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subsequent recognition is to be transferred to P & L a/c.  In the given question, Debtors Receivable in foreign 

currency and Loan payable in foreign Currency will be subsequently recognized by taking exchange rate ` 61.20 

Statement Showing Exchange Difference on 31.03.2015 

 Recorded at @ 
58.50/doller 

Subsequent Recognition 
on 31-03-2015 

Exchange 
difference 

Debtors 5,00,000/58.5= 
 8547 doller 

8547 X 61.20= `  5,23,076  ` 23,076 - 
Gain 

Loan 60,00,000/55.60 = 
1,09,714 doller 

1,09,714 X 61.20=  
` 67,14,496 

` 7,14,496 - 
loss 

 

QUESTION 5. 

Someshwar Ltd. imported a machine on 04.01.1999 for Euros 12,000 on deferred payment .basis; payment in six 
equal annual installments at the end of every financial year, commencing from 31.03.1999 onwards. Use 
Revised AS- 11 provisions irrespective of financial year / date and determine the exchange differences and 
carrying amounts of the liability at the end of each financial year, if the following exchange rates are given. One 
Euro equals Indian Rupees on 
 

04.01.1999 31.03.1999 31.03.2000 31.03.2001 31.03.2002 31.03.2003 31.03.2004 
 

`          `    `       `      `        ` ` 
 

50.4872 45.5208 41.8463     41.0175     42.6400      51.4400 53.1000 
 

Ans.           
 

           
 

Calculation of Carrying Amounts of Liability:       
 

Financial Year ending Euro amount due Closing rate  Carrying amount in ` 
 

31st March, 1999 10,000   45.5208   4,55,208  
 

31st March, 2000 8,000   41.8463   3,34,770  
 

31st March, 2001 6,000   41.0175   2,46,105  
 

31st March, 2002 4,000   42.6400   1,70,560  
 

31st March, 2003 2,000   51. 4400   1,02,880  
 

31st March, 2004  Nil   53.1000   Nil  
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Calculation of Exchange Differences: 

      
 

Financial Year ending  Exchange differences   Exchange differences 
 

    due to settlement   due to reporting 
 

       

31st March, 1999 
 2,000 x (50.4872 - 45.5208) =  10,000 x (50.4872 - 45.5208) = 

 

  ` 9,933 G     ` 49,664 G  
 

         
 

        

   2,000 x (45.5208 - 41.8463) =   8,000 x (45.5208 - 41.8463) = 
 

31st March, 2000   ` 7,349 G     ` 29,396 G  
 

       
 

   2,000 x (41.8463 - 41.0175) =   6,000 x (41.8463 - 41.0175) = 
 

31st March, 2001   ` 1,658 G     ` 4,973 G  
 

       
 

   2,000 x (41.0175 - 42.6400) =   4,000 x (41.0175 - 42.6400) = 
 

31st March, 2002   ` 3,245 L     ` 6,490 L  
 

       
 

   2,000 x (42.6400 - 51.4400) =   2,000 x (42.6400 - 51.4400) = 
 

31st March, 2003   ` 17,600 L     ` 17,600 L  
 

        
 

31st March, 2004 
 2,000 x (51.4400 - 53.1000) =   Nil  

 

  ` 3,320 L       
 

          
 

            

Note: G indicates Gain (credited to profit and loss account) while L indicates Loss (debited to profit and loss 
account) due to exchange difference 
 
QUESTION 6. 

Kalim Ltd. borrowed US$ 4,50,000 on 01/01/2016, which will be repaid as on 31/07/2016. X Ltd. prepares 

financial statement ending on 31/03/2016. Rate of exchange between reporting currency (INR) and foreign 

currency (USD) on different dates are as under: 

01/01/2016  1 US$ = ` 48.00 
 

31/03/2016  1 US$ = ` 49.00 
 

31/07/2016  1 US$ = ` 49.50Solution: 

Date Particulars L.F. Dr. Cr. 

Jan. 01, 2016 Bank a/c                                                            Dr. 

    To Foreign Loan a/c 

 2,16,0000  

2,16,0000 

31/03/2016 Foreign Exchange Difference a/c                Dr. 
   To Foreign Loan a/c 
[4,50,000 x(49-48)]  

4,50,000  

4,50,000 

31/07/2016 Foreign Exchange Difference a/c                Dr. 
[4,50,000x(49.5-49)] 
Foreign Loan A/c                                            Dr. 
   To Bank Account  

2,25,000 

 

2,20,50,000 

 

 

 

2,22,75,000 
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ALTERNATIVE TREATMENT FOR EXCHANGE DIFFERENCE 

(UNDER PARA 46 AND 46A) 

 

Central Government in consultation with National Advisory Committee on Accounting Standards made an 

amendment to AS 11 “The Effects of Changes in Foreign Exchange Rates” in the form of Companies (Accounting 

Standards) Amendment Rules, 2009 and 2011. 

According to the Notification, exchange differences arising on reporting of long-term foreign currency monetary 

items at rates different from those at which they were initially recorded during the period, or reported in 

previous financial statements, insofar as they relate to the acquisition of a depreciable capital asset, can be 

added to or deducted from the cost of the asset and should be depreciated over the balance life of the asset, 

and in other cases, can be accumulated in the Foreign Currency Monetary 

Item Translation Difference (FCMITD) Account and should be written off over the useful life of the assets 
(amortised over the balance period of such long term assets or liability, by recognition as income or expense in 
each of such periods) but not beyond 31st March, 2020. 

If the above option is exercised, disclosure should be made of the fact of such exercise of such option and of the 
amount remaining to be amortized in the financial statements of the period in which such option is exercised 
and in every subsequent period so long as any exchange difference remains unamortized. 

For the purposes of exercise of this option, an asset or liability should be designated as a long-term foreign 
currency monetary item, if the asset or liability is expressed in a foreign currency and has a term of 12 months or 
more at the date of origination of the asset or liability. 

Further in December, 2011, the Ministry of Corporate Affairs inserted paragraph 46A in AS 11 of the Companies 

(Accounting Standards) Rules, 2006. According to it, in respect of accounting periods commencing on or after 

the 1st April, 2011, an enterprise which had earlier exercised the option under paragraph 46 and at the option of 

any other enterprise, the exchange differences arising on reporting of long-term foreign currency monetary 

items at rates different from those at which they were initially recorded during the period, or reported in 

previous financial statements, in so far as they relate to the acquisition of a depreciable capital assets, can be 

added to or deducted from the cost of the assets and should be depreciated over the balance life of the assets, 

and in other cases, can be accumulated in a “Foreign Currency Monetary Item Translation 

Difference Account” in the enterprise’s financial statements and amortised over the balance period of such 

long term assets or liability, by recognition as income or expense in each of such periods. 

Such option is irrevocable and should be applied to all such foreign currency monetary items. The enterprise 

excersing such option should disclose the fact of such option and of the amount remaining to be amortised in 

the financial statements of the period in which such option is exercised and in every subsequent period so long 

as any exchange difference remains unamortized. 
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PRESENTATION OF FOREIGN CURRENCY MONETARY ITEM TRANSLATION 

DIFFERENCE ACCOUNT (FCMITDA) 
 

In the format of Schedule III to the Companies Act, 2013, no line item has been specified for the presentation of 

“Foreign Currency Monetary Item Translation Difference Account 

(FCMITDA)”. Since the balance in FCMITDA represents foreign currency translation loss, it does not meet the 

above definition of ‘asset’ as it is neither a resource nor any future economic benefit would flow to the entity 

therefrom. Therefore, such balance cannot be reflected as an asset. Therefore, debit or credit balance in 

FCMITDA should be shown on the “Equity and Liabilities” side of the balance sheet under the head 

‘Reserves and Surplus’ as a separate line item. 

QUESTION 7. 
Opportunity Ltd. purchased an equipment costing ` 24,00,000 on 1.4.2015 and the same was fully financed by 
foreign currency loan (US Dollars) payable in four annual equal installments. Exchange rates were 1 Dollar = ` 
60.00 and ` 62.50 as on 1.4.2015 and 31.3.2016 respectively. First installment was paid on 31.3.2016. The entire 
difference in foreign exchange has been capitalised. You are required to state that how these transactions would 
be accounted for. 
Solution 

As per AS 11 ‘The Effects of Changes in Foreign Exchange Rates’, exchange differences arising on reporting an 

enterprise’s monetary items at rates different from those at which they were initially recorded during the 

period, should be recognised 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 will be 

recognised as income or expense.  
Calculation of Exchange Difference: 

Foreign currency loan = ` 24,00,000/60 = 40,000 US Dollars 
 
Exchange difference =              40,000 US Dollars × (62.50-60.00) = ` 1,00,000 
 
(Including exchange loss on payment of first instalment) 

 

Therefore, entire loss due to exchange differences amounting ` 1,00,000 should be charged to profit and loss 

account for the year. 

Note: The above answer has been given on the basis that the company has not availed the option for 

capitalization of exchange difference as per paragraph 46/ 46A of AS 11. 

However, as per paragraph 46A of the standard, the exchange differences arising on reporting of long term 

foreign currency monetary items at rates different from those at which they were initially recorded during the 

period, in so far as they relate to the acquisition of a depreciable capital asset, can be added to or deducted 

from the cost of the asset and should be depreciated over the balance life of the asset. 

Accordingly, in case Opportunity Ltd. opts for capitalising the exchange difference, then the entire amount of 

exchange difference of ` 1,00,000 will be capitalised to ‘Equipment account’. This capitalised exchange 

difference will be depreciated over the useful life of the asset. 

Cost of the asset on the reporting date  

Initial cost of Equipment ` 24,00,000 
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Add: Exchange difference `  1,00,000 

Total cost on the reporting date ` 25,00,000 

QUESTION 8. 

A Ltd. purchased fixed assets costing ` 3,000 lakhs on 1.1.2005 and the same were fully financed by foreign 

currency loan (U.S. Dollars) payable in three annual equal installments. Exchange rates were 1 Dollar = ` 40.00 

and ` 42.50 as on 1.1.2005 and 31.12.2005 respectively. First installment was paid on 31.12.2005. The entire 

difference in foreign exchange has been capitalized. 

You are required to state, how these transactions would be accounted for.             [RTP Nov-06] 

Solution 

As per AS 11 ‘The Effects of Changes in Foreign Exchange Rates’, exchange differences arising on the settlement 

of monetary items or on reporting an enterprise’s monetary items at rates different from those at which they 

were initially recorded during the period, or reported in previous financial statements, should be recognised 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 recognised as income or expense.  

Calculation of Exchange Difference : 
 

Foreign currency loan = 

` 3, 000lakhs 

= 75 lakhs US Dollers 

 

` 40 

 

   

Exchange difference = 75 lakhs US Dollars × (42.50 – 40.00) = ` 187.50 lakhs 
 
(Including exchange loss on payment of first instalment) 
 
Therefore, entire loss due to exchange differences amounting ` 187.50 lakhs should be charged to profit and 

loss account for the year. 

Note: The above answer has been given on the basis that the company has not exercised the option of 

capitalization available under paragraph 46 of AS 11. However, if the company opts to avail the benefit given in 

paragraph 46A, then nothing is required to be done since the company has done the correct treatment. 

FOREING OPERATIONS 

Foreign operations are branches, subsidiaries, associates and joint ventures of reporting enterprise which are 

based and situated outside India.  

There are two types of foreign operation: 

(i) Integral Foreign operation 
(ii) Non Integral Foreign operation  

Integral foreign operation is a foreign operation, the activities of which are an integral part of those of the 
reporting enterprise. A foreign operation that is integral to the operations of the reporting enterprise carries on 
its business as if it were an extension of the reporting enterprise's operations. 

(iii)  
Non-integral foreign operation is a foreign operation that is not an integral foreign operation. When there is a 

change in the exchange rate between the reporting currency and the local currency, there is little or no direct 

effect on the present and future cash flows from operations of either the non-integral foreign operation or the 

reporting enterprise. The change in the exchange rate affects the reporting enterprise's net investment in the 
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non-integral foreign operation rather than the individual monetary and non-monetary items held by the non-
integral foreign operation. 

‘Net investment in a non-integral foreign operation’ is the reporting enterprise’s share in the net assets of that 
operation. 

The following are indications that a foreign operation is a non-integral foreign operation rather than an integral 
foreign operation: 

(a) While the reporting enterprise may control the foreign operation, the activities of the foreign operation 
are carried out with a significant degree of autonomy from those of the reporting enterprise.   

(b) Transactions with the reporting enterprise are not a high proportion of the foreign operation's activities.   

(c) The activities of the foreign operation are financed mainly from its own operations or local borrowings 
rather than from the reporting enterprise.   

(d) Costs of labour, material and other components of the foreign operation's products or services are 
primarily paid or settled in the local currency rather than in the reporting currency.   

(e) The foreign operation's sales are mainly in currencies other than the reporting currency.   

(f) Cash flows of the reporting enterprise are insulated from the day-to-day activities of the foreign 
operation rather than being directly affected by the activities of the foreign operation. 

(g) Sales prices for the foreign operation’s products are not primarily responsive on a short-term basis to 
changes in exchange rates but are determined more by local competition or local government 
regulation.  

(h) There is an active local sales market for the foreign operation’s products, although there also might be 

significant amounts of exports.  

 

TRANSLATION OF FOREIGN INTEGRAL OPERATIONS 
 

The individual items in the financial statements of the foreign operation are translated as if all its transactions 
had been entered into by the reporting enterprise itself.  

Generally following Rates are used for integral foreign operation: 

items Rate used 
Fixed Assets and its Depreciation 
Current Assets and All liabilities 
Sale and purchase of Goods 
All incomes and expenses 
Goods Sent to Branch 
H.O. Account 
Share Capital 
Opening Stock 

Rate when Assets Purchased 
Closing Rate 
Average Rate 
Average Rate 

Actual value in H.O. books 
Actual value in H.O. books 

Specific Rate 
Opening Rate 

The difference due to translation, known as exchange difference, will be shown in the Profit and Loss A/ c of the 
current year. 
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QUESTION 9. 

A Ltd. has a branch in US which remits cash on day to day basis and sales prices at branch are Responsive to 
changes in exchange rates. Is branch integral or non-integral for the purpose of AS-11 Revised. 

Ans. Integral 

QUESTION 10. 

Following items appear in the trial balance of a foreign branch (integral foreign operation): 

Head Office Account Fixed Assets 

Salaries and Wages Sales 

Creditors Equity Share Capital  
Opening Stock Loans and Borrowings 

Closing Stock Sundry Debtors 

Purchases Provision for Taxes 
Give the exchange rates to be applied for translation into Rupee. How would you treat the exchange difference?                                                                                                                 
[RTP; May – 06] 
Ans. 

Different items will be translated at different exchange rates as follows:  
Exchange Rate Exchange Rate Average Exchange Specific Exchange 

of Opening Date of Closing Date Rate Rate 

1. Opening stock 1. Creditors 1. Salaries and' 1. Fixed Assets 
   Wages   

 2. Closing stock 2. Purchases 2. Equity Share 
      Capital 
 3. Loans and 3. Sales   

  Borrowings     

4. Sundry Debtors   
5. Provision for tax  

 
The Head Office A/ c will be translated at the value appearing in the Branch A/ c of the Indian Parent Company. 
The difference due to translation, known as exchange difference, will be shown in the Profit and Loss A/ c of 
the current year. 
 

TRANSLATION OF NON FOREIGN INTEGRAL OPERATIONS 
 

Generally following Rates are used for Non integral foreign operation: 

items Rate used 
Fixed Assets and its Depreciation 
Current Assets and All liabilities 
Sale and purchase of Goods 
All incomes and expenses 
Goods Sent to Branch 
H.O. Account 
Share Capital 
Opening Stock 

Closing Rate 
Closing Rate 
Average Rate 
Average Rate 

Actual value in H.O. books 
Actual value in H.O. books 

Closing Rate 
Opening Rate 

The difference due to translation will be transferred to foreign currency translation reserve account (FCTR). 
Which will be shown under the head Reserve & surplus in Balance sheet until the disposal of net investments. 
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QUESTION 11. 

A business having the Head Office in Kolkata has a branch in UK. The following is the trial balance of Branch as at 
31.03.2016: 

                              Trial Balance for the year ended 31-03-2016 

 $ 

 Dr. Cr. 

Fixed Assets (Purchase on 1-4-2013) 
Opening Stock 
Goods From H.O. 
(Recorded in HO books as ` 8,04,000) 
Purchase  
Debtors 
Cash at Bank 
Sales  
H.O. a/c 
(Recorded in HO books as ` 9,80,000) 
Remittance to H.O. 
(Recorded in HO books as ` 3,80,000) 
Creditors  
Wages 
Salaries  

10,000 
800 

12,200 
 

20,000 
3,200 
6,400 

-- 
-- 
-- 

5,800 
 

-- 
2,000 
2,400 

-- 
-- 
-- 
-- 
-- 
-- 
 

40,000 
14,800 

-- 
-- 
-- 
-- 
-- 

8,000 

 62,800 62,800 

 Closing stock at branch is £ 700 on 31.03.2016. 

 Depreciation @ 10% p.a. is to be charged on fixed assets.  

 Prepare the trial balance after been converted in Indian Rupees.  

 Exchange rates of Pounds on different dates are as follow:  
 

01.04.2013– ` 61; 01.04.2015– ` 63 & 31.03.2016 – ` 67  

CHANGE IN THE CLASSIFICATION OF A FOREIGN OPERATION 
 

When a foreign operation that is integral to the operations of the reporting enterprise is reclassified as a non-
integral foreign operation, exchange differences arising on the translation of non-monetary assets at the date of 
the reclassification are accumulated in a foreign currency translation reserve. 

When a non-integral foreign operation is reclassified as an integral foreign operation, the translated amounts for 
non-monetary items at the date of the change are treated as the historical cost for those items in the period of 
change and subsequent periods. 

Exchange differences which have been deferred are not recognised as income or expenses until the disposal of 

the operation.  

TAX EFFECTS OF EXCHANGE DIFFERENCES 
 
Gains and losses on foreign currency transactions and exchange differences arising on the translation of the 
financial statements of foreign operations may have associated tax effects which are accounted for in 
accordance with AS 22. 
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FORWARD EXCHANGE CONTRACT 

Forward exchange contract means an agreement to exchange different currencies at a forward rate. 

Forward rate is the specified exchange rate for exchange of two currencies at a specified future date. 

An enterprise may enter into a forward exchange contract or another financial instrument that is in substance a 
forward exchange contract, which is not intended for trading or speculation purposes, to establish the amount 
of the reporting currency required or available at the settlement date of a transaction. The premium or discount 
arising at the inception of such a forward exchange contract should be amortised as expense or income over the 
life of the contract. 

Exchange differences on such a contract should be recognised in the statement of profit and loss in the 
reporting period in which the exchange rates change. Any profit or loss arising on cancellation or renewal of 
such a forward exchange contract should be recognised as income or as expense for the period. 

In recording a forward exchange contract intended for trading or speculation purposes, the premium or discount 
on the contract is ignored and at each balance sheet date, the value of the contract is marked to its current 
market value and the gain or loss on the contract is recognised. 

QUESTION 12. 

Sterling Ltd. purchased a plant for US $ 20,000 on 31st December, 07 payable after 4 months. The company 

entered into a forward contract for 4 months @ `48.85 per dollar. On 31st December, 07, the exchange rate 
was ` 47.50 per dollar. 

How will you recognize the profit or loss on forward contract in the books of Sterling Limited for the year ended 

31st March, 2008.                                                                                       [Nov.-2009] 

 
Ans.  
Calculation of profit or loss to be recognized in the books of Sterling Limited  

 

      
 

 Forward contract rate    ` 48.85 
 

 Less: Spot rate    ` 47.50 
 

 Loss    ` 1.35 
 

 Forward Contract Amount    $ 20,000 
 

 Total loss on entering into forward contract = ($20,000 × ` 1.35) ` 27,000 
 

 Contract period    4 months 
 

 Loss for the period of 1st January, 2008 to 31st March, 2008 i.e. 3 months falling  
 

 
in the year 2007-2008 will be ` 27,000 3   

 

 

   
` 20,250 

 

   

   4  
  

Balance loss of ` 6,750 (i.e. ` 27,000 - ` 20,250) for the month of April, 2008 will be recognized in the financial 
year 2008-2009. 
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QUESTION 13. 

TC Ltd. imported material of US ($) 1,00,000 from M/s X of London and booked a forward cover for the 
same. Details of the transaction and forward cover are as under:  

Date of transaction 30-11-2011  

Exchange rate on 30-11-2011 ` 41.40 

Exchange rate on 31-3-2012 ` 41.60 

Settlement date 30-6-2012  

Exchange rate on 30-6-2012 ` 42.00 
  
Forward cover  
  

Date of inception 01-01-2012  

Exchange rate on 1-1-2012 ` 41.50 ` 41.50 

Forward Rate ` 41.70 

Forward rate for 3 months on 31-3-2012 ` 41.85 

Amount of forward cover US $ 1,00,000 $ 

 1,00,000   

How will you recognize the profit or loss on forward contract in the books of T Limited for the year ended 31st 

March, 2012. 

DISCLOSURE REQUIREMENT AS PER AS- 11 
 
An enterprise should disclose:  

(a) The amount of exchange differences included in the net profit or loss for the period.   
(b) Net exchange differences accumulated in foreign currency translation reserve as a separate component 

of shareholders’ funds, and a reconciliation of the amount of such exchange differences at the beginning 

and end of the period. 

(c) When the reporting currency is different from the currency of the country in which the enterprise is 

domiciled, the reason for using a different currency should be disclosed. 

             The reason for any change in the reporting currency should also be disclosed. 

When there is a change in the classification of a significant foreign operation, an enterprise should disclose:  
(a) The nature of the change in classification;   
(b) The reason for the change;   
(c) The impact of the change in classification on shareholders' funds; and   
(d) The impact on net profit or loss for each prior period presented had the change in classification occurred 

at the beginning of the earliest period presented.  
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INTRODUCTION 

AS 12 deals with accounting for government grants such as subsidies, cash incentives, duty drawbacks, etc. and 
specifies that the government grants should not be recognised until there is reasonable assurance that the 
enterprise will comply with the conditions attached to them, and the grant will be received. The standard also 
describes the treatment of non-monetary government grants; presentation of grants related to specific fixed 
assets and revenue and those in the nature of promoters’ contribution; treatment for refund of government 
grants etc. 

This Standard does not deal with:  
(i) The special problems arising in accounting for government grants in financial statements reflecting the 

effects of changing prices or in supplementary information of a similar nature.   
(ii) Government assistance other than in the form of government grants.   
(iii) Government participation in the ownership of the enterprise.   

The receipt of government grants by an enterprise is significant for preparation of the financial statements for 
two reasons. Firstly, if a government grant has been received, an appropriate method of accounting therefore is 

necessary. Secondly, it is desirable to give an indication of the extent to which the enterprise has benefited from 
such grant during the reporting period. This facilitates comparison of an enterprise’s financial statements with 

those of prior periods and with those of other enterprises. 
 

GOVERNMENT GRANTS 
 

Government grants are assistance by government in cash or kind to an enterprise for past or future compliance 
with certain conditions. They exclude those forms of government assistance which cannot reasonably have a 
value placed upon them and transactions with government which cannot be distinguished from the normal 
trading transactions of the enterprise. 
 

ACCOUNTING TREATMENT OF GOVERNMENT GRANTS 
 

Two broad approaches may be followed for the accounting treatment of government grants:  
• the ‘capital approach’, under which a grant is treated as part of shareholders’ funds, and  
• the ‘income approach’, under which a grant is taken to income over one or more periods.  

It is generally considered appropriate that accounting for government grant should be based on the nature of 
the relevant grant. Grants which have the characteristics similar to those of promoters’ contribution should be 
treated as part of shareholders’ funds. Income approach may be more appropriate in the case of other grants. 
 

RECOGNITION OF GOVERNMENT GRANTS  

A government grant is not recognised until there is reasonable assurance that:  
• the enterprise will comply with the conditions attaching to it; and   
• the grant will be received.   

Receipt of a grant is not of itself conclusive evidence that the conditions attaching to the grant have been or will 

be fulfilled. 
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NON MONETARY GOVERNMENT GRANTS 
 

Government grants may take the form of non-monetary assets, such as land or other resources, given at 
concessional rates. In these circumstances, it is usual to account for such assets at their acquisition cost. Non-

monetary assets given free of cost are recorded at a nominal value. 

GRANT FOR SPECIFIC FIXED ASSETS 
Grants related to specific fixed assets are government grants whose primary condition is that an enterprise 

qualifying for them should purchase, construct or otherwise acquire such assets. Other conditions may also be 

attached restricting the type or location of the assets or the periods during which they are to be acquired or 

held. 

Two methods of presentation in financial statements of grants related to specific fixed assets are regarded as 
acceptable alternatives. 

Method I 

 

• The grant is shown as a deduction from the gross value of the asset concerned in arriving at its book 
value.   

• The grant is thus recognised in the profit and loss statement over the useful life of a depreciable asset by 
way of a reduced depreciation charge.   

• Where the grant equals the whole, or virtually the whole, of the cost of the asset, the asset is shown in 

the balance sheet at a nominal value.  

QUESTION 1. 

Z Ltd. purchased a fixed asset for ` 50 lakhs, which has the estimated useful life of 5 years with the salvage value 

of ` 5,00,000. On purchase of the assets government granted it a grant for ` 10 lakhs. Pass the necessary journal 

entries in the books of the company for first two years if the grant amount is deducted from the value of fixed 

asset. 

Method II  
 

• Grants related to depreciable assets are treated as deferred income which is recognised in the profit and 

loss statement on a systematic and rational basis over the useful life of the asset.   

• Grants related to non-depreciable assets are credited to capital reserve under this method, as there is 

usually no charge to income in respect of such assets.  

• If a grant related to a non-depreciable asset requires the fulfilment of certain obligations, the grant is 

credited to income over the same period over which the cost of meeting such obligations is charged to 

income.   

QUESTION 2. 

Z Ltd. purchased a fixed asset for ` 50 lakhs, which has the estimated useful life of 5 years with the salvage value 
of ` 5,00,000. On purchase of the assets government granted it a grant for ` 10 lakhs. Pass the necessary journal 

entries in the books of the company for first two years if the grant is treated as deferred income. 



ACCOUNTING STANDARDS                                                                                                                         13. 60 

 

 

CA IQTIDAR A. MALIK [B.COM, ACA, CS] 

 

QUESTION 3. 

How are grants related to Depreciable fixed assets presented in the financial Statements? 

Ans.  

There are two methods for presenting Grant in Balance Sheet: 

(i) Deduction Method (Net Method) 

(ii) Deferred Grant Method (Gross Method) 

Deduction Method (Net Method): 

Government grants related to specific fixed assets should be presented in the balance sheet by showing the 
grant as a deduction from the gross value of the assets concerned in arriving at their book value. 

The grant is thus recognized in the profit and loss statement over the useful life of a depreciable asset by way of 
a reduced depreciation charge.  

Where the grant related to a specific fixed asset equals the whole, or virtually the whole, of the cost of the asset, 
the asset should be shown in the balance sheet at a nominal value.  

Deferred Grant Method (Gross Method): 

Government grants related to depreciable fixed assets is credited to Deferred Grant Account and may be 

allocated as systematic and rational basis over the useful life of the asset, i.e. such grants should be allocated to 
income over the periods and in the proportions in which deprecation on that asset is charged.  

QUESTION 4. 

X Ltd. received a government grant for purchase of plant and machinery. The grant amount was ` 10 lakhs 

and the gross value of plant and machinery was ` 40 lakhs. The grant was received on 1-4-2012 and certain 
conditions regarding production were attached to it. The plant and machinery, having a useful life of 10 
years, was acquired on the same date and put to use. In the year 2015-16, an amount of ` 4 lakh became 

refundable as the desired level of production could not be achieved. Suggest how should this be recorded in 
the accounts assuming that the company follows straight line method of depreciation? 
Ans.  

The book value of the plant and machinery can be increased by ` 4 lakhs and depreciation calculated 
accordingly. The relevant calculations are shown below:  

Particular ` 
Gross Book Value on 1-4-2012 
Less: Government Grant 

40 Lakhs 
10 Lakhs 

Net Book value on 1-4-2012 
Less: Depreciation for 3 years (30/10) X 3 years 

30 Lakhs 
9 Lakhs 

Book Value on 1-04-2015 
Add: Amount of Grant Refundable 

21 Lakhs 
4 Lakhs 

Revised Book Value 
Remaining Useful Life 

25 Lakhs 
7 years 

Revised Annual Depreciation (25 Lakhs / 7) ` 3,57,143 
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QUESTION 5. 

X Limited received a grant of ` 2 crores from the Central Government for the purpose of a special 

Machinery during 2010-11. The cost of Machinery was ` 20 corers and has a useful life of 9 years. During 

2014-15, the grant has become refundable due to non-fulfillment of certain condition attached to it. 

Assuming the entire grant was deducted from the cost of Machinery in the year of acquisition. State with 

reason, the accounting treatment to be followed in the year 2014-15.                                        [2004-May] 

Ans. 
AS 12 on Accounting for Government Grants, the amount refundable in respect of a government grant related to 
a specific fixed asset is recorded by increasing the book value of the asset. Depreciation on the revised book 
value is provided prospectively over the residual useful life of the asset. In the given case, book value of 
machinery will be increased by ` 2 crores in the year 2014-15. The computations for the depreciation on 
machinery can be given as: 

Particular ` 
Gross Book Value on 1-4-2010 
Less: Government Grant 

20 Crores 
2 Crores 

Net Book value on 1-4-2010 
Less: Depreciation for 4 years (18/9) X 4 years 

18 Crores 
8 Crores 

Book Value on 1-04-2014 
Add: Amount of Grant Refundable 

10 Crores 
2 Crores 

Revised Book Value 
Remaining Useful Life 

12 Crores 
5 years 

Revised Annual Depreciation (12 Crores / 5) 2.40 crores 
Thus, book value of machinery will be ` 12 crores in the year 2002-2003 and the depreciation amounting ` 2.4 
crores will be charged on machinery. Annual depreciation of ` 2.4 crores will be charged in the next four years. 

QUESTION 6. 

Weak Ltd. acquired the fixed assets of ` 100 lakhs on which it received the grant of ` 10 lakhs. What will be 
the cost of the fixed assets as per AS-12 and how it will be disclosed in the financial Statements.  
                                                                                                                                                                          [May-2010] 
Ans. 
Under AS 12, where the grant relates to specific fixed assets, the company can follow any of the  
following accounting methods, as illustrated below— 

Particulars Asset Cost reduction method Deferred Income Method 

1. Original cost of machinery 100 Lakhs 100 Lakhs 

2. Scrap value of machinery Nil Nil 

3. Specific Grant received 
10 Lakhs 

(Reduced from Cost) 

10 Lakhs 

(Treated as Deferred 

Income) 

4. Cost (1) – (2) – (3) 90 Lakhs 100 Lakhs 

Note: (1)    `90 lakhs will be written off over the useful life of fixed assets. 

Note: (2) The balance in deferred income a/c shall be shown in balance sheet separately under reserve & 
surplus as deferred government grants. 

QUESTION 7. 

 X Ltd. acquired to fixed assets for ` 50, 00,000. The estimated useful life of the assets is 5 years The Salvage 

value after useful life was estimated at ` 5, 00,000. The state Government gave a grant of ` 10,00,000 to 

encourage the asset acquisition. At the end of the second year, the subsidy of the state Government 
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became refundable. What is the fixed assets value after refund of grant/subsidy to the State Government 

but before amortizing the asset value at the end of the second year? 

Ans.  

Particular ` 
Gross Book Value of Fixed Assets 
Less: Government Grant 

50,00,000 
10,00,000 

Net Book value  
Less: Depreciation for 1st years (40,00,000 – 5,00,000)/5 

40,00,000 
7,00,000 

Book Value in 2nd Year 
Add: Amount of Grant Refundable 

33,00,000 
10,00,000 

Revised Book Value after Refund 43,00,000 
 

QUESTION 8. 

A Government grant of ` 25 lakhs received 3 years ago in respect of a machinery which cost ` 200 lakhs, 
become refundable in March, 2008:  

(i) How the receipt of grant would have been recorded in the books of the recipient?   
(ii) How the refund of grant would be reflected in the books, at the time of its refund?  

Ans. 

(i) Refund of Government Grant relating to a Machinery will be Added back to cost of Machinery 

and Depreciation will be charged on Revised book value of Machinery over the remaining 

useful life of the Machine (Assuming Deduction method is Followed)  

(ii) As per AS 12, Refund of Government Grant is reflected as extraordinary items in books of 

account at the time of Refund. 

 

GRANT FOR NON DEPRECIABLE FIXED ASSETS 
 

QUESTION 9. 

How are grants related to Non Depreciable fixed assets presented in the financial Statements? 

Ans. 

Grants related to non-depreciable assets can be deducted from cost of Non Depreciable Assets. Balance 

Cost of Assets will be shown in Balance sheet. Where the grant related to a specific fixed asset equals the 

whole, or virtually the whole, of the cost of the asset, the asset should be shown in the balance sheet at a 

nominal value (Say ` 100).    

Alternatively, Grants related to non-depreciable assets can be credited to capital reserve. However, if a 

grant related to a non-depreciable asset requires the fulfillment of certain obligations, the grant should 

be credited to income over the same period over which the cost of meeting such obligations is charged to 

income. The deferred income is suitable disclosed in the balance sheet pending its apportionment to 

profit and loss statement.  
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GRANT IN THE NATURE OF PROMOTER CONTRIBUTION 

Where the government grants are of the nature of promoters’ contribution, i.e., they are given with reference to 

the total investment in an undertaking or by way of contribution towards its total capital outlay (for example, 

central investment subsidy scheme) and no repayment is ordinarily expected in respect thereof, the grants are 

treated as capital reserve which can be neither distributed as dividend nor considered as deferred income. 

QUESTION 10. 

How are grants in the nature of Promoter contribution presented in the financial Statements? 

Ans. 

Grants in the nature of Promoter contribution should be credited to Capital Reserve and it should form part of 

shareholders fund. 

When such Grant is refunded, then it should also be debited to capital Reserve a/c. 

QUESTION 11. 

A limited company has set up its business in designated backward area, which entitles it to receive, as per a 

public scheme announced by the government of India, a subsidy of 15% of the cost of Investment. Having 

fulfilled all the conditions laid down under the scheme, the company on its investment of `100 lakhs in 

capital assets, received in January 2015 during its accounting year ending on 31st March 2015, `15 lakhs 

from the Government of India. The accountant of the company would like to record the receipt as an item 

of revenue and to reduce the losses in the Profit and Loss Account for the year ended 31st March 2015. Is 

his action justified? Discuss. 

Ans. 

AS-12-"Accounting for Government Grants “deals with presentation of grants of the nature of promoters' 

contribution. Where the government grants are of the nature of promoter's contribution, i.e., they are given 
with reference to the total investment in an undertaking or by way of contribution towards its total capital 
outlay (for example, Central Investment Subsidy Scheme) and no repayment is ordinarily expected in respect 
thereof, the grants are treated as capital receipt, which can be neither distributed as dividend nor considered as 
deferred income. 

Accordingly, it is not proper to credit subsidy to profit and loss account treating it as an item of revenue. The 
receipt should be credited to capital reserve and the action of accountant is not justified. 

QUESTION 12. 

Santosh Ltd. has received a grant of ` 8 crores from the Govt. for setting up a factory in a backward area. 

Out of this grant, the company distributed ` 2 crores as dividend. Also, Santosh Ltd. received land free of 

cost from the State Government but it has not recorded it at all in the books as no money has been spent. 

In the light of AS 12, examine, whether the treatment of both the grants is correct. (May – 2010) 

Ans. 

As per AS 12, the purpose for which Grant is Received, such Grant ought to be utilized for the same. In the 
aforesaid case, SANTOSH Ltd received a grant of ` 3 crores from the government for setting up a factory, out of 
this the company distributed ` 2 crores as divided hence the treatment was wrong as per AS-12. 
 

Also, as per AS-12, if an asset is received free of cost it should be recorded in books at a nominal value say `100. 
The contention of SANTOSH Ltd. of non-recording such an asset in books is wrong; it should be recorded at a 
nominal value i.e. `100. 
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QUESTION 13. 

A Limited company has set up its business in a designated backward area which entitles it to receive, as 
per a public scheme announced by the GOI, a subsidy of 15% of the cost of investment. Having fulfilled all 
the conditions laid down under the scheme, the company on its investment of ` 500 lakhs in capital 
assets during its accounting year ending on 31st March, 2016 and received a subsidy of ` 75 lakhs in 
February 2015 from GOI. The accountant of the company would like to record the receipt as an item of 
revenue and to reduce the losses on P & L for the year ended 31 March 2015. Is his action justified? 
Ans. No, Grant is treated as capital receipts in the form of promoters’ contribution 

REVENUE GRANT 
Grants related to revenue are sometimes presented as a credit in the profit and loss statement, either 

separately or under a general heading such as ‘Other Income’. Alternatively, they are deducted in reporting the 

related expense. 

QUESTION 14. 

What is Revenue Grant? How it is to be treated in final account of business enterprise. 

Ans. 

Meaning: A Grant which is to be received as compensation for expenses or losses already incurred or for 

the purpose of giving immediate financial support is called Revenue Grant.  

Treatment: Such Grant should be recognized in profit and loss statement over the period necessary to 

match them with related cost which they intended to compensate. 

Such grant should either be shown as ‘’ other income’’ or be deducted from the related expenses. When 

such grant becomes refundable, then it is debited to profit and loss statement. 

QUESTION 15. 

Riva Ltd. received a revenue grant of ` 800 lakhs during the year 2013-14 from Government for welfare 
activities to be carried on by the company for its employees. The grant prescribed the condition for 
utilization, however during 2015-16 it was found that the condition of grants was not complied with and 
they had to be refunded to the Government. How this refund should be shown in financial statement for 
the year 2015-16? 

Ans. 

As per AS-12 Govt grants that become refundable should be accounted for as an extraordinary item as 

per AS-5. Therefore refund of grant should be shown in the Profit and Loss Statement of the company as 

an extraordinary item during the year 2015-16.  

QUESTION 16. 

X Ltd. received a revenue grant of `10 crores during 2006-07 from Government for welfare activities to 
be carried on the company for its employees. The grant prescribed the conditions for utilization. 

However during the year 2008-09, it was found that the prescribed conditions were not fulfilled and the 
grant should be refunded to the government. 

State how this matter will have to be dealt with in the financial statements of X ltd. for the year ended 
2008-09.                                                                                                                                                 [Nov. – 2009] 
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Ans.  

As per AS 12 "Government Grants", a grant that became refundable should be treated as an extra-

ordinary item as per Accounting Standard 5 "Net Profit or Loss for the Period, Prior Period Items and 

Changes in Accounting Policies". The amount refundable in respect of a government grant related to 

revenue, is applied first against any unamortized deferred credit remaining in respect of the grant. To the 

extent that the amount refundable exceeds any such deferred credit, or where no deferred credit exists, 

the amount is charged immediately to profit and loss statement. Therefore, refund of grant of ` 10 crores 

should be shown in the profit and loss account of the company as an extra-ordinary item during the 

financial year 2008-09. 

QUESTION 17. 

Explain the treatment of the following: 
 

(i) A firm acquired a fixed asset for ` 250 lakhs on which the government grant received was 
40%.  

 

(ii) Capital subsidy received from the central government for setting up a plant in the notified 

backward region. Cost of the plant ` 300 lakhs, subsidy received ` 100 lakhs.  
 

(iii) ` 50 lakhs received from the state government for the setting up of water-treatment plant.   

(iv) ` 25 lakhs received from the local authority for providing medical facilities to the   

Employees.                               [RTP May-06] 

Ans. 

(i) The total cost of the fixed asset is ` 250 lakhs and the grant is 40% i.e., ` 100 lakhs. In the balance 
sheet, the asset will be shown at the net amount (` 250 lakhs ` 100 lakhs) Le, ` 150 lakhs only. This 
will depreciated over the life of the asset.  

 

(ii) In this case, the subsidy received for setting up a plant in the notified region, should be treated as a 
capital subsidy. The amount of subsidy i.e. ` 100 lakhs be added to the Capital Reserves and the plant 
should be shown at ` 300 lakhs.  

 

(iii) ` 50 lakhs received from state government for setting up of water treatment plant should be 
deducted for the cost of the plant in the balance sheet. 

(iv) It is a case of revenue grant and should be shown in the profit and loss account. However, if                                                                                                                                       
the medical facilities are to be provided over a period of more than one year, it may be treated as 
deferred income and then taken to Profit and Loss Account on a systematic basis. 
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NON MONETARY GOVERMENT GRANT 
 

QUESTION 18. 

What is Non-Monetary government grant? How would you record a non-monetary grant received from the 

government as per AS-12.   [May – 2008] 

Ans.  

When grant received in the form of any assets such as Land, Plant & Machinery etc. it is called non-monetary 

grant. AS-12 deals with the accounting treatment of Non-monetary Government Grants which says that 

Government grants may take the form of non-monetary assets, such as land or other resources, given at 

concessional rates. In these circumstances, it is usual to account for such assets at their acquisition cost. Non-

monetary assets given free of cost are recorded at a nominal value. 

QUESTION 19. 

A Ltd. Purchase a plant and machinery from government for ` 20,00,000. The actual cost of such Machinery was 

` 50,00,000. How such plant and Machinery should be recorded in books of A Ltd. 

Ans. 

As per AS 12, when any Assets is acquired from government at concessional rate, then such assets will be 

recorded at acquisition cost. So in the given question, Plant and Machinery will be recorded at ` 

20,00,000. 

 

QUESTION 20. 

X Ltd. obtained a Land & Building from government at free of cost. The actual cost of such Land & Building was ` 

1,00,00,000. How such Land & Building should be recorded in books of X Ltd. 

Ans. 

As per AS 12, when any Assets is acquired from government at free of cost, then such assets will be 

recorded at nominal value, say ` 100. So in the given question, Land & Building will be recorded at ` 100. 

DISCLOSURE OF GOVERMENT GRANT 
 

QUESTION 21. 

What are the disclosure requirements of government in financial statement as per AS 12? 

Ans. 

Following are the disclosure requirement: 

(i) The accounting policy adopted for Government grant including the methods of presentation in the 

financial statement. 

(ii) The nature and extent of government grant recognized in the financial statement including grant of 

non-monetary assets given at concessional rate or at free of cost. 

(iii) In the case of companies, deferred grant should be disclosed under the head non-current liability if it 

is recognizable after 12 months and under current liability if it is recognizable within 12 months 
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INTRODUCTION 
The objective of AS 16 is accounting for borrowing costs. It does not deal with the actual or imputed cost of 

owners’ equity, including preference share capital not classified as a liability. 
 

DEFINITION 
 

Borrowing costs are interest and other costs incurred by an enterprise in connection with the borrowing of 

funds. 

Borrowing Costs includes following: 

 Interest & commitment charges on Borrowings 
 Amortisation of Discount / Premium on Borrowings 
 Amortisation of ancillary costs relating to Borrowings 
 Finance charges for assets acquired on Finance Lease 
 Exchange Deference to the extent they are regarded as an adjustment to interest cost 

 
TREATMENT OF BORROWING COST 

The borrowing costs that are directly attributable to the acquisition, construction or production of a qualifying 
assets are capitalized. 

The borrowing costs that are directly attributable to the acquisition, construction or production of a qualifying 
asset are those borrowing costs that would have been avoided if the expenditure on the qualifying asset had not 
been made. Borrowing costs are capitalised as part of the cost of a qualifying asset when it is probable that they 
will result in future economic benefits to the enterprise and the costs can be measured reliably.  

Other borrowing costs are recognised as an expense in the period in which they are incurred. 

QUALIFYING ASSET 
A qualifying asset is an asset that necessarily takes a substantial period of time to get ready for its intended use 

or sale. 

Examples of qualifying assets are manufacturing plants, power generation facilities, inventories that require a 
substantial period of time to bring them to a saleable condition, and investment properties. Other investments 
and those inventories that are routinely manufactured or otherwise produced in large quantities on a repetitive 
basis over a short period of time, are not qualifying assets. Assets that are ready for their intended use or sale 
when acquired also are not qualifying assets. 

Accounting standard further clarifies the meaning of the expression ‘substantial period of time’. According to it, 

substantial period of time primarily depends on the facts and circumstances of each case. It further states that, 

ordinarily, a period of twelve months is considered as substantial period of time unless a shorter or longer 

period can be justified on the basis of the facts and circumstances of the case. In estimating the 
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TYPES OF BORROWING 
There are two types of borrowing: 

 Specific borrowings 

 General borrowings 

When an enterprise borrows funds specifically for the purpose of obtaining a particular qualifying asset, the 
borrowing costs that directly relate to that qualifying asset can be readily identified. 

To the extent that funds are borrowed specifically for the purpose of obtaining a qualifying asset, the amount of 
borrowing costs eligible for capitalisation on that asset should be determined as the actual borrowing costs 
incurred on that borrowing during the period less any income on the temporary investment of those 
borrowings. 

The financing arrangements for a qualifying asset may result in an enterprise obtaining borrowed funds and 
incurring associated borrowing costs before some or all of the funds are used for expenditure on the qualifying 
asset. In such circumstances, the funds are often temporarily invested pending their expenditure on the 
qualifying asset. In determining the amount of borrowing costs eligible for capitalisation during a period, any 
income earned on the temporary investment of those borrowings is deducted from the borrowing costs 
incurred. 
 

GENERAL BORROWINGS  

It may be difficult to identify a direct relationship between particular borrowings and a qualifying asset and to 
determine the borrowings that could otherwise have been avoided. To the extent that funds are borrowed 
generally and used for the purpose of obtaining a qualifying asset, the amount of borrowing costs eligible for 
capitalisation should be determined by applying a capitalisation rate to the expenditure on that asset. The 
capitalisation rate should be the weighted average of the borrowing costs applicable to the borrowings of the 
enterprise that are outstanding during the period, other than borrowings made specifically for the purpose of 
obtaining a qualifying asset. The amount of borrowing costs capitalised during a period should not exceed the 
amount of borrowing costs incurred during that period. 

RULES FOR CAPITALIZATION 
 

COMMENCEMENT OF CAPITALISATION  

The capitalisation of borrowing costs as part of the cost of a qualifying asset should commence when all the 

following conditions are satisfied: 
 

a. Expenditure for the acquisition, construction or production of a qualifying asset is being incurred: 
Expenditure on a qualifying asset includes only such expenditure that has resulted in payments of cash, 
transfers of other assets or the assumption of interest-bearing liabilities. Expenditure is reduced by any 
progress payments received and grants received in connection with the asset. The average carrying 
amount of the asset during a period, including borrowing costs previously capitalised, is normally a 
reasonable approximation of the expenditure to which the capitalisation rate is applied in that period.   

b. Borrowing costs are being incurred.   

c. Activities that are necessary to prepare the asset for its intended use or sale are in progress: The 

SPECIFIC BORROWINGS 
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activities necessary to prepare the asset for its intended use or sale encompass more than the physical 
construction of the asset. They include technical and administrative work prior to the commencement of 
physical construction. However, such activities exclude the holding of an asset when no production or 
development that changes the asset’s condition is taking place. For example, borrowing costs incurred 
while land is under development are capitalized during the period in which activities related to the 
development are being undertaken. However, borrowing costs incurred while land acquired for building 
purposes is held without any associated development activity do not qualify for capitalization.  

 

SUSPENSION OF CAPITALISATION 
 

Capitalization of borrowing costs should be suspended during extended periods in which active development is 

interrupted. 

Borrowing costs may be incurred during an extended period in which the activities necessary to prepare an asset 

for its intended use or sale are interrupted. Such costs are costs of holding partially completed assets and do not 

qualify for capitalisation. However, capitalisation of borrowing costs is not normally suspended during a period 

when substantial technical and administrative work is being carried out. Capitalisation of borrowing costs is also 

not suspended when a temporary delay is a necessary part of the process of getting an asset ready for its 

intended use or sale. For example: capitalisation continues during the extended period needed for inventories to 

mature or the extended period during which high water levels delay construction of a bridge, if such high water 

levels are common during the construction period in the geographic region involved. 

CESSATION OF CAPITALISATION 
Capitalization of borrowing costs should cease when substantially all the activities necessary to prepare the 

qualifying asset for its intended use or sale are complete. 

An asset is normally ready for its intended use or sale when its physical construction or production is complete 
even though routine administrative work might still continue. If minor modifications, such as the decoration of a 

property to the user’s specification, are all that are outstanding, this indicates that substantially all the activities 

are complete. 

When the construction of a qualifying asset is completed in parts and a completed part is capable of being used 
while construction continues for the other parts, capitalisation of borrowing costs in relation to a part should 
cease when substantially all the activities necessary to prepare that part for its intended use or sale are 
complete. A business park comprising several buildings, each of which can be used individually, is an example of 
a qualifying asset for which each part is capable of being used while construction continues for the other parts. 
An example of a qualifying asset that needs to be complete before any part can be used is an industrial plant 
involving several processes which are carried out in sequence at different parts of the plant within the same site, 
such as a steel mill. 
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THEORY QUESTIONS 

QUESTION 1. 

Briefly indicate the items which are included in the expressions “Borrowing Cost” as per AS-16. 

Ans.  

Borrowing costs are interest and other costs incurred by an enterprise in connection with the  

borrowing of funds. Borrowing cost may include:  

(a) Interest and commitment charges on bank borrowings and other short term and long term 
borrowings.  

(b) Amortization of discounts or premiums relating to borrowings.  
(c) Amortization of ancillary costs incurred in connection with the arrangement of borrowings.  
(d) Finance charges in respect of assets required under finance leases or under other similar 

arrangements; and  
Exchange differences arising from foreign currency borrowings to the extent that they are Regarded as an  

adjustment to interest costs. 

QUESTION 2. 

When capitalization of borrowing cost should cease as per Accounting Standard16?             [Nov.2002] 

OR 

When should capitalization of borrowing cost cease in relation to assets and to investments? Discuss.   

                                            [June 1996] 

Ans.  Cessation of Capitalization 

Unlike suspension wherein capitalization can be recommenced when the conditions relating to 

suspension are not met, cessation refers to stoppage of capitalization of cost. Once capitalization 

ceases, borrowing cost should be expensed. 

 Substantial completion of all activities: Capitalisation of borrowing costs should cease when substantially 
all the activities necessary to prepare the qualifying asset for its intended use or sale are complete even 
though routine administrative work might still continue, e.g., If minor work, such as the decoration of a 
property to the user's specification, are all that are outstanding, this indicates that substantially all the 
activities are complete.  

Completion of activities in part: When the construction of a qualifying asset is completed in parts and a 

completed part is capable of being used while construction continues for the other parts, capitalisation of 

borrowing costs in relation to a part should cease when substantially all the activities necessary to prepare that 

part for its intended use or sale are complete, e.g., a business park comprising several buildings, each of which 

can be used individually, is an example of a qualifying asset for which each part is capable of being used while 

construction continues for the other parts. 

QUESTION 3. 

When the use of an asset is delayed, can costs of the lag period be capitalized?                   [May – 2006] 

Ans. (1) Time Lag refers to the interval between the date a project is ready to commence commercial 

production and the date at which commercial production actually begins. Example: machinery erected 

at site but actual production is delayed due to non-receipt of raw material on time. 
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(2) Cost Treatment: 

 All expenses (excluding Borrowing Costs dealt in AS-16) incurred during this period should be 
charged to the Profit and Loss Statement.  

 It may also be treated as Deferred Revenue Expenditure, for amortisation over say 3 or 5 years. 
 Time lag costs should NOT be capitalized. 

QUESTION 4. 

Explain with an example the nature of Activities in Progress so it’s to capitalize borrowing costs?                                    

[May – 2006]       

Ans. 

(1)  Condition: For capitalizing Borrowing Costs, the activities necessary to prepare the asset for its intended 

use or sale should be in progress. 

(2)  Nature of Activities: The activities should be necessary to prepare the asset for its intended use. 

Include Exclude 

 Direct activities relating 
to/encompassing physical 
construction 

 Activities during which the asset is 
merely held and when no 
production or development takes 
place  

 Support Activities e.g. 
technical/administrative work 
prior to commencement of 
physical construction 

 

 

(3)  Example: Borrowing Costs incurred while land is under development are capitalised during the period in 

which activities related to development are undertaken. Borrowing costs incurred while land acquired 

for building purposes is held without any associated development activity will not qualify for 

capitalization. 

QUESTION 5. 

A Co. Ltd- has generally borrowed funds and used the funds to acquire qualifying assets also.  

How should the amount of borrowing cost eligible for capitalisation be determined?  

Ans.  

It is possible that a company may raise borrowings for general purpose. A part of such funds  

could be used for production, or acquisition of a qualifying asset. In such circumstances, the  

rate of capitalization should be determined by applying a capitalization rate which should be  

the weighted average of the borrowing costs applicable to the general borrowings of the  

enterprise that are outstanding during the period.  

QUESTION 6. 

As a company auditor how would you react to the following situation? 

Interest on loan borrowed to purchase machinery which has been installed two years back is still debited to 

machinery account.                                                                                   [Nov. 2001] 
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Ans.   

In the present case, we as an auditor, will qualify the audit report. This situation is based on AS 16 on ‘Borrowing  

Costs’, issued by ICAI. AS 16 allows capitalisation of borrowing costs subject to fulfillment of certain conditions  

such as costs capitalisation of borrowing costs subject to fulfillment of certain conditions such as costs should be  

directly attributable to the acquisition, contribution or production of a qualifying asset (A qualifying asset is an  

asset that necessarily takes a substantial period of time to get ready for its intended use or sale). Having regard  

to this, in the present case, interest should not be debited to machinery account as this would result in  

overstatement of value of machinery and profits. Hence, the need for qualification of the audit report along with  

the quantitative impact on the assets and profit. 

QUESTION 7. 

When Capitalization of borrowing cost should cease as per Accounting Standard 16?  
[Nov – 2002] 

Ans.  

Capitalization of borrowing costs comes to an end when substantially all the activities required to prepare the  

qualifying assets for its intended use or sale are complete, An asset is actually ready for its intended use or sale  

when its physical construction or production is complete.  Thought its routine administrative work may still  

continue. If there are minor changes, such as the decoration of a property as per the users’ specification, then  

this shows that substantially all the activities are complete.  

When the construction of a qualifying asset is completed in parts and a completed part is ma position of being 

used while the construction continues for the other parts. Then, capitalisation of borrowing costs in accordance 

to a part will come to· an end when substantially all the activities required to prepare that part for its intended 

use or sale are complete.  

QUESTION 8. 

Enumerate two points which the financial statements should disclose in respect of borrowing costs as per AS- 

16.                                                                            [May-2009] 

Ans. As per AS 16, the Financial Statements should disclose the following: 

(a) The accounting policy adopted for borrowing costs and 
(b) The amount of borrowing costs capitalized during the period. 
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PRACTICAL QUESTIONS 

QUESTION 1. 

On 20.04.2003 JLC Ltd. obtained a loan from the Bank for ` 50 lakhs to be utilized as under: 

 `  

Construction of a shed 20 lakh  

Purchases of Machinery 15 lakh  

Working Capital 10 lakh  

Advance for Purchases of Truck 5 lakh . 

 

In March, 2004 construction of shed was completed and machinery installed. Delivery of truck was not received. 

Total interest charged by the bank for the year ending 31.3.2004 was ` 9 lakh. Show the treatment of interest 

under AS -16.                                                       [Nov. 2004] 

Ans. As per AS 16, borrowing costs that are directly attributable to the acquisition, construction or production of 

a qualifying asset should be capitalized. A qualifying asset is an asset that necessarily takes a substantial period 

of time (usually 12 months or, more) to get ready for its intended use or sale. If an asset is ready for its intended 

use or sale at the time of its acquisition then it is not treated as a Qualifying assets for the purposes of AS - 16. 

 
Particulars Nature Interest to be capitalized 

Interest to be charged to 

profit and loss account  

1 Construction Qualifying (` 91akhs x ` 20 lakhs)  

 of a shed Assets  ` 50 lakhs - 

   = ` 3.60 lakhs  

2 Purchase of Assumed qualifying (` 9 lakhs x `15 lakhs) - 

 machinery assets*  ` 50 lakhs  

   = ` 2.70 lakhs  

3 Working Not qualifying  (` 9lakhs x ` 10 lakhs) 

 capital Assets -  ` 50 lakhs 

    ` 1.80 lakhs 

4 
Advance 

Purchase of 
Not a qualifying  (` 9lakhs x ` 5 lakhs) 

 Truck Assets -  ` 50 lakhs 

    ` 0.90 lakhs 

 Total  ` 3.60 lakhs ` 5.40 lakhs 

QUESTION 2. 

On 20.6.2015 A Ltd. obtained a loan from the Bank for ` 150 lakhs to be utilized as under:  
                                                                        `  

 Construction of a shed   60 lakh  
 Purchase of Machinery   45 lakh  
 Working Capital    30 lakh  
 Advance for Purchase of Truck   15 lakh  
In March, 2016 construction of shed was completed and machinery installed. Delivery of truck was not 
received. Total interest charged by the bank for the year ending 31.3.2004 was ` 27 lakhs. Show the 
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treatment of interest under AS 16.        [Nov – 2004] 

QUESTION 3. 

PRM Ltd. obtained a loan from a bank for ` 120 lakhs on 30.4.2005. It was utilized as follows: 

  Particulars Amount (` In lakhs) 

  Construction of a head 50 

  Purchase of a machinery 40 

  Working capital 20 

  Advance for purchase of trucks 10 

Construction of shed was completed in March 2006. The machinery was installed on the same date. Delivery of 

truck was not received. Total interest charged by the bank for the year ending 31.3.2006 was ` 18 lakhs. Show 

the treatment of interest. 

QUESTION 4. 

Rohini Limited has obtained loan from an Institution for ` 500 lacs for modernization and Renovating its Plant  

and Machinery. The installation of plant and machinery was completed on 31.3.2009 amounting to ` 320 lacs  

and ` 50 lacs advanced to suppliers of additional assets and the balance of ` 130 lacs has been utilized for  

working capital requirements. Total interest paid for the above loan amounted to ` 65 lacs during 2008-09. 

 You are required to state how the interest on institutional loan is to be accounted for in the year 2008-09.                                                                  

                                                                                                                                                                       [May-2010] 

Ans.  

As per AS-16, borrowing costs (interest) should be capitalized if borrowing cost is directly attributable to the 

acquisition, construction, or production of a qualifying asset. In other words, asset acquired must be qualifying 

asset and borrowing cost should be directly attributable to the acquisition, construction or production of 

qualifying asset. 

In the question, ` 500 lacs borrowed from financial institution was utilized for -  

Modernization and renovation of Plant & Machinery          ` 320 lacs 

Advance to suppliers of additional assets           `   50 lacs 

Working Capital                `  130 lacs  

Out of these three payments only modernization and renovation of Plant & Machinery of ` 320 lacs is a 

qualifying asset as per AS 16, other two payments are not for the qualifying asset. Therefore, borrowing cost 

attributable to the Modernization and renovation of Plant & Machinery should only be capitalized which will be 

equal to ` 65 lacs × 320/500 = 41.60 lacs. The balance of ` 23.40 lacs (65 – 41.6) should be expensed and 

debited to Profit & Loss Account. 

QUESTION 5. 

In May, 2004 Speed Ltd. took a bank loan to be used specifically for the construction of a new factory building.  

The construction was completed in January 2005 and the building was put to its use immediately thereafter.  

Interest on actual amount used for construction of the building till its completion was ` 18 lakhs whereas the  

total interest payable to the bank on the loan for the period till 31 March, 2005 amounted to ` 25 lakhs. 

Can ` 25 lakhs be treated as part of the cost of factory building and thus be capitalized on the plea that the loan 

was specifically taken for the construction of factory building? 

[Nov-2005]-4 Marks 
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Ans.   

Cessation of Capitalization: Capitalization of borrowing costs should stop when substantially all the activities  

Necessary to prepare the qualifying asset for its intended use or sale are complete. 

Therefore, interest on the amount that has been used for the construction of the building upto the date of 

completion (January, 2005) i.e. ` 18 lakhs alone can be capitalized. It cannot be extended to ` 25 lakhs. 

 

QUESTION 6. 

ABC Ltd. has obtained Institutional term loan of ` 580 lakhs for modernization and renovation of its plant and  

machinery. Plant & Machinery acquired under the modernization scheme and installation completed on 31st  

March amounted to ` 406 lakhs, ` 58 lakhs has been advanced to supplies for additional assets and the balance  

loan of ` 116 lakhs has been utilized for working capital purpose. The accountant is in a dilemma as to how to  

account for the total interest of ` 52.20 lakhs incurred during the year, on the entire institutional Term Loan of `  

580 lakhs. Give your views. 

Ans. Interest cost Capitalised ` 36.54 Lakhs. 

QUESTION 7. 

An industry borrowed ` 40,00,000 for purchase of machinery on 1.6.2007. Interest on loan is 9% per  
annum. The machinery was put to use from 1.1.2008. Pass Journal entry for the year ended 31.3.2008  
to record the borrowing cost of loan as per AS-16.                      [May – 2008] 
 

Ans.  

As per AS-16 a qualifying asset is an asset which takes substantial period of time for Completion; what  

constitutes a substantial period of time primarily depends on the facts and circumstances of each case.  

However, ordinarily, a period of twelve months is considered as substantial period of time unless a shorter or  

longer period can be justified on the basis of facts and circumstances of the case. In estimating the period, time  

which an asset takes, technologically and commercially, to get it ready for its intended use or sale should be  

considered."  

In the present question, it is assumed that the asset in question is a qualifying asset. Hence the borrowing cost  

incurred till the date of asset coming into use will be capitalized 

Particular Amount Rate   Interest 

9% Loan 40,00,000 9% 7 Months Capitalised (i.e. for per operative 

period) 

2,10,000 

   3 Months Charged to P & L  

(i.e. for post- operative period) 

90,000 

 

TOTAL 10 Months  3,00,000 

  
Particulars L/F (`) (`) 

Interest on loan A/c                               Dr. 
          To Loan A/c 
(Being the interest on loan incurred) 

 3,00,000  
3,00,000 

Machinery A/c                                      Dr. 
Profit and Loss A/c                               Dr. 
          To Interest on loan A/c 
(Being interest on loan for 7 month capitalized and balance 
transferred to P & L A/c 

 2,10,000 
90,000 

 
 

3,00,000 
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QUESTION 8. 

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

 Plant  Cost of Asset  Remarks 

     `  

Plant P   100 lakhs   No specific borrowings 

Plant Q   125 lakhs   Bank loan of ` 65 lakhs at 10% 

Plant R              175 lakhs  9% Debentures of ` 125 lakhs were issued. 

In addition to the specific borrowings stated above, the Company had obtained term loans from two banks (1) ` 

100 lakhs at 10% from Corporation Bank and (2) ` 110 lakhs at 11.50% from State Bank of India, to meet its 

capital expansion requirements. Determine the amount of borrowing costs to be capitalized in each of the 

above Plants, as per AS-16.             [RTP May-06] 

Ans. Borrowing Cost Capitalized- P - ` 10.79 Lakhs, Q - ` 12.97 Lakhs, R - ` 16.64 Lakhs 

QUESTION 9. 

Axe Limited began construction of a new plant on 1st April, 2008 and obtained a special loan of 

` 4,00,000 to finance the construction of the plant. The rate of interest on loan was 10%.  

The expenditure that was made on the project of plant was as follows:  

  ` 

1st April,.2008  5,00,000 

1st August, 2008  12,00,000 

1st  January, 2009  2,00,000 

The company's other outstanding non-specific loan was `23,00,000 at an interest rate of  12%.  

The construction of the plant completed on 31st March, 2009.  

You are required to:  

(a)  Calculate the amount of interest to be capitalized as per the provisions of AS 16 "Borrowing 

Cost".  

 (b) Pass a journal entry for capitalizing the cost and the borrowing cost in respect of the plant.      

                                                                                                                                        [Nov.-2009] 

Ans.  

Total expenses to be capitalsed for borrowings as per AS 16 “Borrowing Costs”: 

 ` 

Cost of Plant (5,00,000 + 12,00,000 + 2,00,000) 

Add: Amount of interest to be capitalized (W.N.2) 

19,00,000 

1,54,000 

 20,54,000 

Journal Entry 

  ` ` 

31st March, 2009 Plant A/c                                                        Dr. 

    To Bank A/c 

[Being amount of cost of plant and  

borrowing cost thereon capitalized] 

20,54,000  

20,54,000 
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Working Notes: 

Computation of average accumulated expenses  

  ` 

1st April, 208 

 

 

1st August, 2008 

 

1st January, 2009 

` 
12

12
000,00,5   

` 
12

8
000,00,12   

` 
12

3
000,00,2   

5,00,000 

 

 

8,00,000 

 

50,000 

  13,50,000 

Amount of interest capitalized  
 ` 

On Specific borrowing (` 4,00,000 × 10%) 

On non-specific borrowings (` 13,50,000 – ` 4,00,000) × 12% 

40,000 

 

1,14,000 

Amount of interest to be capitalised  1,54,000 

QUESTION 10. 

Axe Limited began construction of a new plant on 1st April, 2015 and obtained a special loan of  

` 20,00,000 to finance the construction of the plant. The rate of interest on loan was 10%. The  

expenditure that were made on the project of plant were as follows: 

  1st April 15 25,00,000 

  1st October, 15 60,00,000 

  1st February, 16 12,00,000 

The company’s other outstanding non-specific loan was ` 1,15,00,000 at on interest rate of 15%.The 

construction of the plant completed on 31st March, 09. You are required to: 

(a) Calculate the amount of interest to be capitalized as per the provisions of AS-16 “Borrowing Cost”. 
(b) Pass a journal entry for capitalizing the cost and the borrowing cost in respect of the plant.  

 

QUESTION 11. 

X Ltd. began construction of a new building on 1st January, 2015. It obtained ` 1 lakh. Special loan to finance the 

construction of the building on 1st January, 2015 at an interest rate of 10%. The company’s other outstanding 

two non-specific loans were: 

  Amount Rate of Interest  

  ` 5,00,000           11% 

  ` 9,00,000           13% 

The expenditure that was made on the building project was as follows: 

                                                                            ` 

  January  2015 2,00,000 

  April 2015 2,50,000 

  July 2015 4,50,000 

  December 2015 1,20,000 

Building was completed by 31st December, 2015. Following the principles prescribed in AS-16 ‘Borrowing Cost’ – 

calculate the amount of interest to be capitalized and pass one journal entry for capitalizing the cost and 

borrowing cost in respect of the building. 
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QUESTION 12. 

Supu Ltd. borrowed ` 1500 lakhs at 12% interest for creation of integrated additional plant  

facilities. The expenditure was incurred in a phased manner, each resulting in specifically  

identifiable capital asset as under:- 

 Particulars Phase I Phase II Phase III 

 Assets Created Plant L Plant M Plant N 

 Machinery purchased     ` 500 lakhs `400 lakhs `600 lakhs 

 Cost of Buildings `150 lakhs `100 lakhs `150 lakhs 

 Other Utilities `50 lakhs `50 lakhs `100 lakhs 

 Total Costs `700 lakhs `550 lakhs `850 lakhs 

Note:- 

(a) Each of the above plants is a part of a continuous process whereby output of L is transferred to M 
for further processing and thereafter to N, before sale to customers. 

(b) Plant N includes machinery on which a Capital Grant of `100 lakhs is received from the Government. 
Determine the amount to be capitalized in respect of each of the above Plants. You need not allocate the same 

between machinery, buildings and other utilities.  

QUESTION 13. 

Take Ltd. has borrowed ` 30 lakhs from State Bank of India during the financial year 2016- 2017. The borrowings 

are used to invest in shares of Give Ltd., a subsidiary company of Take Ltd., which is implementing a new project, 

estimated to cost ` 50 lakhs. As on 31st March, 2017, since the said project was not complete, the directors of 

Take Ltd. resolved to capitalize the interest accruing on borrowings amounting to `4 lakhs and add it to the cost 

of investments. Comment. 
 
Ans. 
 
As per AS 13 (Revised) "Accounting for Investments", the cost of investment includes acquisition charges such as 
brokerage, fees and duties. In the present case, Take Ltd. has used borrowed funds for purchasing shares of its 
subsidiary company Give Ltd. ` 4 lakhs interest payable by Take Ltd. to State Bank of India cannot be called as 
acquisition charges, therefore, cannot be constituted as cost of investment. 
Further, as per para 3 of AS 16 "Borrowing Costs", a qualifying asset is an asset that necessarily takes a 
substantial period of time to get ready for its intended use or sale. Since, shares are ready for its intended use at 
the time of sale, it cannot be considered as qualifying asset that can enable a company to add the borrowing 
cost to investments. Therefore, the directors of Take Ltd. cannot capitalise the borrowing cost as part of cost of 
investment. Rather, it has to be charged to the Statement of Profit and Loss for the year ended 31st March, 
2017. 
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EXCHANGE DIFFERENCES ON FOREIGN CURRENCY BORROWINGS 
 
Exchange differences arising from foreign currency borrowing and considered as borrowing costs are those 
exchange differences which arise on the amount of principal of the foreign currency borrowings to the extent of 
the difference between:  

 interest on local currency borrowings and  

 interest on foreign currency borrowings.  
Thus, the amount of exchange difference not exceeding the difference between interest on local currency 
borrowings and interest on foreign currency borrowings is considered as borrowings cost to be accounted for 
under this Standard. 
The remaining exchange difference, if any, is accounted for under AS 11, ‘The Effect of Changes in Foreign 
Exchange Rates’. For this purpose, the interest rate for the local currency borrowings is considered as that rate 
at which the enterprise would have raised the borrowings locally had the enterprise not decided to raise the 
foreign currency borrowings. 

QUESTION 14. 

XYZ Ltd. has taken a loan of USD 10,000 on April 1, 2016, for a specific project at an interest rate of 5% p.a., 
payable annually. On April 1, 2016, the exchange rate between the currencies was ` 45 per USD. The exchange 
rate, as at March 31, 2017, is ` 48 per USD. The corresponding amount could have been borrowed by XYZ Ltd. in 
local currency at an interest rate of 11 per cent per annum as on April 1, 2016. 
Calculate Borrowing cost to be Capitalized as per AS 16. 
Ans. ` 25,500.  

QUESTION 15. 

Shan Builders Limited has borrowed a sum of US $ 10,00,000 at the beginning of Financial Year 2014-15 for its 

residential project at  LIBOR + 3%. The interest is payable at the end of the Financial Year. At the time of 

availment, exchange rate was ` 56 per US $ and the rate as on 31st March, 2015 was ` 62 per US $. If Shan 

Builders Limited borrowed the loan in Indian Rupee equivalent, the pricing of loan would have been 10.50%. 

Compute Borrowing Cost and exchange difference for the year ending 31st March, 2015 as per applicable 

Accounting Standards. (Applicable LIBOR is 1%)                                                                   (Nov – 2015, Marks 5) 

Ans. Exchange Loss transferred to Profit & Loss a/c ` 26,00,000 and exchange loss capitalized ` 34,00,000 

 

DISCLOSURE REQUIREMENT AS PER AS - 16 
 
The financial statements should disclose: 
 

a. The accounting policy adopted for borrowing costs; and   
b. The amount of borrowing costs capitalized during the period.  
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