effect on the financial statements, and have not been properly reflected in the
financial statements, the auditor should assess the impact of such non-compliance on his audit report.

22. The auditor should verify that adjustment, if any, made in the dividend payable, towards calls in
arrears or any other sums due from members is in accordance with the terms of issue, laws and
regulations applicable to the entity.

23. The auditor may verify the total amount of dividend transferred to a separate bank account is in
agreement with the statement prepared by the entity reconciling the total dividend payable on shares in
physical form, dematerialised form, and dividend withheld in respect of shares pending for registration
of transfer and adjustments, if any, made for the calls in arrears and other dues from the members.

24. The listed companies are required to electronically transfer dividend to bank accounts of the
shareholders, wherever Electronic Clearing Services (ECS) facility is available and the
members/depositories furnish details of the respective bank accounts of the members and in respect of
others, distribute the dividend through dividend warrants. In such cases, in addition to test checks for
individual payments, the auditor should examine the overall reconciliation of the total payment made
through electronic transfer and payment made through dividend warrants.

25. The auditor should verify that the dividend is paid:

(@ (i) in respect of shares held in electronic form, to those persons whose details as on record
date/book closure date are furnished by the depositories; and/or

(i) in respect of shares held in physical form, to the members whose names are appearing on
the record date/ immediately after effecting the transfers submitted till the date of book
closure; and

(b) inrespect of share warrants to the holders of share warrants.

26. The auditor should apply the analytical procedures before forming any overall conclusion so as to
find out any material fluctuations and deviations from the relevant information that he has gained
during the course of audit. Such analytical procedures may be regarding the changes in the
shareholding pattern, dividend payout ratio, ratio of gross dividend payable to the paid up share capital
or ratio of net dividend payable with the gross dividend payable by the entity. In case of listed
companies, the auditor may also review the minutes of the meetings of the Investors' Grievances
Committee, wherever such Committee exists, to have an overview of the nature and number of
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complaints related to dividend as the same would provide the auditor an additional evidence as to the
efficacy of the internal control system in relation to payment of dividend.

27. The auditor should verify that the total amount remaining in the unclaimed dividend account, for
example, because of dispute about ownership on account of court cases etc., or the amount not
claimed by shareholders, tallies with the schedule of unclaimed dividend for each year for which
dividend remains unclaimed.

28. The auditor has to verify that in case the entity proposes to pay dividend out of its accumulated
reserves, whether the same has been paid after complying with the statutory requirements, if any. For
example, a company can pay dividend out of its accumulated reserves only after complying with the
provisions of sub-Section (3) of Section 205A of the Companies Act, 1956 and the Companies
(Declaration of Dividend out of Profits) Rules, 1975. These Rules provide for the maximum amount that
can be paid as dividend. In cases where the company declares dividend that is not in accordance with
these Rules, the auditor must verify that the company has obtained prior approval from the Central
Government for the same. Similar provisions, if any, in the laws applicable to other entities have to be
complied with.

30. The auditor should also verify that:
(@) If capital profits are distributed as dividend:

(i) the Articles or the bye-laws or other rules and regulations applicable to the entity, permit
such distribution;

(i) it has been realised in cash; and

(iii) the Board or similar authority is satisfied that net aggregate value of the assets remaining
after distribution of that profit will not be less than the book values so that share capital and
reserves remaining after the distribution will be fully represented by the remaining assets.

(b) Capital surplus arising on the revaluation of fixed assets is not directly or indirectly available for
distribution as dividend.

(c) Any reserve in the nature of capital reserve arising on acquisition of a business as a going
concern or on amalgamation in the nature of purchase and securities premium collected on the
issue of securities can not be utilised for declaration of dividend.

Disclosure

30. Proposed dividend should be shown as appropriation of profit in the Profit and Loss Account and
as provision under" Provisions" in the Balance Sheet.

31. Unclaimed dividend should be shown in Balance Sheet under the head "Current Liabilities".

32. In respect of companies, all arrears of cumulative preference dividend should be shown as a
contingent liability.

Management Representation

33. The auditor should obtain representation from the management of the entity about the amount
retained in unclaimed dividend account by reason of disputes pending in various courts of law and also
that it has complied with all laws and regulations applicable to the provisioning and payment of
dividend including transfer to Unclaimed Dividend Fund or any other fund such as Investors Education
and Protection Fund, where so required, and that the dividend has been paid to the persons entitled to
it.

Documentation

34. The auditor's working papers should contain the plan devised for verification of payment of
dividend. Among other papers, he should maintain in his audit file, the management representations
and any other relevant document, such as copy of the Board resolution authorising payment of
dividend, etc. He should ensure that all significant matters that require the exercise of his professional
judgment, together with the auditor's conclusion thereon have been properly included in his working
papers.
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Appendix I
Provisions of Certain Acts and Rules
With Regard to Declaration and Payment of Dividend?

Companies Act, 1956

205. Dividend to be Paid only out of Profits - (1) No dividend shall be declared or paid by a
company for any financial year except out of the profits of the company for that year arrived at after
providing for depreciation in accordance with the provisions of sub-Section (2) or out of the profits of
the company for any previous financial year or years arrived at after providing for depreciation in
accordance with those provisions and remaining undistributed or out of both or out of moneys provided
by the Central Government or a State Government for the payment of dividend in pursuance of a
guarantee given by that Government:

Provided that -

(a) if the company has not provided for depreciation for any previous financial year or years which
falls or fall after the commencement of the Companies (Amendment) Act, 1960 (65 of 1960) it
shall, before declaring or paying dividend for any financial year provide for such depreciation out
of the profits of that financial year or out of the profits of any other previous financial year or
years;

(b) if the company has incurred any loss in any previous financial year or years, which falls or fall
after the commencement of the Companies (Amendment) Act, 1960 (65 of 1960) then, the amount
of the loss or an amount which is equal to the amount provided for depreciation for that year or
those years whichever is less, shall be set off against the profits of the company for the year for
which dividend is proposed to be declared or paid or against the profits of the company for any
previous financial year or years, arrived at in both cases after providing for depreciation in
accordance with the provisions of subSection (2) or against both;

(c) the Central Government may, if it thinks necessary so to do in the public interest, allow any
company to declare or pay dividend for any financial year out of the profits of the company for that
year or any previous financial year or years without providing for depreciation:

Provided further that it shall not be necessary for a company to provide for depreciation as aforesaid
where dividend for any financial year is declared or paid out of the profits of any previous financial year
or years which falls or fall before the commencement of' the Companies (Amendment) Act, 1960 (65 of
1960).

(1A) The Board of directors may declare interim dividend and the amount of dividend including interim
dividend shall be deposited in a separate bank account within five days from the date of
declaration of such dividend.

(1B) The amount of dividend including interim dividend so deposited under sub-Section (1A) shall be
used for payment of interim dividend.

(1C) The provisions contained in Sections 205, 205A, 205C, 206, 206A and 207 shall, as far as may
be, also apply to any interim dividend.

(2) For the purpose of sub-Section (1), depreciation shall be provided either
(@) to the extent specified in Section 350; or

8 The Acts and Rules specified in this Appendix are only illustrative in nature and are not meant to be
exhaustive for the purposes of the laws dealing with the payment of dividend by different entities.
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(b) in respect of each item of depreciable asset, for such an amount as is arrived at by dividing
ninety-five per cent of the original cost thereof to the company by the specified period in
respect of such asset; or

(c) on any other basis approved by the Central Government which has the effect of writing off by
way of depreciation ninety-five per cent of the original cost to the company of each such
depreciable asset on the expiry of the specified period; or

(d) asregards any other depreciable asset for which no rate of depreciation has been laid down
by this Act or any rules made there under, on such basis as may be approved by the Central
Government by any general order published in the Official Gazette or by any special order in
any particular case.

Provided that where depreciation is provided for in the manner laid down in clause (b) or clause (c),
then, in the event of the depreciable asset being sold, discarded, demolished or destroyed the written
down value thereof at the end of the financial year in which the asset is sold, discarded, demolished or
destroyed, shall be written off in accordance with the proviso to Section 350.

(2A) Notwithstanding anything contained in sub-Section (1), on and from the commencement of the
Companies (Amendment) Act, 1974 (41 of 1974), no dividend shall be declared or paid by a
company for any financial year out of the profits of the company for that year arrived at after
providing for depreciation in accordance with the provisions of sub-Section (2), except after the
transfer to the reserves of the company of such percentage of its profits for that year, not
exceeding ten per cent, as may be prescribed:

Provided that nothing in this sub-Section shall be deemed to prohibit the voluntary transfer by a
company of a higher percentage of its profits to the reserves in accordance with such rules as may be
made by the Central Government in this behalf.

(2B) A company which fails to comply with the provisions of Section 80A shall not, so long as such
failure continues, declare any dividend on its equity shares.

(3) No dividend shall be payable except in cash:

Provided that nothing in this sub-Section shall be deemed to prohibit the capitalization of profits or
reserves of a company for the purpose of issuing fully paid-up bonus shares or paying up any amount,
for the time being unpaid, on any shares held by the members of the company.

(4) Nothing in this Section shall be deemed to affect in any manner the operation of the Section 208.
(5) For the purposes of this Section

(@) "specified period" in respect of any depreciable asset shall mean the number of years at the
end of which at least ninety-five per cent of the original cost of that asset to the company will
have been provided for by way of depreciation if depreciation were to be calculated in
accordance with the provisions of Section 350;

(b) any dividend payable in cash may be paid by cheque or warrant sent through the post
directed to the registered address of the shareholder entitled to the payment of the dividend,
or in the case of joint shareholders, to the registered address of that one of the joint
shareholders which is first named on the register of members, or to such person and to such
address as the shareholder or the joint shareholders may in writing direct.

205A. Unpaid dividend to be transferred to special dividend account

(1) Where, after the commencement of the Companies (Amendment) Act, 1974 (41 of 1974), a
dividend has been declared by a company but has not been paid, or claimed, within thirty days
from the date of the declaration, to any shareholder entitled to the payment of the dividend, the
company shall, within seven days from the date of expiry of the said period of thirty days, transfer
the total amount of dividend which remains unpaid or unclaimed within the said period of thirty
days to a special account to be opened by the company in that behalf in any scheduled bank, to
be called "Unpaid Dividend Account of ............. Company Limited/ Company (Private) Limited".
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Explanation: In this sub-Section, the expression "dividend which remains unpaid” means any
dividend the warrant in respect thereof has not been encashed or which has otherwise not been
paid or claimed.

(2) Where the whole or any part of any dividend, declared by a company before the commencement
of the Companies (Amendment) Act, 1974 (41 of 1974), remains unpaid at such commencement,
the company shall within a period of six months from such commencement, transfer such unpaid
amount to the account referred to in sub-Section (1).

(3) Where, owing to inadequacy or absence of profits in any year, any company proposes to declare
dividend out of the accumulated profits earned by the company in previous years and transferred
by it to the reserves, such declaration of dividend shall not be made except in accordance with
such rules as may be made by the Central Government in this behalf, and, where any such
declaration is not in accordance with such rules, such declaration shall not be made except with
the previous approval of the Central Government.

(4) 1f the default is made in transferring the total amount referred to in sub-Section (1) or any part
thereof to the unpaid dividend account of the concerned company, the company shall pay, from
the date of such default, Interest on so much of the amount as has not been transferred to the
said account, at the rate of twelve per cent per annum and the interest accruing on such amount
shall ensure to the benefit of the members of the company, in proportion to the amount remaining
unpaid to them.

(5) Any money transferred to the unpaid dividend account of a company in pursuance of this Section
which remains unpaid or unclaimed for a period of seven years from the date of such transfer
shall be transferred by the company to the fund established under sub-Section (1) of Section
205C.

(6) The company shall, when making any transfer under sub-Section (5) to the Fund established
under Section 205C any unpaid or unclaimed dividend, furnish to such authority or committee as
the Central Government may appoint in this behalf a statement in the prescribed form setting forth
in respect of all sums included in such transfer, the nature of the sums, the names and last known
addresses of the persons entitled to receive the sum, the amount to which each person is entitled
and the nature of his claim thereto, and such other particulars as may be prescribed.

(7) The company shall be entitled to a receipt from the authority or committee under sub-Section (4)
of Section 205C for any money transferred by it to the Fund and such a receipt shall be an
effectual discharge of the company in respect thereof.

(8) If a company fails to comply with any of the requirements of this Section, the company and every
officer of the company who is in default, shall be punishable with fine which may extend to five
thousand rupees for every day during which the failure continues.

205 B. Payment of unpaid or unclaimed dividend- Any person claiming to be entitled to any money
transferred under sub-Section (5) of Section 205A to the general revenue account of the Central
Government, may apply to the Central Government for an order for payment of the money claimed; and
the Central Government may, if satisfied, whether on a certificate by the company or otherwise, that
such person is entitled to the whole or any part of the money claimed, make an order for the payment
to that person of the sum due to him after taking such security from him as it may think fit.

Provided that nothing contained in this Section shall apply to any person claiming to be entitled to any
money transferred to the fund referred to in Section 205C on and after the commencement of the
Companies (Amendment) Act, 1999.

205C. Establishment of Investor Education and Protection Fund- (1) The Central Government shall
establish a fund to be called the Investor Education and Protection Fund (hereafter in this Section
referred to as the "Funds).

(2) There shall be credited to the Fund the following amounts, namely:
(@) amounts in the unpaid dividend accounts of companies;
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(b) the application moneys received by companies for allotment of any securities and due for
refund;

c) matured deposits with companies;
d) matured debentures with companies;
e) the interest accrued on the amounts referred to in clauses (a) to (d);

f) grants and donations given to the Fund by the Central Government, State Governments,
companies or any other institutions for the purposes of the Fund; and

(g) the interest or other income received out of the investments made from the Fund:

Provided that no such amounts referred to in clauses (a) to (d) shall form part of the Fund unless such
amounts have remained unclaimed and unpaid for a period of seven years from the date they became
due for payment.

Explanation; For the removal of doubts, it is hereby declared that no claims shall lie against the Fund
or the company in respect of individual amounts which were unclaimed and unpaid for a period of
seven years from the dates that they first became due for payment and no payment shall be made in
respect of any such claims.

(3) The Fund shall be utilised for promotion of investor's awareness and protection of the interests of
investors in accordance with such rules as may be prescribed.

(4) The Central Government shall, by notification in the Official Gazette, specify an authority or
committee, with such members as the Central Government may appoint, to administer the Fund,
and maintain separate accounts and other relevant records in relation to the Fund in such form as
may be prescribed in consultation with the Comptroller and Auditor General of India.

(5) It shall be competent for the authority or committee appointed under sub-Section (4) to spend
moneys out of the Fund for carrying out the objects for which the Fund has been established.

206. Dividend not to be paid except to registered shareholders or to their order or to their
bankers- (1) No dividend shall be paid by a company in respect of any share therein, except

(@) to the registered holder of such share or to his order or to his bankers; or

(b) in case a share warrant has been issued in respect of the share in pursuance of Section
114, to the bearer of such warrant or to his bankers. '

(2) Nothing contained in sub-Section (1) shall be deemed to require the bankers of a registered
shareholder to make a separate application to the company for the payment of the dividend.

206A. Right to dividend, right shares and bonus shares to be held in abeyance pending
registration of transfer of shares- Where any instrument of transfer of shares has been delivered to
any company for registration and the transfer of such/shares has not been registered by the company,
it shall, notwithstanding anything contained in any other provisions of this Act,

(a) transfer the dividend in relation to such shares to the special account referred to in Section
205A unless the company is authorised by the registered holder of such share in writing to
pay such dividend to the transferee specified in such instrument of transfer; and

(b) keep in abeyance in relation to such shares any offer of rights shares under clause (a) of
sub-Section (1) of Section 81 and any issue of fully paid-up bonus shares in pursuance of
sub-Section (3) of Section 205.

207. Penalty for failure to distribute dividends within thirty days — Where a dividend has been
declared by a company but has not been paid, or the warrant in respect thereof has not been posted,
within thirty days from the date of declaration, to any shareholder entitled to the payment of the
dividend, every director of the company shall, if he is knowingly a party to the default, be punishable
with simple imprisonment for a term which may extend to three years and shall also be liable to a fine
of one thousand rupees for every day during which such default continues and the company shall be
liable to pay simple interest at the rate of eighteen per cent per annum during the period for which such
default continues:
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Provided that no offence shall be deemed to have been committed within the meaning of the foregoing
provisions in the following cases, namely:

(@) where the dividend could not be paid by reason of the operation of any law;

(b) where a shareholder has given directions to the company regarding the payment of the dividend
and those directions cannot be complied with;

(c) where there is a dispute regarding the right to receive the dividend;

(d) where the dividend has been lawfully adjusted by the company against any sum due to it from the
shareholder; or

(e) where, for any other reason, the failure to pay the dividend or to post the warrant within the period
aforesaid was not due to any default on the part of the company.

Companies (Transfer of Profits to Reserves) Rules, 1975
[GSR 426 (E), Dated 24-7-1975]

In exercise of the powers conferred by sub-Section (2A) of Section 205, read with clause (a) of
subSection (1) of Section 642, of the Companies Act, 1956 (1 of 1956), the Central Government
hereby makes the following rules, namely:

Short title
1. These rules may be called the Companies, (Transfer of Profits to Reserves), Rules, 1975.
Percentage of profits to be transferred to reserves

2. No dividend shall be declared or paid by a company for any financial year out of the profits of the
company for that year arrived at after providing for depreciation in accordance with the provisions
of sub-Section (2) of Section 205 of the Act, except after the transfer to the reserves of the
company of a percentage of its profits for that year as specified below:

(i) where the dividend proposed exceeds 10 per cent but not 12.5 per cent of the paid-up
capital, the amount to be transferred to the reserves shall not be less than 2.5 per cent of
the current profits;

(i) where the dividend proposed exceeds 12.5 per cent but does not exceed 15 per cent of the
paid-up capital, the -amount to be transferred to the reserves shall not be less than 5 per
cent of the current profits;

(i) where the dividend proposed exceeds 15 per cent but does not exceed 20 per cent of the
paid-up capital, the amount to be transferred to the reserves shall not be less than 7.5 per
cent of the current profits; and

(iv) where the dividend proposed exceeds 20 per cent of the paid-up capital, the amount to be
transferred to reserves shall not be less than 10 per cent of the current profits.

Conditions governing voluntary transfer of a higher percentage

3. Nothing in rule 2 shall be deemed to prohibit the voluntary transfer by a company of a percentage
higher than 10 per cent of its profits to its reserves for any financial year, so however, that:

()  Where a dividend is declared,

(@) a minimum distribution sufficient for the maintenance of dividends to shareholders at a
rate equal to the average of the rates at which dividends declared by it over the three
years immediately preceding the financial year, or

(b) in a case where bonus shares have been issued in the financial year in which the
dividend is declared or in the three years immediately preceding the financial year, a
minimum distribution sufficient for the maintenance of dividends to share holders at an
amount equal to the average amount (quantum) of dividend declared over the three
years immediately preceding the financial year, is ensured.
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Provided that in a case where the net profits after tax are lower by 20 per cent or more
than the average net profits after tax of the two financial years immediately preceding,
it shall not be necessary to ensure such minimum distribution,

(i) where no dividend is declared, the amount proposed to be transferred to its reserves from
the current profits shall be lower than the average amount of the dividends to the
shareholders declared by it over the three years immediately preceding the financial year.

Penalty

4. If a company fails to comply with any of the provisions contained in these rules, the company and
every officer of the company in default, shall be punishable with fine which may extend to five
hundred rupees, and, where the contravention is a continuing one, with a further fine which may
extend to fifty rupees for every day, after the first, during which such contravention continues.

Companies (Declaration of Dividend out of Reserves) Rules, 1975
[GSR No. 427 (E), Dated 24-7-1975]

In exercise of the powers conferred by sub-Section (3) of Section 205A, read with clause (a) of sub-
Section (1) of Section 642, of the Companies Act, 1956 (1 to 1956), the Central Government hereby
makes the following rules, namely:

Short title
1. These rules may be called the Companies (Declaration of Dividend out of Reserves) Rules, 1975.
Declaration of dividend out of reserves

2. In the event of inadequacy or absence of profits in any year, dividend may be declared by a
company for that year out of the accumulated profits earned by it in previous years and
transferred by it to the reserves, subject to the conditions that—

(i) the rate of the dividend declared shall not exceed the average of the rates at which dividend
was declared by it in the - five years immediately preceding that year or ten per cent of its
paid up capital, whichever is less;

(i) the total amount to be drawn from the accumulated profits earned in previous years and
transferred to the reserves shall not exceed an amount equal to one-tenth of the sum of its
paid-up capital and free reserves and the amount so drawn shall first be utilised to set off the
losses incurred in the financial year before any dividend in respect of preference or equity
shares is declared; and

(i) the balance of reserves after such drawal shall not fall below fifteen per cent of its paid-up
share capital.

Explanation: For the purposes of this rule, "profits earned by a company in previous years and
transferred by it to the reserves" shall mean the total amount of net profits after tax, transferred to
reserves as at the beginning of the year for which the dividend is to be declared; and in computing the
said amount, the appropriations out of the amount transferred from the Development Rebate Reserve
[at the expiry of the period specified under the Income-tax Act, 1961 (43 of 1961) shall be included and
all items of Capital Reserves including reserves created by revaluation of assets shall be excluded.

Insurance Act, 1938
Restriction on dividends and bonuses

49. (1) No insurer, being an insurer specified in sub-clause (a) (ii) or sub-clause (b) of clause (9) of
Section 2, who carries on the business of life insurance or any other class or sub-class of
insurance business to which Section 13 applies, shall, for the purpose of declaring or paying any
dividend to shareholders or any bonus to policy-holders or of making any payment in service of
any debentures, utilize directly or indirectly any portion of the life insurance fund or of the fund of
such other class or sub class of insurance business, as the case may be, except a surplus shown
in the valuation balance-sheet in such form as may be specified by the regulations made by the
Authority submitted to the Authority as part of the abstract referred to in Section 15, as a result of
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an actuarial valuation of the assets and liabilities of the insurer; nor shall he increase such surplus
by contributions out of any reserve fund or otherwise unless such contributions have been
brought in as revenue through the revenue account applicable to that class or sub-class of
insurance business on or before the date of valuation aforesaid, except when the reserve fund is
made up solely of transfers from similar surpluses disclosed by valuations in respect of which
returns have been submitted to the Authority under Section 15 of this Act or to the Central
Government under Section 11 of the Indian Life Assurance Companies Act, 1912 (6 of 1912).

Provided that payments made out of any such surplus in service of any debentures shall not
exceed fifty per-cent of such surplus including any payment by way of interest on the debentures,
and interest paid on the debentures shall not exceed ten per-cent of any such surplus except
when the interest paid on the debentures is offset against the interest credited to the fund or
funds concerned in deciding the interest basis adopted in the valuation disclosing the aforesaid
surplus.

Provided further that the share of any such surplus allocated to or reserved for the shareholders
(including any amount for the payment of dividends guaranteed to them, whether by way of first
charge or otherwise), shall not exceed such sums as may be specified by the Authority and such
share shall in no case exceed ten per-cent of such surplus in case of participating policies and in
other cases the whole thereof.

For the purposes of sub-Section (1), the actual amount of income-tax deducted at source during
the period following the date as at which the last preceding valuation was made and preceding
the date as at which the valuation in question is made may be added to such surplus after
deducing an estimated amount for income-tax on such surplus, such addition and deduction being
shown in an abstract of the report of the actuary referred to in sub-Section (1) of Section 13.

Declaration of interim bonuses

112. Notwithstanding anything to the contrary contained in this Act, an insurer carrying on the business

15.

of life insurance shall be at liberty to declare an interim bonus or bonuses to policy-holders whose
policies mature for payment by reason of death or otherwise during the intervaluation period on
the recommendation of the investigating of actuary made at the last preceding valuation.

The Banking Regulation Act, 1949

Restrictions as to Payment of Dividend

No banking company shall pay any dividend on its shares until all its capitalised expenses
(including preliminary expenses, organisation expenses, share-selling commission, brokerage,
amounts of losses incurred and any other item of expenditure not represented by tangible assets)
have been completely written off.

Notwithstanding anything to the contrary contained in sub-Section (1) or in the Companies Act,
1956 (1 of 1956), a banking company may pay dividends on its shares without writing off

(i) the depreciation, if any, in the value of its investments in approved securities in any case
where such depreciation has not actually been capitalised or otherwise accounted for as a
loss;

(i) the depreciation, if any, in the value of its investments in shares, debentures or bonds (other
than approved securities) in any case where adequate provision for such depreciation has
been made to the satisfaction of the auditor of the banking company;

(i) the bad debts, if any, in any case where adequate provision for such debts has been made
to the satisfaction of the auditor of the banking company.
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17. Reserve Fund

(1) Every banking company incorporated in India shall create a reserve fund and shall, out of the
balance of profit of each year, as disclosed to the profit and loss account prepared under Section
29 and before any dividend is declared, transfer to the reserve fund a sum equivalent to not less
than twenty per cent of such profit.

(1A) Notwithstanding anything contained in sub-Section (1), the Central Government may, on the
recommendation of the Reserve Bank and having regard to the adequacy of the paid-up capital
and reserves of a banking company in relation to its deposit liabilities, declare by order in writing
that the provisions of sub-Section (1) shall not apply to the banking company for such period as
may be specified in the order:

Provided that no such order shall be made unless, at the time it is made, the amount in the reserve
fund under sub-Section (1), together with the amount in the share premium account is not less than the
paid-up capital of the banking company.

(2) Where a banking company appropriates any sum or sums from the reserve fund or the share
premium account, it shall, within twenty-one days from the date of such appropriation, report the
fact to the Reserve Bank, explaining the circumstances relating to such appropriation:

Provided that the Reserve Bank may, in any particular case, extend the said period of twenty-one
days by such period as it thinks fit or condone any delay in the making of such report.

The Regional Rural Banks Act, 1976

21. Disposal of profits- After making provisions for bad and doubtful debts, depreciation in assets,
contributions to staff and super annuation funds and all other matters for which provision is, under
law, necessary or which are usually provided for by banking companies, a Regional Rural Bank
may, out of its net profits, declare a dividend.

The Multi-State Co-Operative Societies Act, 2002

62. Funds not to be divided by way of profit- (1) No part of the funds, other than net profits, of a
multi-State co-operative society shall be divided by way of bonus or dividend or otherwise
distributed among its members.

(2) The net profit of a multi-State co-operative society referred to in subSection (1) in respect of a
society earning profits shall be calculated by deducting from the gross profits for the year, all
interest accrued and accruing in relation to amounts which are overdue, establishment charges,
interest payable on loans and deposits, audit fees, working expenses including repairs, rent,
taxes and depreciation, bonus payable to employees under the law relating to payment of bonus
for the time being in force, and equalization fund for such bonus, provision for payment of income-
tax and making approved donations under the Income-tax Act, 1961 (43 of 1961), development
rebate, provision for development fund, bad debt fund, price fluctuation fund, dividend
equalization fund, share capital redemption fund, investment fluctuation fund, provision for
retirement benefits to employees, and after providing for or writing off bad debts and losses not
adjusted against any fund created out of profit:

Provided that such society may add to the net profits for the year interest accrued in the preceding
years, but actually recovered during the year:

Provided further that in the case of such multi-State co-operative societies, as do not have share
capital, the surplus of income over expenditure shall not be treated as net profits and such surplus
shall be dealt with in accordance with the bye-laws.

63. Disposal of net profits- (1) A multi-State co-operative society shall, out of its net profits in any
year.

(a) transfer an amount not less than twenty-five per cent to the reserve fund;

(b) credit one per cent, to co-operative education fund maintained, by the National Co-operative
Union of India Limited, New Delhi, in the manner as may be prescribed;
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(c) transfer an amount not less than ten per cent, to a reserve fund for meeting unforeseen
losses.

Subject to such conditions as may be prescribed, the balance of the net profits may be utilised for
all or any of the following purposes, namely:

(@) payment of dividend to the members on their paid-up share capital at a rate not exceeding
the prescribed limit;

(b) constitution of, or contribution to, such special funds including education funds, as may be
specified in the bye-laws;

(c) donation of amounts not exceeding five per cent of the net profits for any purpose
connected- with the development of co-operative movement or charitable purpose as defined
in Section 2 of the Charitable Endowments Act, 1890 (6 of 1890);

(d) payment of ex-gratia amount to employees of the multi-State cooperative society to the
extent and in the manner specified in the byelaws.

Investment of funds- A multi-State co-operative society may invest or deposit its funds-

in a co-operative bank, State co-operative bank, co-operative land development bank or Central
co-operative bank; or

in any of the securities specified in Section 20 of the Indian Trusts Act, 1882; or

in the shares or securities of any other multi-State co-operative society or any co-operative
society; or

in the shares, securities or assets of a subsidiary institution or any other institution; or
with any other bank; or
in such other mode as may be provided in the bye-laws.

Explanation: For the purposes of clause (e), "bank" means any banking company as defined in clause
(c) of Section 5 of the Banking Regulation Act, 1949, and includes

(@)
(b)

)

the State Bank of India constituted under the State Bank of India Act, 1955;

a subsidiary bank as defined in clause (k) of Section 2 of the State Bank of India (Subsidiary
Banks) Act, 1959;

a corresponding new bank constituted under Section 3 of the Banking Companies (Acquisition
and Transfer of Undertakings) Act, 1970 (5 of 1970) or a corresponding new bank constituted
under Section 3 of the Banking Companies (Acquisition and Transfer of Undertakings) Act, 1980
(40 of 1980).

Multi-State Co-operative Societies Rules, 2002

24. Distribution of profit to members

(1)

No part of the funds, other than net profits of a multi-State co operative society shall be
distributed by way of bonus or dividend or otherwise among its members.

Payment of dividend to the members on their paid-up share capital shall be as specified in the
bye-laws. .

The bye-laws of a multi-State co-operative society may provide for distribution of patronage bonus
to its members in consonance with the transactions of a member with the society.

Every multi-State Co-operative society may also provide for in their bye-laws the subjects and
purposes for which the reserve fund will be utilised.
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Appendix IV

Substitution of New Schedules for First Schedule and Second Schedule.

For the First Schedule and the Second Schedule to the principal Act, the following Schedules shall be
substituted by The Chartered Accountants(Amendment) Act, 2006 namely:-

THE FIRST SCHEDULE
[See sections 21 (3), 21A(3) and 22]
PART |

Professional misconduct in relation to chartered accountants in practice
A chartered accountant in practice shall be deemed to be guilty of professional misconduct, if he -

(1) allows any person to practice in his name as a chartered accountant unless such person is also a
chartered accountant in practice and is in partnership with or employed by him;

(2) pays or allows or agrees to pay or allow, directly or indirectly, any share, commission or
brokerage in the fees or profits of his professional business, to any person other than a member of the
Institute or a partner or a retired partner or the legal representative of a deceased partner, or a
member of any other professional body or with such other persons having such qualifications as may
be prescribed, for the purpose of rendering such professional services from time to time in or outside
India.

Explanation. - In this item, "partner” includes a person residing outside India with whom a chartered
accountant in practice has entered into partnership which is not in contravention of item (4) of this Part;

(3) accepts or agrees to accept any part of the profits of the professional work of a person who is not
a member of the Institute.

Provided that nothing herein contained shall be construed as prohibiting a member from entering into
profit sharing or other similar arrangements, including receiving any share commission or brokerage in
the fees, with a member of such professional body or other person having qualifications, as is referred
to in item (2) of this Part.

(4) enters into partnership, in or outside India, with any person other than a chartered accountant in
practice or such other person who is a member of any other professional body having such
qualifications as may be prescribed, including a resident who but for his residence abroad would be
entitled to be registered as a member under clause (v) of sub-section (1) of section 4 or whose
qualifications are recognised by the Central Government or the Council for the purpose of permitting
such partnerships;

(5) secures, either through the services of a person who is not an employee of such chartered
accountant or who is not his partner or by means which are not open to a chartered accountant, any
professional business.

Provided that nothing herein contained shall be construed as prohibiting any arrangement permitted in
terms of items (2), (3) and (4) of this Part;

(6) solicits clients or professional work either directly or indirectly by circular, advertisement, personal
communication or interview or by any other means.

Provided that nothing herein contained shall be construed as preventing or prohibiting-

(i) any chartered accountant from applying or requesting for or inviting or securing professional work
from another chartered accountant in practice; or

(i) a member from responding to tenders or enquiries issued by various users of professional
services or organisations from time to time and securing professional work as a consequence;
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(7) advertises his professional attainments or services, or uses any designation or expressions other
than chartered accountant on professional documents, visiting cards, letter heads or sign boards,
unless it be a degree of a University established by law in India or recognised by the Central
Government or a title indicating membership of the Institute of Chartered Accountants of India or of any
other institution that has been recognised by the Central Government or may be recognised by the
Council.

Provided that a member in practice may advertise through a write up, setting out the services provided
by him or his firm and particulars of his firm subject to such guidelines as may be issued by the
Council;

(8) accepts a position as auditor previously held by another chartered accountant or a certified
auditor who has been issued certificate under the Restricted Certificate Rules, 1932 without first
communicating with him in writing;

(9) accepts an appointment as auditor of a company without first ascertaining from it whether the
requirements of section 225 of the Companies Act, 1956 (1 of 1956) in respect of such appointment
have been duly complied with;

(10) charges or offers to charge, accepts or offers to accept in respect of any professional employment,
fees which are based on a percentage of profits or which are contingent upon the findings, or results of such
employment, except as permitted under any regulation made under this Act;

(11) engages in any business or occupation other than the profession of chartered accountant unless
permitted by the Council so to engage.

Provided that nothing contained herein shall disentitie a chartered accountant from being a director of a
company (not being a managing director or a wholetime director) unless he or any of his partners is
interested in such company as an auditor;

(12) allows a person not being a member of the Institute in practice, or a member not being his partner
to sign on his behalf or on behalf of his firm, any balance-sheet, profit and loss account, report or
financial statements.

PART ||
Professional misconduct in relation to members of the Institute in service

A member of the Institute (other than a member in practice) shall be deemed to be guilty of
professional misconduct, if he being an employee of any company, firm or person-

(1) pays or allows or agrees to pay directly or indirectly to any person any share in the emoluments of
the employment undertaken by him;

(2) accepts or agrees to accept any part of fees, profits or gains from a lawyer, a chartered
accountant or broker engaged by such company, firm or person or agent or customer of such
company, firm or person by way of commission or gratification.

PART IlI
Professional misconduct in relation to members of the Institute generally

A member of the Institute, whether in practice or not, shall be deemed to be guilty of professional
misconduct, if he-

(1) not being a fellow of the Institute, acts as a fellow of the Institute;

(2) does not supply the information called for, or does not comply with the requirements asked for, by the
Institute, Council or any of its Committees, Director (Discipline), Board of Discipline, Disciplinary Committee,
Quality Review Board or the Appellate Authority;
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(3) while inviting professional work from another chartered accountant or while responding to tenders or
enquiries or while advertising through a write up or anything as provided for in items (6) and (7) of Part | of
this Schedule, gives information knowing it to be false.

PART IV
Other misconduct in relation to members of the Institute generally
A member of the Institute, whether in practice or not, shall be deemed to be guilty of other misconduct, if he-

(1) s held guilty by any civil or criminal court for an offence which is punishable with imprisonment for a
term not exceeding six months;

(2) inthe opinion of the Council, brings disrepute to the profession or the Institute as a result of his action
whether or not related to his professional work.

THE SECOND SCHEDULE

[See sections 21 (3), 21B (3) and 22]

PART |

Professional misconduct in relation to chartered accountants in practice

A chartered accountant in practice shall be deemed to be guilty of professional misconduct, if he-

(1) discloses information acquired in the course of his professional engagement to any person other than
his client so engaging him, without the consent of his client or otherwise than as required by any law for the
time being in force;

(2) certifies or submits in his name, or in the name of his firm, a report of an examination of financial
statements unless the examination of such statements and the related records has been made by him or by
a partner or an employee in his firm or by another chartered accountant in practice;

(3) permits his name or the name of his firm to be used in connection with an estimate of earnings
contingent upon future transactions in a manner which may lead to the belief that he vouches for the
accuracy of the forecast;

(4) expresses his opinion on financial statements of any business or enterprise in which he, his firm, or a
partner in his firm has a substantial interest;

(5) fails to disclose a material fact known to him which is not disclosed in a financial statement, but
disclosure of which is necessary in making such financial statement where he is concerned with that
financial statement in a professional capacity;

(6) fails to report a material misstatement known to him to appear in a financial statement with which he is
concerned in a professional capacity;

(7) does not exercise due diligence, or is grossly negligent in the conduct of his professional duties;

(8) fails to obtain sufficient information which is necessary for expression of an opinion or its exceptions
are sufficiently material to negate the expression of an opinion;

(9) fails to invite attention to any material departure from the generally accepted procedure of audit
applicable to the circumstances;

(10) fails to keep moneys of his client other than fees or remuneration or money meant to be expended in
a separate banking account or to use such moneys for purposes for which they are intended within a
reasonable time.
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PART Il
Professional misconduct in relation to members of the Institute generally

A member of the Institute, whether in practice or not, shall be deemed to be guilty of professional
misconduct, if he-

(1) contravenes any of the provisions of this Act or the regulations made thereunder or any guidelines
issued by the Council;

(2) being an employee of any company, firm or person, discloses confidential information acquired in the
course of his employment except as and when required by any law for the time being in force or except as
permitted by the employer;

() includes in any information, statement, return or form to be submitted to the Institute, Council or any of
its Committees, Director (Discipline), Board of Discipline, Disciplinary Committee, Quality Review Board or
the Appellate Authority any particulars knowing them to be false;

(4) defalcates or embezzles moneys received in his professional capacity.

PART IIl
Other misconduct in relation to members of the Institute generally

A member of the Institute, whether in practice or not, shall be deemed to be guilty of other misconduct, if he
is held guilty by any civil or criminal court for an offence which is punishable with imprisonment for a term
exceeding six months.

Appendix V

Text of Companies (Auditor’s Report) Order, 2003{after incorporating the amendments made by the
Companies (Auditor's Report) (Amendment) Order, 2004° dated 25t November, 2004}

Short title, application and commencement.
(1) This order may be called the Companies (Auditor's Report) Order, 2003.

(2) It shall apply to every company including a foreign company as defined in section 591 of the Act,
except the following:

() aBanking company as defined in clause (c) of section 5 of the Banking Regulation Act, 1949
(10 of 1949);

(i) aninsurance company as defined in clause (21) of section 2 of the Act;
(i) a company licensed to operate under section 25 of the Act; and

(iv) a private limited company with a paid up capital and reserves not more than rupees fifty lakh
and which does not have loan outstanding exceeding rupees twenty five lakh from any bank
or financial institution and does not have a turnover exceeding rupees five crore at any point
of time during the financial year.

(3) It shall come into force on the 1st day of July, 2003.

2. Definitions - In this Order, unless the context otherwise requires,-
(@) “Act” means the Companies Act, 1956 (1 of 1956);

(

b) “chit fund company”, “nidhi company” or “mutual benefit company” means a company engaged
in the business of managing, conducting or supervising as a foreman or agent of any transaction
or arrangement by which it enters into an agreement with a number of subscribers that every one
of them shall subscribe to a certain sum of instalments for a definite period and that each
subscriber, in his turn, as determined by lot or by auction or by tender or in such other manner as
may be provided for in the agreement, shall be entitled to a prize amount, and includes

® DCA’s notification number GSR/766(E).
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companies whose principal business is accepting fixed deposits from, and lending money to,

members;

3. Auditor’s report to contain matters specified in paragraphs 4 and 5. — Every report made by
the auditor under section 227 of Act, on the accounts of every company examined by him to which this
Order applies for every financial year ending on any day on or after the commencement of this Order,
shall contain the matters specified in paragraphs 4 and 5.

4. Matters to be included in the auditor’s report. - The auditor’'s report on the account of a
company to which this Order applies shall include a statement on the following matters, namely :-

0 (@

(b)

(i) (a)

(iii) (a)

@

whether the company is maintaining proper records showing full particulars, including
quantitative details and situation of fixed assets;

whether these fixed assets have been physically verified by the management at
reasonable intervals; whether any material discrepancies were noticed on such
verification and if so, whether the same have been properly dealt with in the books of
account;

if a substantial part of fixed assets have been disposed off during the year, whether it
has affected the going concern;

whether physical verification of inventory has been conducted at reasonable intervals
by the management;

are the procedures of physical verification of inventory followed by the management
reasonable and adequate in relation to the size of the company and the nature of its
business. If not, the inadequacies in such procedures should be reported,;

whether the company is maintaining proper records of inventory and whether any
material discrepancies were noticed on physical verification and if so, whether the
same have been properly dealt with in the books of account;

has the company granted any loans, secured or unsecured to companies, firms or other
parties covered in the register maintained under section 301 of the Act. If so, give the
number of parties and amount involved in the transactions; and

whether the rate of interest and other terms and conditions of loans given by the
company, secured or unsecured, are prima facie prejudicial to the interest of the
company; and;

whether receipt of the principal amount and interest are also regular; and

if overdue amount is more than rupees one lakh, whether reasonable steps have been
taken by the company for recovery of the principal and interest;

has the company taken any loans, secured or unsecured from companies, firms or
other parties covered in the register maintained under section 301 of the Act. If so, give
the number of parties and the amount involved in the transactions; and

whether the rate of interest and other terms and conditions of loans taken by the
company, secured or unsecured, are prima facie prejudicial to the interest of the
company; and

whether payment of the principal amount and interest are also regular.

(iv) is there an adequate internal control system commensurate with the size of the company
and the nature of its business, for the purchase of inventory and fixed assets and for the sale
of goods and services. Whether there is a continuing failure to correct major weaknesses in
internal control system

V) (@

whether the particulars of contracts or arrangements referred to in section 301 of the
Act have been entered in the register required to be maintained under that section; and
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(o) whether transactions made in pursuance of such contracts or arrangements have been
made at prices which are reasonable having regard to the prevailing market prices at
the relevant time;

(This information is required only in case of transactions exceeding the value of five lakh
rupees in respect of any party and in any one financial year).

in case the company has accepted deposits from the public, whether the directives issued by
the Reserve Bank of India and the provisions of sections 58A, 58AA or any other relevant
provisions of the Act and the rules framed there under, where applicable, have been
complied with. If not, the nature of contraventions should be stated; If an order has been
passed by Company Law Board or National Company Law Tribunal or Reserve Bank of India
or any Court or any other Tribunal whether the same has been complied with or not?

in the case of listed companies and/or other companies having a paid-up capital and
reserves exceeding Rs.50 lakhs as at the commencement of the financial year concerned, or
having an average annual turnover exceeding five crore rupees for a period of three
consecutive financial years immediately preceding the financial year concerned, whether the
company has an internal audit system commensurate with its size and nature of its business;

(viii) where maintenance of cost records has been prescribed by the Central Government under

(ix)

(xi)

(i)

clause (d) of sub-section (1) of section 209 of the Act, whether such accounts and records
have been made and maintained;

(a) is the company regular in depositing undisputed statutory dues including Provident
Fund, Investor Education and Protection Fund, Employees’ State Insurance, Income-
tax, Sales-tax, Wealth Tax, Service Tax, Custom Duty, Excise Duty, cess and any other
statutory dues with the appropriate authorities and if not, the extent of the arrears of
outstanding statutory dues as at the last day of the financial year concerned for a
period of more than six months from the date they became payable, shall be indicated
by the auditor.

(b) in case dues of Income tax/ Sales tax /Wealth tax/ Service tax/ Custom duty/ Excise
duty/ cess have not been deposited on account of any dispute, then the amounts
involved and the forum where dispute is pending shall be mentioned.

(A mere representation to the Department shall not constitute a dispute).

whether in case of a company which has been registered for a period not less than five
years, its accumulated losses at the end of the financial year are not less than fifty per cent
of its net worth and whether it has incurred cash losses in such financial year and in the
immediately preceding financial year;

whether the company has defaulted in repayment of dues to a financial institution or bank or
debenture holders? If yes, the period and amount of default to be reported;

whether adequate documents and records are maintained in cases where the company has
granted loans and advances on the basis of security by way of pledge of shares, debentures
and other securities; If not, the deficiencies to be pointed out.

(xiii) whether the provisions of any special statute applicable to chit fund have been duly complied

with? In respect of nidhi/ mutual benefit fund/societies;

(@) whether the net-owned funds to deposit liability ratio is more than 1:20 as on the date
of balance sheet;

(o) whether the company has complied with the prudential norms on income recognition
and provisioning against sub-standard/doubtful/loss assets;

() whether the company has adequate procedures for appraisal of credit
proposals/requests, assessment of credit needs and repayment capacity of the
borrower;
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(d) whether the repayment schedule of various loans granted by the nidhi is based on the
repayment capacity of the borrower;

(xiv) if the company is dealing or trading in shares, securities, debentures and other investments,
whether proper records have been maintained of the transactions and contracts and whether
timely entries have been made therein; also whether the shares, securities, debentures and
other investments have been held by the company, in its own name except to the extent of
the exemption, if any, granted under section 49 of the Act;

(xv) whether the company has given any guarantee for loans taken by others from bank or
financial institutions, the terms and conditions whereof are prejudicial to the interest of the
company;

(xvi) whether term loans were applied for the purpose for which the loans were obtained,;

(xvii)whether the funds raised on short-term basis have been used for long term investment; If
yes, the nature and amount is to be indicated;

(xviii)whether the company has made any preferential allotment of shares to parties and
companies covered in the Register maintained under section 301 of the Act and if so
whether the price at which shares have been issued is prejudicial to the interest of the
company;

(xix) whether security or charge has been created in respect of debentures issued?

(xx) whether the management has disclosed on the end use of money raised by public issues
and the same has been verified;

(xxi) whether any fraud on or by the company has been noticed or reported during the year; If
yes, the nature and the amount involved is to be indicated.

5. Reasons to be stated for unfavourable or qualified answers. Where, in the auditor’s report,
the answer to any of the questions referred to in paragraph 4 is unfavourable or qualified, the auditor's
report shall also state the reasons for such unfavourable or qualified answer, as the case may be.
Where the auditor is unable to express any opinion in answer to a particular question, his report shall
indicate such fact together with the reasons why it is not possible for him to give an answer to such
question.
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PAPER -4 : CORPORATE LAWS AND SECRETARIAL PRACTICE

QUESTIONS

COMPANIES ACT, 1956

1.

A Public Limited Company Ltd. went in for public issue of equity shares and for this purpose it
paid brokerage to a share broking company in which one of the directors of the company is a
director holding certain interest in the shareholding. State, in this connection whether the
concerned director should disclose his interest in the share broking company? What would be the
position if the company already knew of the fact? Will it make any difference, if the said director
acted as a broker between the transacting parties?

A scheme of merger of XYZ Ltd with ABC Ltd was approved by the shareholders at an
extraordinary general meeting and the exchange ratio of 3 shares of ABC Ltd for 20 shares in
XYZ Ltd was approved. The proposal was also okayed by a lending financial institution which
held 45% shares in XYZ Ltd The valuation was carried out by one of the directors of XYZ Ltd who
is a member of the Institute of Chartered Accountants of India. The valuation was affirmed by
three independent valuers nominated by the shareholders in general meeting. However, certain
leaseholder properties, under license, which were not transferable, were not taken into account in
the valuation. While the scheme was awaiting the Court's sanction, it was challenged by certain
shareholders on the ground that the exclusion of leasehold assets in the valuation made the
scheme 'Unfair'. Decide giving reasons:

(i)  Whether the contention of the shareholders is tenable?
(i) What factors would the Court take into account in approving the exchange ratio?

Alpha Ltd. and Beta Ltd. entered into a scheme of amalgamation by which Alpha Ltd. would
transfer its entire undertaking to Beta Ltd. However, the Central Government raised an objection
that unless the objects clause of the companies are similar, and memorandum empowers to do
so, the scheme of amalgamation cannot be permitted. Is the contention of the Central
Government correct?

A meeting of the Board of Directors of a company was convened to be held on 15th December,
2006, but the meeting could not be held for want of quorum. The last meeting of the Board of
Directors was held on 16th August, 2006. Advise in the light of provisions contained in the
Companies Act, 1956, whether contravention was made?

A company wants to have a system of appointment of director once in every three years. What
system you would suggest to the company keeping in view of the relevant provision, if any,
contained in the Companies Act, 1956.

The Directors of Zee Ltd desire to authorise the MD to enter into the following transactions
namely- (a) invest from time to time surplus funds in the purchase of shares of other companies;
(b) borrow from banks money required for the purpose; (c) give loans to person, including firms in
which directors or their relatives are partners; (d) give donations to charitable trusts in which any
of the directors may be interested as trustees. Advise.

A group of members seeking relief for the prevention of oppression and mismanagement against
the affairs of the company wants to file a composite and simultaneous petition for relief against
oppression and mismanagement as well for winding up of the company.? Advise the members in
the light of provisions of the Companies Act, 1956 and decided case law, if any, whether such a
petition maintainable.

Is a director bound to attend all the meetings of the Board? What would be the position under the
Companies Act, 1956 in respect of a director who did not attend or absents himself from three
consecutive meetings of the Board or from all meetings of the Board?

An employee who was given residential premises by the company died while in service.
Subsequently, the company gave some time to the widow of the employee to vacate the flat.
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However, it was contended by the widow that legal heirs are not bound to return the possession
of the flat. Is it a wrongful withholding of company's property?

The Articles of association of XY Ltd provide for five directors and all are in positions. How many
directors are liable to retire at the ensuing Annual General Meeting? Will it make any difference if
Mr. X, a whole time director is not liable to retire by rotation? Explain

(a) What are the books of account to be maintained under the Companies Act, 1956 by a foreign
company having established a place of business within India? Who can inspect the books of
account of such companies?

(b) What is the meaning of “Public Interest” and its relevance under the Companies Act in
matters relating to the transfer of Shares? What is the role of the Company Law Board in
this regard?

Mr Ever was appointed as Managing Director for life by the Articles of Association of a private
company incorporated on 1st June 1970. The articles also empowered him to appoint a
successor. Mr Ever appointed, by will, Mr Sure to succeed him after his death. Answer the
following:

(i) Can 'Mr Sure succeed Mr Ever as Managing Director after the death of Mr Ever?

(i) s it possible for the company in general meeting to remove Mr Ever from his office of
directorship during his lifetime?

The Board of Directors of All Products Ltd having a paid-up share capital of Rs.40 lakhs
appointed Sole Products Ltd. as sole selling agent for a period of 5 years with effect from 1st April,
2006 and the said appointment was approved by the company in the next Annual General
Meeting held on 30t September, 2006. The Directors of Y Ltd." were holding fully paid up shares
of face value of Rs.3 lakhs in "X’ Ltd. Answer the following explaining the relevant provisions of
the Companies Act, 1956:

(i) s the appointment of the sole selling agent in order?

(i) Would your answer be different if both are private companies or if the director of Y Ltd.,
acquired the aforesaid shares in X Ltd on 1st September 2006.

XYZ Co. Limited has its subsidiary company PRM Ltd, which is formed to carry out some of the
objectives of XYZ Co. Limited. XYZ Ltd suspends one of its several businesses, by passing a
resolution at the company's extraordinary general meeting, with effect from Ist January 2006. The
business so suspended continues to be suspended until March 2006. On Ist April 2006, a group
of shareholders of XYX Ltd file a petition in the court for winding of the company on the ground of
suspension of business by the company.

Referring to the provisions of the Companies Act, 1956, decide:
(1) Whether the shareholders’ contention shall be tenable?
(2) What would be your answer in case XYZ Ltd suspends all its business?

(3) Can shareholders of PRM Ltd. File a petition in the court for winding up of their company
(PRM Ltd) on the ground that the holding company viz., XYZ Ltd has suspended its entire
business, though PRM Ltd. has not suspended business?

(@) A group of shareholders consisting of 25 members decide to file a petition before the
Company Law Board for relief against oppression and mismanagement by the Board of
Directors of M/s Fly By Night Operators Ltd. The company has a total of 300 members and
the group of 25 members holds one —tenth of the total paid —up share capital accounting for
one-fifteenth of the issued share capital. The main grievance of the group is the due to
mismanagement by the board of directors, the company is incurring losses and the company
has no declared any dividends even when profits were available in the past years for
declaration of dividend. Advise the group of shareholders regarding the success of (i) getting
the petition admitted and (I1) obtaining relief from the Company Law Board.
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(b) After serious disagreement and difference of opinion among the shareholders of the
company in the last annual general meeting, some of the directors took the steps as noted
below. Discuss the validity and effect of the following:

(i)  Mr. John, the managing director sends his notice of registration.
(i) Mr. Paul, an ordinary director verbally resigns and not in writing.

(iii) Mr. David, another ordinary director had sent his resignation, but withdrew it before the
board meeting was held for accepting his resignation.

M/s ABC Ltd. was incorporated on 1st January 2004. On 1st November 2006 a political party
approaches the company for a contribution of Rs. Ten lakhs for political purpose. Advise in
respect of the following:

(i) Isthe company legally authorised to give this political contribution?
(i) Will it make any difference, if the company was in existence on 1st October 2003?
(i) Can the company be penalised for defiance of Rules of this regard?

Considering the provisions of the Companies Act, 1956, advise a foreign company on filing of
World Accounts’ and the ‘Indian Business Accounts’ with the Registrar of Companies in India?

A Public Company sought extension of time from the ROC for holding AGM upto a period of 3
months and it was granted. However, when the AGM was held and the accounts were presented,
it was found that the annual accounts were upto a period beyond which it is permissible. The
Company contended that since ROC granted extension of time for holding AGM upto a period of 3
months, the same would also be applicable for presentation of accounts as well. Referring to the
relevant provisions of the Companies Act, 1956, whether the contention of the company shall/may
hold good?

A public company is contemplating setting up an Audit Committee as a part of good corporate
governance. Advise the company on the Constitution, Composition, Terms of Reference and the
Role of Audit Committee. In your opinion, whether setting up of such an Audit Committee is
supplementary or complimentary to the Board.

State whether the acts done by the Board meeting be invalid if it was found afterwards that there
was some defect in the appointment of directors or any person acting as a director?

The Board meeting of Enterprise Governance Ltd. has the following schedules:

1st Meeting 1st January, 2007
2nd Meeting 30t June, 2007
31d Meeting 1st July, 2007.
4th Meeting 31st December, 2007.

State whether the Board Meetings are as per order/compliance with the provisions of the
Companies Act, 1956. What would be your views if the meeting to be held on 30t June, 2007
gets adjourned due to lack of quorum?

FOREIGN EXCHANGE MANAGEMENT ACT, 1999

22.

23.
24,

Joy is a Japanese company having several business units all over the world. It has a robotic unit
with its head quarter in Mumbai and has a branch in Singapore. Headquarters at Mumbai controls
the branch of robotic unit. What would be the residential status of robotic unit in Mumbai and that
of the Singapore branch?

Explain the compounding offences under the FEMA, 1999?

The following are various types of capital account transactions of which specify, the nature of
transaction as whether it is permissible or where restrictions cannot be imposed or transactions
are altogether prohibited:

(@) For amortisation of loan.
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(b) A person resident outside India for making investments in chit fund.
(c) Investment by a person resident in India in foreign securities.

(d) Maintenance of foreign currency accounts in India and outside India by a person resident in
India.

(e) Trading in transferable Development Rights (TDR’s) by a person resident outside India

State whether are following transactions under act are prohibited/ require prior approval of the
Government /RBI for drawal of foreign exchange.

(@) Remittance out of lottery winnings.

(b) Payment related to call back services of telephone.

(c) Remittance under technical collaboration agreements.

(d) Remittance of prize money / sponsorship of sports activity abroad.

State whether the following transactions under the Act is prohibited/or permitted. If permitted,
state from whom approval is required for drawal of foreign exchange?

(@) Investment in agricultural or plantation activities.

(b) Cultural tours.

(c) Release of foreign exchange for attending conferences or medical check-up abroad.
(d) Release of foreign exchange on account of private visit to abroad.

(e) Release of foreign exchange for studies abroad.

COMPETITION ACT, 2002

27.

The Association of Truck Operators of India by agreement insisted that members of the
association shall not deal with the non-members in transportation of goods. The Association
claims that this agreement is entered for the welfare of trade and not for any other purpose. In
your opinion whether the agreement would be under the purview of the Competition Act, 2002.
Whether your answer would be different if the association attempts to control the provisioning of
services rendered by its members?

SCRA, 1956

28.

29.

Kutch Stock Exchange is an Association of Persons, registered and recognized under the
Securities Contracts (Regulation) Act, 1956. The Central Government wants that persons should
manage the stock exchange that does not have role that of a trading or a clearing member and
that the stock exchange should be corporatised and de-mutualised. Advise the stock exchange as
to how it should reorganize as per the latest amendments in the Securities Contracts (Regulation)
Act, 1956.

(i) Delhi Stock Exchange wants to establish additional Trading Floor. Explain briefly the
meaning of and procedure for establishing additional Trading Floor.

(i) Complaints of unethical practices have been received against members of the Governing
Body of a Recognized Stock Exchange. Examine whether the Government has any power to
take action against the Governing Body of the said exchange.

SEBI, ACT, 1992

30.

3L

What are the penalties prescribed in respect of the following:

(@) For failure to furnish information, return, etc.,

(b) For failure by any person to enter into agreement with clients.
(c) For failure to redress Investors’ Grievances.

What are the penalties for the following?

(@) For Insider Trading.
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(b) For Non-disclosure of acquisition of shares and take-over.
(e) Exchange facilities for going abroad for employment.

(f)  Exchange facilities for emigration.

State in brief the SEBI guidelines to the following:

(a) Differential pricing and Price Band.

(b) Pre-issue obligations with reference to documents to be submitted along with offer document by
lead manager.

c) Stock market data.

(

(d) Promise Vs. Performance.

(e) Reservation for small individual application.
(

f)  Guidelines on advertisements.

State in brief the guidelines to the following
(@) Green shoe option.

(b) E-IPO.

(c) Book building process.

SUGGESTED HINTS/ANSWERS

According to Section 297 of the Companies Act, 1956, a director of the company or his relative, a
firm in which such a firm or a private company of which the director is a member or director, must
not enter into contracts with company for the sale, purchase, or supply of goods, materials or
services or for underwriting shares or debentures except with the consent of the Board of
Directors [Sub-section (1)]. If the company is having a paid-up capital of Rs.1 crore or more no
such contract shall be entered into except with the previous approval of the Central Government.
The consent of the Board is deemed to have been given only if it is accorded by a resolution of
the Board and not otherwise, either before or within three months of the date of entering into the
contract. [Sub-Section (4)].

In view the legal position as stated above, the appropriate brokerage can be paid to the broking
firm if the contract had been entered into with the consent of the Board of Directors. The director
in question is to disclose his concern or interest at the first meeting of the Board meeting held
after the director becomes concerned or interested in the contract. A general notice given in this
regard to the Board is deemed to be sufficient disclosure of his concern or interest, if either it is
given at the meeting of the Board of directors concerned or he takes reasonable steps to ensure
that it is brought up and read at the first meeting of the Board after it is given.

The terms 'disclosure’ means to make others aware of something which they are not aware. The
disclosure of interest by a director has been provided in Section 299 only with a view to know that
the director occupies a fiduciary position in the company should disclose his interest in any
arrangement or contract either directly or indirectly so that the company or for his own benefit.
When the board is aware of the fact of the interest of a director in a particular transaction, it would
not be necessary for such a director to formerly disclose his interest. [Ramakrishna Rao v.
Bangalore Race Club, 40, The Companies Act,1956. Case 6741 (Mysore). A Sivasailam v.
Registrar of Companies [C.A. No. 11/621A/SRB/94 decided on 31.5.94 (CLB)].

(i) The contention of the shareholders in this case shall not be tenable. The court is not to
disturb a scheme unless the person who challenges the valuation satisfies the court that the
valuation arrived at was grossly unfair. Valuation in this case was approved by the
shareholders and also okayed by the lending institution(s) which are usually well-informed
and scrutinize the scheme with expert's eye and which are also presumed to act bonafide. In
the similar case of Tata Oil Mills Ltd. Re. (1994), the court held that the presumption of
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fairness was writ large on the face of the scheme. The Court did not attach importance to the
fact that certain leasehold assets and properties held under license were excluded from
valuation. Such assets, the court said, were neither transferable nor heritable. They are in
the nature of a personal privilege. The Supreme Court affirmed this decision in Hindustan
Lever Employee's Union v. Hindustan Lever Ltd., (1994) and accepted the exchange ratio
proposed. The Supreme Court found no objection to the valuation being done by one of the
directors of TOMCO (XYZ Co. in this case). His report did not show any prejudice and was
also affirmed by the independent valuers. Supreme Court also enumerated all the possible
methods of valuation such as, market price, book value and yield basis and pointed out that
a combination of all or some of the methods, may have to be adopted in circumstances of a
particular case. Thus based on the above explanation and the decisions given by the
Supreme Court, it can be concluded that the contention of the shareholders that the
exclusion of certain leasehold assets in the valuation has made the scheme unfair, shall not
be tenable.

(i) The court would take into account the following factors in determining the final share
exchange ratio:

1. The stock exchange prices of the shares of the two companies before the
commencement of negotiations or the announcement of the bid.

The dividends presently paid on the shares of the two companies.
The relative growth prospects of the two companies.

The cover for the present dividends of the two companies.

The relative gearing of the shares of the two companies.

The values of the net assets of the two companies.

N e a k~ wDd

The voting strength in the merged enterprise of the shareholders of the two
companies.

8.  The past history of the prices of the shares of the companies.

The power to amalgamate may flow from the memorandum or it may be acquired by resorting to
the statute. Section 17 of the Companies Act, 1956 indicates that a company which desires to
amalgamate with another company will take necessary steps to come before a court for alteration
of its memorandum in aid of such amalgamation. The statute confers a right on a company to alter
its memorandum in aid of amalgamation with another company. The provisions contained in
sections 391 to 396 and 494, illustrate instances of statutory power of amalgamating a company
with another company without any specific power in the memorandum. [Hari Krishna Lokia (v)
Hoolungooree Tea Co. Ltd, 1996].

Section 391 is not only a complete code, but it is in the nature of a single window clearance
system to ensure that parties are not put to avoidable, unnecessary and cumber some procedure
for making repeated applications to court for various alterations and changes. What is to be seen
is the over all fairness mid feasibility of scheme of amalgamation and there need not be any
‘unison of objects of both transferor and the transferee company. [R Morarjee Goku/das spg. &
wrg. Co., 1995].

To amalgamate with another company is the power of the company and not an object of the
company. [Re. Hari Krishna Lohia, 1996]. Irrespective of the objects clause, the court is
empowered to sanction scheme of amalgamation provided it does not prejudice the interest of the
public. Therefore, based on the above judicial rulings, the contention of the central government is
not correct. [Golkunda Engg. Enterprises Ltd (v) the G. V. Ltd, 1997J.

As per Section 288, of the Companies Act, 1956 if a meeting of the Board could not be held for
want of quorum, then unless the articles provide otherwise, the meeting shall automatically stand
adjourned to, the same day in the next week, at the same time and place or if that day is a public
holiday till the next succeeding day which is not a public holiday. Sub-section (2) of Section 288
further provides that the provisions of Section 285 shall not be deemed to have been contravened
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merely by reasons of the fact that meeting of the Board which has been called in compliance with
the terms of that section, could not be held for want of quorum.

If the articles of a public company or a private company which is subsidiary of a public company
may adopt the principal of proportional representation for appointing not less than 2/31d if the total
number of the directors, whether by a single transferable vote or by a system of of cumulative
voting or otherwise. In such a case, appointments will be so made once in every three years and
interim casual vacancies will be filled in conformity with the provisions of Section 262 and 265.
Cumulative voting denotes that if there are five candidates or distribute his five votes. He can
cast all the five votes in favour of one candidate or distribute his five vote among different
candidates. This system of voting ensures that the Board will have fair representation of the
minority interest.

(a) Although Section 292 empowers the Board of Directors of a company to delegate to the
Managing Directors the power to invest, in general terms, the funds of the company,
nevertheless because of the overriding provisions of Section 372(5), the transaction in the
instant case would be invalid. Section 372(5) provides that no investment in shares of a
company can be made by the Board of Directors of an investing company in pursuance of
sub-section (2), unless it is sanctioned by a resolution passed at a meeting of the Board with
the consent of all the directors present at the meeting except those not entitled to vote
thereat, and unless further notice of the resolution to be moved at the meeting has been
given to every director in the manner specified in Section 286. Since Section 372 does not
provide for delegation of the power, the proposed delegation to be Managing Director in
question, notwithstanding the general provision of Section 292, cannot be made.

(b) In terms of Section 292 the Board of Directors may also delegate to the Managing Director
the power to borrow money otherwise than on debentures which it can exercise only by
means of resolutions passed at Board meetings. As per Explanation to Section 292(1), it is
the arrangement for an overdraft or cash credit that constitutes the exercise of the borrowing
power and not the actual utilisation of the arrangement. In other words, an arrangement for
an overdraft or cash credit to the tune of say Rs.5 lakhs constitutes the exercise of the
borrowing power and not the actual drawing of this amount on the basis of the overdraft or
cash credit. Consequently, the transaction in the instant case shall be valid. But before
implementation of the proposal, the Board must pass a resolution at its meeting authorising
the Managing Directors to borrow from banks money required for the purpose of the
company's business. Also the resolution delegating this power shall specify the total amount
outstanding at any one time up to which money may be borrowed by the delegate.

If, however, the moneys to be borrowed together with the money already borrowed by the
company (apart from temporary loans obtained from the Company's bankers in the ordinary
course of business) will exceed the aggregate of the paid up capital of the company and its
free reserves, [that is to say, reserves not set apart for any specific purpose] the Board of
Directors of the company in question must obtain the consent of the company in its general
meeting. Consequently, care should be taken to ensure that while delegating the power to
the managing director the aforesaid provision has not been violated; also it should be
ensured that the memorandum of association permits borrowing.

(c) Since according to Section 295(1), without obtaining prior approval of the Central
Government in that behalf, a company can not directly or indirectly lend money to persons
including firms, in which directors or their relatives are partners, the company in question
must in the first instance seek the Central Government's approval. Secondly, since the
power to make loans may be delegated under Section 292(1)(e), the Board of Directors of
the company in question must pass a resolution therefor and every resolution delegating this
power to the Managing Director shall specify the total amount up to which loans may be
made by the delegate, the purpose for which loans may be made and the maximum amount
of loans which may be made for each such purpose in individual cases. Thirdly, by virtue of
Section 291(1), the Board must see with reference to the memorandum and articles whether
the company is authorised to exercise the power.
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(d) Under Section 293(1)(e), the Board of Directors of a public company can contribute or
donate to charitable and other funds not directly related to the business of the company or
the welfare of its employees any amount the aggregate of which will not, in any financial
year exceed Rs.50,000 or 5% of its average net profits during the three financial years
preceding whichever is greater. If this power of the company is not ultra virus the
memorandum of the company, then only the Board can act in pursuance of the above-
mentioned resolution of the company and in so acting, it can authorise the Managing
Director to exercise the power on behalf of the Board.

It may be noted that the power of the Board to donate to general charities is not conditional
to the existence of any profits. In such case, they may contribute up to the limit given in
Section 293(1)(e)

The Madhya Pradesh High Court in Kilpest (P) Ltd. v. Shekhar Mehra (supra) held that the
petition, if initially made under Sections 397 and 398, cannot be converted into a winding up
petition under section 433(f) and even no composite petition can be filed.

The aforesaid decision of the Madhya Pradesh High Court was overruled by the Supreme Court in
Worldwide Agencies (P) Ltd. v. Mrs. Margaret T. Desor [1990] 67 The Comp.Cas. 607(SC). The
Supreme Court in this case observed that "though there may be some differences in the
procedure to be adopted, it is not such which is irreconcilable and cannot simultaneously be gone
into. The Supreme Court held that "a composite petition under sections 397, 398 and 433(f) of
the Act is maintainable.”

No, he is not so bound. But nonetheless be will be guilty of breach of duty if he fails to attend the
Board meetings with reasonable regularity without sufficient cause being shown for non-
attendance. Willful non-attendance on his part may give rise to his liability of ground of
negligence if it is patently prejudicial either to the company or to the general body of
shareholders. Fairly, frequent absence from the Board meeting may however, be excused if the
entire control is exercised by a single director or if the Board is pretty large in number [Re.
Denham & Co. D25 Ch. D. 752; Marquis of Bute's case (1892) 2 Ch. 100]. The fewer the
directors, the more onerous is the duty to attend.

Although a director need not attend each Board meeting unless the articles provide otherwise, yet
his continuous non-attendance say two attendances followed by two non-attendances, again
followed by one attendance and so forth just by way of a guard against infringement of provision
of Section 283(1)(g) may render him guilty of breach of trust which may be committed by other
directors.

It is true that Section 285 does not prescribe any penalty for non-compliance with the
requirements of the Section. Nevertheless, Section 622A may be invoked to deal with such a
situation.

Decision of the Bombay High Court, in Abhilash Vinodkumar jain v. Cox and Kings (India) Ltd. &
Ors. (1995) 84 The Companies Act,1956 Cas 1 (SC), is worth noting, as it covers almost all
issues that would arise in the interpretation of Section 630, of the Companies Act, 1956, which
deals with wrongful withholding of company property. The Supreme Court has affirmed the
findings, of the High Court.

The Court held that, looking at the intent of Section 630, there could be no doubt whatsoever that
the section applies to the employee's heirs and legal representatives. It could not possibly be
argued that, while an employee was bound to return possession of the premises, his heirs or
representatives were not bound to do so.

The Court, however, made a distinction between the death of an employee while in service and
after proceedings had commenced. If proceedings for recovery had already commenced, the
proceedings may not be continued against the legal heirs, since in a criminal case, there is no
question of bringing the heirs on record, and the prosecution abates on the death of the accused.
If, however, the legal heirs continued to wrongful withhold the premises, they would most certainly
be liable to be prosecuted under Section 630.
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The simple fact was that the heirs had obtained control, of the property, through the deceased.
The right, to retain the property had been ext5inguished, when the deceased retired, and the
position of the heirs, can be no better than that of the ex-employee. The only difference, if the
employee died while proceedings were on, would be that the proceedings would have to be
recommended after the death of the employee.

The Court brushed aside the argument that Section 630 was discriminatory against company
employees. It was well established that a classification, on reasonable grounds, would not
amount to discrimination. If employees were permitted to retain possession of flats given to them
while in service, the entire economic structure of the company would be affected and Section 630
was enacted expressly for this purpose.

The Court also rejected the argument that the grant of time, to the petitioner, amounted to the
grant of licence. The Court also turned down the argument that t here was a service-tenancy in
existence. This being the case of wrongful withholding of company property, and the jurisdiction
to try the case vested in the Metropolitan Magistrate.

Section 255 and 256 of the Companies Act govern the retirement of directors under the
Companies Act.

As per 255, not less than two thirds of the directors of a public company or of a private company
which is a subsidiary company are liable to retirement by rotation. It would, therefore, mean that
one-third of the directors need not retire at the annual general meeting. In the question given, itis
presumed that all the 5 directors are liable to retire by rotation.

As per section 256, one third of such directors for the time being are liable to retire by rotation or
if there number is not three or a multiple of three, then, the number of nearest to one-third shall
retire from office. The directors who are longest in office shall retire.

Keeping in view the above portion, where all the 5 directors are liable to retire by rotation, 2
directors [i.e. 1/3 of 5 (nearest) will retire by rotation, as this number is nearest to 1/3 of 5.

As per the second part of the question, if Mr. X is not liable to retire by rotation, then, those liable
to retire by rotation 1/3 of 4 [i.e. rotational directors] and this works out 1. It means at the ensuing
annual general meeting only one director will be liable to retire by rotation.

Earlier, it was presumed that all the 5 directors were liable to retire by rotation. If, however, the
articles provided that one third of the directors would not be liable to retire by rotation then, only
213 of 5 would be liable to retire by rotation at every annual general meeting. It means only 3 out
of 5 are liable to retire and out of these 3, 1/3is 1 (one) director will be liable to retire by rotation
at every annual general meeting.

(@) Books of accounts to be maintained by a foreign company: According to section
600(3)(b)(ii) of the Companies Act, the provisions of sections 209 and 209A are applicable to
the Indian business of a foreign company having an established place of business in India,
as they apply to a company incorporated in India. Therefore, foreign companies are
required to maintain books of accounts only with reference to their Indian business under the
Companies Act.

According to section 209(1), the foreign company is required to maintain proper of books of
account with respect to:

(@) all sums of money received and expended by the company and the matters in respect
of which the receipt and expenditure take place;

(b) all sales and purchases of goods by the company;
(c) the assets and liabilities of the company; and

(d) in the case of a company pertaining to any class of companies engaged in production,
processing, manufacturing or mining activities, such particulars relating to utilization of
material or labour or to other items of cost as may be prescribed, if such class of
companies is required by the Central Government to include such particulars in the
books of accounts.
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Proper books of accounts shall be deemed to have been kept with respect to the matters
specified above:

(@) if there are not kept such books as are necessary to give a true and fair view of the
state of affairs of the company or branch office, as the case may be, and to explain to
transactions, and

(b) of such books are not kept on accrual basis and according to the double entry system
of accounting.

As already stated these books of accounts are required to be maintained with reference
to the Indian business of the foreign company.

The books of accounts are required to be maintained at the principal place of business
in India [Section 600(3)(a)].

The books of accounts of a foreign company relating to its Indian business may be inspected
by the following persons:

(@) any director of the company during business hours [Section 209(4)];
(b) the Registrar;
(c) the government officer authorized by the Central Government under section 209A(1).

The expression ‘public interest’ is an elusive abstraction; it means general welfare of the
society for social good or “regard for social good” and predicates “interest of the general
public in matters where regard for the social good is of the first moment. To be still more
meaningful, public interest must relate to the good life of those to whom such reference is
made. Commonly public interest means interest of community, nation as a whole. The
expression is not capable of precise definition and has no rigid meaning, and is elastic and
takes it colours from the statute in which it occurs, the concept varying with the time and
state of society and its needs. In any case, the expression cannot be considered in vacuum
but must be decided on the facts and circumstances.

A survey of the provisions of the Companies Act, 1956, would reveal that the concept of
public interest has been making rapid in roads into the Indian Company Law. In the context
of matters relating to transfer of shares, section 250, more particularly relate to application of
the concept of public interest, and other related sections 397, 398 and 409 relate to
members petition for seeking relief in case of oppression, mis-management and powers of
company law board so as to prevent change in the composition of Board of Directors.
Mention of ‘Public interest’ in the context of transfer of shares is also made in Section 108B,
Cand D.

Under Section 250 if the Company Law Board is of the opinion that transfer of shares that
taken place, is likely to create change in composition of directors, and if such change is
prejudicial to public interest, it may direct by order that such transfer shall be void. (for a
period not exceeding 3 years).

With reference to sections 397, 398 for prevention of oppression and mis-management, the
Company Law Board under section 402 may pass such order as thinks fit just a nd equitable
in all the circumstances of the case.

Under Section 409, the Company Law Board shall have power to prevent change in Board of
directors which are likely to affect prejudicially the affairs of the company, and an order may
be made on a preference made to it by the Central Government or by the requisite members
(Section 408).

‘Mr. Sure’ can succeed ‘Mr. Ever’. Appointing a successor under a power conferred under
the Articles is not considered as ‘assignment of office’ which is prohibited under section 312
[Oriental Metal Pressing v. Bhasker Kashinath Thakoor [1961] 31 Comp. Cas. 143(SC)].

In case of private companies only, directors appointed for life upto 1st April 1952 cannot be
removed.
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13. The appointment of sole-selling agent is not in order since approval of central Govt. as per sec.
294 AA (2) has not been obtained. The approval of the Central Govt. shall be necessary even if
both the companies and private companies Section 294AA applies to private companies also. If Y
Ltd has acquired shares in X Ltd as on 1, September 1985; he provisions of section 294AA shalll

not apply.

The problem relates to suspension of business by a company. Section 433 provides that if a
company does not commence its business within a year from its incorporation or suspends its
business for a whole year, it may be wound up by the court .The contention of the shareholders of
XYX Ltd that the company is liable to be wound up in the ground so suspensions so business, is
not tenable for the following reasons:

14.

15.

(1)

(i)

(b)

(@) A company may be wound up by court if a company suspends its business for a whole
year. Here the business was suspended only on 1. 1.97 . Hence on 1st April, 1997 the
business has not been suspended for the whole year to attract Section 433(c)

(b) Where a company having much business discontinues on of them, it cannot be said to
have suspended business within the meaning of Section 433(c).

(c) Where a company ceases to do any business but is a holding company of subsidiaries
engaged in the pursuit of the business, which it was previously doing, it cannot be said
that the company has suspended its business (Ref; Eastern Telegraph Company Ltd).

Even if XYZ Ltd suspended all its business the suspension was not for a period of more that
1 year as on 1.4.1997 and hence the provisions of Section 433(c0 are not applicable. Again
for the reasons stated in (i) (c) above XYZ Ltd cannot be said to have suspended its
business as its subsidiary in carrying on the business.

As PRM Ltd has not suspended its business, the shareholders of PRM Limited have no right
to file winding up petition on the ground that its holding company has suspended its
business. Again for reasons stated in (i)(c) above the holding company also cannot be said
to have suspend its business

Section 399 of the Companies Act, 1956 provides the right to apply to the Company Law
Board for relief against oppression and mis-management. This right is available only when
the petitioners hold the prescribed limit of shares as indicated below:

(i) In the case of company having a share capital, not less than 100 members of the
Company or not less than one tenth of the total number of its members whichever is
less or any member or members holding not less than one tenth of the issued share
capital of the company, provided that the applicant(s) have paid all calls and other dues
on the shares.

(i) In the case of company not having share capital not less than one-fifth of the total
number of its members.

Since the group of shareholders do not number 100 or hold 1/10t of the issued share capital
or constitute 1/10t of the total number of members, they have no right to approach the CLB
for relief. However, the Central Government, if it is of the view that circumstances exist
which make it just and equitable so to do, may authorize any member(s) to apply to the CLB
(Section 399(4)]. So, members any approach Central Government to authorize them to
approach CLB in spite of deficiency in numbers.

As regards obtaining relief from CLB, continuous losses cannot, by itself, be regarded as
Oppression (Ashok Betelnut Co. P. Ltd. vs. M.K. Chandrakanth).

Similarly, failure to declare dividends or payment of low dividends also does not amount to
oppression. (Thomas Veddon V.J. (v) Kuttanad Robber Co. Ltd).

Thus the shareholders may not succeed in getting any relief from CLB.

(i) The M.D. Ms. John or a whole time director cannot resign merely by giving a notice. In
his case a formal acceptance of resignation by the company is essential so as to make
it complete and effective. This is because he occupies two positions or possesses two
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capacities, viz., one that of a director, and the other that of manager or officer of the
company in the sense of a whole time employee.

An employee cannot give up office at his pleasure simply by giving notice. The notice
or the letter of resignation is required to be approved or accepted by the company and
the officer concerned has to be relieved of his duties and responsibilities attached to
the office, which he has resigned from. (Achutha Pal (v) Registrar of Companies (1956)
36 Comp. Cases 598).

(i) A verbal resignation is enough for Mr. Paul though Articles of Association usually
provide for a written notice (Latchford Premier Cinema Ltd. (vs.) E. Union (1931) 2Ch.
439).

(iii) A director cannot withdraw his resignation, without the consent of the company even if
such withdrawal is sought before the Board considered the resignation (Glossop (vs.)
Glossop (1970) 2 Ch. 370.

(i) Since ABC Co. has not completed three years of existence on 2nd November 2004, it is not
eligible to give political contribution.

(i) Yes, because in that case, ABC limited shall complete three financial years of its existence,
therefore, will be eligible to give political contribution subject to the condition that such a.
Contravention of the provisions of this section will make a company liable to fine which may
extend to three times the amount so contributed. Further every officer of the company in
default would be liable to imprisonment for a term which may extend to three years and also
to fine.

(i) The amended section 293A seeks to impose an obligation on every company to disclose in
its profit and loss account contributions made by it to any political party or for any political
purpose. Contravention of the provisions of this section will make a company liable to fine
which may extend to three times the amount so contributed. Further every officer of the
company in default would be liable to imprisonment for a term which may extend to three
years and also to fine.

Filing of World Accounts and Indian Business Accounts with the Registrar of Companies:

World Accounts: Three copies of balance-sheet and profit and loss account, including
documents relating to every subsidiary of the foreign company, in such form, containing such
particulars and including such documents as required under the provisions of the Companies Act,
1956, are required to be filed with the Registrar of Companies. However, the Central Government,
may exempt any foreign company from this requirement by notification in the official gazette.

The World accounts shall be delivered to the Registrars within a period of 9 months from the
close of the financial year of the foreign company. The Registrar at New Delhi may extend the
said period by 3 months, vide Rule ISA of Companies (Central Government’s) General Rules and
Forms, 1957.

Indian Business Accounts: Three copies of balance-sheet and profit and loss accounts of
Indian business accounts of a foreign company duly audited by a practising Chartered Accountant
in India, in the form prescribed in Schedule VI (as modified in terms of Notification, dated 4-10-
1957 and 6-1-1959) shall be filed with the Registrar within 9 months of the close of the financial
year. The Registrar at New Delhi may extend this period by 3 months. The accounts shall be
audited by such person and in such manner as provided in Section 226 and 227 (as modified in
terms of the notifications cited above).

The aforesaid accounts have to be filed with the Principal Registrar (i.e., Registrar of Companies,
New Delhi) and the concerned Registrar having jurisdiction over the principal place of business of
the foreign company (Section 597).

It may be pointed out that the Indian accounts have to be drawn up in Indian rupees as per the
requirements of Schedule VI.
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The profit and loss account of the Indian business in respect of a foreign company which, if not
incorporated under this Act would be deemed to be a private company, shall not be open for
inspection by any person other than a member of the company.

While a company may hold its AGM in a year within the time limit of 15 months as provided by
Section 166(1), it may still contravene Section 210. A company and its director may commit
offences if it does not fulfil the three requirements and failure to comply with any of them
constitute an offence unless an extension of time has been granted for holding the meeting by the
ROC. However, the extension of time for holding the AGM is only with reference to the meeting
and not to that of submission of accounts.

Section 292A of the Companies Act, 1956 relating to Audit Committee provides for the following in
relation to constitution, composition etc.

(1) Every public company having paid-up capital of not less than five crores of rupees shall
constitute a committee of the Board known as “Audit Committee” which shall consist of not
less than three directors and such number of other directors as the Board may determine of
which two-thirds of the total number of members shall be directors, other than managing or
whole-time directors.

(2) Every Audit Committee constituted under sub-section (1) shall act in accordance with terms
of reference to be specified in writing by the Board.

(3) The members of the Audit Committee shall elect a chairman from amongst themselves.
(4) The annual report of the company shall disclose the composition of the Audit Committee.

(5) The auditors, the internal auditor, if any, and the director-in-charge of finance shall attend
and participate at meetings of the Audit Committee but shall not have the right to vote.

(6) The Audit Committee should have discussions with the auditors periodically about internal
control systems, the scope of audit including the observations of the auditors and review the
half-yearly and annual financial statements before submission to the Board and also ensure
compliance of internal control systems.

(7) The Audit Committee shall have authority to investigate into any matter in relation to the
items specified in this section or referred to it by the Board and for this purpose, shall have
full access to information contained in the records of the company and external professional
advice, if necessary.

(8) The recommendations of the Audit Committee on any matter relating to financial
management, including the audit report, shall be binding on the Board.

(9) Ifthe Board does not accept the recommendations of the Audit Committee, it shall record the
reasons therefore and communicate such reasons to the shareholders.

(10) The chairman of the Audit Committee shall attend the annual general meetings of the
company to provide any clarification on matters relating to audit.

(11) If a default is made in complying with the provisions of this section, the company, and every
officer who is in default, shall be punishable with imprisonment for a term which may extend
to one year, or with fine which may extend to fifty thousand rupees, or with both.”

All Acts done by the Board meeting by its committee meeting or by any person acting as a
director shall be as valid as if every such director or such person had been duly appointed and
was qualified to be a director. The validity of all such acts done is not affected even if it
discovered later on that there was some defect in the appointment of any one or more of such
directors or of any person acting as a director. The said acts will also remain unaffected even the
directors are later on discovered to be disqualified (Article 80). This provision has been intended
to prevent the validity of transactions from being questioned where there has been a slip in the
appointment of a director. But the provision cannot be utilized to ignore or override the
substantive provisions pertaining to such appointment. It is applicable only to acts of directors
whose appointment or qualification is later on discovered to be faulty. Where, however, their
appointments have not taken place at all but they merely choose to act on the company’s behalf,
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the protection prescribed by either Article 80 or Section 290 cannot be invoked [Morris vs.
Danssen (1964) I, A.E.R. 586 (H, L.)] This is because the said subsequent discovery must be a
discovery of the defect; it must not be discovery of facts which go to constitute the defect [British
Asbestos Co. vs. Body (1903) 2 Ch. 439].

Suppose a regulation like Articles 80 is included in the Article of association of a company. What
would be the possible impact of this? The impact has been summed up in Halsbury's Laws of
England (vide p. 277, 3 Edition, Vol. VI) thus: “An Article validating the acts of persons acting as
directors, though it is a afterwards discovered that there was a defect in their appointment or
qualification, operates not only between the company and outsiders but also as between the
company and its members; as where defecto directors make a call, summon meetings of the
company, elect other directors or allot shares, A defecto director may be ordered to furnish a
statement of affairs in winding up. Directors can not take advantage of any infirmity in their
proceedings in which they have themselves participated; they are stopped as between
themselves and the company; they are also stopped from saying they have been improperly
appointed if, they have acted after appointment, persons dealing with them who know of the
invalidity are likewise stopped.”

It should also be noted that Section 290 applies to act of an individual director, whereas Article 80
covers Act of the Board and of its committee.

As per Section 285, in the case of every company, a meeting of the Board of Directors shall be
held at least once in every three months and at least four such meetings shall be held in every
year. The section does not state the gap between two board meetings. In the present case four
meetings have been scheduled for the year 2007 even though the gap between two board
meetings is more than 3 months. However, as per the section there appear to be no
contravention.

If the Board meeting to be held on 30t June, is adjourned due to lack of quorum, again a meeting
is held on some other date, the company shall not be deemed to have contravened the provisions
of Section 285. If the said meeting to be held on 30t June, 2007 gets adjourned for want of
quorum, the meeting automatically stand adjourned by virtue of Section 288 (1) till the same day
in the next week, at the same time and place. And if the same day is a public holiday, then the
meeting stands adjourned till the next succeeding day which is not a public holiday.

Joy being a Japanese company would be a person resident outside India. [Section 2(w) Section
2(u) defines ‘person’. Under clause (viii) thereof person would include any agency, office or
branch owned or controlled by such person’. The term such person’ appears to refer to a person
who is included in clauses (i) to (vi) Accordingly robotic unit in Mumbai, being a branch of a
company, would be a ‘person’.

Section 2(v) defines ‘person resident in India’. Under clause (iii) thereof person resident in India’
would include’ an office, branch or agency in India owned or controlled by a person resident
outside India. Robotic unit in Mumbai is owned or controlled by a person ‘resident outside India’.
Hence, it would be ‘person resident in India’.

However, Singapore branch, though not ‘owned’ is controlled by robotic unitin - Mumbai, which is
a person resident in India. Hence prima facie, it may be possible to hold a view that the Singapore
branch is ‘person resident in India’.

COMPOUNDING OF OFFENCES

Section 15 of the FEMA 1999 authorises the Reserve Bank and the Enforcement Directorate to
compound contraventions of the provisions of Sections 7, 8, 9 and transactions relating to current
account.

The Reserve Bank is empowered to compound contravention of the provision as follows:
Sum involved in contravention By whom?

Rs. 5 lakhs or below AGM
More than 5 lakhs but less than 20 lakhs DGM
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Rs. 20 lakhs or more but less than 50 lakhs GM
Rs. 50 lakhs or more Chief GM

The power of enforcement directorate to compound contraventions are as follows:

Sum involved in contravention By whom?

Rs. 5 lakhs or below Deputy Director

More than 5 lakhs but less than Rs. 10 lakhs Additional Director

Rs. 20 lakhs or more but less than Rs. 50 lakhs Special Director

Rs. 50 lakhs or more but less than Rs. 1 crore Special Director with
Deputy Legal Advisor

Rs. 1 crore or more Director of Enforcement with

Special Director

No contravention shall be compounded unless the amount involved in such contravention is
quantifiable.

(1) Any contravention under Section 13 may, on an application made by the person committing
such contravention, be compounded within on hundred and eighty days from the date of
receipt of application by the Director of Enforcement or such other officers of the Directorate
of Enforcement and Officers of the Reserve Bank as may be authorised in this behalf by the
Central Government in such manner as may be prescribed.

(2) Where a contravention has been compounded under sub-section (1), no proceeding or
further proceeding, as the case may be, shall initiated or continued, as the case may be,
against the person committing such contravention under that Section, in respect of the
contravention so compounded.

Transactions under FEMA. 1999

With no restriction:

For amortisation of loan

Prohibited transaction

In the business of chit fund

Trading in Transferable Development Rights (TDR’s)

Permissible transaction

Maintenance of foreign currency accounts in India and outside by a person resident in India
Investment by a person in India in foreign securities

Current account transactions for which drawal of foreign exchange is prohibited:
(@) Remittance out of lottery winnings.

(b) Payment related to call back services of telephones.

Current Account transactions, which requires prior approval of the government:

(@) Remittance under technical collaboration agreements where payment of royalty exceeds 5%
on local sales and 8% on exports and lump sum payment exceeds US$ 2 Millions.

(b) Remittance of price money/sponsorship of sports activity abroad by a person other than
International, National, State level, Sport Bodies, if the amount involved exceeds US $1 lakh.

Current Account transactions, which requires RBI approval:
(@) Exchange facilities exceeding US $1 lakh for person going abroad;

(b) Exchange facilities for immigration exceeding US $1 lakh or amount prescribed by the
country of immigration.
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(@) Investment in agricultural or plantation activities — Prohibited
(b) Cultural tours — Prohibited — Require prior approval of Government of India.

(c) Release of foreign exchange for attending conferences or medical check-up abroad -
Permitted and require approval of RBI.

(d) Release of foreign exchange on account of private visit to abroad — Permitted and require
approval of RBI.

(e) Release of foreign exchange for studies abroad — Permitted and require approval of RBI.

"Cartel" includes an association of producers, sellers, distributors, traders or service providers
who, by agreement amongst themselves, limit, control or attempt to control the production,
distribution, sale or price of, or, trade in goods or provision of services;

The term cartel like agreement has been given an inclusive meaning. Thus an association for the
welfare of the trade or formed for any other purpose not mentioned in the aforesaid definition will
not be a cartel. It is only when an association, by agreement amongst themselves, limits control
or attempts to control the production, distribution, sale or price of, or, trade in goods or provision
of services, that it will be a cartel.

Corporatisation & Demutualisation

The Corporatisation intends to make a stock exchange as a corporate entity limited by shares. In
the new legislation under Section 2 (aa) the term corporatisation has been defined as “the
succession of a recognised stock exchange, being a body of individuals or a society registered
under the Societies Registration Act, 1860, by another stock exchange, being a company
incorporated for the purpose of assisting, regulating or controlling the business of buying, selling
or dealing in securities carried on by such individuals or society”.

Further, Demutualisation is the process of separating ownership, trading and management in a
stock exchange. This process shall prevent conflict of interests, which may arise when
stockbrokers involved in the management of the stock exchanges. It is defined under section
2(ab) as “the segregation of ownership and management from the trading rights of the members
of a recognised stock exchange in accordance with a scheme approved by the Securities and
Exchange Board of India”. Until the legislation came into effect only two exchanges i.e., National
Stock Exchange and OTCEI in our country were in demutualised structure.Very recently the
Bombay Stock Exchange (BSE) got the approval of SEBI for its corporatisation and
demutualisation.

Procedure for corporatisation and demutualisation.(Section 4B)
It provides

(1) All recognised stock exchanges referred to in section 4A shall, within such time as may be
specified by the Securities and Exchange Board of India, submit a scheme for
corporatisation and demutualisation for its approval:

Provided that the Securities and Exchange Board of India may, by notification in the Official
Gazette, specify name of the recognised stock exchange, which had already been
corporatised and demutualised, and such stock exchange, shall not be required to submit
the scheme under this section.

(2) On receipt of the scheme referred to in sub-section (1), the Securities and Exchange Board
of India may, after making such enquiry as may be necessary in this behalf and obtaining
such further information, if any, as it may require and if it is satisfied that it would be in the
interest of the trade and also in the public interest, approve the scheme with or without
modification.

(3) No scheme under sub-section (2) shall be approved by the Securities and Exchange Board
of India if the issue of shares for a lawful consideration or provision of trading rights in lieu of
membership card of the members of a recognised stock exchange or payment of dividends
to members have been proposed out of any reserves or assets of that stock exchange.
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Where the scheme is approved under sub-section (2), the scheme so approved shall be
published immediately by —

(a) the Securities and Exchange Board of India in the Official Gazette;

(b) the recognised stock exchange in such two daily newspapers circulating in India, as
may be specified by the Securities and Exchange Board of India,

and upon such publication, notwithstanding anything to the contrary contained in this Act or
any other law for the time being in force or any agreement, award, judgment, decree or other
instrument for the time being in force, the scheme shall have effect and be binding on all
persons and authorities including all members, creditors, depositors and employees of the
recognised stock exchange and on all persons having any contract, right, power, obligation
or liability with, against, over, to, or in connection with, the recognised stock exchange or its
members.

Where the Securities and Exchange Board of India is satisfied that it would not be in the
interest of the trade and also in the public interest to approve the scheme under sub-section
(2), it may, by an order, reject the scheme and such order of rejection shall be published by
it in the Official Gazette:

Provided that the Securities and Exchange Board of India shall give a reasonable
opportunity of being heard to all the persons concerned and the recognised stock exchange
concerned before passing an order rejecting the scheme.

The Securities and Exchange Board of India may, while approving the scheme under sub-
section (2), by an order in writing, restrict-

(a) the voting rights of the shareholders who are also stock brokers of the recognised stock
exchange;

(b) the right of shareholders or a stock broker of the recognised stock exchange to appoint
the representatives on the governing board of the stock exchange;

(c) the maximum number of representatives of the stock brokers of the recognised stock
exchange to be appointed on the governing board of the recognised stock exchange,
which shall not exceed one-fourth of the total strength of the governing board.

The order made under sub-section (6) shall be published in the Official Gazette and on the
publication thereof, the order shall, notwithstanding anything to the contrary contained in the
Companies Act, 1956, or any other law for the time being in force, have full effect.

Every recognised stock exchange, in respect of which the scheme for corporatisation or
demutualisation has been approved under sub-section (2), shall, either by fresh issue of
equity shares to the public or in any other manner as may be specified by the regulations
made by the Securities and Exchange Board of India, ensure that at least fifty-one per cent.
of its equity share capital is held, within twelve months from the date of publication of the
order under sub-section (7), by the public other than shareholders having trading rights:

Provided that the Securities and Exchange Board of India may, on sufficient cause being
shown to it and in the public interest, extend the said period by another twelve months.’

According to Section 13 A of Securities Contracts (Regulation) Act 1956, a Stock Exchange
may establish additional trading floor with the prior approval of the Securities Exchange
Board of India in accordance with the terms and conditions stipulated by the said Board.

For the purpose of this section ‘Additional Trading Floor' means a trading ring or trading
facility offered by a recognized stock exchange outside its area of operation to enable the
investor to buy and sell securities through such trading floor under the regulatory framework
of that Stock Exchange.

Section 11, of the Securities Contracts (Regulation) Act, 1956 deals with the powers of the
Central Government to supersede the Governing body of a recognized Stock Exchange. The
Central Government may serve on a governing body a written notice specifying the reasons
and after giving an opportunity to the governing body to be heard, may, by notification in the
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Official Gazette, declare the governing body as superseded. The Central Government after
superseding the governing body may appoint any person or persons to exercise and perform
all the powers and duties of governing body. It may also appoint one of such nominees as
Chairman.

Penalty for failure to furnish information, return, etc. (Section 15A) : If any person who,
is required under this Act or any rules or regulations made thereunder.

(i) to furnish any document, return or report to the Board, fails to furnish the same, he
shall be liable to a penalty of one lakh rupees for each day during which such failure
continues or one crore rupees, whichever is less.

(i) to file any return or furnish any information, books or other documents within the time
specified therefor in the regulations, fails to file return or furnish the same, he shall be
liable to a penalty of one lakh rupees for each day during which such failure continues
or one crore rupees, whichever is less.

(i) to maintain books of accounts or records, fails to maintain the same, he shall be liable
to a penalty of one lakh rupees for each day during which such failure continues or one
crore rupees, whichever is less.

Penalty for failure by any person to enter into agreement with clients (Section 15B): If
any person who, is registered as an intermediary and is required under this Act or any rules
or regulations made thereunder, to enter into an agreement with his client, fails to enter into
such agreement, he shall be liable to a penalty of one lakh rupees for each day during which
such failure continues or one crore rupees, whichever is less.

Penalty for failure to redress investors’ grievances (Section15C): If any listed company
or any person who is registered as an intermediary, after having been called upon by the
Board in writing, to redress the grievances of investors, fails to redress such grievances
within the time specified by the Board, such company or intermediary shall be liable to a
penalty of one lakh rupees for each day during which such failure continues or one crore.

Penalty for insider trading (Section 15G): If any insider who:

(i) either on his own behalf or on behalf of any other person, deals in securities of
corporate on any stock exchange on the basis of any unpublished price sensitive
information; or

(i) communicates any unpublished price sensitive information to any person, with or
without his request for such information except as required in the ordinary course of
business or under any law; or

(iii) Counsels, or procures or, any other person to deal in any securities of any body
corporate on the basis of unpublished price sensitive information, shall be liable to a
penalty twenty-five crore rupees or three times the amount of profits made out of
insider trading, whichever is higher.

Penalty for non-disclosure of acquisition of shares and take-over (Section 15H): If any
person who is required under this Act or any rules or regulations made thereunder fails to,

(i) disclose the aggregate of his shareholding in the body corporate before he acquires
any share of that body corporate; or

(i)  make a public announcement to acquire shares at a minimum price, he shall be liable
to a penalty twenty-five crore rupees or three times the amount of profits made out of
such failure, whichever is higher.

(i) make a public offer by sending letter of offer to the shareholders of the concerned
company; or

(iv) make payment of consideration to the shareholders who sold their shares pursuant to
letter of offer.

Differential pricing: Any unlisted company or a listed company making a public issue of
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equity shares or securities convertible at a later date into equity shares, may issue such
securities to applicants in the firm allotment category at a price different from the price at
which the net offer to the public is made provided that the price at which the security is being
offered to the applicants in firm allotment category is higher than the price at which
securities are offered to public.

Explanation- The net offer to the public means the offer made to the Indian public and does
not include firm allotments or reservations or promoters' contributions.

A listed company making a composite issue of capital may issue securities at differential
prices in its public and rights issue.

In the public issue, which is part of a composite issue, differential pricing as per sub-clause
3.4.1 above is also permissible.

Justification for the price difference shall be given in the offer document (or sub-clauses 3.4
and 3.4.2.

The pre-issue obligations are detailed below:

(i) The lead merchant banker shall exercise due diligence.
(i) Memorandum of Understanding (MOU).

(iii) Inter-se-allocation of responsibilities.
(
(

=

iv) Due Diligence Certificate.

v) Certificates signed by the Company Secretary or Chartered Accountant, in case of
listed companies making further issue of capital.

(vi) Undertaking

(vii) List of promoters' Group.

Stock Market Data: - Particulars of:

(@) high low and average market price of the share of the company during the preceding
three years;

(o) monthly high and low prices for the six months preceding the date of filing the draft
prospectus with Board which shall be updated till the time of filing the prospectus with
the Registrar of Companies/Stock Exchange concerned.

(c) number of shares traded on the days when the high and low prices were recorded in
the relevant stock exchange during said period of (I) and (i) above;

(d) the stock market data referred to above shall be shown separately for period-marked by
a change in capital structure, with such period commencing from the date the
concerned stock exchange recognises the change in the capital structure (e.g. when
the shares have become ex-rights or ex-bonus);

(e) the market price immediately after the date on which the resolution of the Board of
directors approving the issue was approved.

(f) the volume of securities traded in each month during the six months preceding the date
on which the prospectus is filed with ROC; and

(g) the volume of business transacted along with high low and average prices of shares of
the company shall also be stated for respective periods.

Promise vis-a-vis performance

(@) A separate para entitled 'Promise v. Performance - Last three issues' shall be given
indicating whether all the objects mentioned in the respective offer documents relating
to the earlier issues by the company were met and whether all protections made in the
said offer documents were achieved.

(o) If not, non-achievement of objects projections shall be brought out distinctly shortfall
and delays shall be quantified.
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Listed ventures of promoters: A separate para on issues of Group/Associate companies
entitled 'Promise vs. Performance - Last one issue of group/associate companies' shall be
given indicating whether all the objects mentioned in the respective offer documents relating
to group/associates companies were met and whether all projections made in the offer
documents were achieved.

Reservation for small individual applicants

The drawl of lots (where required) to finalise the basis of allotment, shall be done in the
presence of a public representative on the Governing Board of the regional stock exchange.

The basis of allotment shall be signed as correct by the executive director/managing director
of the stock exchange and the public representative (where applicable) in addition to the
lead merchant banker responsible for post issue activities and the Registrar to the issue.
The stock exchange shall invite the public representative on a rotation basis from out of the
various public representatives on its governing Board.

The above proportionate allotments of securities in an issue that is over subscribed shall be
subject to the reservation for small individual applicants as described below:

(@ A minimum 50% of the net offer of securities to the public shall initially be made
available for allotment to individual applicants who have applied for allotment equal to
or less than 10 marketable lots of shares or debentures or the securities offered, as the
case may be.

(b) The balance net offer of securities to the public shall be made available for allotment to:

() individual applicants who have applied for allotment of more than 10 marketable lots
of shares or debentures or the securities offered and;

(i) other investors including corporate bodies/institutions irrespective of the number of
shares, debentures, etc. applied for.

(c) The unsubscribed portion of the net offer to any one of the categories specified in (a) or
(b) shall/may be made available for allotment to applicants in the other category, if so
required.

Guidelines on Advertisement: The lead merchant banker shall ensure compliance with the
guidelines on advertisement by the issuer company.

(i) An issue advertisement shall be truthful, fair and clear and shall not contain any
statement, which is untrue or misleading.

(i)  Any advertisement reproducing or purporting to reproduce any information contained in
an offer document shall reproduce such information in full and disclose all relevant
facts and not be restricted to select extracts relating to that item.

(iii) Anissue advertisement shall not contain statements which promise or guarantee rapid
increase in profits.

(iv) An issue advertisement shall not contain any information that is not contained in the
offer document.

(v) No models, celebrities, fictional characters, landmarks or caricatures or the likes shall
be displayed on or form part of the offer documents or issue advertisements.

(vi) Issue advertisements shall not appear in ore form of crawlers (the advertisements
which run simultaneously with the programme in a narrow strip at the bottom of the
television screen) on television.

(vii) No advertisement shall include any issue slogans or brand names for the issuer except
the normal commercial name of the company or commercial brand names of its
products already in use.

Green Shoe Option:  The basic purpose of ‘green shoe option’ is not to make available
additional share capital to company, but to act as stabilizing force, if issue is over
subscribed. The shares held by promoters are lent to Stabilising Agent (SA) and returned by
SA to them after the purpose is over. Promoters do not get any profit in this transaction.
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The green shoe option is available only in case of IPO and not for subsequent issues.

“Green Shoe option” means an option of the allocating shares in excess of the shares
included in the public issue and operating a post-listing price stabilizing mechanism, which is
granted to a company to be exercised through a Stabilising Agent [clause 1.2.1(xiii-a)].

A company desirous of availing the option granted by this Chapter shall in the resolution of
the general meeting authorizing the public issue; seek authorization also for the possibility of
allotment of further shares to the ‘stabilizing agent’ (SA) at the end of the stabilization period
in terms of clause 8A.15. [Clause 8A.1].

The company shall appoint one of the Lead book runners as the “stabilizing agent” (SA), who
will be responsible for the price stabilization process, if required. The SA shall enter into an
agreement with the issuer company [clause 8A.2].

The SA shall also enter into an agreement with the promoters who will lend their shares
Maximum number of shares that may be borrowed from the promoters shall not be in excess
of 15% of the total issue size. [Clause 8A.3].

E-IPO: A company proposing to issue capital to public through the on-line system of the
stock exchange for offer of securities shall comply with the requirements as contained in this
Chapter in addition to other requirements for public issues as given in these Guidelines,
wherever applicable.

Agreement with the stock exchange.
Appointment of brokers.

Appointment of Registrar to the Issue.
Listing.

Responsibility of the Lead Manager

(For further details, refer to study material).

Book Building Process: The changes that have been made in the book-building process
are:

(i) The companies haven now been given a flexibility of indicating a movable price bank or
a fixed floor price in Red Herring prospectus.

(i) Definition of QIBs has been enlarged to include Insurance companies, Provident and
Pension funds with minimum corpus of Rs.25 crores.

(i) Gap between the closure of books and listing/trading of securities in reduced to 6 days.

(iv) The book building process is being integrated with stock exchange procedures.
Transactions will be routed through brokers. Brokers will be responsible for defaults in
payment of their clients.

(v) The issuer company shall enter into an agreement with one or more of the Stock
Exchange(s) which have the requisite system of on-line offer of securities [clause
11.3.1(iv)(a)]. Company does not have much choice. It will have to go to NSE or BSE.

(vi) The Book Runner(s)/syndicate members shall appoint brokers of the exchange, who
are registered with SEBI, for the purpose of accepting bids, applications and placing
orders with the company. They will ensure that the brokers so appointed are financially
capable of honouring their commitments arising out of defaults of their clients/investors,
if any, [clause 11.2.1(vii)(a)]. The brokers, appointed for accepting applications and
application monies, shall be considered as ‘bidding/collection centres’ for purpose of
book building process. [Clause 11.2.1(vii)(b)].

(vii) The broker may collect an amount to the extent of 100% of the application money as
margin money from the clients/investors before he places an order on their behalf. The
margin collected from categories other than Qualified Institutional Buyers shall be
uniform across the book runner(s)/Syndicate members, for each such category [clause
11.3-1(xvii)(a)].



212

THE INSTITUTE OF CHARTERED ACCOUNTANTS OF INDIA
FINAL (NEW) COURSE

SYLLABUS
GROUP |
Paper—-1: Financial Reporting
Paper-2: Strategic Financial Management
Paper-3: Advanced Auditing and Professional Ethics
Paper -4 : Corporate and Allied Laws
GROUP I
Paper-5: Advanced Management Accounting
Paper -6 : Information Systems Control and Audit
Paper-7: Direct Tax Laws

Paper-8: Indirect Tax Laws



213

PAPER - 1: FINANCIAL REPORTING
(One paper — Three hours — 100 marks)

Level of Knowledge: Advanced knowledge

Objectives:

(@)

To gain ability to analyze financial statements including consolidated financial statements of
group companies and financial reports of various types of entities,

(b) To gain ability to apply valuation principles,

(c) To familiarise with recent developments in the area of financial reporting,

(d) To gain ability to solve financial reporting and valuation cases.

Contents:

1. Accounting Standards, Accounting Standards Interpretations and Guidance Notes on various
accounting aspects issued by the ICAl and their applications.

2. Overview of International Accounting Standards (IAS)/International Financial Reporting Standards
(IFRS), Interpretations by International Financial Reporting Interpretation Committee (IFRIC),
Significant difference vis-a-vis Indian Accounting Standards.

Understanding of US GAAP,
Applications of IFRS and US GAAP.

3. Corporate Financial Reporting - Issues and problems with special reference to published financial
statements.

4. Accounting for Corporate Restructuring (including inter-company holdings).

5. Consolidated Financial Statements of Group Companies Concept of a Group, purposes of

consolidated financial statements minority interest, Goodwill, Consolidation procedures — Minority
interests, Goodwill, Treatment of pre- acquisition and post-acquisition profit.
Consolidation with two or more subsidiaries, consolidation with foreign subsidiaries.
Consolidated profit and loss account, balance sheet and cash flow statement.
Treatment of investment in associates in consolidated financial statements.
Treatment of investments in joint ventures in consolidated financial statements.

6. Accounting and Reporting of Financial Instruments

Meaning, recognition, derecognition and offset, compound financial instruments
Measurement of financial instruments

Hedge accounting

Disclosures

Share based payments

Meaning, Equity settled transactions, Transaction with employees and non- employees
Determination of fair value of equity instruments

Vesting conditions

Modification, cancellation and settlement

Disclosures

Financial Reporting by Mutual funds, Non-banking finance companies, Merchant bankers, Stock
and commodity market intermediaries.

Valuation
(@) Concept of Valuation
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Valuation of Tangible Fixed Assets

)
c) Valuation of Intangibles including Brand Valuation and Valuation of Gooduwill
) Valuation of Liabilities

) Valuation of Shares

f)  Valuation of Business

Developments in Financial Reporting

(@) Value Added Statement

(b) Economic Value Added, Market Value Added, Shareholders’ Value Added
(c) Human Resource Reporting
(

d) Inflation Accounting

Note: If either old Accounting Standards (ASs), Accounting Standards Interpretations (ASIs),

Guidance Notes (GNs), Announcements and Limited Revisions to ASs are withdrawn or new
ASs, GNs, Announcements and Limited Revisions to AS are issued by the Institute of
Chartered Accountants of India in place of existing ASs, ASIs, GNs, Announcements and
Limited Revisions to AS, the syllabus will accordingly include/exclude such new developments
in the place of the existing ones with effect from the date to be notified by the Institute.

PAPER - 2: STRATEGIC FINANCIAL MANAGEMENT
(One paper — Three hours — 100 marks)

Level of Knowledge: Advanced knowledge

Objective:

To apply financial management theories and techniques for strategic decision making.

Contents:

1.

Financial Policy and Corporate Strategy

Strategic decision making framework

Interface of Financial Policy and strategic management

Balancing financial goals vis-a-vis sustainable growth.

Project Planning and Capital Budgeting

Feasibility study

Cash flow Projections — Impact of taxation, depreciation, inflation and working capital

Capital Budgeting Decisions - Certainty Equivalent approach, Evaluation of Risky Investment
Proposals, Risk and Return analysis, Simulation and decision tree analysis, Sensitivity analysis,
Capital Rationing, Adjusted Net Present Value, Replacement decisions, Application of Real
Options in capital budgeting, Impact of inflation on capital budgeting decisions

Preparation of Project Report

Social cost benefit analysis.

Leasing decision including cross border leasing
Dividend Decisions

Dividend theories, Determinants of dividend policies.

(@) Indian Capital Market including role of various primary and secondary market institutions
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(b) Capital Market Instruments
Financial derivatives — stock futures, stock options, index futures, index options

Option valuation techniques : Binomial model, Black Scholes Option Pricing Model, Greeks —
Delta, Gamma, Theta, Rho and Vega

Pricing of Futures — Cost of carry model
Imbedded derivatives
(c) Commodity derivatives

(d) OTC derivatives -Swaps, Swaptions, Forward Rate Agreements (FRAs), Caps, Floors and
Collors.

Security Analysis
Fundamental analysis - Economic analysis, Industry analysis and Company Analysis

Bond valuation, Price Yield relationship, Bond Price forecasting — application of duration and
convexity, Yield curve strategies

Technical Analysis — market cycle model and basic trend identification, different types of charting,
support and resistance, price patterns, moving averages, Bollinger Bands, momentum analysis.

Portfolio Theory and Asset Pricing

Efficient Market Theory — Random walk theory ; Markowitz model of risk return optimization
Capital Asset Pricing Model (CAPM)

Arbitrage Pricing Theory (APT)

Sharpe Index Model

Portfolio Management - Formulation, Monitoring and Evaluation
Equity Style Management

Principles and Management of Hedge Funds

International Portfolio Management.

Financial Services in India

Investment Banking

Retail Banking

On Line Share Trading

Depository Service.

(@) Mutual Funds: Regulatory framework, formulation, monitoring and evaluation of various
schemes of Mutual funds, Money market mutual funds.

(b) Exchange Traded Funds.

Money Market operations

(@) Foreign Direct Investment, Foreign Institutional Investment.
(b) International Financial Management

Raising of capital abroad - American Depository Receipts, Global Depository Receipts,
External Commercial Borrowings and Foreign Currency Convertible Bonds

International Capital Budgeting

International Working Capital Management.
Foreign Exchange Exposure and Risk Management
Exchange rate determination, Exchange rate forecasting
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Foreign currency market

Foreign exchange derivatives — Forward, futures, options and swaps
Management of transaction, translation and economic exposures
Hedging currency risk.

Mergers, Acquisitions and Restructuring

Meaning of mergers and acquisition, categories, purposes

Process of mergers and acquisition — Identification and valuation of the target, acquisition through
negotiation, due diligence, post — merger integration

Legal and regulatory requirements

Merger and Acquisition agreement

Reverse merger

Potential adverse competitive effects of mergers

Corporate Takeovers: Motivations, Co-insurance effect, Cross-border takeovers, Forms of
takeovers, Takeover defenses

Going Private and Other Control Transactions: Leveraged Buyouts (LBOs), Management Buyouts
(MBOs), Spin Offs and Asset Divestitures

Corporate Restructuring : Refinancing and rescue financing, reorganizations of debtors and
creditors, Sale of assets, targeted stock offerings, downsizing and layoff programmes, negotiated
wage give-backs, employee buyouts.

PAPER - 3: ADVANCED AUDITING AND PROFESSIONAL ETHICS
(One Paper- Three hours - 100 marks)

Level of Knowledge: Advanced knowledge

Objectives:

(@)

(b)

To gain expert knowledge of current auditing practices and procedures and apply them in auditing
engagements,

To develop ability to solve cases relating to audit engagements.

Contents:

1.

Auditing Standards, Statements and Guidance Notes

Auditing and Assurance Standards (AASs); Statements and Guidance Notes on Auditing issued
by the ICAI; Significant differences between Auditing and Assurance Standards and International
Standards on Auditing.

Audit strategy, planning and programming

Planning the flow of audit work; audit strategy, planning programme and importance of
supervision: review of audit notes and working papers; drafting of reports; principal’s ultimate
responsibility; extent of delegation; control over quality of audit work; reliance on the work of other
auditor, internal auditor or an expert.

Risk Assessment and Internal Control

Evaluation of internal control procedures; techniques including questionnaire, flowchart; internal
audit and external audit, coordination between the two.

Audit under computerized information system (CIS) environment

Special aspects of CIS Audit Environment, need for review of internal control especially procedure
controls and facility controls. Approach to audit in CIS Environment, use of computers for internal
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and management audit purposes: audit tools, test packs, computerized audit programmes;
Special Aspects in Audit of E-Commerce Transaction.

Special audit techniques

(@) Selective verification; statistical sampling: Special audit procedures; physical verification of
assets, direct confirmation of debtors and creditors

(b) Analytical review procedures
() Risk-based auditing.
Audit of limited companies

Statutory requirements under the Companies Act 1956; Audit of branches: joint audits; Dividends
and divisible profits % financial, legal, and policy considerations.

Rights, duties, and liabilities of auditors; third party liability.

Audit reports; qualifications, notes on accounts, distinction between notes and qualifications,
detailed observations by the statutory auditor to the management vis-a-vis obligations of reporting
to the members.

Audit Committee and Corporate Governance

Audit of Consolidated Financial Statements, Audit Reports and Certificates for Special Purpose
engagements; Certificates under the Payment of Bonus Act, import/export control authorities, etc.;
Specific services to non-audit clients; Certificate on Corporate Governance.

Special features of audit of banks, insurance companies, co-operative societies and non-banking
financial companies.

Audit under Fiscal Laws, viz, Direct and Indirect Tax Laws.
Cost audit

Special audit assignments like audit of bank borrowers, audit of stock and commodity exchange
intermediaries and depositories; inspection of special entities like banks, financial institutions,
mutual funds, stock brokers.

Special features in audit of public sector companies. Directions of Comptroller and Auditor
General of India under Section 619; Concepts of propriety and efficiency audit.

Internal audit, management and operational audit Nature and purpose, organisation, audit
programme, behavioural problems; Internal Audit Standards issued by the ICAI; Specific areas of
management and operational audit involving review of internal control, purchasing operations,
manufacturing operations, selling and distribution, personnel policies, systems and procedures.
Aspects relating to concurrent audit.

Investigation and Due Diligence.
Concept of peer review

Salient features of Sarbanes — Oxley Act, 2002 with special reference to reporting on internal
control.

Professional Ethics

Code of Ethics with special reference to the relevant provisions of The Chartered Accountants
Act, 1949 and the Regulations thereunder.
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PAPER -4 : CORPORATE AND ALLIED LAWS
(One paper — Three hours — 100 marks)

Section A : Company Law (70 Marks)

Level of Knowledge: Advanced knowledge

Objective:

To be able to analyze and apply various provisions of the Companies Act in practical situations

Contents:

1. The Companies Act, 1956, Rules and Regulations thereunder in its entirety with specific
reference to

Accounts and audit

Dividend

Directors - powers, managerial remuneration

Meetings, powers of the Board and related party transactions
Inspection and Investigation

Compromises, Arrangements and Reconstructions
Prevention of Oppression and Mismanagement

Revival and Rehabilitation of Sick Industrial Companies
Corporate Winding up and Dissolution

Producer Companies

Companies incorporated outside India

Offences and Penalties

m) E-governance

2. Corporate Secretarial Practice — Drafting of Resolution, Minutes, Notices and Reports

Section B : Allied Laws (30 Marks)

Objective:

To develop ability to analyse the requirements of laws stated in the Section.

Contents:

3. Anoverview of the following laws —

(@)

b
c
d
e

(b)
)
(d)
)

()

The Securities and Exchange Board of India Act,1992, Rules, Regulations and Guidelines
issued thereunder.

The Securities Contracts (Regulation) Act, 1956
The Foreign Exchange Management Act, 1999
The Competition Act, 2002

The Banking Regulation Act, 1949, The Insurance Act, 1938. The Insurance Regulatory and
Development Authority Act, 1999. The Securitisation and Reconstruction of Financial Assets
and Enforcement of Security Interest Act, 2002

The Prevention of Money Laundering Act, 2002

4. Interpretation of Statutes, Deeds and Documents.
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PAPER -5 : ADVANCED MANAGEMENT ACCOUNTING
(One paper — Three hours — 100 marks)

Level of Knowledge: Advanced knowledge

Objective:

To apply various management accounting techniques to all types of organizations for planning,
decision making and control purposes in practical situations.

To develop ability to apply quantitative techniques to business problems

1. Cost Management

(@)

Developments in the business environment; just in time; manufacturing resources planning;
(MRP); automated manufacturing; synchronous manufacturing and back flush systems to
reflect the importance of accurate bills of material and routings; world class manufacturing;
total quality management.

Activity based approaches to management and cost analysis

Analysis of common costs in manufacturing and service industry
Techniques for profit improvement, cost reduction, and value analysis
Throughput accounting

Target costing; cost ascertainment and pricing of products and services
Life cycle costing

Shut down and divestment.

2. Cost Volume Profit Analysis

(@)
(b)
)
(d)
(e)

Relevant cost

Product sales pricing and mix

Limiting factors

Multiple scarce resource problems

Decisions about alternatives such as make or buy, selection of products, etc.

3. Pricing Decisions

Pricing of a finished product
Theory of price

Pricing policy

Principles of product pricing
New product pricing

Pricing strategies

Pricing of services

Pareto analysis

4. Budgets and Budgetary Control

The budget manual, Preparation and monitoring procedures, Budget variances, Flexible budgets,
Preparation of functional budget for operating and non-operating functions, Cash budgets, Capital
expenditure budget, Master budget, Principal budget factors.

5. Standard Costing and Variance Analysis

Types of standards and sources of standard cost information; evolution of standards, continuous -
improvement; keeping standards meaningful and relevant; variance analysis; disposal of
variances.
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(@) Investigation and interpretation of variances and their inter relationship
(b) Behavioural considerations.
6. Transfer pricing
(@) Objectives of transfer pricing
(b) Methods of transfer pricing
(c) Conflict between a division and a company
(d) Multi-national transfer pricing.
7. Cost Management in Service Sector
8.  Uniform Costing and Inter firm comparison
9. Profitability analysis - Product wise / segment wise / customer wise
10. Financial Decision Modeling
a) Linear Programming
b) Network analysis - PERT/CPM, resource allocation and resource leveling
c) Transportation problems
d) Assignment problems
Simulation

D

(
(
(
(
(
(f)  Learning Curve Theory

(g) Time series forecasting

(h) Sampling and test of hypothesis

PAPER - 6 : INFORMATION SYSTEMS CONTROL AND AUDIT
(One Paper — Three hours — 100 marks)

Level of knowledge: Advanced knowledge
Objective:

To gain application ability of necessary controls, laws and standards in computerized Information
system.

Contents:
1. Information Systems Concepts

General Systems Concepts — Nature and types of systems, nature and types of information,
attributes of information.

Management Information System — Role of information within business

Business information systems —various types of information systems — TPC, MIS, DSS, EIS, ES
2. Systems Development Life Cycle Methodology

Introduction to SDLC/Basics of SDLC

Requirements analysis and systems design techniques

Strategic considerations : Acquisition decisions and approaches

Software evaluation and selection/development

Alternate development methodologies- RAD, Prototype etc

Hardware evaluation and selection

Systems operations and organization of systems resources
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Systems documentation and operation manuals

User procedures, training and end user computing

System testing, assessment, conversion and start-up

Hardware contracts and software licenses

System implementation

Post-implementation review

System maintenance

System safeguards

Brief note on IS Organisation Structure

Control objectives

(@)

)

Information Systems Controls

Need for control

Effect of computers on Internal Audit

Responsibility for control - Management, IT, personnel, auditors
Cost effectiveness of control procedure

Control Objectives for Information and related Technology (COBIT)
Information Systems Control Techniques

Control Design: Preventive and detective controls, Computer-dependent control, Audit trails,
User Controls (Control balancing, Manual follow up)

Non-computer-dependent (user) controls: Error identification controls, Error investigation
controls, Error correction controls, Processing recovery controls

Controls over system selection, acquisition/development
Standards and controls applicable to IS development projects
Developed / acquired systems

Vendor evaluation

Structured analysis and design

Role of IS Auditor in System acquisition/selection
Controls over system implementation

Acceptance testing methodologies

System conversion methodologies

Post implement review

Monitoring, use and measurement

Control over System and program changes

Change management controls

Authorization controls

Documentation controls

Testing and quality controls

Custody, copyright and warranties

Role of IS Auditor in Change Management
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(f)  Control over Data integrity, privacy and security
Classification of information
Logical access controls
Physical access controls
Environmental controls

Security concepts and techniques — Cryptosystems, Data Encryption Standards (DES),
Public Key Cryptography & Firewalls

Data security and public networks
Monitoring and surveillance techniques
Data Privacy
Unauthorised intrusion, hacking, virus control
Role of IS Auditor in Access Control
Audit Tests of General and Automated Controls
(@) Introduction to basics of testing (reasons for testing);

(b) Various levels/types of testing such as: (i) Performance testing, (ii) Parallel testing, (iii)
Concurrent Audit modules/Embedded audit modules, etc.

Risk assessment methodologies and applications: (a) Meaning of Vulnerabilities, Threats,
Risks, Controls, (b) Fraud, error, vandalism, excessive costs, competitive disadvantage, business,
interruption, social costs, statutory sanctions, etc. (c) Risk Assessment and Risk Management, (d)
Preventive/detective/corrective strategies

Business Continuity Planning and Disaster recovery planning: (a) Fundamentals of
BCP/DRP, (b) Threat and risk management, (c) Software and data backup techniques, (d)
Alternative processing facility arrangements,(e) Disaster recovery procedural plan, (f) Integration
with departmental plans, testing and documentation, (g) Insurance

An over view of Enterprise Resource Planning (ERP)

Information Systems Auditing Standards, guidelines, best practices (BS7799, HIPPA, CMM etc.)
Drafting of IS Security Policy, Audit Policy, IS Audit Reporting - a practical perspective
Information Technology Act, 2000

PAPER - 7: DIRECT TAX LAWS
(One paper — Three hours — 100 marks)

Level of Knowledge: Advanced knowledge

Objectives:

(@)
(b)

To gain advanced knowledge of the provisions of direct tax laws,

To acquire the ability to apply the knowledge of the provisions of direct tax laws to various
situations in actual practice.

Contents:

The Income-tax Act, 1961 and Rules thereunder (90 marks)
The Wealth-tax Act, 1957 and Rules thereunder (10 marks)

While covering the direct tax laws, students should familiarise themselves with considerations
relevant to tax management. These may include tax considerations with regard to specific
management decisions, foreign collaboration agreements, international taxation, amalgamations,
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tax incentives, personnel compensation plans, inter-relationship of taxation and accounting, with
special reference to relevant accounting standards and other precautions to be observed to
maximise tax relief. Further, they should have a basic understanding about the ethical
considerations in tax management and compliance with taxation laws.

Note — If new legislations are enacted in place of the existing legislations relating to income tax and
wealth tax, the syllabus will accordingly include such new legislations in the place of the
existing legislations with effect from the date to be notified by the Institute.

PAPER - 8 : INDIRECT TAX LAWS
(One paper — Three hours — 100 marks)

Level of Knowledge: Advanced knowledge
Objectives:

(@) To gain expert knowledge of the principles of the laws relating to central excise customs and
service tax,

(b) To acquire the ability to apply the knowledge of the provisions of the above-mentioned laws to
various situations in actual practice.

Contents:
Section A : Central Excise (40 marks)

Central Excise Act, 1944 and the related Rules, Circulars and Notifications; Central Excise Tariff Act,
1985 and the related Rules.

Section B : Service tax & VAT (40 marks)

Law relating to service tax as contained in the Finance Act, 1994 as amended from time to time and
the related Rules, Circulars and Notifications.

Issues related to Value Added Tax:
Backdrop for State-Level VAT in India
Taxonomy of VAT
Input tax credit, tax invoices

1
2
3
4.  Small dealers and composition scheme
5. VAT procedures

6

VAT in relation to incentive schemes, works contract, lease transactions and hire purchase
transactions.

7. VAT and Central Sales Tax
Section C : Customs (20 marks)

Customs Act, 1962 and the related Rules, Circulars and Notifications; Customs Tariff Act, 1975 and the
related Rules.

While covering the above laws, students should familiarize themselves with the inter-relationship of
accounting with excise, customs and service tax and also the ethical considerations involved in the
compliance of these laws.

Note — If new legislations are enacted in place of the existing legislations relating to central excise,
customs and service tax, the syllabus will accordingly include such new legislations in place of
the existing legislations with effect from the date to be notified by the Institute. Students shall
not be examined with reference to any particular State VAT Law.
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TRANSITION SCHEME FOR FINAL STUDENTS

The transition scheme for the Final Course students, who have passed Professional Education
(Examination-I1), and are under articles, is as under:

¢

On completion of 2 years of training, such students are eligible to appear in the Final
Examination, so long as the same is held under the existing syllabus i.e., upto November, 2009.

In the event of a candidate not being eligible to appear till the last Final Examination to be held in
November 2009 under the existing syllabus, will be required to appear in the Final Examination under
the New syllabus, but only during the last six months of articleship training (articleship training period
being 3 years only).

Introduction of Final Course under New Syllabus and other related Issues

(i)

(iv)

(vi)

(vii)

Final Course under New syllabus is introduced. Admission to the Final (New) Course under the
Regulation 29B of the Chartered Accountants (Amendment) Regulations, 2006 will commence on
and from February 1, 2007.

Existing students of Final (old) course may switch over to Final (New) course and continue with
the existing scheme of articleship, if any, which they are undergoing. They will be provided a new
set of study materials at a cost of Rs.1100.

Students, who have passed the Professional Education (Examination-ll) / Intermediate
Examination but not yet joined Final course and also not completed the articleship training, may
join the Final (New) Course.

+  Students who have undergone Professional Education (Course-Il) with articleship but not yet
completed the same, will continue the articleship under the same scheme which they are
undergoing presently. They will be allowed to appear in the Final Examination under the new
syllabus pending last six months of articleship training on or before the last day of the month
preceding the month in which the examination is held.

¢ Students who have undergone Professional Education (Course-Il), without articleship, will
undergo three years of articleship training and they will be allowed to appear in the Final
Examination under the new syllabus pending last six months of articleship training on or
before the last day of the month preceding the month in which the examination is held.

They will be required to pay fees as given below:
Final Course - Without articleship Rs.8500
With articleship Rs.9000 (including articled registration fee of Rs.500)

In addition, students have to pay Rs.500 on account of registration fee with Board of Studies and
Rs.500 on account of Students’ Association fee if these fees are not paid earlier.

Students who have passed Professional Education (Examination-1l) / Intermediate Examination
and who have completed articleship training may join Final (New) course under Regulation 29B of
the Chartered Accountants (Amendment) Regulations, 2006 and appear in the first Final (New)
Course Examination to be held in November, 2008. They will be required to pay a fee of Rs.8500.

Admission to Final (old) course under Regulation 29A of the Chartered Accountants Regulations,
1988 will continue till October 31, 2007. Students who will join the same are required to pay the
following fees:

Final Course - Without articleship  Rs.4000
— With articleship Rs.4600

First Final Examination (New) Course will be held in November, 2008 and Last Final Examination
(Old) Course will be held in November, 2009.

Students shall complete 100 Hours Information Technology Training/250 Hours Compulsory
Computer Training before taking admission to Final (Old) or Final (New) Course.
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APPLICABILITY OF VARIOUS PUBLICATIONS FOR FINAL EXAMINATION TO BE HELD IN MAY 2007

Paper 1 : Advanced Accounting

Statements and Standards

1. Framework for the Preparation and Presentation of Financial Statements

2. Accounting Standards — AS 1 to AS 29 [including revised AS 15 (2005)].
Guidance Notes on Accounting Aspects

Guidance Note on Treatment of Reserves Created on Revaluation of Fixed Assets.
Guarantees and Counter-Guarantees Given by Companies.

Guidance Note on Treatment of Expenditure during Construction Period.
Guidance Note on Accrual Basis of Accounting.

Guidance Note on Accounting Treatment for Excise Duty.

Guidance Note on Accounting for Depreciation in Companies.

Guidance Note on Availability of Revaluation Reserve for Issue of Bonus shares.
Guidance Note on Accounting Treatment for MODVAT/CENVAT.

Guidance Note on Accounting for Securitisation.
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Guidance Note on Accounting for Equity Index and Equity Stock Futures and Options (2003).
11. Guidance Note on Accounting for Corporate Dividend Tax.

12. Guidance Note on Accounting for Investments in the Financial Statements of Mutual Funds.
13. Guidance Note on Accounting for Employee Share-based Payments.

14. Guidance Note on Accounting for Fringe Benefits Tax.

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

Paper 3 : Advanced Auditing

Professional Topics/Subjects
1. Code of Ethics
Statements and Standards

1. Framework of Statements on Standard Auditing Practices and Guidance Notes on Related
Services.

2. Auditing and Assurance Standards AAS 1 to AAS 34

3. Statement on Qualifications in Auditor's Report

4.  Statement on the Companies (Auditor’'s Report) Order, 2003 [2005 Edition].

Guidance Notes/Study Guide/Monograph

Guidance Notes on Auditing Aspects:

1. Guidance Note on Independence of Auditors

2. Internal Control Questionnaire.

3. Guidance Note on Accountant’s Report on Profit Forecasts and / or Financial Forecasts.
4. Guidance Note on Audit Reports and Certificates for Special Purposes

5. Guidance Note on Audit of Fixed Assets.
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Guidance Note on Audit under Section 44AB of the Income Tax Act [2005 Edition].
Guidance Note on Audit of Abridged Financial Statements.
Guidance Note on Audit of Inventories.

© © N o

Guidance Note on Audit of Debtors, Loans and Advances.

10. Guidance Note on Audit of Investments.

11. Guidance Note on Audit of Miscellaneous Expenditure.

12. Guidance Note on Audit of Cash and Bank Balances.

13. Guidance Note on Audit of Liabilities.

14. Guidance Note on Audit of Revenue.

15. Guidance Note on Audit of Expenses.

16. Guidance Note on Section 227 (3) (e) and (f) of the Companies Act, 1956.
17. Guidance Note on Certificate of Corporate Governance [2006 Edition].
18. Guidance Note on Revision of Audit Report.

19. Guidance Note on Computer Assisted Audit Techniques (CAATS).

20. Guidance Note on Audit of Payment of Dividend.

21. Guidance Note on Audit of Capital and Reserves.

Chartered Accountants (Amendment) Act, 2006 is applicable for May, 2007 Final Examination,
Questions on Professional Ethics may be asked in accordance with the Chartered Accountants
(Amendment) Act, 2006. Chapter 17 of Advanced Auditing of Final (Old) Course study material should
be accordingly read with appropriate amendments.

A supplementary study material is released covering Chapter 17 of Advanced Auditing study materials.
The supplementary study material can also be downloaded from the website
www.icai.org>students>Courses (Course Curriculum)>Final>Supplementary study materials.

Paper 4 : Corporate Laws and Secretarial Practice

April, 2006 edition (revised as on February, 2006) is relevant for May, 2007 Examination. Amendments
in the SEBI (DIP) Guidelines 2000 as amended up to February, 2006 may be made applicable.

Paper 7 : Direct Taxes

1. Study Material for Direct Taxes (as amended by Finance Act, 2006) — June 2006 edition. The
relevant assessment year is A.Y.2007-08.

2. Select cases in Direct and Indirect Taxes (2006) — An Essential reading for the Final
Course.[Portions relating to Direct Taxes]

3. Final Course - Supplementary Study Paper — 2006 Direct Taxes and Indirect Taxes —
Amendments made by the Finance Act, 2006. [Portions relating to Direct Taxes]. This publication
is relevant for those who have any earlier edition (prior to June 2006 edition) of the Direct Taxes
study material.

Note - For the purposes of setting the questions in direct taxes, study material for A.Y.2007-08
containing the law as amended by the Finance Act, 2006 should be taken into account. This
study material contains amendments made by notifications/circulars/other legislations up to
30.04.2006. The amendments made between 1.05.2006 and 31.10.2006 would be published in
the Revision Test Papers for May 2007 examination. All these amendments are relevant for May
2007 examination.
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Paper 8 : Indirect Taxes

Study Material for Indirect Taxes (as amended by Finance Act, 2006).

Select cases in Direct and Indirect Taxes (2006) — An Essential reading for the Final Course
[Portions relating to Indirect Taxes]

Final Course — Supplementary Study Paper — 2006 Direct Taxes and Indirect Taxes —
Amendments made by the Finance Act, 2006 [Portions relating to Indirect Taxes]. This publication
is relevant for those who have any earlier Indirect Taxes Study Material (prior to the one as
amended by Finance Act, 2006).

Note - For the purposes of setting the questions in indirect taxes, study material containing the
law as amended by the Finance Act, 2006 should be taken into account. This study material
contains amendments made by notifications/circulars/other legislations up to 30.04.2006. The
amendments made between 1.05.2006 and 31.10.2006 would be published in the Revision Test
Papers for May 2007 examination.  All these amendments are relevant for May 2007
examination.
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RECENT PUBLICATIONS OF THE BOARD OF STUDIES

English
Rs.
. STUDY MATERIALS
COMMON PROFICIENCY TEST  (CPT)
Fundamentals of Accounting 200
Mercantile Laws 50
General Economics 100
Quantitative Aptitude 250
Self Assessment CD _40
640
PROFESSIONAL COMPETENCE COURSE (PCC)
Group |
Advanced Accounting Vol. | & Vol. Il 500
Auditing and Assurance 175
Law, Ethics and Communication 275
950
Group Il
Cost Accounting & Financial Management 300
Taxation 200
Information Technology 150
Strategic Management 100
750
Both Groups 1700
FINAL (NEW COURSE)
Group |
Financial Reporting 600
Strategic Financial Management 260
Advanced Auditing and Professional Ethics 520
Corporate and Allied Laws 200
1580
Group Il
Advanced Management Accounting 240
Information Systems Control and Audit 150
Direct Tax Laws 340
Indirect Tax laws 290
1020
Both Groups 2600
Information Technology Training Course Material
Information Technology Training Programme 500

- Modules 1 & Il

Hindi
Rs.

140
40
70

150
40

ﬂ

Postal Charges

By Registered Parcel

English
Rs.

145

215

180
395

320

25

540

90

Hindi
Rs.

145
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Il.  COMPILATIONS OF SUGGESTED ANSWERS
Professional Education (Course-Il)

Auditing (May, 2000 to May, 2005) 40 40
Income Tax and Central Sales Tax (May, 1996 to 40 40
Nov. 2005)

Final

Advanced Auditing (May, 2000 to May, 2005) 60 40
Direct Taxes (May 2000 to Nov. 2005) 60 40

.  SUGGESTED ANSWERS FOR NOV. 2006
Professional Education (Course -I)
Professional Education (Course —Il) (Group | & Il)
Final (Group I & 11)
Each Suggested Answer is priced Rs.40 per volume plus Postal charges for Registered parcel Rs.40.

V. REVISION TEST PAPERS FOR MAY 2007

Professional Education (Course —I) 40 40
Professional Education (Course —II) (Group | & I1) 80 55
Final (Group | & I1) 80 55

V. PROSPECTUS

1. Common Proficiency Test — A Simplified 100 40
Entry to the Chartered Accountancy Course

2. Professional Competence Course — First
Stage of Theoretical Education of the
Chartered Accountancy Course inclusive of
conversion form
— With Form Nos. 102 and 103 100 40
— Without Form Nos. 102 and 103 50 40

VI. MISCELLANEOUS
1 Select cases Direct and Indirect Taxes - 2006 40 40

2. Information Brochure about Common Proficiency Test
- A Simplified Entry to the Chartered Accountancy Course
Both in English and Hindi

3. Information Brochure about Professional Competence Course Available free of cost in all
— First Stage of Theoretical Education of the Chartered Accountancy Decentralised Offices and Branches
Both in English and Hindi of the Institute

4,  Information Brochure on 100 Hours Information Technology Training
5. Information Brochure about Chartered Accountancy - Global Career
Opportunities through a premier Professional Institute
Both in English and Hindi

VIl. COMPACT DISCS (CDs) New Series

1. Membership in Company - PE-II 50 40
2. Capital Gains (Part | and Part I1) - Final 50 40
3. Insurance Claims - PE-I/CPT 50 40
4.  Hire Purchase and Instalment Payment - PE-II/PCC 50 40
5. Taxation of Salaries - PE-ll/ PCC 50 40



