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1.1 

 

INTRODUCTION  

Business is an economic activity undertaken with the motive of earning profits and 
maximizing of the wealth for owners.  

The business activities require resources (which are limited and have multiple uses) 
primarily in terms of material, labour, machineries, factories and other services. The 
success of a business depends on how efficiently and effectively these resources are 
managed. Therefore, there is a need to ensure that the businessman tracks the use of 
these resources. The resources are not free, and thus one must be careful to keep an eye 
on cost of acquiring them as well. As the basic purpose of business is to make profit, one 
must keep an ongoing track of the activities undertaken in course of business. Two basic 
questions would have to be answered: 

(a) What is the result of any business operations? This will be answered by finding out 
whether it has made profit or loss? 

(b) What is the position of the resources acquired and used for business purposes? How 
are these resources financed? Where do the funds come from? 

 

The answers to these questions are to be found continuously, and the best way to find 
them is to record all the business activities. Recording of business activities has to be 
done in a scientific manner so that they reveal the correct outcome. The science of book-
keeping and accounting provides an effective solution. It is a branch of social sciences. 
This study material aims at giving a platform to the students to understand basic 
principles and concepts, which can be applied to accurately measure the performance of 
a business. After studying the various chapters included herein, the student should be 
able to apply the principles, rules, conventions and practices to different business 
situations like, trading, manufacturing or services. 

 

OBJECTIVES OF ACCOUNTING 

• Providing Information to the Users for Rational Decision-making 

The primary objective of accounting is to provide useful information for decision-making 
to stakeholders such as owners, management, creditors and investors. Various outcomes 
of business activities such as costs, prices, sales volume, value under ownership and 
return of investment are measured in the accounting process. All these accounting 
measurements are used by stakeholders (owners, investors, creditors/bankers, etc.) in 
course of a business operation. Hence, accounting is identified as the language of a 
business. 

• Systematic Recording of Transactions 

To ensure reliability and precision for the accounting measurements, it is necessary to 
keep a systematic record of all financial transactions of a business enterprise which is 
ensured by book-keeping. These financial records are classified, summarized and 
reposted in the form of accounting measurements to the users of accounting information 
i.e., stakeholders. 

• Ascertainment of Results of Above Transactions 

‘Profit/Loss is a core accounting measurement done measured by preparing a Profit and 
Loss Account for a particular period. Various other accounting measurements, such as 
different types of revenue expenses and revenue incomes are considered for preparing 
this profit and loss account. Difference between these revenue incomes and revenue 
expenses is known as the result of business transactions identified as profit/loss. As this 
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measure is used very frequently by stockholders for rational decision making, it has 
become the objective of accounting. For example, Income Tax Act requires that every 
business should have an accounting system that can measure taxable income of the 
business and also explain nature and source of every item reported in Income Tax Return. 

• Ascertain the Financial Position of Business 

Financial position is another core accounting measurement. Financial position is 
identified by preparing a statement of ownership meaning Assets, and Owings meaning 
liabilities of the business as on a certain date. This statement is popularly known as 
Balance Sheet. Various other accounting measurements, such as different types of 
assets, and different types of liabilities as existed at a particular date they are considered 
for preparing the balance sheet. This statement may be used by various stakeholders for 
financing and investment decisions. 

• To Know the Solvency Position 

Balance Sheet, and Profit and Loss Account prepared as above give useful information to 
stockholders regarding concerns potential to meet their obligations in the short as well 
as in the long run. 

 

Function of Accounting 

The main functions of accounting are as follows: 

• Measurement: Accounting measures past performance of a business entity and depicts 
its current financial position. 

• Forecasting: Accounting helps in forecasting future performance and financial position 
of an enterprise using past data. 

• Decision-Making: Accounting provides relevant information to the users of accounts 
to aid rational decision-making. 

• Comparison & Evaluation: Accounting assesses performance achieved in relation to 
targets and discloses information regarding accounting policies and contingent liabilities 
which play an important role in predicting, comparing and evaluating financial results. 

• Control: Accounting also identifies weaknesses of the operational system and provides 
feedbacks regarding effectiveness of measures adopted to check such weaknesses. 

• Government Regulation and Taxation: Accounting provides necessary information to 
the government to exercise control on the entity as well as in collection of tax revenues. 

 

Book-Keeping 

As defined by Carter, Book-Keeping is a science as well as art of correctly recording in 
books of accounts all those business transactions that result in transfer of money or 
money‘s worth‘. Book-keeping is an activity concerned with recording and classifying 
financial data related to business operation in order of its occurrence. 

Book-keeping is a mechanical task which involving: 

• Collection of basic financial information 

• Identification of events and transactions with financial character, i.e., economic 
transactions 

• Measurement of economic transactions in terms of money 

• Recording of financial effects of economic transactions in order of its occurrence 

• Classifying effects of economic transactions 

• Preparing organized statement known as Trial Balance 

 

Distinction between Book-Keeping and Accounting 
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1.3 

Book-Keeping Accounting 

1. Output of book-keeping is an input for 
accounting 

1. Output of accounting permitinformed 
judgmentsand decisions by the user of 
accounting information. 

2. Purpose of book-keeping is to keep 
systematicrecord of transactions and 
events of financial 

character in order of its occurrence 

2. Purpose of accounting is to find results of 
operatingactivity of a business and to report 
its financialstrength. 

3. Book-keeping is the foundation of 
accounting. 

3. Accounting is considered as a language 
ofbusiness. 

5. Objects of book-keeping is to 
summarize the cumulative effect of all 
economic transactions of business for a 
given period by maintaining permanent 
record of each business transaction with 
its evidence and financial effects on 
accounting variable 

5.Object of accounting is not only book-
keeping but also analyzing and interpreting 
reported financial information for informed 
decisions. 

 

Accounting Cycle 

When complete sequence of accounting procedure is done, which happens frequently, 
and repeated in same directions during an accounting period, it is called an Accounting 
Cycle. 

Steps/Phases of Accounting Cycle 

The steps or phases of accounting cycle can be developed as under: 

• Recording of Transaction: As soon as a transaction happens it is at first recorded in 
subsidiary book. 

• Journal: The transactions are recorded in the journal chronologically. 

• Ledger: All journals are posted into ledger chronologically in a classified manner. 

• Trial Balance: After taking all the ledger account closing balances, a Trial Balance is 
prepared at the end of the period for the preparations of financial statements. 

• Adjustment Entries: All the adjustments entries are to be recorded properly and 
adjusted accordingly before preparing financial statements. 

• Adjusted Trial Balance: An adjusted Trail Balance may also be prepared. 

• Closing Entries: All the nominal accounts are to be closed by transferring them to 
Trading Account, and Profit and Loss Account. 

• Financial Statements: Financial statement can now be easily prepared which will 
exhibit the true financial position and operating results. 

 

Basic Accounting Terms 

In order to understand the subject matter clearly, one must grasp the following common 
expressions always used in business accounting always. The aim here is to enable the 
student to understand these often used concepts before we embark on accounting 
procedures and rules. You may note that these terms can be applied to any business 
activity with the same connotation. 

• Transaction: It means an event or a business activity which involves exchange of money 
or money‘s worth between parties. The event can be measured in terms of money and 
changes the financial position of a person, e.g., purchase of goods would involve 
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receiving material and making payment or creating an obligation to pay to the supplier 
at a future date. Transaction could be a cash transaction or credit transaction. When the 
parties settle the transaction immediately by making payment in cash or by cheque, it is 
called a cash transaction. In credit transactions, the payment is settled at a future date 
as per agreement between the parties. 

• Goods/Services: These are tangible article or commodities in which a business deals. 
These articles or commodities are either bought and solds or produced and sold. At 
times, what may be classified as goods to one business firm may not be goods to the 
other firm, e.g., for a machine manufacturing company, the machines are goods as they 
are frequently made and sold. But for the buying firm, it is not goods as the intention is 
to use it as a long term resource and not sell it. The services intangible in 

nature are rendered with or without the object of earning profits. • Profit: The excess of 
Revenue Income over expenses is called profit. It could be calculated for each transaction 
or for the business as a whole. 

• Loss: The excess of expense over income is called loss. It could be calculated for each 
transaction or for business as a whole. 

• Asset: Asset is a resource owned by a business with the purpose of using it for 
generating future profits. Assets can be Tangible and Intangible. Tangible Assets are the 
Capital assets which have some physical existence. They can, therefore, be seen, touched 
and felt, e.g., plant and machinery, furniture and fittings, land and buildings, books, 
computers and vehicles. The capital assets which have no physical existence and whose 
value is limited by the rights and anticipated benefits that possession confers upon the 
owner are known as lntangible Assets. They cannot be seen or felt although they help to 
generate revenue in future, e.g., goodwill, patents, trade-marks, copyrights, brand 
equity, designs and intellectual property, etc. 

 

Assets can also be classified as Current Assets and Non-Current Assets: 

 

 

 

 

 

 

 

 

Current Assets – An asset can be classified as Current if it satisfies any of the following: 

(a) It is expected to be realized in, or is intended for sale or consumption in the company‘s 
normal Operating Cycle, 

(b) It is held primarily for the purpose of being traded, 

(c) It is due to be realized within 12 months after the Reporting Date, or 

(d) It is Cash or Cash Equivalent unless it is restricted from being exchanged or used to 
settle a Liability for at least 12 months after the Reporting Date. 

Non-Current Assets – All other Assets is classified as Non-Current Assets, e.g., Machinery 
held for long term, etc. 

• Liability: It is an obligation of financial nature to be settled at a future date. It 
represents amount of money that the business owes to the other parties. For instance 
when goods are bought on credit, the firm will create an obligation to pay to the supplier 

Classification 
of Assets

Current 
Assets

Non-Current 
Asstes
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the price of goods on an agreed future date, or when a loan is taken from bank, an 
obligation to pay the interest and principal amount is created. 

 

Depending upon the period of holding, these obligations could be further classified into 
long term or non-current liabilities, and short term or current liabilities. 

 

Current Liabilities – A liability is classified as Current when it satisfies any of the 
following: 

(a) I t is expected to be settled in the company‘s normal Operating Cycle; 

(b) I t is held primarily for the purpose of being traded; 

(c) I t is due to be settled within 12 months after the Reporting Date; or 

(d) T he company does not have an unconditional right to defer settlement of the liability 
for at least 12 months after the reporting date (Terms of a Liability that, at the option of 
the counterparty, result in their settlement by the issue of Equity Instruments which do 
not affect its classification). 

 

Non-Current Liabilities – All other liabilities shall be classified as Non-Current Liabilities. 
For example loan taken for 5 years, Debentures issued etc. 

• Internal Liability: These represent proprietor‘s equity, i.e., all those amount which are 
entitled to the proprietor, like Capital, Reserves and Undistributed Profits. 

• Contingent Liability: It represents a potential obligation that could be created 
depending on the outcome of an event. For example if a supplier of a business files a 
legal suit, it will not be treated as a liability because no obligation is created immediately. 
If the verdict of the case is given in favour of the supplier then only the obligation is 
created. Till that it is treated as a contingent liability. Please note that contingent liability 
is not recorded in books of account, but disclosed a note through in the financial 
statements. 

• Capital: Capital is the amount invested in a business by its owners. It may be in the 
form of cash, goods, or any other asset which the proprietor or partners of business 
invest in the business activities. 

From business point of view, capital of owners is a liability which is to be settled only in 
the event of closure or transfer of the business. Hence, it is not classified as a normal 
liability. For corporate bodies, capital is normally represented as share capital. 

• Drawings: It represents the amount of cash, goods or any other assets which the owner 
withdraws from business for his or her personal use, e.g., when in the life insurance 
premium of the proprietor or a partner of the business is paid from the business cash, it 
is called drawings. 

Drawings will result in a reduction in the owners‘capital. The concept of drawing is not 
applicable to the corporate bodies like limited companies. 

• Net worth: It represents the excess of total assets over total liabilities of a business. 
Technically, thisamount is made available to be distributed to the owners in the event of 
closure of the business afterpayment of all liabilities. That is why it is also termed as 
Owner‘s Equity. A profit making business willresult in the increase in the owner‘s equity, 
whereas losses will reduce it. 

• Non-Current Investments: Non-Current Investments are investments which are held 
beyond thecurrent period for sale or disposal, like a Fixed Deposit for 5 years. 
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• Current Investments: Current investments are investments that are by their nature 
readily realizableand are intended to be held for not more than one year from the date 
on which such investment is made11 months Commercial Paper is an example of it. 

 

• Debtor: The sum total or aggregate of the amounts which the customer owes to the 
business for the purchase of goods on credit or services rendered or in respect of other 
contractual obligations, is known as Sundry Debtors or Trade Debtors, or Trade Payable, 
or Book-Debts or Debtors. In other words, Debtors are those persons from whom a 
business has to recover money on account of goods sold or aservice rendered on credit. 

These debtors may again be classified as under: 

(a) Good Debts: The debts which are sure to be realized are called good debts. 

(b) Doubtful Debts: The debts which may or may not be realized are called doubtful 
debts. 

(c) Bad Debts: The debts which cannot be realized at all are called bad debts. 

• Fictitious Assets : Fictitious assets are not assets at all since they are not represented 
by any tangiblepossession. They appear on the asset side simply because of a debit 
balance in a particular accountnot yet written off, e.g., provision for discount to 
creditors, discount on issue of shares, etc. 

• Wasting Assets: Such assets as mines, quarries, etc., that become exhausted or reduce 
in value bytheir working are called wasting assets. 

I t must be remembered that while ascertaining the debtors balance at the end of the 
period certainadjustments may have to be made, like Bad Debts, Discount Allowed and 
Returns Inwards. 

• Creditor: A creditor is a person to whom the business owes money or money‘s worth. 
For examplemoney payable to the supplier of goods or provider of service. Creditors are 
generally classified asCurrent Liabilities. 

• Capital Expenditure: This represents expenditure incurred for the purpose of acquiring 
a fixed assetwhich is intended to be used over long term for earning profits there from, 
e.g., amount paid to buy acomputer for office use is a capital expenditure. At times 
expenditure may be incurred for enhancing theproduction capacity of the machine. This 
will also be a capital expenditure. Capital expenditure forms apart of the Balance Sheet. 

• Revenue Expenditure: This represents expenditure incurred to earn revenue of the 
current period.The benefits of revenue expenses get exhausted in the year of the 
incurrence. For example repairs,insurance, salary and wages to employees, travel, etc. 
The revenue expenditure results in the reductionin profit or surplus. It forms become 
part of the Income statement. 

• Balance Sheet: It is the statement of the financial position of the business entity on a 
particular date.It lists all assets, liabilities and capital. It is important to note that this 
statement exhibits the state ofaffairs of the business as on a particular date only. It 
describes what the business owns and what itowes to outsiders (this denotes liabilities), 
and to the owners (this denotes capital). It is prepared afterincorporating the resulting 
Profit/Losses or Income Statement. 

• Profit and Loss Account or Income Statement: This account shows the revenue earned 
by thebusiness and the expenses incurred by it to earn that revenue. This is prepared 
usually for a particularaccounting period, which could be a month, quarter, half a year or 
a year. The net result of the Profitand Loss Account shows profit earned or loss suffered 
by the business entity. 
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• Trade Discount: It is the discount usually allowed by the wholesaler to the retailer 
computed on the listprice or invoice price. For example the list price of a TV set could be 
Rs. 15,000. The wholesaler mayallow 20% discount thereof to the retailer. This means 
the retailer will get it for Rs.12000 and is expectedto sell it finally to a customer at the 
list price. Thus the trade discount enables the retailer to make profitby selling at the list 
price. Trade discount is not recorded in the books of accounts. The transactions 
arerecorded at net values only. In above example, the transaction will be recorded at Rs. 
12,000 only. 

• Cash Discount: It is allowed to encourage prompt payment by the debtor. It has to be 
recorded in thebooks of accounts. It is calculated after deducting the trade discount, like 
if list price is Rs. 15,000 onwhich a trade discount of 20% and cash discount of 2% apply, 
the first trade discount of Rs.3,000 (20%of Rs. 15,000) will be deducted and the cash 
discount of 2% will be calculated on Rs.12,000 (Rs.15,000– Rs.3,000). Hence the cash 
discount will be Rs.240 (2% of Rs. 12,000) and net payment will be Rs.11,760 (Rs. 12,000 
- Rs. 240). 

• Single Entry: Single Entry System is an incomplete ‘double entry system’. In case of 
double entrysystem of book- keeping both the aspects of every transaction are recorded. 
In this system, the firstentry is made to the debit of an account, and the second entry to 
the credit of second account. However,in case of single entry system, the business 
houses for their convenience and more practical approachignore the strict rules of 
double entry system. The users of this system maintain only the essentialrecords. In 
other words, it is a system which may not keep some books of subsidiary records, and 
someledger accounts too which otherwise are kept in case of double entry system. 

 

According to a Dictionary of Accountancy by Kohler, “A system of book-keeping in which 
as a rule onlyrecords of cash and of personal accounts are maintained, it is always 
incomplete double entry varyingwith the circumstances.” Thus, under the so-called 
single entry system both the aspects of businesstransactions and events are not 
recorded. Therefore, this may be defined, “as any system which is notexactly the Double 
Entry System”. Under the single entry system usually a cash book and personalaccounts 
are maintained. 

 

Double Entry System 

It was in 1494 that Luca Pacioli, the Italian mathematician, first published his 
comprehensive treatise on theprinciples of Double Entry System. The use of principles of 
double entry system made it possible to record notonly cash but also all sorts of 
mercantile transactions. It had created a profound impact on auditing too, becauseit 
enhanced the duties of an auditor to a considerable extent. 

 

Features of Double Entry System 

(a) Every transaction has twofold aspects, i.e., one party giving the benefit and the other 
receiving thebenefit. 

(b) E very transaction is divided into two aspects, debit and credit. One account is to be 
debited and theother account is to be credited. 

(c) E very debit must have its corresponding and equal credit. 

 

Advantages of Double Entry System 
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(a) Since personal and impersonal accounts are maintained under the double entry 
system, both theeffects of the transactions are recorded. 

(b) It ensures arithmetical accuracy of the books of accounts, for every debit, there is a 
corresponding andequal credit. This is ascertained by preparing a trial balance 
periodically, or at the end of the financialyear. 

(c) I t prevents and minimizes frauds. Moreover frauds can be detected early. 

(d) Errors can be checked and rectified easily. 

(e) The balances of receivables and payables are determined easily, since the personal 
accounts aremaintained. 

(f) The businessman can compare the financial position of the current year with that of 
the past years. 

(g) The businessman can justify the standing of his business in comparison with the 
previous year purchase,sales, and stocks, incomes and expenses with that of the current 
year figures. 

(h) Helps in decision-making. 

(i) The net operating results can be calculated by preparing the Trading and Profit and 
Loss A/c for theyear ended and the financial position can be ascertained by the 
preparation of the Balance Sheet. 

(j) I t becomes easy for the Government to calculated the tax. 

(k) It helps the Government to decide sickness of business units and extend help 
accordingly. 

(l) The other stakeholders, like suppliers and banks take a proper decision regarding grant 
of credit orloans. 

 

Limitations of Double Entry System 

(a) The system does not disclose all the errors committed in the books accounts. 

(b) The Trial Balance prepared under this system does not disclose certain types of errors. 

(c) It is costly as it involves maintenance of numbers of books of accounts. 

 

THE CONCEPTS OF ‘ACCOUNT’, ‘DEBIT’ AND ‘CRE DIT’ 

 

The Concept of Account 

(a) An account is defined as a summarized record of transactions related to a person or 
a thing, e.g., whenthe business deals with customers and suppliers, the customer and 
supplier will each be a separateaccount. 

(b) The account is also related to things – both tangible and intangible, like, land, building, 
equipment,brand value and trademarks are some of the things. When a business 
transaction happens, one hasto identify the account that will be affected by it and then 
apply the rules to decide its accountingtreatment. 

(c) Typically, an account is expressed as a statement in form of English letter ‘T‘. It has 
two sides. The lefthand side is called as the Debit side, and the right hand side is called 
as the Credit side. The debit isdenoted as ‘Dr‘ and the credit as ‘Cr‘. The convention is to 
write the Dr and Cr labels on both sides asshown below. Please see the following 
example: 

 

 

Cash Account 
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Debit side  Credit side 

 

Types of Accounts 

 
Let us see what each type of account signifies: 

(a) Personal Account: As the name suggests these are accounts related to persons. 

(a) These persons could be natural persons, like Suresh‘s A/c, Anil‘s A/c and Rani‘s A/c. 

(b) The persons could also be artificial persons like companies, bodies corporate or 
association ofpersons or partnerships. Accordingly, we could have Videocon Industries 
A/c, Infosys TechnologiesA/c, Charitable Trust A/c, Ali and Sons trading A/c and ABC Bank 
A/c. 

(c) T here could be representative personal accounts as well. Although the individual 
identity of personsrelated to these is known, the convention is to reflect them as 
collective accounts. e.g. when salaryis payable to employees, we know how much is 
payable to each of them, but collectively theaccount is called as Salary Payable A/c‘. 
Similar examples are rent payable, Insurance prepaid,commission pre-received, etc. The 
students should be careful to have clarity on this type and thechances of error are more 
here. 

(b) Real Accounts: These are accounts related to assets or properties or possessions. 

Depending on their physical existence or otherwise, they are further classified as follows: 

(a) T angible Real Account – Assets that have physical existence and can be seen, and 
touched underthis as Machinery A/c, Stock A/c, Cash A/c, Vehicle A/c, and the like. 

(b) I ntangible Real Account – These represent possession of properties that have no 
physicalexistence but can be measured in terms of money and have value attached to 
them like GoodwillA/c, Trade mark A/c, Patents & Copy Rights A/c and Intellectual 
Property Rights A/c. 

(c) Nominal Account: These accounts are related to expenses or losses and incomes or 
gains e.g. Salaryand Wages A/c, Rent of Rates A/c, Travelling Expenses A/c, Commission 
received A/c and Loss by fire A/c. 

 

THE ACCOUNTING PROCESS 

The two approaches for deciding an account are debited or credited. 

Accounts 

Personal 

Natural Artifical 
Representa

tive 

Real  Nominal 

Tangible Intangible 
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(A) American Approach or Modern Approach 

(B) British Approach or Traditional Approach 

(A) American Approach: According to this approached the rules of debit and credit 
transactions aredivided into the following five categories: 

(a) Transactions relating to owner, e.g., Capital – these are personal accounts. 

(b) Transactions relating to other liabilities, e.g., suppliers of goods – these are mostly 
personalaccounts. 

(c) Transactions relating to assets, e.g., land, building, cash, bank, stock-in-trade, bills 
receivable –these are basically real accounts. 

(d) Transactions relating to expenses, e.g., rent, salary, commission, wages, cartage – 
These arenominal accounts. 

(e) Transactions relating to revenues, e.g., interest received, dividend received, sale of 
goods – theseare nominal accounts. 

 

B) British Approach or Double Entry System: 

When one identifies the account that is getting affected by a transaction and type of that 
account, thenext step is to apply the rules to decide whether the accounting treatment 
is to be debited or creditedfrom that account. The Golden Rules will guide us whether 
the account is to be debited or credited. 

 

These rules are shown below : 

  

 

 

 

 

 

 

 

 

 

 

 

 

 

ACCOUNTING EQUATION 

The whole Financial Accounting depends on Accounting Equation which is also known as 
Balance SheetEquation. The basic Accounting Equation is: 

Assets = Liabilities + Owner’s equity 

or A = L + P 

or P = A – L Where A = Assets, L = Liabilities, P = Capital 

or L = A - P 

While trying to do this correlation, please note that income or gains will increase owner‘s 
equity and expensesor losses will reduce it. 

 

DOUBLE EN TRY SYSTEM, BOOKS OF PRIME ENTRY , SUBSIDIARY BOOKS 

Double Entry System - we have already explained this part. 

Personal Account  

Real Account  

Nominal  Account  

Debit the receiver or who owes 

business Credit the giver or to the 

business owner  

Debit what comes into business  

Credit what goes out of business  

Debit all expenses or losses 

Credit all income or gains  
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Books of Prim e Entry 

A journal is often referred to the Book of Prime Entry or Book of Original Entry. In this 
book transactions arerecorded in their chronological order. The process of recording 
transaction in a journal is called ‘Journalization‘. 

The entry made in this book is called ‘journal entry‘. 

 

Functions of Journal 

(a) Analytical Function: Each transaction is analyzed into the debit aspect as well as the 
credit aspect.This helps to find out how each transaction will financially affect the 
business. 

(b) Recording Function: Accountancy is a business language which helps to record the 
transactionsbased on the principles. Each such recording entry is supported by a 
narration, which explain, thetransaction in simple language. Narration means to narrate 
– i.e., to explain. It starts with the word –Being. 

(c) Historical Function: It contains a chronological record of the transactions for future 
references. 

 

Advantages of Journal 

The following are the advantages of a journal: 

(a) Chronological Record: It records transactions as and when it happens. So it is possible 
to get detailedday-to-day information. 

(b) Minimizing the possibility of errors: The nature of transaction and its effect on the 
financial positionof the business is determined by recording and analyzing into both debit 
and credit aspects. 

(c) Narration: It means explanation of the recorded transactions. 

(d) Helps to finalize the accounts: Journal is the basis of ledger posting and the ultimate 
Trial Balance.The Trial Balance helps to prepare the final accounts. 

The specimen of a journal book is shown below. 

Date Particulars Voucher 

number 

Ledger 
folio 

Debit 
amount 

(Rs.) 

Credit 
amount 

(Rs.) 

dd-mm-yy Name of 
A/c from 

which to be 
debited 

Name of 
A/c to be 

credited 
(narration 

describing 
the 

transaction) 

---------- Reference 
of page 

number of 
the A/c 

in ledger 

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

 

 

 

Explanation of Journal 

(a) Date Column: This column contains the date of the transaction. 
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(b) Particulars: This column contains which account is to be debited and which account 
is to be credited. 

It is also supported by an explanation called narration. 

(c) Voucher Number: This column contains the number written on the voucher of the 
respective transaction. 

(d) Ledger Folio (L.F.): This column contains the folio (i.e. page no.) of the ledger, where 
the transactionis posted. 

 

Dr. Amount and Cr. Amount: This column shows the financial value of each transaction. 
The amount isrecorded in both the columns, since for every debit there is a 
corresponding and equal credit. All the columns 

are filled in at the time of entering the transaction, except for the column of ledger folio. 
This is filled at the timeof posting of the transaction to ledger‘. 

 

 

Sub-division of Journals 

Journal is divided into two types -(i) General Journal and (ii) Special Journal. 

 
(i) General Journal 

(a) This is a book of chronological record of transactions. 

(b) This book records those transactions which occur so infrequently that they do not 
warrant the settingup of special journals. 

Examples of such entries: (i) opening entries (ii) closing entries (iii) rectification of errors. 

The form of this general journal, is as under: 

JOURNAL 

Date Particulars L.F. Dr. Amount Cr. Amount  

     

 

L.F. : Ledger Folio 

Dr : Debit 

Cr : Credit 

Recording of transactions in this book is called journalizing and the record of transactions 
is known as journalentry. 

(ii) Special Journal 

JOURNAL

General Special 

Cash Book
Purchase 
Day Book

Sales Day 
Book

Returns 
Inward 
Book

Returns 
Outward 

Book

Bills 
Receivable 

Book

Bills 
Payable 

Book
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It is subdivided into Cash Book, Purchase Day Book, Sales Day Book, Returns Inward Book, 
Returns OutwardBook, Bills Receivable Book and Bills Payable Book. These books are 
called subsidiary books. 

 

Importance of Sub-division of journals 

When the number of transactions is large, it is practically not possible to record all the 
transactions through onejournal because of the following limitations of Journal: 

(a) T he system of recording all transactions in a journal requires (a) writing down the 
name of the accountinvolved as many times as the transaction occurs; and (b) an 
individual posting of each account debitedand credited and hence, involves the 
repetitive journalizing and posting labour. 

(b) Such a system cannot provide the information on a prompt basis. 

(c) Such a system does not facilitate the installation of an internal check system because 
the journal canbe handled by only one person. 

(d) T he journal becomes huge and voluminous. 

To overcome the shortcomings of the use of the journal only as a book of original entry, 
it is sub-divided intospecial journal. 

 

The journal is subdivided in such a way that a separate book is used for each category of 
transactions whichare repetitive in nature and are sufficiently large in number. 

 

Compound Journal 

If for a single transaction, only one account is debited and one account is credited, it is 
known as simple journal. 

If the transaction requires more than one account to be debited or more than one 
account to be credited, it isknown as Compound Journal 

 

SUBSIDIARY BOOKS 

Subsidiary Books refers to books meant for specific transactions of similar nature. They 
Books are also knownas Special journals or day books. To overcome shortcoming of the 
use of the journal only as a book of original entry, the journal is subdivided into specific 
journals or subsidiary books. 

The subdivision of journal is done as follows: 

Transaction Subsidiary Book 

All cash and bank transactions Cash Book has columns for cash, bank 
and cashDiscount 

All credit purchase of goods – only those 
Goods thatare purchased for resale are 
covered here. 

Purchase Day Book or Purchase Register. 

All credit sale of goods Sales Day Book or Sales Register 

All purchase returns – i.e., return of 
goods back tosuppliers due to defects 

Purchase Return Book or Return 
Outward Book 

All sales returns – i.e., return of goods 
back fromcustomers 

Sales Return Book or Return Inward 
Book 

All bill receivables – these are bills 
accepted bycustomers to be honoured 
at an agreed date. 

Bills Receivable Book 
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All bills payable - these are bills accepted 
by thebusiness to be honoured by paying 
to suppliers at anagreed date. 

Bills Payable Book 

For all other transactions not covered in 
any of theabove categories – i.e., 
purchase or sale of assets,expense 
accruals, rectification entries, 
adjustingentries, opening entries and 
closing entries. 

Journal Proper 

 

Recording of Cash and Bank Transactions 

Cash Book 

A Cash Book is a special journal which is used for recording all cash receipts and cash 
payments. Cash Book isa book of original entry since transactions are recorded for the 
first time from the source documents. The CashBook is larger in the sense that it is 
designed in the form of a Cash Account and records cash receipts on thedebit side and 
cash payments on the credit side. Thus, the Cash Book is both a journal and a ledger. 

 

Types of Cash Book 

There are different types of Cash Book as follows : 

 
 

(a) Single Column Cash Book- Single Column Cash book has one amount column on each 
side. All c ashreceipts are recorded on the debit side and all cash payments on the 
payment side; this book is nothingbut a Cash Account and there is no need to open 
separate cash account in the ledger. 

(b) Double Column Cash Book- The Double Column Cash Book has two amounts. 
Columns on eachside are as under: 

(a) Cash and discount columns 

(b) Cash and bank columns 

(c) Bank and discount columns 

(c) Triple Column Cash Book- Triple Column Cash Book has three amount columns, one 
for cash, onefor bank and one for discount on each side. All cash receipts, deposits into 
book and discounts allowedare recorded on the debit side and all cash payments, 
withdrawals from bank and discounts receivedare recorded on the credit side. In fact, a 
triple-column cash book serves the purpose of both CashAccount and Bank Account. 
Thus, there is no need to create these two accounts in the ledger. 

(d) The multicolumn cash book has multiple columns on both the sides of the cash book. 

(e) The petty cash book. 

Dr.                   Specime of Single Column Cash Book                             Cr. 

Cash Book

Single Column 
Cash Book

Double Column 
Cash Book

Triple Column 
Cash Book

Multi Column 
Cash Book

Petty Cash 
Book
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Receipts Payments  

Date Particulars L.F. Cash Date Particulars L.F. Cash  

        

 

Dr.                        Specimen of Double Column Cash Book                      Cr. 

Receipts Payments  

Date Particulars L.F. Cash Disc. 
Allowed 

Date Particulars L.F. Cash  Disc. 
Received 

          

 

Dr.                     Specimen of Triple Column Cash Book                          Cr. 

Receipts Payments  

Dat
e 

Particular
s 

L.F
. 

Cas
h 

Ban
k 

Discoun
t 
Allowed 

Dat
e 

Particula
r 

L.F. 
Cas
h 

Ban
k 

Discoun
t 
Receive
d 

           

 

Is the Cash Book a Journal or a Ledger? 

(a) Cash Book is a book of original entry since transactions are recorded for the first time 
from the sourcedocuments. 

(b) I t is a ledger in the sense that it is designed in the form of a Cash Account and records 
cash receipts onthe debit side and cash payments on the credit side. 

Thus the cash book is both a journal and a ledger. 

(I) Contra Transactions 

Transactions which discounts or receive discounts in cash after the settlement of the 
dues are knownas Contra Transactions. 

(II) Cheque Transactions 

When a cheque is received and no any other information at a later date about the same 
is given, it will beassumed that the said cheque has already been deposited into the bank 
on the same day when it was received. 

Then the entry should be as under: 

Bank A/c Dr. 

To Debtors/Party A/c 

But if it is found that the said cheque has been deposited into the bank at a later date, 
the entry will be: 

(i) When the cheque is received 

Cash A/c D r. 

T o Debtors/Party A/c 

(ii) When the same was deposited into bank at a later date 

Bank A/c Dr. 

T o Cash A/c 

(iii) When the said cheque is dishonoured by the bank 

D ebtors/Party A/c D r. 

To Bank A/c 
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Purchase Day Book 

The purchase day book records the transactions related to credit purchase of goods only. 
It follows that anycash purchase or purchase of things other than goods is not recorded 
in the purchase day book. Periodically,the totals of purchase day book are posted to 
purchase account in the ledger. A specimen of purchase day bookis given below: 

In the Books of ......... 

Purchase Day Book 

 Date Name of the 
Suppliers and details 
of  

 

Goods purchased 

Invoice 
reference 

L.F. Amount (‘) Remarks  

 

The format for Purchase Return is exactly the same; hence separateillustration is not 
given. 

 

Sales Day Book 

The sales day book records transaction of credit sale of goods to customers. Sale of other 
things, even oncredit, will not be entered in the sales day book, but is entered in Journal 
Proper. If goods are sold for cash, itis entered in the cash book. Total of sales day book is 
periodically posted to the sales account in the ledger. Aspecimen of a sales day book is 
given below. 

 

 

In the books of ........... 

Sales Day Book 

Date Particulars Invoice 
reference 

L.F. Amount Remarks  

 

The format of sales return book is exactly the same; hence a separate illustration is not 
given. 

 

OTHER SUBSIDIARY BOOKS – RE TURN S INWARD, RE TURN OUTWARD, BILL S RE 
CEIVABLE , BILLSPAYABLE 

I) Return Inward Book- The transactions relating to goods which are returned by the 
customers forvarious reasons, such those which are as not according to sample, or not 
up to the mark contain in thisbook. It is also known as Sales Return Book. 

 

Generally when a customer returns goods to suppliers he issues a Debit Note for the 
value of the goodsreturned by him. Similarly the supplier who receives those goods 
issues a Credit Note. 

Returns Inward Day Book 

Date Particulars Outwards 
Invoice 

L.F. Details Totals Remarks 
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II ) Return Outward Book- This book contains transactions relating to goods that are 
returned by us to ourcreditors, e.g., goods broken in transit, or not matching with the 
sample, etc. 

It‘s also known as Purchase Return Book. 

 

 

Return Outward Day Book 

Date Particulars Debit 
Note 

L.F. Details Totals Remarks 

 

III ) Bills Receivable Book- It is a book where all bills received are recorded and therefrom 
posted directlyto the credit of the respective customer‘s account. The total amounts of 
the bills so received during the 

period (either at the end of the week or month) is to be posted in one sum to the debit 
of Bills ReceivableA/c. 

 

 

 

Bills Receivable Day Book 

No. 
of 
Bills 

Date of 
Receipt 
of Bill 

From 
whom 

Name of 
the 
Receiver 

Name 
of 
Drawer 

Name of 
Acceptor 

Date 
of 
Bill 

Due 
Date 

L.F. Amount 
of Bill 

How 
disposed 
off 

 

IV) Bills Payable Book- Here all the particulars relating to bills accepted are recorded and 
therefromposted directly to the debit of the respective creditor‘s account. The total 
amounts of the bills soaccepted during the period (either at the end of the week or 
month) is posted in one sum to the creditof Bills Payable Account. 

Bills Payable Day Book 

No. 
o 
fBills 

Date of 
Acceptance 

To 
whom 
given 

Name 
Drawer 

Name 
of 
Payee 

Name 
of 
Payable 

Date 
of 
Bill 

Term  Due 
Date 

L.F. Amount 
of Bill 
How 
disposed 
off 

 

Journal Proper 

Credit transactions that cannot be entered in any other subsidiary book are entered in 
journal proper. 

 

It will cover purchase or sale of assets, expense accruals, rectification entries, adjusting 
entries, opening entriesand closing entries. The format of journal proper is exactly the 
same as the Journal. 

 

LEDGER ACCOUNTS 

The book which contains accounts is known as the ledger. Since finding information 
pertaining to thefinancial position of a business emerges only from the accounts, the 
ledger is also called the PrincipalBook. As a result, all the necessary information relating 
to any account is available from the ledger. Thisis the most important book of the 
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business and hence is rightly called the “King of All Books”. Also Knownas Book of Final 
Entry. 

 

The specimen of a typical ledger account is given below: 

Dr Ledger-Account Cr 

Date Particulars J.F. Amount 
(‘) 

Date Particulars J.F. Amount 
(Rs.) 

 

Ledger Posting 

As and when the transaction takes place, it is recorded in the journal in the form of 
journal entry. This entryis posted again in the respective ledger accounts under double 
entry principle from the journal. This is called  ledger posting. 

 

The rules for writing up accounts of various types are as follows: 

Assets: I ncreases on the left hand side or the debit side and decreases on the credit side 
or the righthand side. 

Liabilities: I ncreases on the credit side and decreases on the debit side. 

Capitals: T he same as liabilities. 

Expenses: I ncreases on the debit side and decreases on the credit side. 

Incomes or gain: Increases on the credit side and decrease on the debit side. 

To summarize 

 

The student should clearly understand the nature of debit and credit. 

A debit denotes: 

(I) the case of a person who has received some benefit against which he has already 
rendered someservice or will render a service in future. When a person becomes liable 
to do something in favour ofthe firm, the fact is recorded by debiting from that person‘s 
account : (relating to Personal Account); 

(II) in the case of goods or properties, where the value and stock of such goods or 
properties has increased,(relating to Real Accounts); 

(III) in the case of other accounts where losses or expenses that the firm has incurred, 
(relating to NominalAccount) 

 

A credit denotes: 

(I) in case of a person, where some benefit has been received from him, entitling him to 
claim from thefirm a return benefit in the form of cash or goods or service then a person 
becomes entitled to moneyor money‘s worth for any reason. The fact is recorded by 
crediting him (relating to Personal Account); 

(II) in the case of goods or properties, where the stock and value of such goods or 
properties has decreased,(relating to Real Accounts); 

(III) in the case of other accounts like interest or dividend or commission received, or 
discount received, thatthe firm has made a gain, (relating to Nominal Account). 

 

Posting to Ledger Accounts from Subsidiary Books 

In the above section, we explained how posting is done to ledger accounts directly on 
the basis of journalentries. 
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In practice, however, we know that use of subsidiary books is in vogue. Let us see how 
the posting to ledgeraccounts is done based on these records. 

 

For each of the subsidiary books, there is a ledger account, e.g., for purchase book, there 
is Purchase Account,for sales book there‘s Sales A/c, for cash book there is Cash A/c as 
well as Bank A/c and so on. 
 

Typical Ledger Account Balances 

We have seen how to balance various ledger accounts, some accounts show debit 
balance, while the othersshow credit balance. Is there any relationship between the type 
of account (whether it is the account of asset,liability, capital, owner‘s equity, income or 
gain, expenses or losses) and the kind of balance (debit or credit). 

 

The answer is generally ‘Yes‘. You may test to find the following are typical relationships. 

Type of Account Type of balance 

All asset accounts Debit balance 

All liability accounts Credit balance 

Capital & Owner’s equity account Credit balance 

Expenses or loss accounts Credit balance 

Expenses or loss accounts Debit balance 

Income or gain accounts Credit balance 

 

Let us test these possibilities for confirmation. How does one go about testing this? 
Consider ‘Cash A/c‘.Whenever business receives cash we debit it, and whenever it pays 
we credit it. Is it possible to see a situation 

where credits to cash are more than debits? In other words could we have negative cash 
in hand? No. Cashaccount will therefore always show a debit balance. So is true for all 
real asset accounts. 

 

After solving problems, if the contrary is observed, there is every chance that an error 
has been made whilepassing the accounting entries. 
 

Closing Balance and Opening Balance 

The debit or credit balance of an account that we get at the end of the accounting period 
is known as closingbalance of that account. 

 

The “balance of the nominal accounts” is closed by transferring to trading account, and 
the profit and lossaccount which shows the net operating results – net profit or net loss. 

 

The “balance of the personal accounts and real accounts” representing assets, liabilities, 
owner‘s equity arereflected in the Balance Sheet, which shows the financial position of 
a business on a particular date. Thesebalances are transported as opening balance in the 
succeeding accounting period. 

 

Some terms used: 

Casting — totaling 
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Balancing — to find the difference between debit side total and credit side total of an 
account. 

C/d -Carried down B/d -Brought down 

C/o - Carried over B/o - Brought over 

C/f - Carried forward B/f - Brought forward 

 

Subdivisions of Ledger 

Practically, the Ledger may be divided into two groups - 

(a) Personal Ledger & (b) Impersonal Ledger. 

They are again subdivided as : 

 
 

Personal Ledger: The ledger where the details of all transactions about persons who are 
related to theaccounting unit are recorded is called Personal Ledger. 
 

Impersonal Ledger: The ledger where details of all transactions about assets, income & 
expenses, etc., arerecorded is called Impersonal Ledger. 

Again, Personal Ledger may be divided into two groups: 

Viz. (a) Debtors‘ Ledger, & (b) Creditors‘ Ledger. 

I) Debtors’ Ledger: The ledger where the details of transactions about the persons to 
whom goods aresold, cash is received, etc., are recorded is called Debtors‘ Ledger. 

II ) Creditors’ Ledger: The ledger where the details of transactions about the persons 
from whom usepurchase goods on credit, pay to them, etc., are recorded, is called 
Creditors‘ Ledger. 

Impersonal Ledger may, again be divided into two group, viz, (a) Cash Book; and (b) 
General Ledger. 

I) Cash Book: The Book wherein all cash & bank transactions are recorded is called Cash 
Book. 

II ) General Ledger: The ledger where all transactions relating to real accounts, nominal 
accounts, detailsof Debtors‘ Ledger and Creditors‘ Ledger are recorded is called General 
Ledger. 

 

LEDGER

PERSONAL 
LEDGER

Debtor's 
Ledger

Creditor's 
Ledger

IMPERSOAL 
LEDGER

Cash Book
General 
Ledger 

Nominal 
Ledger

Private Ledger
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General Ledger may again be divided into two groups, viz, Nominal Ledger & Private 
Ledger. 

I) Nominal Ledger: The ledger where all transactions relating to income and expenses 
are recorded iscalled Nominal Ledger. 

II ) Private Ledger: The Ledger where all transactions relating to assets and liabilities are 
recorded iscalled Private Ledger. 

 

Advantages of subdivision of Ledger: 

The advantages of subdivision of ledger are: 

I) Easy to divide work : As a result of subdivision, records can be maintained efficiently 
by the concernedemployee. 

II ) Easy to handle : As a result of subdivision, the size and volume of ledger is reduced. 

III ) Easy to collect information: From the different classes of ledger any particular type 
of transaction caneasily be found out. 

IV) Minimizations of mistakes: As a result of subdivision chances of mistakes are 
minimized. 

V) Easy to compute : As a result of subdivision, the accounting work may be computed 
quickly which isvery helpful to the management. 

VI) Fixation of responsibility: Due to subdivision, allotment of different types of work to 
different employeesis done for which concerned employee will be responsible. 

 

TRIAL BALANCE 

Trial balance may be defined as a statement or a list of all ledger account balances taken 
from various ledgerbooks on a particular date to check the arithmetical accuracy. 
According to the Dictionary for Accountants byEric. L. Kohler, Trial Balance is defined as 
“a list or abstract of the balances or of total debits and total creditsof the accounts in a 
ledger, the purpose being to determine the equality of posted debits and credits and 
toestablish a basic summary for financial statements”. According to Rolland, “The final 
list of balances, totalled and combined, is called Trial Balance”. 

 

As this is merely a listing of balances, it will always be on a particular date. Further, it 
must be understoodthat Trial Balance does not form part of Books of Account, but it is a 
report prepared by extracting balances ofaccounts maintained in the books of accounts. 

 

When this list with tallied debit and credit balances is drawn up, the arithmetical 
accuracy of basic entries,ledger posting and balancing is ensured. However, it does not 
guarantee that the entries are correct in all respect. This will be explained later in this 
chapter. 

 

Although it is supposed to be prepared at the end of accounting period, computerized 
accounting packagesare capable of providing instant Trial Balance reports even on a daily 
basis, as the transactions are recorded 

almost online. 

 

It can be seen that the respective total of debit and credit balances is exactly matching. 
This is the result ofdouble entry book-keeping wherein every debit has equal 
corresponding credit. 
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Feature’s of a Trial Balance 

(I) I t is a list of debit and credit balances which are extracted from various ledger 
accounts. 

(II) I t is a statement of debit and credit balances. 

(III) The purpose is to establish arithmetical accuracy of the transactions recorded in the 
Books of Accounts. 

(IV) I t does not prove arithmetical accuracy which can be determined by audit. 

(V) I t is not an account. It is only a statement of account. 

(VI) It is not a part of the final statements. 

(VII) I t is usually prepared at the end of the accounting year but it can also be prepared 
anytime as and whenrequired like weekly, monthly, quarterly or half-yearly. 

(VIII) It is a link between the Books of Accounts, Profit and Loss Account and Balance 
sheet. 

 

Preparation of Trial Balance 

(I) I t may be prepared on a loose sheet of paper. 

(II) The ledger accounts are balanced at first. They will have either “debit-balance” or 
“credit balance” or“nil-balance”. 

(III) T he accounts containing debit-balance are written on the debit column, and those 
with credit-balanceare written on the credit column. 

 

The sum total of both the balances must be equal for “Every debit has its corresponding 
and equal credit”. 

 

Purpose of a Trial Balance 

It serves the following purposes: 

(I) To check the arithmetical accuracy of the recorded transactions. 

(II) T o ascertain the balance of any ledger account. 

(III) T o serve as an evidence of the fact that the double entry has been completed in 
respect of everytransaction. 

(IV) To facilitate the preparation of final accounts promptly. 

 

Is Trial Balance Indispensable? 

It is a mere statement prepared by the accountants for his their convenience, and if it 
agrees, it is assumed thatat least arithmetical accuracy has been done, although there 
may be a lot of errors. 

 

Trial Balance is not a process of accounts, but its preparation helps us to finalize the 
accounts. Since it isprepared on a particular date, as at ........ / as on ........ is stated. 

 

Forms of a Trial Balance 

A trial balance may be prepared in two forms, they are – 

(I) Journal Form 

(II) L edger Form 

The trial balance must tally irrespective of the form of a trial balance. 
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(a) Journal Form: This form of a trial balance will have a format of Journal Folio. It will 
have columns forserial number, name of the account, ledger folio, debit amount and 
credit amount in the journal form. 

 

The ledger folio will show the page number on which such account appears in the ledger. 
Specimen ofjournal form of trial balance: 

 

Trial Balance as on ………… 

SI. No. Name of the 
Account 

L.F. Debit Balance 
(Rs.) 

Credit Balance 
(Rs.) 

 

(b) Ledger Form: This form of a trial balance has two sides, i.e., debit side and credit side. 
In fact, theledger form of a trial balance is prepared in the form of an account. Each side 
of the trial balance willhave particular like name of the account column, folio column and 
amount column. 

Specimen of ledger form of trial balance 

Dr.                          Trial Balance as on …… Cr. 

Date Name of 
the 
Account 

L.F. Amount 
(Rs.) 

Date Name of 
the 
Account 

L.F. Amount 
(Rs.) 

        

 

Method of Preparation 

(a) T otal Method or Gross Trial Balance. 

(b) Balance Method or Net Trial Balance. 

(c) Compound Method. 

These are explained as hereunder: 

(a) Total Method or Gross Trial Balance : Under this method, two sides of the accounts 
are totaled. Thetotal of the debit side is called the “debit total”, and the total of the credit 
side is called the “credit total”.Debit totals are entered on the debit side of the trial 
balance while the credit total is entered on the creditside of the trial balance. 

 

If a particular account has total in one side, it will be entered either in the debit column 
or the credit column asthe case may be. 

 

Advantages: 

(a) I t facilitates arithmetical accuracy of the accounts. 

(b) Extraction of ledger balances is not required at the time of preparation of trial 
balance. 

 

Disadvantages: Preparation of final accounts is not possible. 

(b) Balance Method or Net Trial Balance: Under this method, all the ledger accounts are 
balanced. Thebalances may be either “debit-balance” or “credit balance”. 

 

Advantages: 

(a) It helps in the easy preparation of final accounts. 

(b) It saves time and labour in preparing a trial balance. 
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Disadvantages: Errors may remain undisclosed irrespective of the agreement of trial 
balance. 

(c) Compound Method: Under this method, totals of both the sides of the accounts are 
written in theseparate columns. Along with this, the balances are also written in the 
separate columns. Debit balancesare written in the debit column and credit balances are 
written in the credit column of the trial balance. 

 

Advantages: It offers the advantage of both the methods. 

Disadvantages: It is a lengthy process and more time is consumed in the preparation of 
a trial balance. 

 

Summary of Rules 

Debit Balance — All Assets, Drawings, Debtors, Expenses and Losses. 

Credit Balance — All Liabilities, Capital, Creditors, Gains and Incomes. 

 

Trial Balance – Utility and Interpretation 

The utility of trial balance could be found in the following: 

(a) It forms the basis for the preparation of financial statements, i.e., Profit and Loss 
Account and BalanceSheet. 

(b) A tallied trial balance ensures the arithmetical accuracy of the entries made. If the 
trial balance does nottally, the errors can be found out, rectified and then financial 
statements can be prepared. 

(c) It acts as a quick reference. One can easily find out the balance in any ledger account 
without actuallyreferring to the ledger. 

(d) If the listing of ledger accounts is systematically done in the trial balance, one can do 
quick timeanalysis. Hence, listing is usually done in the sequence of Asset accounts, 
Liability accounts, Capitalaccounts, Owner‘s equity accounts, Income or gain accounts 
and Expenses or Losses accounts in thatorder. 

 

One can draw some quick inferences from trial balance by interpreting it. If one plots 
monthly trial balances sideby side, one can analyze the movement of balances in various 
accounts, e.g., one can see how expenses areincreasing or decreasing or showing a trend 
of movements. By comparing the owner‘s equity balances as ontwo dates, one can 
interpret the business result, e.g., if the equity has gone up, one can interpret that 
business has earned net profit and vice versa. 
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2.1 

(source: icsi) 

INTRODUCTION 

There is no legal obligation for sole proprietorship and a partnership firm to prepare final 

accounts, but otherwisecompanies have statutory obligations to keep proper books of account 

and to prepare its final accounts everyyear in the manner as prescribed in the Companies Act. 

Chapter IX, Sections 128 to 138 of the Companies Act,2013 deals with the legal provisions relating 

to the Accounts of Companies. These sections including ScheduleII and III were brought into force 

from 1st April 2014. The relevant rules pertaining to these provisions havealso been notified. All 

these relevant provisions/schedules and rules will be applicable for the financial 

yearscommencing on or after 1st April 2014. It is clarified that in respect of financial years that 

commenced earlier than1st April 2014, shall be governed by the relevant provisions/schedules 

and rules of the Companies Act, 1956. 

 

PREPARATION AND PRESENTATION OF FINANCIAL STATEMENTS 

Section 129 of the Companies Act, 2013 governs the preparation and presentation of financial 

statements of acompany. 

 

The financial statements shall give a true and fair view of the state of affairs of a company or 

companies, complywith the accounting standards notified under Section 133 and shall be in the 

form or forms as may be providedfor different class or classes of companies in Schedule III. 

 

• The items contained in such financial statements shall be in accordance with the accounting 

standards. 

• Nothing contained in this sub-section shall apply to any insurance or banking company or any 

companyengaged in the generation or supply of electricity, or to any other class of company for 

which a form offinancial statement has been specified in or under the Act governing such class 

of company. 

• The financial statements shall not be treated as not disclosing a true and fair view of the state 

of affairsof the company, merely by reason of the fact that they do not disclose – 

(a) in the case of an insurance company, any matters which are not required to be disclosed by 

theInsurance Act, 1938, or the Insurance Regulatory and Development Authority Act, 1999; 

(b) in the case of a banking company, any matters which are not required to be disclosed by 

theBanking Regulation Act, 1949; 

(c) in the case of a company engaged in the generation or supply of electricity, any matters which 

arenot required to be disclosed by the Electricity Act, 2003; 

(d) in the case of a company governed by any other law for the time being in force, any matters 

whichare not required to be disclosed by that law. 

 

A ccording to the rules for the purposes of Sub-section (1) of Section 129, the class of 

companiesas may be notified by the Central Government from time to time, shall mandatorily 

file their financialstatements in Extensible Business Reporting Language (XBRL ) format and the 

Central Government may specify the manner of such filing under such notification for such class 

of companies. The term‘Extensible Business Reporting Language’ means a standardized language 

for communication inelectronic form to express, report or file financial information by companies 

under this rule. 
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At every annual general meeting of a company, the Board of Directors of the company shall lay 

beforeall members financial statements for the financial year. 

 

Where a company has one or more subsidiaries, it shall, in addition to financial statements 

providedunder Sub-section (2), prepares a consolidated financial statement of the company and 

of all thesubsidiaries in the same form and manner as that of its own which shall also be laid 

before the annualgeneral meeting of the company along with the laying of its financial statement 

under Sub-section (2). 

 

• The company shall also attach along with its financial statement, a separate statement 

containing thesalient features of the financial statement of its subsidiary or subsidiaries. 

According to the rules the 

statement shall contain the salient features of the financial statement of a company’s subsidiary 

orsubsidiaries, associate company and joint venture. 

• Further as per the rules the consolidation of financial statements of the company shall be made 

inaccordance with the Accounting Standards, subject however, to the requirement that if under 

suchAccounting Standards (AS), consolidation is not required for the reason that the company 

has itsimmediate parent outside India, then such companies will also be required to prepare 

ConsolidatedFinancial Statements in the manner and format as specified under Schedule III to 

the Act. 

 

The provisions of this Act applicable to the preparation, adoption and audit of the financial 

statements of aholding company shall, mutatis mutandis, apply to the consolidated financial 

statements. 

 

Without prejudice to Sub-section (1), where the financial statements of a company do not comply 

with theaccounting standards referred to in Sub-section (1), the company shall disclose in its 

financial statements, thedeviation from the accounting standards, the reasons for such deviation 

and the financial effects, if any, arisingout of such deviation. 

 

The Central Government may, on its own or on an application by a class or classes of companies, 

by notification,exempt any class or classes of companies from complying with any of the 

requirements of this section or therules made thereunder, if it is considered necessary to grant 

such exemption in the public interest and anysuch exemption may be granted either 

unconditionally or subject to such conditions as may be specified in thenotification. 

 

If a company contravenes the provisions of this section, the managing director, the whole-time 

director incharge of finance, the Chief Financial Officer or any other person shall be give the 

charge by the Board withthe duty to complying with the requirements of this section and in the 

absence of any of the officers mentionedabove, all the directors shall be punishable with 

imprisonment for a term which may extend to one year or with fine which shall not be less than 

fifty thousand rupees but which may extend to rupees five lakh or with both. 

 

Explanation – For the purposes of this section, except where the context otherwise requires, any 

reference tothe financial statement shall include any notes annexed to or forming part of such 

financial statement, giving 
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2.3 

information required to be given and allowed to be given in the form of such notes under this 

Act. 

 

SCHE DULE III OF THE COMPANIES ACT, 2013 

According to Section 129 of the Companies Act, 2013, all the companies registered under this Act 

will have topresent its financial statements in Schedule III of the Act. The Schedule III of the 

Companies Act, 2013 has beenformulated to keep pace with the changes in the economic 

philosophy leading to privatization and globalizationand consequent desired changes/reforms in 

the corporate financial reporting practices. It deals with the Formof Balance Sheet, Statement of 

Profit and Loss, and disclosures to be made therein, and it applies uniformly toall the companies 

registered under the Companies Act, 2013, for the preparation of financial statements of 

anaccounting year. It has several new features like: 

• A vertical format for presentation of Balance Sheet with classification of Balance Sheet items 

intocurrent and non-current categories. 

• A vertical format of Statement of Profit and Loss with classification of expenses based on 

nature. 

• Elimination of the concept of “Schedules” and such information is now to be furnished in terms 

of “Notesto Accounts”. 

• It does not contain any specific disclosure for items included in Schedule VI under the head, 

“MiscellaneousExpenditure”. As per AS-16 borrowing cost and discount or premium relating to 

borrowing could beamortized over the loan period. Further, share issue expenses, discount on 

shares, discount/ premiumon borrowing, etc. are excluded from AS-26. These items be 

amortized over the period of benefit, i.e.,normally 3-5 years. The draft guidance note issued by 

ICAI suggests that unamortized portion of suchexpenses be shown under the head “Other 

Current/Non-current Assets” depending on whether theamount will be amortized in the next 12 

months or thereafter. 

• Debit Balance of Statement of Profit & Loss A/c will be disclosed under the head, Reserves & 

Surplusas the negative figure. 

• No change in the format of cash flow statement as per revised schedule and therefore its 

preparationcontinues to be as per AS-3 on cash flow statement. 

• It gives prominence to Accounting Standards (AS), i.e., in case of any conflict between the AS 

and theSchedule, AS shall prevail. 

 

General Instructions for the preparation of Balance Sheet and Profit andLoss Account 

The Schedule III sets out minimum requirements for disclosure on the face of the Balance Sheet, 

and theStatement of Profit and Loss (hereinafter referred to as “Financial Statements”) and 

Notes. 

 

Line items, sub-line items and sub-totals shall be presented as an addition or substitution on the 

face of theFinancial Statements when such presentation is relevant to an understanding of the 

company’s financial positionor performance or to cater to industry/sector-specific disclosure 

requirements or when required for compliancewith the amendments to the Companies Act or 

under the Accounting Standards. 

 

This means new line items or sub-items can be added or substituted on the face of the Financial 

Statementswhen such presentation is: 
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• Relevant to an understanding of the company’s financial position or performance or to cater 

to industry/sector-specific disclosure requirements. 

• To cater to industry/sector-specific disclosure requirements or when required for compliance 

with theamendments to the Companies Act. 

• Under the Accounting Standards. 

Where compliance with the requirements of the Act including Accounting Standards as 

applicable to thecompanies require any change in treatment or disclosure including addition, 

amendment, substitution or deletionin the head or sub-head or any changes, inter se, in the 

financial statements or statements forming part thereof,the same shall be made and the 

requirements of this Schedule shall stand modified accordingly. 

 

The disclosure requirements specified in this Schedule are in addition to and not in substitution 

of the disclosurerequirements specified in the Accounting Standards prescribed under the 

Companies Act, 2013. Additionaldisclosures specified in the Accounting Standards shall be made 

in the notes to accounts or by way of additionalstatement unless required to be disclosed on the 

face of the Financial Statements. Similarly, all other disclosuresas required by the Companies Act 

shall be made in the notes to accounts in addition to the requirements setout in this Schedule. 

 

Notes to accounts shall contain information in addition to that presented in the Financial 

Statements and shallprovide where required 

• Narrative descriptions or disaggregation of items recognized in those statements; and 

• Information about items that do not qualify for recognition in those statements. 

 

Each item on the face of the Balance Sheet and Statement of Profit and Loss shall be cross-

referenced toany related information in the notes to accounts. In preparing the Financial 

Statements including the notesto accounts, a balance shall be maintained between providing 

excessive detail that may not assist users offinancial statements and not providing important 

information as a result of too much aggregation. 

 

Depending upon the turnover of the company, the figures appearing in the Financial Statements 

may be roundedoff as given below: – 

 Turnover Rounding off 

(a)  Less than one hundred crore rupees To the nearest hundreds, thousands, 

lakhs or millions, or decimals thereof. 

(b)  One hundred crore rupees or more To the nearest lakhs, millions or 

crores, or decimals thereof. 

 

Once a unit of measurement is used, it shall be used uniformly in the Financial Statements. 

 

Except in the case of the first Financial Statements laid before the Company (after its 

incorporation) thecorresponding amounts (comparatives) for the immediately preceding 

reporting period for all items shown inthe Financial Statements including notes shall also be 

given. 
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For the purpose of this Schedule, the terms used herein shall be as per the applicable Accounting 

Standards. 

 

Presentation of Balance Sheet 

A Balance Sheet is a statement of the financial position of an enterprise as at a given date, which 

exhibits itsassets, liabilities, capital, reserves and other account balances at their respective book 

values. 

 
 

Part I – FORM OF BALANCE SHEET 

 
 

 

 

 

 

 

Break – up of Equity & Liabilities 

Schedule III

Part I

From of Balance 
Sheet

Part II

Form of 
Statement of 

Profit and Loss

Balance Sheet 

Equity & 
Liabilities

Shareholders' 
Funds

Share 
Application 

Money 
pending 

allotment 

Non - Current 
Liabilities 

Current 
Liabilities 

Assets 

Non - Current 
Assets

Current 
Assets 
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Break – up Assets 

Equity & Liabilities

Share Application 
money pending 

allotment 
Shareholders' Funds

Share Capital 

Reserves & Surplus 

Money received 
against Share 

Warrants

Non - Current 
Liabilities 

Long Term 
Borrowings 

Defferred Tax 
Liability (Net)

Other Long Term 
Liabilities 

Long Term 
Provisions

Current Liabilites 

Short Term 
Borrowings 

Trade Payables 

Other Current 
Liabilities 

Short Term 
Provisions 
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PART-I – FORM OF BALANCE SHEET 

Name of the Company: ............................................................. 

Balance Sheet as at: ............................................................. 

 Particulars Note Figure as at the 

end of Current 

Reporting Period 

Figures as at the 

end of the 

Previous 

Reporting Period 

   (Rs.) (Rs.) 

(1)  EQUITY AND LIABILITIES Shareholders’ 

Funds 

   

 (a) Share Capital     

 (b) Reserves & Surplus    

 (c) Money Received against Share 

Warrants 

   

(2)  Share Application money pending 

allotment 

   

(3)  Non –Current Liabilities    

 (a)  Long – Term Borrowings    

Assets

Non - Current 
Assets

Fixed Assets

Non Current 
Investmens

Deferred Tax 
Asset (DTA)

Long Term 
Loans & 

Advances

Other Non 
Curretn Assets

Current Assets

Current 
Investments

Inventories

Trade 
Receiabales

Cash & Cash 
Equivalents 

Short Term 
Loans & 

Advances 

Other Current 
Assets 
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 (b) DTI (Net)    

 (c) Other Long-Term Liabilities    

 (d) Long-Term Provisions    

(4)  Current Liabilities    

 (a) Short – Term Borrowings    

 (b) Trade Payables    

 (c) Other Current Liabilities    

 (d)  Short –Term Provisions    

 Total    

II.  ASSETS    

(1)  Non- Current Assets    

 (a) Non- Current Assets    

 (i) Tangible Assets    

 (ii) Intangible Assets    

 (iii) Capital WIP    

 (iv) Intangible Assets under 

Development  

   

 (b) Non-Current Investments     

 (c) Deffered Tax Assets (DTA) (Net)    

 (d) Long-Term Loans & Advances    

 (e) Other Non-Current Assets    

(2)  Current Assets    

 (a) Current Investments    

 (b) Inventories     

 (c) Trade Receivables    

 (d) Cash & Cash Equivalents    

 (e) Short –Term Loans & Advances    

 (f) Other Current Assets    

 Total     

 

Disclosure Requirement: Schedules Formi ng Part of Financial Statements / Annual Report 

 

(A) FOR “EQUITY AND LIABILITIES” ITEMS 

(1) SHARE HOLDERS’ FUNDS 

(a) SHARE CAPITAL 

Sch. III Disclosure requirement Points to be considered 

 

General • Sch III deals only with presentation and 

disclosure requirements. 

• Accounting classification into Debt and 

components is governed by the applicable 

accounting Standard. 

• Preference Shares will have to be classified 

“Share Capital” and they also include such 
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Preference Shares of which redemption is 

overdue. 

For each Class of Share Capital (different classes of Preference Shares to be treated 

separately): 

(a) Authorized Capital It is the maximum number and face/par value, 

of each class of shares that a corporate entity 

may issue in accordance with its instrument 

of incorporation. 

(b) Number of Shares issued, Subscribed and 

Fully Paid, and Subscribed but not Fully Paid 

 Subscribed Share Capital” is “that portion 

of the issued Share Capital which has 

actually been subscribed by the public and 

subsequently allotted to the shareholders 

by the entity. This also includes any Bonus 

shares issued to the Shareholders.  

• “Paid-up Share Capital” is “that part of the 

Subscribed Share Capital for which 

consideration is cash or otherwise has been 

received. This also includes Bonus Shares 

allotted and Shares issued otherwise than for 

cash against purchase consideration, by the 

corporate entity.”  

• If Shares are not fully called, then disclose 

the called up value per share. 

(c) Face/Par Value per Share  Face/Par Value, as per Capital Clause in 

Memorandum of association should be 

disclosed. 

(d) reconciliation of No. of Shares For the Amount of Share Capital; 

• For comparative previous period; 

• Separate statements for both Equity and 

Preference Shares, which should again be 

sub-classified and represented for each class 

of Shares 

(e) Rights, Preferences and restrictions 

attaching to shares including restrictions on 

the distribution of dividends and the 

repayment of Capital 

 For Equity Share Capital, such rights / 

preferences / restrictions may be with 

voting rights, or with differential voting 

rights as to dividend, voting or otherwise 

as per Companies (issue of Share Capital 

with differential Voting rights) rules, 2001.  

• For Preference Shares, the rights include 

dividend and/or capital related rights. 

Further, Preference 

Shares can be cumulative, non-cumulative, 

redeemable, convertible, non-convertible, 

etc. 
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• All such Rights, Preferences and Restrictions 

attached to each class of Shares, terms of 

redemption, 

etc., should be disclosed separately. 

(f) Shares held in the Company held by its 

Holding Company or its ultimate Holding 

Company including 

Shares held by Subsidiaries or associates of 

the Holding Company or the ultimate Holding 

Company 

in aggregate 

Disclose number of Shares held by the entire 

chain of Subsidiaries and associates starting 

from the Holding Company and ending right 

up to the ultimate Holding Company.  

• All such disclosures should be made 

separately representing for each class of 

Shares, (for both equity and Preference 

Shares). 

(g) List of Shareholders holding more than 5% 

shares as on the Balance Sheet Date 

Date for computing the 5% limit should be 

taken as the Balance Sheet date. So, if during 

the year, any Shareholder held more than 5% 

equity Shares but does not hold as much at 

the Balance Sheet date, disclosure is not 

required.  

• Companies should disclose the 

Shareholding for each class of Shares, both 

within equity and Preference Shares. So, 

such% should be computed separately for 

each class of Shares.  

• This information should also be given for 

comparative previous period. 

(h) Shares reserved for issue under Options 

and Contracts/ commitments for the sale of 

Shares/ disinvestment, including the Terms 

and  Amounts 

• Shares under Options generally arise under 

Promoters or Collaboration agreements, loan 

agreements or debenture deeds (including 

Convertible debentures), agreement to 

convert Preference Shares into equity Shares, 

ESOPs or Contracts for supply of Capital 

Goods, etc.  

• Disclosure is required for the Number of 

Shares, amounts and Other terms for Shares 

so reserved. Such options are in respect of 

unissued Portion of Share Capital 

(i) For the period of 5 years immediately 

preceding the date as at which the Balance 

Sheet is prepared-  
• Aggregate Number & Class of Shares 

allotted as Fully Paid and up Pursuant to 

Contract(s) without payment being received 

in Cash  
• Aggregate No. and Class of Shares allotted 

as fully Paid up by way of Bonus Shares  

disclose only if such event has occurred 

during a period of 5 years immediately 

preceding the Current 

year Balance Sheet date 

• The aggregate number of shares allotted or 

bought back 

• If the company is in operation for a period 

of less than 5 years, then disclosure should 

cover all such earlier financial years 
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• Aggregate Number & Class of Shares bought 

back 

Not to disclose the following allotments: 

the following allotments are considered as 

Shares allotted for payment being received in 

cash, and hence should not be disclosed 

under this Clause – (a) if the subscription 

amount is adjusted against a bonafide debt 

payable in money at once by the Company, (b) 

Conversion of loan into Shares in the event of 

default in repayment 

(j) Terms of any Securities Convertible into 

equity / Preference Shares issued along with 

the earliest date of conversion in descending 

order starting from the farthest such date 

• In case of Compulsorily Convertible 

Securities, where conversion is done in fixed 

tranches, all the dates of conversion have to 

be considered.  

• In case of Convertible Debentures/Bonds, 

etc., for the purpose of simplification, 

reference may also be made to the terms 

disclosed under the note on longterm 

Borrowings where these 

are required to be classified in the 

Balance Sheet, rather than disclosing the 

same against under this Clause. 

(k) Calls Unpaid (showing aggregate value of 

Calls 

Unpaid by Directors and Officers) 

Unpaid amount towards Shares subscribed by 

the Subscribers of Memorandum of 

association should 

be considered as ‘Subscribed and paid-up 

Capital’ in the Balance Sheet and the debts 

due from the 

Subscribers should be appropriately disclosed 

as an asset in the B/Sheet. 

(l) Forfeited Shares (amount originally paid 

up) 

---- 

 

 (1) (b) RESERVES & SURPLUS 

Sch. III Disclosure requirement Points 

Reserves & Surplus shall be classified as – 

(a) Capital reserves 

 

• Capital Reserve is a Reserve of a Corporate 

enterprise which is not available for 

distribution as Dividend.  

• Profit on Re-issue of Forfeited Shares is 

basically profit of a Capital Nature and, hence, 

it should be credited to Capital reserve. 

(b) Capital redemption reserve Capital redemption reserve (Crr) is required 

to be created u/s 55 and 68 (for redemption 

of PSC and buyback of ESC), subject to 

conditions specified in the respective 

Sections. 
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(c) Securities Premium reserve Sch III uses the term “Securities Premium 

Reserve” but the Act uses the term “Securities 

Premium account”. Hence, the term used in 

the act should be used. 

(d) Debenture redemption reserve Debenture redemption reserve (drr) is 

required to be created u/s 71, and maintained 

until such debentures are redeemed. On 

redemption of the debentures, the amounts 

no longer necessary to be 

retained in this account should be transferred 

to the General reserve. 

(e) Revaluation reserve Revaluation reserve is a reserve created on 

the revaluation of assets or Net assets of an 

enterprise represented by the surplus of the 

estimated Replacement Cost or estimated 

market values over the Book Values thereof. 

(f) Share Options Outstanding account as per iCai Guidance Note on eSOP, Share 

Options Outstanding should be shown as 

separate line item. under Sch iii, this line item 

should be shown separately under reserves & 

Surplus.  

(g) Other reserves (specify the nature & 

purpose of each reserve and the amount in 

respect thereof) 

This includes any other Statutory reserves, 

e.g. tonnage tax reserve to be created under 

the Income Tax Act, 1961. 

(h) Surplus, i.e., balance in Statement of P&l 

disclosing allocations & appropriations, such 

as, dividend, Bonus Shares and transfer 

to/from reserves, etc. 

 

(Additions & deductions since last Balance 

Sheet to be shown under each of specified 

heads) 

Appropriations to the Profit for the year 

(including carried forward balance) is to be 

presented under 

the main head ‘reserves and Surplus’. Under 

Sch III, the Statement of P&L will no longer 

reflect any appropriations, like Dividends 

transferred to reserves, Bonus Shares, etc. 

 

Notes: 

1. Fund: A Reserve specifically represented by Earmarked Investments shall be termed as a 

‘Fund’. 

2. Profit and Loss Account (Dr.): Debit Balance Statement of P&L shall be shown as a Negative 

Figure under the head ‘Surplus’. Similar, the balance of ‘Reserves & Surplus’, after adjusting 

Negative balance of Surplus, if any, shall be shown under the head ‘Reserves & Surplus’ even if 

the resulting figure is in the negative. 

 

 (1) (c) MONEY RECEIVED AGAINST SHARE WARR ANTS 
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Sch. III Disclosure requirement Points 

 

To be shown as a separate line item on the 

face of Balance Sheet 

 

In case of listed Companies, Share warrants 

are issued to Promoters & others in terms of 

the Guidelines for Preferential issues, viz. SEBI 

(issue of Capital and disclosure 

requirements), Guidelines, 2009. effectively, 

Share Warrants are amounts which would 

ultimately form a part of the Shareholder’s 

Funds. Since Shares are yet to be allotted 

against the same, these are not reflected as a 

part of Share Capital, but as a separate line-

item 

 

 (2) SHARE APPLICATION MONEY PEN DING ALL OTMEN T 

Sch. III Disclosure requirement Points 

 

To be shown as a separate line item on the 

face of Balance Sheet 

 

If the Company’s issued Capital is more than 

the authorized Capital, and approval of 

increase in authorized Capital is pending, the 

amount of Share application Money received 

over and above the authorized Capital should 

be shown under the head “Other Current 

Liabilities”. 

The amount shown as ‘Share application 

Money Pending allotment’ will not include 

Share application Money to the extent 

refundable, for example, the amount in 

excess of issued Capital, or where Minimum 

Subscription requirement is not met. Such 

amount will have to be shown separately 

under ‘Other Current liabilities’.  

Calls Paid in Advance are to be shown under 

“Other Current liabilities”. the amount of 

interest which may accrue on such advance 

should also is to be reflected as a liability. 

 

 (3) NON-CURRENT LIABILITIES 

(3) (a) LONG -TER M BORR OWING S 

Sch. III Disclosure requirement Points 

 

Long-Term Borrowings shall be classified as –  

(a) Bonds/debentures, 

----- 

(b) Terms Loans – (i) from Banks, and (ii) from 

Other Parties, 

Loans with repayment period beyond 36 

months are usually known as “Term Loans”. 
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So, Cash Credit, Overdraft and Call Money 

accounts/ deposits are not covered by the 

expression “Term Loans”. 

(c) Deferred Payment liabilities, Deferred Payment liabilities would include 

any liability for which payment is to be made 

on deferred 

credit terms, e.g., deferred Sales tax liability, 

Deferred Payment for Acquisition of fixed 

Assets, etc. 

(d) Deposits, Deposits classified under Borrowings would 

include deposits accepted from Public and 

inter-Corporate deposits which are in the 

nature of Borrowings. 

(e) Loans & advances from related Parties, Loans and advances from related parties are 

required to be disclosed. advances under this 

head should include those advances which 

are in the nature of loans. 

(f) Long-term Maturities of Finance lease Obligations, 

(g) Other loans & advances (specify nature) 

Notes:  

1. Security-wise Classification: 

Borrowings shall further be sub-classified as 

Secured and Unsecured. Nature of Security 

shall be specified separately in each case. 

• Nature of Security shall be specified 

separately in each case. A blanket disclosure 

of different securities covering all Loans 

classified under the same head such as “All 

Term Loans from Banks” will not suffice.  

• However, where one security is given for 

multiple loans, the same may be clubbed 

together for disclosure purposes with 

adequate details of cross referencing.  

• Disclosure about the nature of security 

should also cover the type of asset given as 

security, e.g., inventories, Plant and 

Machinery, land and Building, etc.  

• When Promoters, other Shareholders or any 

third party have given any personal security 

for any borrowing, e.g., Shares or Other assets 

held by them, disclosure should be made 

thereof, though such security does not result 

in the classification of such 

borrowing as secured. 

2. Guarantees: Where loans have been 

guaranteed by directors or Others, the 

aggregate amount of such loans under each 

head shall be disclosed. 

The word “Others” used in the phrase 

“Directors or Others” would mean any Person 

or entity other than a director, e.g., related 

Parties, or any person associated with the 

Company in some manner. 
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3. Maturity Datewise: Bonds / debentures 

(along with rate of interest & particulars of 

redemption or Conversion, as the case may 

be) shall be stated in descending order of 

maturity or conversion, starting from farthest 

redemption or Conversion date, as the case 

may be. 

• Current Maturities of all Long-Term 

Borrowings will be disclosed under “Other 

Current Liabilities” and not under long-term 

Borrowings and Short-term Borrowings.  

• So, it is possible that the same 

Bonds/Debentures/ Term Loans may be 

bifurcated under both “LongTerm 

Borrowings” as well as under “Other Current 

liabilities”. 

4. Installment redemption: Where Bonds/ 

debentures are redeemable by installments, 

the date of Maturity for the purpose must be 

reckoned as the date on which the First 

installment becomes due. 

 

5. Power to reissue: Particulars of any 

redeemed Bonds/debentures which the 

Company has power to reissue shall be 

disclosed. 

 

6. Terms of repayment: 

Repayment of term loans and Other loans 

shall be stated. 

Other loans should be interpreted to mean all 

categories listed under the heading ‘long-

term Borrowings’ as per Sch Vi (r). disclosure 

of terms of repayment should be made 

preferably for each loan unless the 

repayment terms of individual loans within a 

category are similar, in which case, they may 

be aggregated. 

7. Default: Period and amount of continuing 

default as on the Balance Sheet date in 

repayment of loans and Interest, shall be 

specified separately in each case. 

The term “Continuing Default” is used w.r.t. 

LongTerm Borrowings, 

whereas the term “Default” is used  

w.r.t. Short-term Borrowings.  

• Under CARO, the Auditor shall report on the 

default made and the period of default.  

• As per Sch VI (R), the period and amount of 

continuing default as on the Balance Sheet 

date in repayment or Term Loans and Interest 

shall be specified separately in each case.  

• Disclosures relating to default should be 

made for all items listed under the category of 

Borrowings such as Bonds/ debentures, 

deposits, deferred Payment liabilities, 

Finance lease Obligations, etc., and not only 

to items classified as “Loans” such as Term 

loans, loans and advances.  

• Defaults other than in respect of repayment 

of loan and interest, e.g., non-compliance 
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with debt Covenants, etc., need not be 

disclosed.  

• Any default that had occurred during the 

year and was subsequently made good before 

the end of the year need not be disclosed. 

 

 (3) (b) DEFERRE D TAX LIABILITIES (Also Refer AS-22) 

Sch. III Disclosure requirement Points 

 

To be shown as a separate line item on the 

face of Balance Sheet. 

 

---- 

 

 (3) (c) OTHER LONG -TER M LIABILITIES 

Sch. III Disclosure requirement Points 

 

It shall be classified as –  

 

(a) trade Payables 

 

Sundry Creditors for Goods or Services, and 

acceptances should be disclosed as part of 

trade Payables. disclosure requirements 

under MICRO, SMALL & MEDIUM 

ENTERPRISES DEVELOPMENT (MSMED) act 

will also be required to be made in the annual 

Financial Statements. 

(b) Others Amounts due under contractual obligations, 

e.g., payables in respect of statutory 

obligations, like contribution to Provident 

Fund, Purchase of Fixed assets, Contractually 

reimbursable expenses, interest accrued on 

trade Payables, etc., should be classified as 

“Others” and each such item should be 

disclosed naturewise. 

 

 (3) (d) LONG -TER M PROVISIONS 

Sch. III Disclosure requirement Points 

It shall be classified as – (a) Provision for 

Employee Benefits 

 

This should be classified into short-term and 

long-term portions, and the latter amount 

should be included here. 

(b) Others (Specifying nature) This would include items like Provisions for 

Warranties. 

 

 (4) CURRENT LIABILITIES 

(4) (a) SHORT-TER M BORR OWING S 

Sch. III Disclosure requirement Points 
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1. Short-Term Borrowings shall be classified 

as –  

• Loans Repayable on demand– (i) from 

Banks, & (ii) Other Parties,  

• Loans and Advances from Related Parties,  

• Deposits, 

• Others Loans and Advances (specify nature) 

• Short-Term Borrowings will include all Loans 

within a period of 12 months from the date of 

the loan, loans payable on demand, etc., but 

they will not include Current Maturity of long-

term Borrowings (which should be treated 

only as “Other Current Liabilities”).   

• In case of Short-Term Borrowings, all 

defaults (not continuing defaults as in the 

case of long term Borrowings) existing as at 

the date of the Balance Sheet should be 

disclosed (itemwise)  

• A 3-Year Loan taken for a business with a 4-

year Operating Cycle will be categorized only 

as Shortterm Borrowings, and not as long-

term Borrowings. 

2. Securitywise Classification: Borrowings 

shall further be sub-classified as Secured and 

Unsecured. Nature of security shall be 

specified separately in each case. 

3. Guarantees: Where loans have been 

guaranteed by directors or others, the 

aggregate amount of such loans under each 

head shall be disclosed. 

4. Default: Period & amount of default as on 

B/Sheet date in repayment of loans and 

interest shall be separately in each case. 

 

 (4) (b) TRADE PAYABLES 

As per Notification – G.S.R 679(E) (by Ministry of Corporate Affairs dated 4th September, 2015): 

In exercise of the powers conferred by Sub-section (1) of Section 467 of the Companies Act, 2013 

(18 of 2013), the Central Government hereby makes the following further alterations in Schedule 

III and the details relating to Micro, Small and Medium Enterprises shall be discussed in the notes. 

Sch. III Disclosure requirement Points 

 

It shall be classified as –   

(a) Total outstanding dues of micro 

enterprises and small enterprises; and  

(B) Total outstanding dues of creditors other 

than micro enterprises and small 

enterprises.” 

• Liability for Capital goods Purchases: 

Amount due towards purchase disclosed 

under “Other Current liabilities” with a 

suitable description.   
• Liability under Contractual Obligations: 

Liability towards employees, leases or other 

Contractual liabilities should not be included 

under trade Payables. Only “Commercial 

Dues” can be included 

under trade Payables. 

 

Note: 

The following details relating to Micro, Small and Medium Enterprises shall be disclosed in the 

notes: 

(a) The principal amount and the interest due thereon (to be shown separately) remaining unpaid 

to any supplier at the end of each accounting year; 

(b) The amount of interest paid by the buyer in terms of Section 16 of the Micro, Small and 

Medium Enterprises Development Act, 2006, along with the amount of the payment made to the 

supplier beyond the appointed day during each accounting year; 
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(c) The amount of interest due and payable for the period of delay in making payment (which 

have been paid but beyond the appointed day during the year) but without adding the interest 

specified under the Micro, Small and Medium Enterprises Development Act, 2006; 

(d) The amount of interest accrued and remaining unpaid at the end of each accounting year; 

and 

(e) The amount of further interest remaining due and payable even in the succeeding years, until 

such date when the interest dues above are actually paid to the small enterprise, for the purpose 

of disallowance of a deductible expenditure under Section 23 of the Micro, Small and Medium 

Enterprises Development Act, 2006. 

(f) E xplanation – the terms ‘appointed day’, ‘buyer’, ’enterprise’, ‘micro enterprise’, ‘small 

enterprise’ and ‘supplier’ shall have the same meaning assigned to those under (b),(d),(e),(h),(m) 

and (n) respectively of Section 2 of the Micro, Small and Medium Enterprises Development Act, 

2006. 

 

(4) (c) OTHER CURRENT LIABILITIES 

Sch. III Disclosure requirement Points 

 

It shall be classified as –  

(a) Current maturities of long-term debt, 

(b) Current Maturities of Finance lease 

Obligations, 

(c) Interest accrued but not due on 

Borrowings, 

(d) interest accrued and due on Borrowings, 

(e) Income received in advance, 

(f) Unpaid dividends, 

(g) Application Money received for allotment 

of Securities and due for refund and interest 

accrued thereon (refer note below)  

(h) unpaid Matured deposits and interest 

accrued thereon,  

(i) unpaid Matured debentures and interest 

accrued thereon,  

(j) Other Payables (specify nature). 

Note: 

1. Share application Money includes advances 

towards allotment of Share Capital.  

2. terms and Conditions include the Number 

of Shares proposed to be issued, the amount 

of Premium, if any, and the period before 

which shares be allotted shall be disclosed.  

3. It shall also be disclosed whether the 

Company has sufficient Authorized Capital to 

cover the Share Capital amount resulting 

• The portion of Long Term Debts/ Lease 

Obligations, which is due for payments within 

12 months of the reporting date is required to 

be classified under “Other Current Liabilities”, 

while the balance amount should be classified 

under 

long-term Borrowings. 

• Trade Deposits and Security Deposits which 

are not in the nature of Borrowings should be 

classified separately under Other Non-

Current/ Current liabilities.  
• Other Payables under this head may be in 

the nature of statutory dues such as 

Withholding taxes, Service tax, Vat, excise 

duty, etc.  
• Current Year Classification as Current 

Liability and Previous year Non-Current 

liability: Current/ Non/Current Classification 

of Assets / Liabilities is determined on a 

particular date, i.e., Balance Sheet date. So, if 

there is any change in the position at the end 

of the current year resulting in a different 

classification of Assets / Liabilities in the 

current year, it will not impact the 

classification made in the previous year. 
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from allotment of Shares out of such Share 

application Money.  

4. Further, the period for which the Share 

application Money has been pending beyond 

the period for allotment as mentioned in the 

document inviting application for 

shares along with the reason for such Share 

application Money being pending shall be 

disclosed.  

5. Share application Money not exceeding the 

issued Capital and to the extent not 

refundable shall be shown under the head 

‘equity’ and Share application Money to the 

extent refundable, i.e., the amount in excess 

of subscription or in case the requirements of 

minimum subscription are not met, shall be 

separately shown under ‘Other Current 

liabilities’. 

 

 (4) (d) SHORT TERM PROVISIONS 

Schedule III Disclosure requirement Points 

It shall be classified as –  (a) Provision for 

Employee Benefits 

 

This should be classified into short-term and 

longterm portions, and the former amount 

should be included 

here. 

(b) Others (Specifying nature) this includes Provision for dividend, Provision 

for taxation, Provision for Warranties, etc. 

 

4C. DISCLOSURE RE QUIRE MEN TS FOR “ASSETS” ITEMS 

(1) NON-CURRENT ASSETS 

(1) (a) (i) TANG IBLE ASSETS (Also Refer AS – 6, 10) 

Schedule III Disclosure requirement Points 

 

1. Classification shall be given as – 

(a) land, (b) Buildings, (c) Plant and 

equipment, (d)Furniture & Fixtures, (e) 

Vehicles, (f) Office Equipment, 

(g) Others (Specify Nature). 

AS-19 excludes land leases from its scope. 

leasehold land should be presented as a 

separate assets class under Tangible Assets. 

also, Freehold land should be presented as a 

separate asset class. 

2. Assets under Lease shall be separately 

specified under each class of Asset. 

• The term “under lease” should mean – (a) 

Assets given on Operating lease in the case of 

lessor, and 

(b) Assets held under Finance lease in the case 

of lessee.   
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• Leasehold Improvements should continue 

to be shown as a separate asset class. 

3. Re-evaluation: Where sums have been 

written off on a reduction of Capital or re-

evaluation of assets of where sums have been 

added on re-evaluation of assets, every 

Balance Sheet subsequent to date of such 

write off, in addition shall show the reduced 

or Increased figures as applicable and shall be 

way of a Note also show the amount of the 

reduction or increase as applicable together 

with the date thereof for the first 5 years 

subsequent to the dare of such Reduction or 

Increase. 

• AS-10 requires disclosure of details such as 

Gross Book Value of Re-evalued Assets, 

Method adopted to compute re-evalued 

amounts, Nature of indices used, year of 

appraisal, involvement of external Valuer, etc. 

as long as the concerned assets are held by 

the Enterprise. [but only 5 years period is 

specified in Sch iii]  

• AS-1 0 requirements will preveail. [Note: AS-

26 does not permit re-evaluation of intangible 

assets.] 

4. Reconciliation: a reconciliation of the Gross 

and Net Carrying amounts of each Class of 

assets at the Beginning and end of the 

reporting period showing additions, 

disposals, acquisitions through Business 

Combinations and other adjustments and the 

related depreciation and impairment losses / 

reversals shall be disclosed separately. 

a) Since reconciliation of Gross and Net 

Carrying amounts of Fixed assets is required, 

the depreciation/ Amounts of fixed assets is 

required, the Depreciation/ amortization for 

each class of asset should be disclosed in 

terms of –  

• Opening Accumulated Depreciation, 

• Depreciation/Amortization for the year, 

• Deductions/Other Adjustments, and 

• Closing Accumulated Depreciation/ 

Amortization   

(b) Similar disclosures should also be made for 

impairment, if any, as applicable.  

(c) Business Combinations: 

• Business Combination should be taken as an 

amalgamation or acquisition or any other 

mode of restructuring of a set of assets 

and/or a group of assets and liabilities 

constituting a business. 

• Acquisitions through ‘Business 

Combinations’ should be disclosed separately 

for each class of assets.  

• Asset Disposals through Demergers, etc., if 

any also be disclosed separately for each class 

of assets.  

(d) Other Adjustments: This includes – 

• Capitalization of FOREX Differences where 

such  option has been exercised by the 

Company as per aS-11.  
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• Adjustments on a/c of Exchange 

Fluctuations for Fixed assets in case of Non-

integral Operations (AS11). 

• Borrowing Costs capitalized as per AS-16. 

 

 (1) (a)(ii) INTANGIBLE ASSETS (Also Refer AS-26) 

Schedule III Disclosure Requirement Points 

Schedule III Disclosure requirement Points 

 

Classification shall be given as – 

(a) Goodwill, (b) Brands / Trademarks, (c) 

Computer Software, (d) Mastheads and 

Publishing titles, (e) Mining rights, (f) 

Copyrights, and Patents and Other 

intellectual Property rights, Services and 

Operating rights, (g) recipes, Formula, 

Models, designs and Prototypes, (h) licenses 

and Franchise, (i) Others (specify nature). 

Classification of Intangible Assets has been 

introduced under Sch Vi (R).  

Intangible assets under development should 

also be disclosed separately, if AS-26 criteria 

are met. 

 

 (1) (a)(iii) CAPITAL WORK IN PROGRESS 

Schedule III Disclosure requirement Points 

 

To be shown as a separate line item on the 

face of Balance Sheet 

 

Capital advances should be included under 

longterm loans and advances 

and hence, cannot be included under Capital 

WIP. 

 

 (1) (a)(iv) INTANGIBLE ASSETS UNDER DEVELOPMEN T 

Schedule III Disclosure requirement Points 

 

To be shown as a separate line-item on the 

face of Balance Sheet 

 

Intangible assets under development should 

be disclosed under this head provided they 

can be recognized based on the criteria laid 

down in aS-26. 

 

 (1) (b) NON CURREN TINVESTMENTS (Also Refer AS – 13) 

Schedule III Disclosure requirement Points 

 

Non-Current Investments shall be classified as 

trade investments and Other investments, 

and further classified as Investments in –  

(a) Property, 

(b) Equity instruments, 

(c) Preference Shares, 

• If a Debenture is to be redeemed partly 

within 12 months and balance again after 12 

months, the amount 

to be redeemed within 12 months should be 

disclosed as current, and balance as Non-

Current.  
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(d) Government / trust Securities, 

(e) debentures or Bonds, 

(f) Mutual Funds, 

(g) Partnership Firms, and 

(h) Other Non-Current investments (specify 

nature). 

• “Trade Investment” is normally understood 

as an investment made by a Company in 

Shares or debentures of another Company, to 

promote the trade or business of the first 

Company 

Notes: 

1. Under each classification, details shall be 

given about the Names of Bodies Corporate 

(indicating separately whether such bodies 

are – (i) Subsidiaries, (ii) associates, (iii) Joint 

Ventures, or (iv) Controlled Special Purpose 

entities) in whom investments have been 

made and the nature and extent of the 

investment so made in each such Body 

Corporate (showing separately investments 

which are partly-paid). 

a) Controlled SPes: 

• Sch III requires separate disclosure of 

Investments in “Controlled Special Purpose 

entities” in addition to Subsidiaries, Joint 

Venture, associates, etc.   

• Since the expression “Controlled SPEs” is 

not defined in the Act/Sch. III/AS, no 

disclosures would be additionally required to 

be made under this caption. If and when such 

terminology is explained/ introduced in the 

applicable aS, the disclosure requirement 

would become applicable.  

(b) Other Points: “Nature and Extent” of 

Investment in each Body Corporate should be 

interpreted to mean the Number and Face 

Value of Share. also, it is advisable to clearly 

disclose whether investments are fully paid or 

partly paid. (itemwise) 

2. With regard to investments in the capital of 

Partnership Firms, the Names of the Firms 

(with the 

names of all their Partners, total Capital and 

the Shares of each Partner) shall be given. 

(a) llP: a llP is a Body Corporate, and not a 

Partnership Firm as envisaged under the 

Partnership 

act, 1932. Hence, disclosures pertaining to 

investments, in Firms will not include llPs. 

investments in llPs will be disclosed 

separately under “Other Investments”.   

(b) Change in Constitution: in case of change 

in constitution of the Firm during the year, the 

names of 

the Other Partners should be disclosed based 

on the position existing as on the date of 

Company’s B/s. 

c) Capital: 

• The Total Capital of the Firm, to be 

disclosed, should be with reference to the 

amount of Capital on the date of the 

Company’s Balance Sheet. 

• If the Partnership Firm has separate 

accounts for Partners’ Capital, drawings or 

Current, loans to or from Partners, etc. 
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disclosure must be made with regard to the 

total of Capital accounts alone, since this is 

what constitutes the capital of the 

Partnership Firm. 

• Where, however, such Accounts have not 

been segregated, or where the Partnership 

deed Provides that the Capital of each Partner 

is to be calculated by reference to the Net 

amount at his credit after merging all the 

accounts, the disclosure relating to the 

Partnership Capital must be made on the 

basis of the total effect of such accounts taken 

together.   

(d) Share of each Partner: Share of each 

Partner means share in the Profits of the Firm, 

rather than the 

share in the Capital.  

(e) Different reporting Dates: if it is not 

practicable to draw up the Financial 

Statements of the Partnership upto such date 

and, are drawn upto different reporting 

dates, drawing analogy from aS-21 and aS-27, 

adjustments should be made for effects of 

significant transactions or other events that 

occur between those dates and the date of 

the Partners’ Financial Statements. also, the 

difference between reporting dates should 

not be more than 6 months. in such cases, the 

difference in reporting dates should be 

disclosed 

3. Investments carried at other than at Cost 

should be separately stated specifying the 

basis for valuation thereof. 

Basis of Valuation: disclosure for the basis of 

valuation of Non-Current investments may be 

either 

of – (a) Cost, or (b) Costless Provision for other 

than temporary diminution, or (c) lower of 

Cost and Fair Value. 

4. The following shall also be disclosed- (a) 

aggregate amount of Quoted investments 

and Market Value thereof, (b) Aggregate 

Amount of unquoted investments, (c) 

aggregate Provision for diminution in value of 

investments. 

It is recommended to disclose the amount of 

provision netted-off for each long-term 

investment. However, the aggregate amount 

of provision made in respect of all Non- 

Current investments should also be 

separately disclosed to comply with the 

specific disclosure 

requirement in Sch III. 

 

 (1) (c) DEFERRED TAX ASSET (Also Refer AS – 22) 
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Schedule III Disclosure requirement Points 

 

To be shown as a separate line-item on the 

face of Balance Sheet. 

 

–– 

 

(1) (d) LONG TERM LOANS AND ADVANCES 

Schedule III Disclosure requirement Points 

 

1. General Classification: long-term loans and 

Advances shall be classified as – 

(a) Capital advances, 

(b) Security deposits, 

(c) loans and advances to related Parties 

(giving details thereof), 

(d) Other loans and advances (specify nature) 

Capital advances:  

• It should be specifically included under 

Long-Term loans and advances and hence, 

cannot be included under Capital Work-In-

Progress. 
• Capital Advances are advances given for 

procurement of Fixed assets which are Non-

Current Assets. They are not realized back in 

cash, and over a period, get converted into 

Fixed assets. assets. 

Hence, they are always long-term advances, 

irrespective of when the Fixed assets are 

expected to be received.  
Other loans and Advances should include all 

other items in the nature of advances 

recoverable in cash or kind, e.g., Prepaid 

Expenses, Advance Tax, CENVAT Credit 

receivable, Vat Credit receivable and Service 

tax Credit receivable which are not expected 

to be realized within the next 12 months 

or operating cycle whichever is longer, from 

the Balance Sheet date. 

2. Securitywise Classification: The above shall 

be separately sub-classified as –  

(a) Secured, considered Good  

(b) Unsecured, considered Good  

(c) Doubtful. 

– 

 

3. Bad / Doubtful: Allowance for Bad and 

doubtful loans and advances shall be 

disclosed under the relevant heads 

separately. 

– 

 

4. Directors, etc.: Loans and advances due by 

Directors or Other Officers of the Company or 

any of 

them either severally or jointly with any other 

persons or amounts due by Firms or Private 

The term “Details” of Loans and Advances of 

Related Parties would mean disclosure 

requirements contained in AS-18. 
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Companies respectively in which any director 

is a Partner in a director of a Member should 

be separately stated. 

  

 (1) (e) OTHER NON-CURRENT ASSETS 

Schedule III Disclosure requirement Points 

 

1. Other Non-Current Assets shall be classified 

as –  (a) long-term trade receivables (including 

trade 

receivables on deferred Credit terms) (b) 

Others (specify nature) 

• A Receivable shall be classified as ‘Trade 

Receivable’ if it is in respect of the amount 

due on account of goods sold or services 

rendered in the normal course of business. 

2. Securitywise Classification: long-term 

Receivables shall be separately subclassified 

as – (a) Secured, considered good (b) 

unsecured, Considered Good (c) doubtful. 

• Dues in respect of Insurance Claims, Sale of 

Fixed assets, Contractually reimbursable 

expenses, interest accrued on trade 

receivables, etc., should be classified as 

“Others” and each such item should be 

disclosed according to their nature. 

3. Bad / Doubtful: allowance for Bad and 

doubtful loans and advances shall be 

disclosed under the relevant heads 

separately. 

 

4. Directors, etc.: debts due by directors or 

Other Officers of the Company or any of them 

either severally or jointly with any other 

person or debts due by Firms or Private 

Companies respectively in which any director 

is a Partner, or a director, or a Member should 

be separately stated. 

 

 

 (2) CURRENT ASSETS 

(2) (a) CURREN T INVESTMEN TS (Also Refer AS – 13) 

Schedule III Disclosure requirement Points 

 

Current Investments shall be classified as – 

(a) Investments in equity instruments, 

(b) Investment in Preference Shares, 

(c) Investments in Government or trust 

Securities, 

(d) Investments in debentures or Bonds, 

(e) Investments in Mutual Funds, 

(f) Investments in Partnership Firms, 

(g) Other investments (specify nature). 

Notes: 

Principles given for Non-current investments 

will apply here also to the relevant. However, 

trade vs Non-Trade Classification, is not 

required for Current investments. 
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1. Under each classification, details shall be 

given of Names of Bodies Corporate 

[indicating separately whether such Bodies 

are – (i) Subsidiaries, (ii) associates, (iii) Joint 

Ventures, or (iv) Controlled 

Special Purpose entities] in whom 

investments have been made and the nature 

and extent of the investment so made in each 

such Body Corporate (showing separately 

investments which are partypaid). 

In regard to investments in the Capital of 

Partnership Firms, the names of the Firms 

(with the names 

of all their Partners, total Capital and the 

percentage of Shares of 

each Partner) shall be given.  

2. The following shall also be disclosed: 

(a) Basis of Valuation of individual 

investments, 

(b) Aggregate amount of Quoted investments 

and  Market Value thereof, 

(c) Aggregate amount of unquoted 

investments,  

(d) Aggregate Provision made for diminution 

in Value of investments. 

 

 (2) (b) INVENTORIES (Also Refer AS-2) 

Schedule III Disclosure requirement Points 

 

Inventories shall be classified as –  

(a) Raw materials, 

(b) Work In Progress, 

(c) Finished Goods, 

(d) Stock-in-Trade (in respect of goods 

acquired for trading), 

(e) Stores and Spares, 

(f) Loose tools, 

(g) Others (specify nature) 

Note: Goods-in-transit shall be disclosed 

under the relevant subhead of inventories. 

Mode of Valuation shall be stated. 

• Goods in Transit should be included under 

relevant heads with suitable disclosure.  

• The heading “Finished Goods” should 

comprise Finished Goods other than those 

acquired for trading purposes. those acquired 

for trading purposes are to be shown under 

“Stock in Trade”. 

 

 (2) (c) TRADE RECEIVABLE S 

Schedule III Disclosure requirement Points 
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1. Aggregate amount of trade receivables 

outstanding for a period exceeding 6 months 

from the date they are due for payment 

should be separately stated.  

2. Securitywise Details: trade receivables 

shall be separately subclassified as –  

(a) Secured, considered Good 

(b) Unsecured, considered Good 

(c) Doubtful. 

3. Bad /Doubtful: Allowance for Bad and 

doubtful loans and advances shall be 

disclosed under the relevant heads 

separately.  

4. Directors, etc: Debts due by directors or 

Other Officers of the Company or any of them 

either severally or jointly with any other 

person or debts due by Firms or Private 

Companies, respectively in which any director 

is a Partner, or a director, or a Member should 

be separately stated. 

• Sch III requires separate disclosure of “Trade 

receivables O/s for a period exceeding 6 

months from the date they become due for 

payment”, only for the current portion of 

trade receivables.  

• Where no due date is specifically agreed 

upon, normal credit period allowed by the 

Company should be taken into consideration 

for computing the due date, which may vary 

depending upon the Nature of 

Goods or Services sold and the type of 

Customers, etc.  

• Amounts due under contractual obligations, 

e.g., dues in respect of insurance Claims, Sale 

of Fixed assets, Contractually reimbursable 

expenses, interest accrued on trade 

receivables, etc., cannot be included within 

trade receivables. Such receivables should be 

classified as “Other Current Assets” and each 

such item should be disclosed naturewise.  

• Lean Period Activities: Receivables arising 

out of sale of materials / rendering of services 

during a Company’s lean period, should be 

included under 

“Trade Receivables”, if such activity is in the 

normal 

course of business. If they are not part of 

“normal course of business”, they are to be 

classified under “Other Assets”. 

 

 (2) (d) CASH AND CASH EQUIVALEN TS (Also Refer AS-3) 

Schedule III Disclosure requirement Points 

 

Cash and Cash Equivalents shall be classified 

as –  

(a) Balances with Banks, 

(b) Cheques, drafts on Hand, 

(c) Cash on Hand, 

(d) Other (Specify nature). 

Notes: 

• Earmarked Balances with Banks (e.g. for 

Unpaid dividend) shall be separately stated. 

• Balances with Banks to the extent held as 

margin Money or Security against the 

• “Other Bank Balances” would comprise 

items like Balances with Banks to the extent 

of holding as Margin Money or Security 

against Borrowings, etc., and Bank Deposits 

with more than 3 months maturity.  

• Bank Deposits with more than 12 months 

maturity will also need to be separately 

disclosed under the above subhead.  

• The Non-Current Portion of each of the 

above balances should be classified under the 
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Borrowings, Guarantees, Other 

Commitments shall be disclosed separately.  

• Repatriation restrictions, if any, in respect of 

Cash and Bank Balances shall be separately 

stated.  

• Bank Deposits with more than 12 months 

Maturity shall be disclosed separately. 

head “Other Non-Current assets” with 

separate disclosure thereof. 

 

 (2) (e) SHORT TERM LOANS AND ADVANCES 

Schedule III Disclosure requirement Points 

 

1. General Classification: Short-Term Loans 

and Advances shall be classified as – 

(a) Loans and advances to related Parties 

(giving details thereof), 

(b) Others (specify nature). 

2. Securitywise Classification: The above shall 

also be subclassified as- 

(a) Secured, considered Good, 

(b) Unsecured, considered Good, 

(c) Doubtful 

3. Bad / doubtful: allowance for Bad and 

doubtful loans and advances shall be 

disclosed under the relevant heads 

separately.  

4. Directors, etc.: loans & advances due by 

directors or Other Officers of the Company or 

any of them either severally or Jointly with 

any other person or amounts due by Firms or 

Private Companies, respectively in which any 

director is a Partner or a director or a Member 

shall be separately stated. 

Principles given for long-term loans and 

advances will apply here to the relevant 

extent. 

 

 (f) OTHER CURREN T ASSETS 

Schedule III Disclosure requirement Points 

 

• This is an all-inclusive heading, which 

incorporates Current Assets which do not fit 

into any other AssetCategories.  

• Nature of each item should be specified  

• In case any amount classified under this 

category is doubtful, it is advisable that such 

doubtful amount as well as any provision 

made there against should be separately 

disclosed. 

• This is an all-inclusive heading, which 

incorporates Current Assets that do not fit 

into any other asset 

categories, e.g., unbilled revenue, 

unamortized Premium on Forward Contracts, 

etc. 
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Special Point: Unamortised portion of share issue expenses, etc. 

1. Sch III does not contain any specifies disclosure requirement for the unamortized portion of 

expense items such as Share Issue Expenses, Ancillary Borrowing Costs and Discount or Premium 

relating to Borrowings. 

2. A s per AS-16, Ancillary Borrowing Costs and Discount or Premium relating to Borrowings could 

be amortized over the loan period. Further, share Issue Expenses, Discount on Shares, Ancillary 

Costs- Discount, Premium on Borrowing, etc. being special nature items, are excluded from the 

scope of AS- 26 Intangible Assets. 

3. Certain companies have taken a view that it is an acceptable practice to amortize these 

expenses over the period of benefit, i.e., normally 3 to 5 years.  

4. Conclusion: Schedule III does not deal with any accounting treatment of these items, and the 

same continues to be governed by the respective AS / best practices. So, a Company can disclose 

the Unamortized Portion of such expenses as “Unamortized Expenses”, under the head “Other 

Current/ Non- Current Assets”, depending on whether the amount will be amortized in the next 

12 months or thereafter. 

 

PART II-FORM OF STATEMENT OF PROFIT AND LOSS 

Name of the Company :………………………………………………… 

Profit and Loss Statement for the year ended:………………… (Rs. in ……..) 

Particulars Note no. Figures for the 

Current reporting 

Period 

Period 

Figures for the 

Previous reporting 

I Revenue from Operations XXX XXX 

 

II Other income XXX XXX 

 

III Total revenue (I+II) XXX XXX 

 

IV Expenses:  

Cost of Materials Consumed 

Purchases of Stock-In-Trade 

Changes in inventories of 

Finished Goods / Work-in-

progress and Stock-In-Trade 

Employee Benefits Expense 

Finance Costs 

Depreciation and 

amortization expense 

Other expenses 

XXX 

XXX 

XXX 

XXX 

XXX 

XXX 

Total expenses XXX XXX 

V Profit before Exceptional & 

Extraordinary  

items and tax (III – IV) 

XXX XXX 
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VI Exceptional Items XXX XXX 

 

VII Profit before Extraordinary 

Items and IAX (V 

Vi) 

XXX XXX 

VII Extraordinary Items XXX XXX 

 

IX Profit before Tax (VII-VIII) XXX XXX 

 

X Tax expenses:  

(1) Current tax 

(2) Deferred tax 

XXX 

 

 

XI Profit /(Loss) for the period 

from Continuing Operations 

(iX – X) 

XXX XXX 

XII Profit /(Loss) from 

Discontinuing Operations 

XXX XXX 

 

XIII Tax Expense of 

discontinuing Operations 

XXX XXX 

 

XVV Profit /(Loss) from 

Discontinuing Operations 

(after tax) (XII-XIII) 

 

XXX XXX 

XV Profit / (Loss) for the period 

(XI + XIV) 

XXX XXX 

XVI Earnings per equity Share:  

(1) Basic 

(2) Diluted 

XXX XXX 

 

General Instructions for preparation of Statement of P&L 

Item Description 

 

1. Sec.25 Companies The provisions of this part shall apply to the income and 

expenditure account referred to in Sec. 129 of the act, in 

the same manner as they apply to a Statement of Profit and 

Loss. 

2. Revenue from Operations For Company other than a 

Finance Company:  

Revenue from Operations shall 

disclosed separately in the 

Notes, revenue from –  

(a) Sale of Products 

For Finance Company: 

Revenue from 

Operations shall include 

revenue from: 

(a) Interest & 
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(b) Sale of Services 

(c) Other Operating revenues 

(d) Less: excise duty 

(b) Other Financial 

Services revenue under 

each of the above heads 

shall be disclosed 

separately by way of 

Notes to accounts to the 

extent applicable. 

3. Finance Costs Finance Costs shall be classified as – 

(a) interest expenses, 

(b) Other Borrowing Costs, 

(c) Applicable Net Gain / loss on Foreign Currency 

transactions and translation. 

 

4. Other Income Other Income shall be classified as –  

(a) Interest income (in case of a Company other than a 

Finance Company), 

(b) Dividend income, 

(c) Net Gain/loss on Sale of investments, 

(d) Other Non-Operating income (Net of expenses directly 

attributable to such income). 

5. Additional  

Information: 

A Company shall disclose by way of Notes, additional 

information regarding aggregate expenditure and income 

on the following items referred below. 

 

 (i) Employee Benefits, Expense, Income Items, etc: 

(a) Employee Benefits Expense [showed separately – (i) Salaries & Wages, (ii) Contribution to PF 

and Other Funds, (iii) Expense on ESOP and Employee Stock Purchase Plan (ESPP), (iv) Staff 

Welfare Expenses]  

(b) D epreciation and Amortization Expenses, 

(c) A ny item of Income of Expenditure which exceeds 1% of Revenue from Operations or ` 

1,00,000 whichever is higher, 

(d) I nterest Income, 

(e) I nterest Expense, 

(f) D ividend Income, 

(g) Net Gain / Loss on Sale of Investments, 

(h) A djustments to the Carrying Amount of Investments, 

(i) Net Gain / Loss on Foreign Currency Transaction & Translation (other than the cost considered 

as Finance Cost), 

(j) Payments to the Auditor as – (a) Auditor, (b) For Taxation Matters, (c) For Company Law 

Matters, (d) For Management Services, (e) For other Services, (f) For Reimbursement of 

Expenses, 

(k) Item of Exceptional and Extraordinary Nature, 

(l) Prior Period Items. 

 

(ii) Materials, Goods, Services, etc. 
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(a) In the case of Manufacturing Companies – 

R aw Materials under broad heads. 

Goods Purchased under broad heads. 

(b) In the case of Trading Companies, Purchases in respect of goods Traded in by the Company 

under broad heads. 

 (c) I n the case of Companies rendering or supplying services, Gross Income derived from 

Services Rendered or Supplied, are shown under broad heads. 

(d) I n the case of a Company, which falls under more than one of the categories mentioned in 

(a), (b) and (c) above, it shall be sufficient compliance with the requirements herein if Purchases, 

Sales and Consumption of Raw Material and the Gross Income from Services rendered is shown 

under broad head. 

(e) I n the case of Other Companies, Gross Income derived under broad heads are shown. 

(iii) In the case of all concerns regarding Works-in-Progress are shown under broad heads. 

 

(iv) Reserves – Creation & Utilization: 

(a) The aggregate, if material, of any amounts set aside or proposed to be set aside to Reserve, 

without including Provisions made to meet any Specific Liability, Contingency or Commitment 

known to exist at the date as to which the Balance Sheet is made up. 

(b) The aggregate, if material, of any amounts withdrawn from such Reserves. 

 

(v) Provision – Creation & Utilization: 

(a) The aggregate, if material, of the amounts set aside to Provisions made for meeting Specific 

Liabilities, Contingencies or Commitments. 

(b) T he aggregate, if material, of the amounts withdrawn from such provisions, as no longer 

required. 

 

(vi) Expenses, etc: Expenditure incurred on each of the following items, separately for each item: 

(a) Consumption of Stores and Spare Parts, 

(b) Power and Fuel, 

(c) Rent, 

(d) Repairs of Buildings, 

(e) Repairs of Machinery, 

(f) R epairs of Machinery, 

(g) Insurance, 

(h) Rates and Taxes, excluding Taxes on Income, 

(i) Miscellaneous Expenses. 

 

(vii) Subsidiaries Information: 

(a) D ividends from Subsidiary Companies. 

(b) Provisions for Losses of Subsidiary Companies. 

 

(viii) FORE X Information: The P&L A/c shall also contain by way of a Note the following 

Information, namely – 

(a) Value of Imports calculated on CIF basis by the Company during the Financial Year in respect 

of – (I) Raw Materials, (II) Components and Spare Parts, (III) Capital Goods, 
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(b) Expenditure in Foreign Currency during the Financial Year on account of Royalty, Know-

How,Professional and Consultation Fees, Interest, and Other Matters, 

(c) Total Value if all Imported Raw Materials, Spare Parts and Components consumed during the 

Financial  

Year and the Total Value of all Indigenous Raw Materials, Spare Parts and Components similarly 

consumed and the Percentage of each to the Total Consumption, 

(d) Amount remitted during the year in Foreign Currencies on account of Dividends with a specific 

mention of the total number of Non-Resident Shareholders, the Total Number of Shares held by 

them on which the Dividends were due and the year to which the Dividends related. 

(e) Earnings in Foreign Exchange classified under the following heads, namely-  

Export of Goods calculated on FOB Basis, 

Royalty, Know-How, Professional & Consultation Fees, 

Interest and Dividend, 

Other Income, indicating the nature thereof. 

 

Note: Broad heads shall be decided taking into account the concept of Materiality and 

Presentation of True and Fair view of Financial Statements. 

 

TRUE AND FAIR VIEW OF FINANCIAL STATEMENTS 

According to Section 128 (1) of the Companies Act, 2013, every company shall prepare and keep 

its registered office books of account and other relevant books and papers and financial 

statements for every financial year which give a true and fair view of the state of the affairs of 

the company. 

 

Further Section 129(1) of the Companies Act, 2013, states that the financial statements shall give 

a true and fair view of the state of affairs of the company or companies, comply with the 

accounting standards notified under Section 133 and shall be in the form provided for different 

class or classes of companies in Schedule III. It also provides also that the financial statements 

shall not be treated as not disclosing a true and fair view of the state of affairs of the company, 

merely by reason of the fact that they do not disclose – 

(a) in the case of an insurance company, any matters which are not required to be disclosed by 

the Insurance Act, 1938, or the Insurance Regulatory and Development Authority Act, 1999; 

(b) in the case of a banking company, any matters which are not required to be disclosed by the 

Banking Regulation Act, 1949; 

(c) in the case of a company engaged in the generation or supply of electricity, any matters which 

are not required to be disclosed by the Electricity Act, 2003; 

(d) in the case of a company governed by any other law for the time being in force, any matters 

which are not required to be disclosed by that law. 

 

Thus, the Companies Act requires that the profit and loss account must exhibit a true and fair 

view of the profit earned or loss suffered by the company during the period for which the account 

has been prepared. The term true and fair has not been defined nor has it been the subject of 

any judicial decision. But in order to show a true and fair view financial statement (Statement of 

Profit and Loss and Balance Sheet) should not mislead the user about the financial health of 

organization. 
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From the accounting point of view, the profit and loss account should be drawn upon the 

principles stated below: 

(a) Materiality: All significant factors which will have an impact on the mind of the reader should 

be disclosed. 

For example, if a large quantity of raw materials is sold and there is a amount of profit or loss, 

the sale should not be included in the Sales Account; instead, the cost of the materials should be 

deducted from materials consumed and the profit or loss on the sale of raw materials should be 

separately disclosed in the profit and loss account. The reader will then know why the profit or 

loss occurred and how much it was; the reason will not be clear if the sale of raw materials is 

added to Sales or deducted from materials consumed. If, however, only a small quantity was sold 

leading to a rather insignificant profit or loss, separate disclosure is not necessary because such 

a disclosure will not change the impression 

of the reader about the profit situation. 

 

What is material does not depend upon the judgment of the management. But the materiality 

of a figure should be judged from the point of view of both the total amount of the item and the 

amount of the profit or loss. In the above example, materiality has to be seen from the point of 

view of (i) the amount of materials consumed and (ii) the profit or loss during the year. 

(b) Prior-Period Items: The rule in India is that once accounts are adopted at the annual general 

meeting, they cannot be reopened. If any error is discovered, it can be corrected only in the 

accounts of the subsequent period. Apart from errors, some of the accounts relating to the 

previous year may come to knowledge or may be ascertained only in the current year. Suppose 

rates have been revised with effect from October, 2006, but the decision was made only in 

March, 2008, The increased wages for 2007-08 can certainly be added to the 2007-2008 wages 

but the increased wages for six months of 2006-2007 will also have to be taken out into account. 

Errors and other items relating to the previous year should be shown separately in the profit and 

loss account, and not clubbed with the item relating to the current year unless the concerned 

amounts are not material. Preferably, errors and prior year items should be stated below the 

line, i.e., in the Profit and Loss Appropriation Account. 

(c) Extraordinary Items: If expenses or income that do not arise in the ordinary course and are 

material they should be stated separately in the profit and loss account. For example, if a fixed 

asset is sold, its profit or loss has to be shown separately. Another example would be speculation 

loss or profit; yet another would be subsidy received from government for operational purposes. 

(d) Change in Accounting Policies: It is well known that if there is any change in an accounting 
policy, say method of valuation of inventories or of change in depreciation, there has to be a 
disclosure about the fact of change and on profit or loss resulting from such a change. 
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1. SHARES & KINDS OF SHARE CAPITAL 

Meaning of Shares {Section 2(84) of the Companies Act, 2013} 

 Means a share in the share capital of a company and it also includes 

stock.  

 A share is one unit into which the total share capital is divided.  

 It is a fractional part of the share capital and forms the basis of 

ownership in the company. (Shares are divisions of the share capital of 

a company.) 

 

The share capital of a company limited by shares can be only be of two 

kinds –  

1. Equity share capital – (a) with voting rights, or (b) with different rights 

as to dividend, voting or otherwise in accordance with the prescribed (issue 

of share capital with differential voting  rights) rules, 2001  

2. Preference Share Capital-, i.e. priority for dividend at fixed rate + 

priority for repayment of capital. 

 

Basis Preference Shares Equity Shares 

Definition  Shares that carry a 

preferential right as to 

payment of – (a) Dividend, 

and (b) payment of capital. 

Shares that are not 

preference shares are 

called equity shares. 

Return  Fixed Rate or fixed 

Amount. 

Based on profits available 

for distribution. 
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Dividend  Priority over equity 

Dividend i.e. paid first. 

After payment of 

Preference dividend. 

Repayment 

of capital 

Paid before repayment of 

equity capital. 

Paid after entire 

preference capital is 

repaid. 

Arrears of 

Dividend  

Generally Accumulates 

unless specifically said to 

be non – cumulative. 

No accumulation of unpaid 

dividend. No profits mean 

no dividend. 

Redemption  Redeemable as per terms 

of issue and provisions of 

Act.  

Not Redeemable till 

winding up. Even in winding 

up, will be repaid after 

preference shares.  

Voting 

Rights 

Generally restricted. 

Carries right to vote on all 

matters if dividend 

remains unpaid for the 

prescribed period.  

Unrestricted, i.e. Holder 

can vote at any matter at 

any meeting, or the shares 

may be issued with varying 

voting rights. 

Further 

Issue of 

Shares 

Principles’ relating to 

rights or bonus Issue is not 

Applicable. 

Fresh issue to be offered 

first to existing holders, 

i.e. rights issue and fully 

paid bonus shares offered 

to all members.   

Control / 

Management  

No right to take part in 

Management. 

Equity shareholders are 

the real owners; hence 

have a right to control the 

management of company. 

 

# Can a company pay dividend on partly paid-up-shares? 

As per Section 51 of the Companies Act, 2013, a company may, if so 

authorized by its articles, pay dividends in proportion to the amount paid-up 

on each share. Thus dividend can be paid on partly paid up shares in proportion 

to the amount paid-up on each share. 

 

# TYPES/CLASSES OF PREFERENCE SHARES 

(a) On basis of Dividend: 
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(i) Cumulative Preference Shares: Entitled to receive arrears of 

dividend before any dividend is paid on equity shares. 

(ii) Non-cumulative Preference Shares: Do not have the right to receive 

arrears of dividend. If no dividend is declared in any year due to any 

reason, they get nothing, nor can they claim unpaid dividend in any 

subsequent years. 

(b) On basis of Participation 

(i) Participating Preference Shares: Such shares carry a right to 

participate in the surplus profit, if any, after providing dividend to 

equity shareholders. 

(ii) Non-Participating Preference Shares: Such shares get only a fixed 

rate of dividend every year. 

(c) On basis of Convertibility 

(i) Convertible Preference Shares: Have a right/option to get 

converted into equity shares 

(ii) Non-Convertible Preference Shares: Do not have the right/option 

to get converted into equity shares. 

 

# Deemed preference share capital: The share capital is deemed to be 

preference share capital, notwithstanding that it is entitled to either or both 

of the following rights, namely: - 

– that in respect of dividends, in addition to the preferential rights to the 

payment of dividend, it has a right to participate, whether fully or to a limited 

extent, with capital not entitled to the preferential right aforesaid; 

– that in respect of capital, in addition to the preferential right to the 

repayment, in case of a winding up, it has a right to participate, whether fully 

or to a limited extent, with capital not entitled to that preferential right in 

any surplus which may remain after the entire capital has been repaid. 

 

Disclosure of Share Capital 

Item Explanation 

Authorized 

Share 

Capital 

a) It is the amount of share capital which can be raised by 

the company. 

b) The authorized share capital is also known as the 

“registered capital” or “Nominal Capital” and is given in 

the Memorable of Association. 
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c) Authorized capital is shown in the balance sheet at 

nominal value (Face Value). 

Issued 

share 

capital 

a) 1. Represents that part of Authorized share capital which 

has been given or issued or offered to shareholders. 

b) 2. Issued capital includes shares issued for – (i) cash, and 

(ii) consideration other than cash, to promoters and 

others. 

c) 3. Issued shares capital is shown in the balance sheet at 

nominal value (face value). 

Note: The remaining portion, which is not issued for cash 

or other consideration, is called as unissued capital. It is 

not shown in the balance sheet. 

Subscribed 

share 

capital 

a) Part of issued share capital which has been subscribed 

(i.e. applied for) by the public / shareholders, and allotted 

by the company 

 

Note: The remaining portion of issued capital, which is 

not subscribed, is not shown in the balance sheet. 

Called up 

share 

capital 

a) The portion of the face value of shares which a company 

has demanded or called from shareholders is known as 

“called up capital”.   

Paid up 

Capital 

a) It is that portion of called capital which has been actually 

paid by the shareholders. 

b) The unpaid portion is called “unpaid calls” or “calls 

arrears”.  

Reserve 

Capital 

a) As per sec.99, a company may decide by passing a special 

resolution that a certain portion of subscribed uncalled 

capital shall be called up only in the event of winding up / 

liquidation. 

 

# Important provisions of Companies Act, 2013 &. SEBI Guidelines 

relating to issue of shares: 

1. Company invites the public to subscribe for its shares. The invitation is 

made through a document called the "Prospectus". The prospectus must 

mention the exact manner in which the amount of shares is payable by 

the public. 
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2. No allotment of shares can be made in pursuance of a prospectus issued 

generally, until the beginning of the 5th day after that on which the 

prospectus is first so issued. 

3. Subscription list for public issues should be kept open for at least 3 

working days and not more than 10 working days as disclosed in the 

prospectus. 

4. No allotment unless the minimum subscription has been subscribed and 

application amount has been received by the company. 

5. As per SEBI Guidelines, minimum subscription is 90% of issued amount. 

6. As per Section 39(2), applications amount is cannot be less than 5% of 

the nominal value of the shares. 

7. As per the SEBI Guidelines minimum application money shall not be less 

than 25% of the issue price. 

8. If the shares of a company are listed in a stock exchange, approval of 

the stock exchange has to be sought as to the manner of allotment 

before the shares are allotted. 

9. As per Section 29, every company shall issue the securities only in 

dematerialized form. 

10. Table F of the Companies Act, 2013 imposes the following restrictions: 

 Period of one month must elapse before another call is made, 

 The amount of the call should not exceed 1/4th of the nominal value 

of the share, and 

 14 days-notice is given to the shareholders to pay the amount. 

 

# Minimum Subscription 

1. Meaning:  Minimum subscription is the Minimum amount stated in the 

prospectus, which in the opinion of Directors, must be raised by the 

issue of share capital to start with. If the company does not receive 

the minimum subscription, the entire subscription shall be refunded to 

the applicants within 42 days from the date of closure of issue.  

2. Application of minimum subscription:  Amount should be utilised to meet 

the following expenditure –  

a) Purchase price of property bought or to be bought,  

b) Any preliminary expenses, 

c) Underwriting Commission, 

d) Repayment of money borrowed by the company for the above purpose, 

e) Working capital, and 
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f) Any other expenditure stating nature and purpose with estimated 

amount in each case. 

 

2. ISSUE OF SHARES AT PAR, DISCOUNT AND PREMIUM 

 

# ISSUE OF SHARES AT PAR 

When issue price of shares is equal to face value shares it is called as 

issue of shares at par.  

 

# ISSUE OF SHARES AT PREMIUM 

 When shares are issued at a price higher than the face value, they are 

said to be issued at a premium.  

 Excess of issue price over the face value is the amount of premium.  

 For example, if a share of Rs. 10 is issued at Rs. 12, Rs. (12 – 10) = Rs. 2 

is the premium. 

 The premium on issue of shares must not be treated as revenue profits.  

 It must be regarded as capital receipt.  

 A sum equal to the aggregate amount of the premium collected on shares 

must be credited to a separate account called “Securities Premium 

Account”.  

 There are no restrictions in the Companies Act on the issue of shares at 

a premium,  

 But there are restrictions on its disposal.  

 

 

ISSUE OF SHARES

FOR CASH

AT PAR AT PREMIUM AT DISCOUNT

FOR 
CONSIDERATION 

OTHER THAN 
CASH

TO PROMOTERS TO VENDORS

Issue of Shares at Premium (Issue 
at HIGHER than FACE VALUE)

Issue of Shares at Discount (Issue 
at LOWER than FACE VALUE)
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Under Section 52(2) of the Companies Act 2013, the Securities Premium 

Account may be applied by the company— 

1) Towards the issue of unissued shares of the company to the members of 

the company as fully paid bonus shares; 

2) In writing off the preliminary expenses of the company; 

3) In writing off the expenses of, or the commission paid or discount 

allowed on, any issue of shares or debentures of the company; 

4) In providing for the premium payable on the redemption of any 

redeemable preference shares or of any debentures of the company; or 

5) For the purchase of its own shares or other securities under section 68. 

 

 

# Difference between Securities premium & Share Premium: 

Securities premium account is a broader term than share premium. Share 

premium account balance represents only premium on issue of equity and 

preference shares whereas securities premium account balance represents 

premium on issue of shares, debentures, bonds and other financial 

instruments. 

 

# ISSUE OF SHARES AT A DISCOUNT 

Meaning:  

- When shares are issued at a price lower than the face value, they are 

said to be issued at discount.  

- Excess of the face value over the issue price is the amount of 

discount.  

Example:  

- If a share of Rs. 10 is issued at Rs. 9 then Rs. (10 – 9) = Re. 1 is the 

discount. 

Provision:  

- As per companies Act 2013, a company shall not issue shares at a 

discount except as provided in section 54 for issue of sweat equity 

shares.  

- Any share issued by a company at a discounted price shall be void.  

Penalty:  

- Where a Company contravenes the provisions of this section, the 

company shall be punishable with fine which shall not be less than one 

lakh rupees but which may extend to five lakh rupees  
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    AND 

- Every officer who is in default shall be punishable with imprisonment 

for a term which may extend to six months or with fine which shall 

not be less than one lakh rupees but which may extend to five lakh 

rupees, or with both. 

 

UNDER-SUBSCRIPTION OF SHARES 

 If the number of shares applied for is less than the number of shares 

issued the shares are said to be undersubscribed.  

 Here, Entries are made on the basis of number of shares applied for, 

provided the minimum subscription is raised. 

 

 

OVER-SUBSCRIPTION OF SHARES 

 When the number of shares applied for exceeds the number of shares 

issued, the shares are said to be oversubscribed.  

 In such a situation, the directors allot shares on some reasonable basis 

because the company can allot only that number of shares which has been 

actually offered for subscription.  

 As per the guidelines issued by SEBI, the company cannot reject out-

rightly any application for shares unless it has incomplete information or 

absence of signature(s) or insufficient application money and so on. 

 

In case of over subscription company has the following options: 

Option I: 

(i) Rejection of Excess Applications and Money Returned 

(ii) Excess application money adjusted towards sums due on allotment 

Option II: 

Partial acceptance of Applications (Pro-rata acceptance): 

 

Over Subscription 
(Apllications received > No. 

of shares offered)

Under Subscription 
(Apllications received < No. 

of shares offered)
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CALLS IN ADVANCE 

1. Meaning: Calls in Advances is the money received by the company from 

the allotees, i.e. its shareholders. 

2. Calls in Advance: A company, if permitted by its articles, may accept 

from members either the whole or part of the amount remaining unpaid 

on any shares held by him as calls in advance 

3. No Voting Rights: The Member shall not be entitled to any voting rights 

on calls in advance, until the same becomes presently payable and duly 

Appropriated. 

4. Disclosure: Calls in advance will always have a credit balance and will be 

shown under the liabilities side. It is not added to the amount of paid up 

capital. 

5. Interest: To pay interest on the amount of calls in advance from the date 

of receipt till the date when the call is due for payment, at the rate 

of 12% p.a. as per Table F of Companies Act 2013. (As per Table A 

Companies Act 1956, it was 6% p.a.) 

6. Divided: No dividend will pay on the calls in advance 

 

Disclosure Treatment: The money received on calls-in-advance does not 

become part of the share capital. It is shown under a separate heading, 

namely ‘calls-in-advance’ on the liabilities side of the Balance Sheet. Further, 

the liability to sundry shareholders is to be treated as outstanding liability 

and should be shown under the head “Current Liabilities” in the balance sheet. 

It is to be noted that no dividend can be paid on calls-in-advance. 

Accounting Treatment: 

 

CALLS IN ARREARS 

1. Meaning: Calls in Arrears is the money remaining unpaid by the 

shareholder on the calls raised by the company in respect if the shares 

held by him. 

2. Disclosure: Calls in Arrears always have a debit balance and are shown as 

a deduction from share capital in the liabilities side of the balance sheet. 

3. Interest: Can recover interest on the amount of calls in arrears from 

the date it became due till the date when the call is received at the 

rate of 10% p.a. as per Table F of Companies Act 2013 (rate not 

exceeding 5% p.a. if table A is adopted as articles of Association). 
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4. Waiver of Interest: The Directors may waive the interest (if AOA 

permits) 

 

ISSUE OF SHARES FOR CONSIDERATION OTHER THAN CASH 

A company may also issue shares for consideration other than cash to 

vendors who sell some assets to the company or to the promoters for their 

services. When shares are so issued, the Companies Act requires that the 

same must be clearly stated in the balance sheet and must be distinguished 

from the issue made for cash. 

 

ISSUE OF SHARES TO PROMOTERS 

A company may allot fully paid shares to promoters or any other party for 

the services rendered by them by way of furnishing technical information, 

engineering services, plant layout, drawing and designing, etc. without 

payment. This type of issue of shares to promoters is called issue of shares 

for consideration other than cash. As the amount paid to promoters for 

services rendered is capital expenditure and debited to Goodwill Account 

Date Particulars  Dr. (Rs.) Cr.(Rs.) 

 When fair value of assets is equal to 

shares are issued: 

Sundry Assets A/c  

 To Share Capital A/c 

 

 

Dr. 

  

When fair value of assets is more than 

value of shares are issued: 

Sundry Assets A/c  

 To Share Capital A/c  

 To Securities Premium A/c 

 

 

Dr. 

When fair value of assets is less than 

value of shares are issued: 

Sundry Assets A/c  

Discount on Issue of Shares A/c  

 To Share Capital A/c 

(Companies Act, 2013 totally prohibits the 

issue of shares at discount) 

 

 

Dr. 

Dr. 
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Issue of shares to promoters for their 

services: 

Goodwill A/c 

 To Share Capital A/c 

 

 

Dr. 

 

3. FORFEITURE & RE-ISSUE OF SHARES 

FORFEITURE OF SHARES 

1. Meaning: forfeit = Taking away of property,  

2. Situation: when shareholders fail to pay allotment or call money due, the 

directors may forfeit the shares in accordance with the articles. Proper 

notice should be served to the defaulting shareholder, before forfeiture. 

3. Effect: Title of such shareholder is extinguished, but the amount will not 

refunded to him. Shareholder has no further claim on the company. The 

amount actually received from him is transferred to “shares Forfeited 

A/c”. 

4. Treatment: till forfeited shares are re- issued, the amount is shown as 

an addition to share capital, on the liabilities side of the balance sheet.   

 

Procedure for Forfeiture of Shares 

Articles of Association of the Company provide the authority to forfeit 

shares to the Board of Directors. 

– The Board has to give at least 14 days’ notice to the defaulting members 

calling upon them to pay outstanding amount, with or without interest as the 

case may be, before the specified date. 

– The notice must also state that if the shareholders fail to remit the amount 

mentioned therein within the stipulated period, their shares will be forfeited. 

– If they still fail to pay the amount within the specified period of time, the 

Board of Directors of the company may decide to forfeit such shares by 

passing a resolution. 

– The decision regarding the forfeiture of shares should be communicated to 

the concerned allottees 

Disclosure: Forfeited shares account is to be shown in the balance sheet by 

way of addition to the paid-up share capital on the ‘liabilities’ side, until the 

concerned shares are reissued. 
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Table F of the Companies Act, 2013 permits the directors to forfeit shares 

for non-payment of calls. Regulations 28 to 34 contains the following 

provisions in relation to forfeiture of shares: 

(1) Regulation 28: If a member fails to pay any call on the day appointed 

for payment, the Board may serve a notice requiring payment of the call, 

together with any interest which may have accrued. 

(2) Regulation 29: The notice shall name a further period of 14 days from 

the date of service of the notice for payment of call. 

(3) Regulation 30: If amount is not paid even after such notice then shares 

in respect of which the call was made shall be liable to be forfeited by passing 

board resolution. 

(4) Regulation 31: A forfeited share may be sold or otherwise disposed of 

on such terms and in such manner as the Board thinks fit. At any time before 

a sale or disposal as aforesaid, the Board may cancel the forfeiture on such 

terms as it thinks fit. 

(5) Regulation 32: A person whose shares have been forfeited shall cease 

to be a member but shall remain liable to pay to the company all monies which 

were payable by him in respect of the shares. The liability of such person 

shall cease if and when the company shall have received payment in full of all 

such monies in respect of the shares. 

(6) Regulation 33: A duly verified declaration in writing by a director, the 

manager or the secretary that a share has been duly forfeited shall be 

conclusive evidence of the facts of such forfeiture. The company may receive 

the consideration, if any, given for the share on any sale or disposal thereof 

and may execute a transfer of the share in favour of the person to whom the 

share is sold or disposed of. The transferee shall thereupon be registered as 

the holder of the share. 

(7) Regulation 34: The provisions of these regulations shall apply in the same 

manner in relation to premium on shares as they apply in relation to payment 

of nominal value of shares. 

 

FORFEITURE 
OF SHARES

1st: Cancellation of membership of the shareholder 
(Reduce share capital a/c by called up face value of 
forfeited shares)

2nd: Forfeit, amount received except premium (By 
transferring such amt to share forfeiture A/c)

3rd: Allotment or call money (as the case may be) not 
received is required to be reversed
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Entry for Share Forfeiture: 

Share Capital A/c   Dr XX (By called up Face value) 

Securities Premium A/c  Dr XX (if Sec. prem. Not 

received=Reversed) 

 To Share Forfeiture A/c    XX (Amt received except 

        premium) 

 To Share Allotment A/c   XX  

 To Share 1st Call A/c   XX (Amount Not  

        received=Reversed) 

 To Share Final Call A/c   XX 

 To calls in arrears (if any) A/c   XX 

 

RE – ISSUE OF FORFEITED SHARES 

Shares forfeited is re – issued by the company, subject to the following 

considerations –  

1. Sales, not Allotment: Re – issue of forfeited shares is not an allotment, 

it is only a sale. So, the company need not file a return of allotment, with 

the register of companies. 

2. Auction Sale: After forfeiture, the forfeited share vest in the company 

in the company, for the purpose of sale. The company is under an obligation 

to dispose it off, generally by auction. 

3. Price: forfeited shares can re – issued at any price, such that the total 

amount received (from original Allotees and subsequent purchaser) for 

these shares is not less than the amount in arrears on those shares.  

4. Loss on re – issue: Loss on re – issue shall be debited to “forfeited shares” 

A/c. 

5. Condition for re- issue: Loss on re –issue of forfeited shares should not 

exceed the forfeited Amount, i.e. amount paid by original allottee, 

excluding premium, if any.) 

6. Surplus: surplus arising on the reissue (i.e. forfeited amount > Loss on re- 

issue), should be transferred to capital reserve A/c.  

7. Re –issue at premium: If re issued at a price higher than its face value, 

the excess amount should be credited to securities premium A/c.  

8. Issue at discount: “Discount on issue of shares” A/c, and the balance loss 

is debited to forfeited shares A/c.  
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4. RIGHT SHARES 

(1) Where at any time, a company to increase its subscribed capital by the 

issue of further shares, such shares shall be offered – 

a) to persons who, at the date of the offer, are holders of equity shares 

of the company in proportion, to the paid-up share capital on those 

shares by sending a letter of offer subject to the following conditions, 

namely: – 

i. notice specifying the number of shares and limiting a time not being 

less than fifteen days and not exceeding thirty days  

ii. UOSG a right exercisable by the person concerned is 

transferrable  

iii. after the expiry of the time Board of Directors may dispose of 

them 

b) To employees under a scheme of employees’ stock option, or 

c)  To any persons, if it is authorised by a special resolution 

(2) The notice shall be despatched through registered post or speed post 

or through electronic mode 

(3) Nothing in this section shall apply to the increase of the subscribed 

capital of a company caused by the exercise of an option as a term 

attached to the debentures issued or loan raised by the company to convert 

such debentures or loans into shares in the company: 

 

5. ISSUE OF BONUS SHARES 

 

However, no issue of bonus shares shall be made by capitalising reserves 

created by the revaluation of assets 

May issue fully paid-up bonus 
shares out of..

Capital 
redemptio
n reserve 
account

Securities 
premium 

account; or

Its free 
reserves;
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Issue of bonus shares [Section 63]: 

(1) A company may issue fully paid-up bonus shares to its members out of: 

- Free reserves 

- Securities premium 

- Capital redemption reserve 

However, revaluation reserve created by the revaluation of assets cannot be 

used for the bonus issue. 

(2) A company shall comply with following additional condition for bonus 

shares: 

♦ Bonus issue is authorized by its articles. 

♦ Bonus issue is made on the recommendation of the Board and 

authorization from general meeting of the company. 

♦ Company has not defaulted in payment of interest or principal in respect 

of fixed deposits or debt securities issued by it. 

♦ Company has not defaulted in payment of statutory dues of the 

employees like PF contribution, gratuity and bonus. 

♦ Bonus issue can be made only on fully paid up shares. 

♦ Company also has to comply with other prescribed conditions. 

♦ The bonus shares shall not be issued in lieu of dividend. 

The company which has once announced the decision of its Board 

recommending a bonus issue, shall not subsequently withdraw the same. [Rule 

14 of the Companies (Share Capital & Debentures) Rules, 2014] 

 

CONDITIONS FOR BONUS ISSUE 

i. it is authorized by its articles; 

ii. it has, on the recommendation of the Board, been authorized in the 

general meeting of the company; 

iii. it has not defaulted in payment of interest or principal in respect of 

fixed deposits or debt securities issued by it; 

iv. it has not defaulted in respect of the payment of statutory dues of the 

employees, such as, contribution to provident fund, gratuity and bonus; 

v. the partly paid-up shares, if any outstanding on the date of allotment, 

are made fully paid-up; 

vi. The company which has once announced the decision of its Board 

recommending a bonus issue, shall not subsequently withdraw the same. 

[Rule 14 of Companies (Share Capital and Debentures) Rules, 2014] 
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Note:  

1. The bonus shares shall not be issued in lieu of dividend 

2. If some shares are party paid up, first the shares are to be made 

fully paid up.  

 

6. ISSUE OF SWEAT EQUITY SHARES 

Sweat Equity Shares: As per Section 2(88) of the Companies Act, 2013 

“sweat equity shares” means such equity shares as are issued by a company 

to its directors or employees at a discount or for consideration, other than 

cash, for providing their know-how or making available rights in the nature of 

intellectual property rights or value additions, by whatever name called; 

 

Issue of sweat equity shares [Section 54]: A company can issue sweat equity 

shares, of a class of shares already issued, if the following conditions are 

satisfied: 

(1) The issue has been authorized by a special resolution passed by the 

company in the general meeting. 

(2) Such special resolution should clearly specify: 

- Number of shares 

- Current market price 

- Consideration and 

- Classes of directors or employees to whom such equity shares are to be 

issued. 

(3) At least 1 year should have elapsed from the date on which the company 

was entitled to commence business. [Deleted by Companies (Amendment) Act, 

2017] 

(4) A company whose shares are listed on a recognized stock exchange 

issuing sweat equity shares should comply with the SEBI (Issue of Sweat 

Equity) Regulations, 2002. 

(5) A company whose shares are not so listed should comply with the 

Companies (Share Capital & Debentures) Rules, 2014. 

The rights, limitations, restrictions and provisions as are for the time being 

applicable to equity shares shall be applicable to the sweat equity shares 

issued and the holders of sweat equity shares shall rank pari passu {on an 

equal footing) with other equity shareholders. [Section 54 (2)] 

Register of Sweat Equity Shares [Rule 8 (14) of the Companies (Share 

Capital & Debentures) Rules, 2014]: The company shall maintain a Register 
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of Sweat Equity Shares in Form No. SH. 3 and shall forthwith enter therein 

the particulars of issue of sweat equity shares. 

The Register of Sweat Equity Shares shall be maintained at the registered 

office of the company or such other place as the Board may decide. 

The entries in the register shall be authenticated by the Company Secretary 

of the company or by any other person authorized by the Board for the 

purpose. 

 

Quantum of sweat equity share 

The company shall not issue sweat equity shares for more than fifteen 

percent of the existing paid up equity share capital in a year or shares of the 

issue value of rupees five crores, whichever is higher. 

 

Provided that the issuance of sweat equity shares in the company shall not 

exceed twenty five percent, of the paid up equity capital of the company at 

any time. 

 

Provided further that a startup company, as defined in notification number 

GSR 180(E) dated 17th February, 2016 issued by the Department of 

Industrial Policy and Promotion, Ministry of Commerce and Industry, 

Government of India, may issue sweat equity shares not exceeding fifty 

percent of its paid up capital upto five years from the date of its 

incorporation or registration. 

 

Pricing of sweat equity share 

(1) The sweat equity shares to be issued shall be valued at a price determined 

by a registered valuer as the fair price giving justification for such valuation. 

(2) The valuation of intellectual property rights or of know how or value 

additions for which sweat equity shares are to be issued, shall be carried out 

by a registered valuer, who shall provide a proper report addressed to the 

Board of Directors with justification for such valuation. 

(3) A copy of gist along with critical elements of the valuation report obtained 

under clause (1) and clause (2) shall be sent to the shareholders with the 

notice of the general meeting. 
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Procedure for issue of sweat equity share 

For issue to sweat equity shares, the following broad procedure needs to be 

followed: 

(1) Convene and hold a board meeting to consider the proposal of issue of 

sweat equity shares and to fix up the date, time, place and agenda for general 

meeting and to pass a special resolution for the same. 

(2) I ssue notices in writing to shareholders for general meeting alongwith 

explanatory statement. The explanatory statement to be annexed to the 

notice for the general meeting pursuant to section 102 of the Act must 

contain the following particulars: 

(a) the date of the Board meeting at which the proposal for issue of sweat 

equity shares was approved; 

(b) the reasons or justification for the issue; 

(c) the class of shares under which sweat equity shares are intended to be 

issued; 

(d) the total number of shares to be issued as sweat equity; 

(e) the class or classes of directors or employees to whom such equity shares 

are to be issued; 

(f) the principal terms and conditions on which sweat equity shares are to be 

issued, including basis of valuation; 

(g) the time period of association of such person with the company; 

(h) the names of the directors or employees to whom the sweat equity shares 

will be issued and their relationship with the promoter or/and Key Managerial 

Personnel; 

(i) the price at which the sweat equity shares are proposed to be issued; 

(j) the consideration including consideration other than cash, if any to be 

received for the sweat equity; 

(k) the ceiling on managerial remuneration, if any, be breached by issuance of 

such sweat equity and how it is proposed to be dealt with; 

(l) a statement to the effect that the company shall conform to the applicable 

accounting standards; and 

(m) diluted Earnings per Share pursuant to the issue of sweat equity shares 

are calculated in accordance with the applicable accounting standards. 

(3) Convene the General Meeting and Pass a special resolution; 

(4) File the resolution with MCA in Form No. MGT-14 within 30 days of passing 

the same; 

(5) Call a Board meeting and allot sweat equity shares in the meeting; 
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(6) File Form No. PAS-3 within 30 days of passing of the Board resolution for 

allotting sweat equity shares; 

(7) T he company shall maintain a Register of Sweat Equity Shares in Form 

No. SH-3 and shall forthwith enter therein the particulars of Sweat Equity 

Shares issued. 

(8) The Register of Sweat Equity Shares shall be maintained at the 

registered office of the company or such other place as the Board may 

decide. 

 (9) The entries in the register shall be authenticated by the Company 

Secretary of the company or by any other person authorized by the Board 

for the purpose. 

 

Disclosure in the directors’ report in respect of sweat equity share 

The Board of Directors shall, inter alia, disclose in the Directors’ Report for 

the year in which such shares are issued. The following are the details about 

the issue of sweat equity shares namely: 

(1) the class of director or employee to whom sweat equity shares were 

issued; 

(2) the class of shares issued as Sweat Equity Shares; 

(3) the number of sweat equity shares issued to the directors, key managerial 

personnel or other employees showing separately the number of such shares 

issued to them, if any, for consideration other than cash and the individual 

names of allottees holding one percent or more of the issued share capital; 

(4) the reasons or justification for the issue; 

(5) the principal terms and conditions for the issue of sweat equity shares, 

including pricing formula; 

(6) the total number of shares arising as a result of issuing of sweat equity 

shares; the percentage of the sweat equity shares of the total post issued 

and paid up share capital; 

(8) the consideration (including consideration other than cash) received or 

benefit accrued to the company from the issue of sweat equity shares; 

(9) the diluted Earnings Per Share (EPS) pursuant to issuance of sweat equity 

shares. 

Accounting treatment of sweat equity share issued 

(1) Where sweat equity shares are issued for a non-cash consideration on the 

basis of a valuation report in respect thereof obtained from the registered 
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valuer, such non-cash consideration shall be treated in the following manner 

in the books of account of the company 

(a) where the non-cash consideration takes the form of a depreciable or 

amortizable asset, it shall be carried to the balance sheet of the company in 

accordance with the accounting standards; or 

(b) where clause (a) is not applicable, it shall be expensed as provided in the 

accounting standards. 

(2) The amount of sweat equity shares issued shall be treated as part of 

managerial remuneration for the purposes of sections 197 and 198 of the Act, 

if the following conditions are fulfilled, namely.- 

(i) the sweat equity shares are issued to any director or manager; and 

(ii) they are issued for consideration other than cash, which does not take 

the form of an asset which can be carried to the balance sheet of the 

company in accordance with the applicable accounting standards. 

(3) In respect of sweat equity shares issued during an accounting period, the 

accounting value of sweat equity shares shall be treated as a form of 

compensation to the employee or the director in the financial statements of 

the company, if the sweat equity shares are not issued as pursuant to the 

acquisition of an asset. 

(4) If the shares are issued as pursuant to the acquisition of an asset, the 

value of the asset, as determined by the valuation report, shall be carried in 

the balance sheet as per the Accounting Standards, and such amount of the 

accounting value of the sweat equity shares that is in excess of the value of 

the asset acquired, as per the valuation report, shall be treated as a form of 

compensation to the employee or the director in the financial statements of 

the company. 

 

Explanation.- For the purposes of this subrule, it is hereby clarified that the 

accounting value shall be the fair value of the sweat equity shares as 

determined by a registered valuer under Rule 8(6) of the Companies (Share 

Capital and Debentures) Rules, 2014. 
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7. REDEMPTION OF PREFERENCE SHARE CAPITAL 

1. Time Period of Redemption 

Point Description  

Max. 20 years period 

for redemption 

Companies cannot issue the following types 

of preference shares: 

a. Irredeemable Preference shares, or 

b. Preference shares redeemable after 20 

years from the date of its issue. 

So, the maximum time limit for 

redeemable preference share is 20 

years. 

Extended time limit of 

30 years for 

infrastructure 

facilities 

The maximum limit is extended to 30 years 

in the following situation: 

a. If company engaged in the setting up and 

dealing with of Infrastructural projects 

(see note below) 

b. Such Preference shares may for a period 

exceeding 20 years but not exceeding 30 

years  

c. Minimum 10% of such Preference shares 

should be redeemed every year from the 

21st year onwards or earlier, on 

proportionate basis, at the option of the 

Preference shareholders. 

 

2. Principles relating to Redemption 

Point Description 

Terms of Redemption A company may redeem its Preference 

Shares only on the terms: 

a. On which they are issued, or 

b. As varied after due approval of 

Preference Shareholders under section 

48. 

Time of Redemption Preference Shares may be redeemed:   (Max 

Time limit = 20 years / 30 years 

a. At a fixed time or on the happening of a 

particular event, 
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b. Any time at the company’s option, or 

c. Any time at the shareholder’s option 

Sourcing Redemption Shares can be redeemed only out of: 

a. Divisible profits, or 

b. Proceeds of a fresh issue of shares made 

for the purpose of redemption. 

Fully paid up Only Fully paid up shares can be redeemed. 

Partly paid shares cannot be redeemed. 

Sourcing Redemption 

Premium 

Premium if any, payable on redemption, must 

be provided out of: 

a. Profits of the company, or 

b. Company’s Securities Premium Account, 

before the shares are redeemed. 

Note: In case of specified classes of 

Companies and whose Financial Statements 

comply with the Accounting Standards 

specified under section 133, the Premium on 

Redemption of PSC issued after 1.4.2014, 

shall be provided only out of the profits of 

the company, (i.e. Securities Premium 

Account is not usable.) 

Capital Redemption 

Reserve 

a. Transfer to CRR: If shares are not 

redeemed out of proceeds of a fresh 

issue (i.e. redeemed out of divisible 

profits), a sum equal to the Nominal 

Amount of the shares redeemed should be 

transferred out of divisible profits to 

“Capital Redemption Reserve Account”. 

b. Use of CRR: This balance in CRR can be 

used to issue Fully Paid Bonus Shares. 

c. Nature: Provisions of the Act relating to 

reduction of Share Capital shall apply to 

CRR, as if CRR were paid up share capital 

of the company. 

Notice to ROC (Sec. 

64) 

The Company should give notice to the ROC 

within 30 days of redemption, along with 
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amended copy of MOA. Default thereof is 

punishable under section 64. 

 

Profits of available for dividend Profits not available for dividend 

- Profit & Loss Account 

- General Reserve 

- Dividend Equalization Fund 

- Reserve Fund 

- Workmen's Compensation Fund 

- Securities Premium Account 

- Capital Reserve 

- Investment Allowance Reserve 

- Development Rebate Reserve 

- Profit Prior to Incorporation 

 

Companies (Share Capital & Debentures) Rules, 2014 makes the following 

provisions relating to issue of shares with differential voting rights. 

(1) Conditions for issuing shares with differential rights [Rule 4(1)]: 

Company limited by shares shall not issue equity shares with differential 

rights as to dividend, voting or otherwise, unless it complies with the following 

conditions, namely: 

- The AOA authorizes the issue of shares with differential rights. 

- The issue of shares is authorized by an ordinary resolution passed at a 

general meeting. 

- In case of listed company, the issue shall be approved by the 

shareholders through postal ballot. 

- The shares with differential rights shall not exceed 26% of the total 

post-issue paid-up equity share capital including equity shares with 

differential rights issued at any point of time. 

- Company should have consistent track record of distributable profits 

for the last 3 years. 

- Company has not defaulted in filing financial statements and annual 

returns for last 3 financial years. 

- Company has no subsisting default in the payment of a declared dividend 

to its shareholders or repayment of its matured deposits or redemption of 

its preference shares or debentures that have become due for redemption 

or payment of interest on such deposits or debentures or payment of 

dividend. 

- Company has not defaulted 

♦ In payment of the dividend on preference shares or 
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♦ In repayment of principle or interest on any term loan from a PFI or 

State Level Financial Institution or Scheduled Bank 

♦ In dues with respect to statutory payments relating to its employees to 

any authority 

♦ In crediting the amount in Investor Education & Protection Fund to the 

Central Government. 

Company has not been penalized by Court or Tribunal during the last 3 years 

of any offence under the RBI Act, 1934, the SEBI Act, 1992, the Securities 

Contracts Regulation Act, 1956, the FEMA Act, 1999 or any other special 

Act. 

(2) Disclosures in the explanatory statement [Rule 4(2)]: The explanatory 

statement to be annexed to the notice of the general meeting shall contain 

the prescribed particulars like - number of shares; percentage of the shares; 

reasons or justification for the issue; etc. 

(3) Conversion [Rule 4 (3)]: The company shall not convert its existing 

equity share capital with voting rights into equity share capital carrying 

differential voting rights and vice-versa. 

(4) Disclosures in the Board's Report [Rule 4(4)]: The board of directors 

shall disclose in the Board's Report, the following details, namely: 

(i) Number of shares allotted with differential rights. 

(ii) Details of the differential rights relating to voting rights and dividends. 

(iii) Percentage of the shares with differential rights to the total post 

issue equity share capital with differential rights issued at any point of time 

and percentage of voting rights which the equity share capital with 

differential voting right shall carry to the total voting right of the aggregate 

equity share capital. 

(iv) Price at which such shares have been issued. 

(v) Particulars of promoters, directors or key managerial personnel to whom 

such shares are issued. 

(vi) Change in control, if any, in the company consequent to the issue of equity 

shares with differential voting rights. 

(vii) Diluted EPS calculated in accordance with the applicable accounting 

standards. 

(viii) The pre and post issue shareholding pattern along with voting rights. 

(5) Rights of holders of equity shares with differential voting rights 

[Rule 4(5)]: The holders of the equity shares with differential rights shall 

enjoy all other rights such as bonus shares, rights shares etc., which the 
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holders of equity shares are entitled to, subject to the differential rights 

with which such shares have been issued. 

(6) Register of Members [Rule 4(6)]: When company issues equity shares 

with differential rights, the Register of Members maintained u/s 88 shall 

contain all the relevant particulars of the shares so issued along with details 

of the shareholders. 

 

SELECTED IMPORTANT PRACTICAL QUESTIONS: 

Que. 1 (ICSI MODULE) (PRORATA ISSUE, FORFEITURE, REISSUE& 

BALANCE SHEET) 

B & Co. Ltd issued a prospectus offering 2,00,000 shares of Rs.10 each on 

the following terms: 

On Application       Rs.1 per share 

On Allotment (including premium of Rs. 2)  Rs.3 per share  

On First Call (three months after allotment)  Rs.4 per share 

On Second Call (three months after first call)  Rs.4 per share 

Subscriptions were received for 3,17,000 shares on 23rd April and the 

allotment was made on 30th April as under : 

         Shares Allotted 

i. Allotment in full       38,000 

(two applicants paid in full on allotment in respect of 4,000 shares each) 

ii. Allotment of two-thirds of shares applied for   1,60,000 

iii. Allotment of one-fourth of shares applied for  2,000 

Cash amounting to Rs. 31,000 (being application money received with 

applications for 31,000 shares upon which no allotments were made) was 

returned to the applicants on 5th May. The amounts due were received on the 

due dates with the exception of the final call on 100 shares. These Shares 

were forfeited on 15th November and reissued to Varun on the 16th 

November for payment of Rs.9 per share. The company paid the interest due 

on calls-in-Advance on 31st October in cash. Show the journal entries and 

draw a Balance sheet of the Company giving effect to the above transactions. 

 

Que. 2 (Right Share) 

A company is planning to raise funds by making rights issue of equity shares 

to finance its expansion. The existing equity share capital of the company is 

Rs.50,00,000. The market value of its share is Rs.42. The company offers to 

its shareholders the right to buy 2 shares at Rs.11 each for every 5 shares 
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held. 

You are required to calculate: 

1. Theoretical market price after rights issue; 

2. The value of rights; and 

3. Percentage increase in share capital. 

 

Que. 6 

Notes 

1. Share capital 

Authorized Share Capital …………. 

Issued, Subscribed Called Up And Paid-Up Share Capital 

2500 Preference shares of Rs. 100 each fully paid-up  2,50,000 

Less: Calls in arrears (Rs. 20 per share)         2,000  

         2,48,000 

30,000 equity shares of Rs. 10 each fully paid up   3,00,000 

2. Reserve & Surplus 

Securities Premium         15,000 

Surplus Account        1,50,000  

         1,65,000 

On 30th June, 2014, the Board of directors decided to redeem the 

preference shares at a premium of 10% and to sell the investments at its 



For Demo lectures: Visit                      channel “CA CS HARISH A MATHARIYA”  
                                                                        
                                                                                 

         BY CA CS HARISH A MATHARIYA |  YES ACADEMY 8888 235 235 |         HAVE FAITH & PATIENCE 

 

3.27 

Make 

your 

notes 

 

 
market price of Rs. 40,000. They also decided to issue sufficient number of 

equity shares of Rs. 10 each at a premium of Rs. 1 per share, required after 

utilising the Surplus Account leaving a balance of Rs. 50,000. Premium on 

redemption is required to be set off against securities premium reserves. 

Repayments on redemption were made in full except to one shareholder 

holding 50 shares only due to his leaving India for good. You are required to 

show the journal entries and the balance sheet of the company after 

redemption. Assumption made should be shown in the working. 

 

Que. 7 

Ronny Ltd. forfeited 200 shares of Rs.10 each, Rs.8 per share being called up 

on which a shareholder paid application and allotment money of Rs.5 per share 

but did not pay the first call money of Rs.3 per share. Of these forfeited 

shares, 150 shares were subsequently re – issued by the company as fully paid 

up for Rs.8 per share. Give journal entries for the forfeiture and re – issue 

of shares. 

 

Que. 8 

Following are the information of two companies for the year ended 31st 

March, 2014: 

The balance sheet of Zed Ltd. as on 31st March, 2014 was as follows: 

Liabilities Rs. Assets Rs. 

Issued and paid up 

capital: 

 Freehold property 2,00,000 

20,000 Equity shares of 

Rs.10 each 

2,00,000 Stock 1,20,000 

Profit and Loss account 1,80,000 Sundry Debtors 1,00,000 

10% Debenture 1,20,000 Cash at bank 1,80,000 

Sundry Creditors 1,00,000   

 6,00,000  6,00,000 

It was resolved at the annual general meeting: 

1. To pay a dividend of 10% and corporate dividend tax @ 12.5% and 

surcharge of 10% and 2% education cess. 

2. To issue one bonus share for every four shares held. 

3. To give existing shareholders the option to buy one share of Rs.10 @ Rs.14 

for every four shares held prior to the bonus issue. 
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4. To redeem the debentures at a premium of 5%. All the debenture holders 

took up the option. 

Pass necessary journal entries. 

 

Que. 9 

Alex Ltd. forfeited 100 shares of Rs.10 each issued at a premium of 20% (to 

be paid at the time of application money) on which allotment money of Rs.4 

and first call money of Rs.3 were not received; the final call money of Rs.2 is 

not yet called. These shares were originally allotted in the ratio of 4:5. These 

shares were subsequently re – issued at a discount of Rs.1 per share, credited 

as Rs.8 paid up. 

Pass journal entries in the books of Alex Ltd. 

 

Que. 10 

Y Ltd. forfeited 1,000 Equity shares of Rs.10 each, Rs.7 called up capital, 

issued at a premium of 20% (to be paid at the time of allotment) for non-

payment of allotment money of Rs.4 per share (including premium) and first 

call of Rs.2 per share. Out of these, 600 shares were re – issued as fully paid 

up for Rs.8.50 per share. 

Pass the journal entries for forfeiture and re – issue of shares. 

 

Que. 11 

B Ltd. issued 2,000 shares of Rs.100 each at a premium of 10% payable as 

follows: 

On application Rs.20 (1st Jan. 2011).On allotment Rs.40 (including premium) 

(1st April 2011). On First call Rs.30 (1st June 2011). On second and final call 

Rs.20 (1st Aug. 2011). 

Applications were received for 1,800 shares and the directors made 

allotment in full. One shareholder to whom 40 shares were allotted paid the 

entire balance on his share holdings with allotment money and another 

shareholders did not pay allotment and 1st call money on his 60 shares but 

which he paid with final call. 

Required: Calculated the amount of interest paid and received on calls in 

advance and calls in arrears respectively on 1st Aug. 2011. 
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Que. 12 

The following was the Balance Sheet of AC Ltd. as on 31st December 2019. 

EQUITIES & LIABILITIES Rs. 

Shareholders Funds  

40,000 Equity Shares of Rs. 10 each 4,00,000 

Securities Premium 1,40,000 

General Reserve 70,000 

Profit & Loss Account 1,20,000 

Non-Current Liabilities - 

Current Liabilities  

Sundry Creditors 90,000 

 8,20,000 

ASSETS Rs. 

Non-Current Assets  

Plant & Machinery 3,00,000 

Building 2,00,000 

Current Assets  

Stock 2,20,000 

Cash & Bank Balance 1,00,000 

 8,20,000 

Additional information: 

(1) The company issued 3 bonus shares for every 4 fully paid-up shares. 

(2) Securities premium account will be utilized first. 

Show journal entries and balance sheet after bonus issue. 
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INTRODUCTION TO SHARE CAPITAL 

1 The part of share capital which can be called up only on the winding up of a company 

called: 

(a) Authorized Capital 

(b) Called up Capital 

(c) Capital Reserve  

(d) Reserve Capital 

 

2 The amount of capital that is mentioned in capital clause is known as: 

(a) Authorized Capital 

(b) Registered Capital 

(c) Nominal Capital 

(d) All of these 

 

3  “Proposed dividends” is shown in the Balance Sheet of a Company under the head: 

(a) Provisions 

(b) Reserves and Surplus 

(c) Current Liabilities 

(d) Other Liabilities 

 

4 _______ and ________ of Schedule VI of Companies Act, 1956, deals with presentation 

of Profit & Loss Account and Balance Sheet: 

(a) Part I and Part II 

(b) Part I and Section 210 

(c) Part II and Section 211 Current Liabilities 

(d) Part II and Part I 

 

5 Equity – Rs. 90,000, Liability – Rs. 60,000, Profit of the year – Rs. 20,000, Find Total 

Assets. 

(a) Rs. 170,000 

(b) Rs. 150,000 

(c) Rs. 110,000 

(d) Rs. 80,000 

 

6 A ______ is an artificial person created by law with a perpetual succession and common 

seal. 

(a) Company 

(b) Partnership firm 

(c) Sole Proprietorship 

(e) Hindu Undivided Family 

 

7 Equity shareholders have a right to: 

(a) Vote  

(b) 20% dividend 

(c) Have preference on redemption 

(d) All of the above 

 

8 Equity shareholders are ______ of a company. 

(a) Bankers  

(b) Creditors 

(c) Debtors 

(d) Owners 
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9 According to Company Act 1956, Balance sheet of a company is prepared as per 

(a) Part II of Schedule VI 

(b) Part I of Schedule VI 

(c) Part II of Schedule VII 

(d) Part I of Schedule VII 

 

10 The Reserve which is created for a particular purpose and which is a charge against 

revenue is called 

(a) Capital Reserve 

(b) General Reserve 

(c) Secret Reserve 

(d) Specific Reserve 

 

11 Premium received on issue of shares are shown under the head _____ in Balance Sheet: 

(a) Reserve and Surplus 

(b) Current liabilities and Provisions 

(c) Share Capital 

(d) Contingent Liabilities 

 

12 Reserve capital means: 

(a) The part of subscribed uncalled capital 

(b) Accumulated profits 

(c) The part of Capital Reserve  

(d) The part of Capital Redemption Reserve 

 

13 As per the Companies Act only preference shares, which are redeemable within ______ 

can be issued: 

(a) 24 years. 

(b) 30 years. 

(c) 25 years. 

(d) 20 years 

 

14 Balance amount in the share forfeiture would be shown in the balance sheet under the 

head of ________. 

(a) Share Capital 

(b) Reserve and Surplus 

(c) Current Liabilities 

(d) Secured Loans 

 

15 As per the Companies Act, a company cannot proceed to allot shares unless ______ is 

received. 

(a) Minimum subscription 

(b) Allotment money 

(c) Application money 

(d) Call money 

 

16 Capital Reserve is created out of: 

(a) Capital Profit 

(b) Revenue Profit 

(c) Capital Receipt 

(d) Revenue Receipt 
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17 A Limited provides you the following information, 

Equity share capital 

Called up   Rs. 4,00,000 

Calls in advance       Rs.25,000  

Calls in arrears       Rs.40,000 

The amount of paid up capital to be shown in the Balance Sheet of A Limited will be? 

(a) Rs. 3,35,000 

(b) Rs. 3,85,000 

(c) Rs. 3,60,000 

(d) Rs. 4,25,000 

 

18 Final accounts of a company are prepared according to _____ of Companies Act, 1956: 

(a) Schedule IV 

(b) Schedule V 

(c) Schedule VI 

(d) Schedule VII 

 

19 A public Co. can have a minimum of ______ members: 

(a) Any number 

(b) Seven 

(c) Twenty 

(d) Fifty 

20 In the company’s balance sheet, unclaimed dividend should be shown under which of the 

following heads ____. 

(a) Reserves and surplus 

(b) Current liabilities 

(c) Unsecured loans 

(d) Miscellaneous expenditure 

 

21 Which of the following is not the feature of a company? 

(a) Separate legal entity 

(b) Perpetual Existence 

(c) Incorporated association 

(d) No separation between management and ownership. 

 

22 Unless otherwise stated a preference share is always deemed to be: 

(a) Cumulative, Participating and Convertible 

(b) Cumulative, Non-Participating and Non-convertible 

(c) Non-Cumulative, Participating and Non-Convertible 

(d) Non-Cumulative, Non- Participating and Convertible. 

 

23 Which of the following is false for “Small Company” as per Companies Act 2013? 

(a) Paid up capital of small company is less than Rs50 lakh 

(b) A public company can be a small company 

(c) Turnover of small company is less than Rs20 crores 

(d) A small company is not required to prepare cash flow statement as part of financial 

statements. 

 

24 Z Ltd. whose financial statements comply with accounting standards, as prescribed under 

section 133 of Companies Act, 2013, cannot apply the securities premium amount for the 

purpose of: 
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(a) To provide for the purchase of its own shares 

(b) To provide for the issue of fully paid up bonus shares. 

(c) To write off commission and discounts on issue of shares and debentures. 

(d) To write off continuous losses of the company. 

 

25 Financial statement as per Section 2(40) of the Companies Act 2013, inter-alia not 

includes: 

(a) A Balance Sheet as at the end of the financial year. 

(b) A profit and loss account or in the case of a company carrying on any activity not for 

profit, on income and Expenditure account for the financial year. 

(c) Fund flow statement for the financial year. 

(d) A statement of changes in equal, if applicable. 

 

26 The maximum number of partner is mentioned in:- 

(a) Companies act 

(b) Partnership act 

(c) Limited Liability Partnership Act 

(d) None of the above 

 

27 1. Balance Sheet 

2. Cash Flow 

3. Trial Balance 

4. P & L A/c 

Financial statements which are presented to outsiders are: 

(a) Only 3 : 1,2 and 3 

(b) Only 3 : 1,2 and 4 

(c) Only 2 : 1 and 4 

(d) All 4 : 1,2 , 3 and 4 

 

ANSWERS 

 

1 D 2 D 3 A 4 D 5 A 

6 A 7 A 8 D 9 B 10 D 

11 A 12 A 13 D 14 A 15 A 

16 A 17 C 18 C 19 B 20 B 

21 D 22 B 23 B 24 D 25 C 

26 A 27 B        

 

ISSUE, FORFEITURE & REISSUE 

1 When shares are issued to promoters which account is debited? 

(a) Goodwill 

(b) Premium 

(c) Promoters 

(d) Share Capital 

 

2 Govind Ltd. purchased the business of Anish Ltd. for Rs. 60,000. It was payable in shares 

of Rs. 10 each at a premium of 20%. The number of shares to be issued by Ajay Ltd. to 

discharge purchase consideration will be:  

(a) 8,000 shares 
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(b) 7,500 shares 

(c) 6,000 shares 

(d) 5,000 shares 

 

3 The profit remaining after issue of forfeited shares, in share forfeiture account will be 

transferred to ______. 

(a) Profit and Loss Account 

(b) Share Capital Account 

(c) General Reserve Account 

(d) Capital Reserve Account 

 

4 When shares are issued for Purchase of assets, ________ should be credited. 

(a) Vendor’s A/c 

(b) Sundry Assets A/c 

(c) Share Capital A/c 

(d) Bank A/c 

 

5 If vendor’s are issued 1,00,000 fully paid equity shares of Rs. 10 each in consideration 

of net assets of Rs. 12,00,000. The balance of Rs. 2,00,000 will be credited to:- 

(a) Capital Reserve A/c 

(b) Goodwill A/c 

(c) Vendor’s A/c 

(d) Profit and Loss A/c 

 

6 Balance in share Forfeiture A/c is shown in Balance Sheet under. 

(a) Share Capital A/c 

(b) Reserves and Surplus A/c 

(c) Current Liabilities 

(d) Provisions. 

 

7 Which of the following account is affected, when shares are issued to promoters? 

(a) Preliminary expenses account 

(b) Share premium account 

(c) Goodwill account 

(d) Promoters personal account 

 

8 The power of forfeiture of share is exercised by -  

(a) Promoters of the company  

(b) Directors as per rules and regulation provided in the Articles of Association 

(c) The shareholders at Annual General Meeting 

(d) The Government 

 

9 Bajaj Limited has issued its shares of Rs. 10 each at a discount of Rs. 2 per share. Ramu 

holding 100 shares could not pay final call of Rs. 5 per share. His shares were forfeited. 

Later on the company decided to re-issue these shares. Maximum amount of loss per 

share on such re-issue could be:  

(a) Rs. 5 

(b) Rs. 2 

(c) Rs. 7 

(d) Rs. 13 

 

10 Which of the following statement is false? 
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(a) Issued capital can never be more than the authorized capital 

(b) In the case of under subscription issued capital is less than subscribed capital 

(c) Uncalled capital may be converted in to reserve capital  

(d) Paid up capital is equal to called up capital less calls in arrears  

 

11 When shares are forfeited, share capital account is debited by: 

(a) Nominal values of shares 

(b) Paid – up amount of shares 

(c) Called – up amount of shares 

(d) Forfeited amount 

 

12 Ramu Limited allotted 25,000 equity shares to the applicants of 36,000 shares for Rs. 

10 each on pro-rata basis. Ajay applied for 1,800 equity shares. Shares allotted to him 

are _____ and he had paid application money of Rs. 5 per share. _____ is the excess 

amount received that can be utilized towards allotment money:   

(a) 1,500 shares; Rs. 1,500 

(b) 1,350 shares; Rs. 2,250 

(c) 1,250 shares; Rs. 2,750 

(d) 1,050 shares; Rs. 3,750 

 

13 A company forfeited 1000 shares of Rs. 10 each on which Rs. 6,000 have been received. 

Forfeited shares were re-issued for Rs. 7,000. The amount of capital reserve would be: 

(a) Rs. 1,000 

(b) Rs. 3,000 

(c) Rs. 4,000 

(d) Rs. 6,000 

 

14 According to companies Act, 1956 interest on calls in arrear and calls in advance can be 

charged and provided, the maximum rates for which are: 

(a) 4% p.a. and 5% p.a. 

(b) 5% p.a. and 4% p.a. 

(c) 6% p.a. and 7% p.a. 

(d) 5% p.a. and 6% p.a. 

 

15 A company is permitted to issue shares at a discount if at least ______ must have 

elapsed since the company was entitled to commence the business: 

(a) Three years 

(b) Two years 

(c) One year 

(d) Six months 

 

16 Discount on issue of shares is presented on the _______ side of the company’s balance 

sheet under the head _______:   

(a) Assets, Fixed Assets 

(b) Assets, Current Assets 

(c) Liabilities, Current Liabilities 

(d) Assets, Miscellaneous Expenditure 

 

17 Calls in arrear is shown in Balance Sheet as ______. 

(a) Deduction from called up capital 

(b) Addition to paid up capital 

(c) Addition to issued capital 



         www.onlylectures.com                ACCOUNTING FOR SHARE CAPITAL 

      98220 93220 

         BY CA CS HARISH A MATHARIYA |     YES ACADEMY 8888 235235 |    HAVE FAITH & PATIENCE                

 

3.36 

Make 

your 

notes 

 

 
(d) Deduction from issued capital 

 

18 When equity shares are issued to the promoters in consideration of their services 

provided by them, ______ A/c should be debited: 

(a) Equity Share Capital 

(b) General Reserve 

(c) Promoters 

(d) Goodwill 

 

19 Krushna Ltd. issued 1,50,000 shares of Rs. 100 each at a discount of 10% Mr. Ramu to 

whom 300 shares were allotted, failed to pay the final call of Rs. 30 per share and hence, 

all his shares were forfeited. At the time of forfeiture of shares, what amount will be 

transferred to shares forfeited account?  

(a) Rs. 9,000 

(b) Rs. 18,000 

(c) Rs. 21,000 

(d) Rs. 27,000 

 

20 Discount on re-issue of shares forfeited cannot exceed the _____: 

(a) 50% of face value  

(b) Face value 

(c) 50% of amount forfeited 

(d) Amount forfeited 

 

21 The director’s of E limited made a final call of Rs50 per share on 1st August, 2012 

indicating the last date of payment of call money to be 31st August, 2012. 

Mr. White holding 5,000 share paid the call money on October 15, 2012. If the 

company adopts Table A the amount of interest on calls in arrears to be paid 

(a) Rs3,125 

(b) Rs1,562.50 

(c) Rs1,875 

(d) Rs1,500 

[updated as per Companies Act, 2013] 

The director’s of E limited made a final call of Rs50 per share of 1st August, 2012 

indicating the last date of payment of call money to be 31st August, 2012. 

Mr. White holding 5,000 shares paid the call money on October 15, 2012. If the 

company adopts Table F the amount of interest on calls in arrears to be paid 

(a)  Rs3,125 

(b) Rs1,562.50 

(c) Rs1,875 

(d) Rs1,500 

 

22 Zee Limited allotted 10,000 shares to the applicants of Rs14,000 shares on pro-rata 

basis. 

The amount payable on application is Rs2 per share P, a shareholder was allotted 300 

shares. 

The number of shares he applied for was ______.  

(a) 420 shares 

(b) 300 shares 

(c) 350 shares 

(d) 400 shares 
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23 Tee  Limited forfeited 500 shares of Rs20 each issued at 5% discount for non-payment 

of allotment and final call money of Rs9 and Rs5 respectively. Amount credited to share 

forfeiture a/c will be _____. 

(a) Rs3,500 

(b) Rs2,500 

(c) Rs3,000 

(d) Rs4,000 

 

24 On 1.1.2011, X Co. Ltd decided to forfeit 800 equity shares of Rs10 each due to non-

payment of second and final call of Rs5. On 1.3.2011, company re-issued 400 forfeited 

shares at Rs7 as fully paid. What will be the amount to be transferred to capital reserve 

account? 

(a) Rs1,600 

(b) Rs2,800 

(c) Rs800 

(d) Rs1,200 

 

25 Krishi Ltd. Issued 1,50,000 shares of Rs100 each at a discount of 10% Mr. Ram to whom 

300 shares were allotted, failed to pay the final call Rs30 per share and hence, all his 

shares were forfeited. At the time of forfeiture of shares, what amount will be 

transferred to Shares Forfeiture Account? 

(a) Rs9,000 

(b) Rs18,000 

(c) Rs31,000 

(d) Rs27,000 

 

26 A company Ltd. by shares before commencement of business, can issue its shares at 

discount. 

This is: 

(a) Possible 

(b) Not Possible 

(c) Possible if permitted by stock exchange 

(d) Possible if shareholders approve. 

 

27 Uma is the holder of 1000 shares of Rs20 each issued at 10% discount. She failed to pay 

allotment money of Rs8 and final call money of Rs4. The directors decided to forfeit the 

shares. At the time of forfeiture the shares. At the time of forfeit the shares. At the 

time of forfeiture, discount on issue of shares A/c will be:- 

(a) Credited by Rs1,000 

(b) Debited by Rs2,000 

(c) Credited by Rs2,000 

(d) Not affected. 

 

28 Supreme Ltd: has allotted 5,000 shares to the applicants of 7500 shares on pro-rata 

basis. The amount on application is Rs3 per share. M applied is Rs3 per share. M applied 

for 600 shares. The number of shares allotted to M will be _____and the amount to be 

carry forward for adjustment against allotment money from M will be ____. 

(a) 200 shares; Rs200 

(b) 300 shares; Rs300 

(c) 400 shares; Rs600 

(d) 150 shares; Rs450 
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29 Which of the following share capital is not shown in the Balance Sheet. 

(a) Subscribed share capital 

(b) Un-issued share capital 

(c) Authorized share capital 

(d) Paid up share capital 

 

30 Underwriting Commission will not be paid on account of shares taken by: 

(a) Promoters 

(b) Employees 

(c) Directors 

(d) All of the above 

 

31 Max Ltd. forfeited 300 shares of Rs10 each, fully called –up, for non-payment of final 

call money of Rs4 per share. These were subsequently re-issued by the company for Rs12 

per share as fully paid up. Amount of shares forfeiture a/c to be transferred to capital 

reserve is: 

(a) Rs2,400 

(b) Rs3,000 

(c) Rs1,800 

(d) Rs3,600 

 

32 The subscribed share capital of SAI Ltd is Rs80,00,000 of Rs100 each. There were no 

calls-in- arrear till the final call was made. The final call made was paid on 77,500 shares 

and the total amount of Calls-in – arrear amounted to Rs67,500. The amount of final call 

per share made was. 

(a) Rs20 

(b) Rs25 

(c) Rs62.50 

(d) Rs27 

 

33 According to Companies Act, 1956 the application money must be atleast………… of the 

face value of shares whereas per SEBI guidelines application money must not be less 

than …… of the issue price. 

(a) 5%, 25% 

(b) 25%, 5% 

(c) 5%, 5% 

(d) 25%, 25% 

 

34 Zebra Ltd. invites application for subscriptions to 50,000 shares for which Rs2 per share 

is to be paid on applications. Applications were received for 80,000 shares and shares 

were allotted on pro-rata basis to applicants of 70,000 shares. If the Excess application 

money is refunded, how much money will be refunded to Mr. Lion who has been allotted 

200 shares? 

(a) Rs100 

(b) Rs160 

(c) Rs240 

(d) Rs80 

 

35 A company has both 6% cumulative preference shares of Rs3,00,000 of Rs100 each and 

equity share capital of Rs6,00,000 of Rs10 each. If dividend declaration totaled 

Rs15,000 and Rs25,000 in the year 2012-13 and 2013-14 respectively, the dividend 

allocated to the equity share-holders in the year 2013-14= 
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(a) Rs4,000 

(b) Rs7,000 

(c) Rs11,000 

(d) Rs15,000 

 

36 The subscribed share capital of Shri Ltd is Rs90,00 ,000 of Rs100 each. There was no 

calls in arrear till the final call was made. The final call was paid on Rs85,000 shares. The 

calls in arrear amounted to Rs1,25,000. The final call per share  

(a) Rs25 

(b) Rs7.80 

(c) Rs20 

(d) Rs125 

 

37 The director of K Ltd. made the final call of Rs20 per share on September 15,2014 

indicating the last date for payment of call money to be September 30, 2014. Mr. F 

holding 8000 shares paid the call money on November 15,2014. 

If the company adopts Table A, the interest on calls in arrear to be paid by Mr. F=? 

(a) Rs800 

(b) Rs2,000 

(c) Rs1,200 

(d) Rs1,333 

 

38   When shares are forfeited, share capital a/c is debited with ______. 

(a) Nominal value of shares 

(b) Paid up value of shares 

(c) Called up value of shares 

(d) Forfeited amount. 

 

39  Consider the following data pertaining to H Ltd. as on  March 31, 2014. 

Share capital 

Issued, Subscribed, Called up 

(20,000 Shares of Rs100 each) Rs20,00,000 

Calls in arrears                                 Rs10,000 

Profit and Loss account (Cr.) as on  

April, 2013                                         Rs67,000 

Profit for the year                         Rs1,90,610 

 The Company wants to create a Debenture Redemption Reserve and to transfer 

Rs50,000 every year out of profits to redeem the debentures. 

 The company declared dividend 10% dividend 

 The Balance of Profit and Loss Appropriation Account transferred to Balance sheet 

after effecting the above transactions? 

(a) Rs6,000 

(b) Rs68,100 

(c) Rs6,810 

(d) Rs8,610 

 

40   When shares are issued to promoters for services offered by them, by the account 

that will be debited with the normal value of shares is ________. 

(a) Cash/bank account 

(b) Goodwill account 

(c) Preliminary expenses account 

(d) None of the above. 
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41  Which of the following statement is false? 

(a) Loss on re-issue should not exceed the amount forfeited. 

(b) When shares are re-issued at a loss, such loss is debited to forfeited shares account. 

(c) If loss in re- issue is less than the amount forfeited the surplus should be 

transferred to capital reserve. 

(d) If the re-issued amount and forfeited amount (taken together) exceeds the face 

value of the shares re-issued, the excess amount is always credited to Securities 

Premium Account. 

 

42  X Ltd. makes an issue of 1,00,000 equity shares of Rs10 each, payable as follows: 

On Application 

On  Allotment 

On First & final call 

Rs5 

Rs2.5 

Rs2.5 

Shareholders holding 5000 shares did not pay first call and their shares were 

forfeited, 3000 of which were re-issued as fully paid up at Rs8 per share. The amount 

to be transferred to capital reserve will be: 

(a) Rs16,500 

(b) Rs31,500 

(c) Rs22,500 

(d) None of the above 

 

43  Following information pertains to X Ltd: 

                                                                 Rs 

Equity share capital called up    4,60,000 

Calles in arrear                                  7,500 

Calles in advance                               5,000 

Proposed dividend                               5% 

The amount of dividend payable will be: 

(a) Rs22,65 

(b) Rs23,000 

(c) Rs22,875 

(d) None of the above 

 

44  Aelu Ltd. reissued 4000 shares (Face value Rs10 each), which were forfeited by 

crediting share forfeiture account by Rs6,000. These share were re-issued @Rs9 per 

share. The amount to be transferred to Capital Reserve Account will be: 

(a) Rs3,00 

(b) Rs2,000 

(c) Rs1,000 

(d) Nil . 

 

45  The Securities Premium amount may be utilized by a company for: 

(a) Writing off any loss on sale of fixed assets 

(b) Writing off any loss of Revenue nature 

(c) Payment of dividends 

(d) Writing off the expenses on the issue of debentures. 

 

46  A per SEBI guidelines, on issue of shares, the application money should not be less than: 

(a) 2.5% of nominal value of shares 

(b) 2.5% of issue price of shares 
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(c) 25% of nominal value of shares 

(d) 25% of issue price of shares 

 

47  The subscribed capital of S Ltd. is Rs80,00,000 of Rs100/- each. There were no Calls-

in –arrear till the final call was made. The final call made was paid on 77,500 shares. The 

Calls-in-arrear amounted to Rs67,500. The amount of final call per share will be: 

(a) Rs27 

(b) Rs25 

(c) Rs42.50 

(d) Rs20 

 

48  100 shares of Rs10/- each fully called up forfeited for non-payment of final call of Rs4. 

Assuming the forfeited shares were subsequently re-issued as fully paid @Rs7.00 per 

share, what is the entry for re-issue of forfeited shares. 

(a) Bank A/c Dr. Rs700 

To Share capital A/c Rs700 

(b) Bank A/c Dr. Rs700 

To Shares forfeited A/c Rs700 

(c) Share forfeited A/c Dr.Rs700 

To Share Capital A/c Rs700 

(d) Bank A/c Dr. Rs700 

Share forfeiture A/c Dr. Rs300 

To Share capital A/c Rs1,000 

 

49  Reserve share capital refers to: 

(a) That part of the issued share capital, which is reserved for promoters 

(b) The portion of issue price of shares which a company has demanded from shareholder 

(c) The portion of called up capital which is paid by the shareholder 

(d) Portion of the uncalled capital which a company decides to call only in case of winding 

up, 

 

50  Oye Ltd. issued 10,000 equity shares of Rs100 each at a premium of Rs20. The money is 

payable as Rs30 (including premium) on application Rs50 on allotment Rs20 on first call 

and Rs20 on second call final call. The Co. received applications for 15,000 shares and 

the allotment was made pro-rata. H, the holder of 400 shares failed to pay allotment 

money. On his subsequent feature to pay first call money the Co. forfeited his shares. 

The amount to be transferred to share forfeiture account at the time of forfeiting 

the shares will be: 

(a) Rs12,000 

(b) Rs32,000 

(c) Nil 

(d) Rs10,000 

 

51  A  company has a subscribed capital of Rs80,00,000 in shares of Rs100/- each. There 

are no calls- in- arrear till the final call. The payment on final call. The payment on final 

call was received for 77,500 shares. The amount of calls-in-arrear is Rs67,500. Then the 

amount of final call is :- 

(a) Rs25 

(b) Rs27 

(c) Rs20 

(d) Rs65.20 
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52 JAR Ltd. forfeited 300 shares of Rs10 each fully called up for non-payment of final call 

money of Rs4 per share. These shares are subsequently re-issued for Rs12 per share as 

fully paid up. What amount should be transferred to capital reserve? 

(a) Rs2,400 

(b) Rs3,000 

(c) Rs1,800 

(d) Rs3,600 

 

53  Zorra Ltd. Invites applications for  50000 shares on which Rs2 per share is payable on 

applications. Applications were received for 80000 shares and 70000 shares are allotted 

on pro-rata basis. How much application money will be adjusted to allotment in case of 

Mr. Adi who has been allotted 200 shares?  

(a) Rs100 

(b) Rs160 

(c) Rs240 

(d) Rs80 

 

54 Reserve capital means _____. 

(a) Part of subscribed but uncalled capital 

(b) Accumulated profits 

(c) A part of capital reserve 

(d) A part of capital redemption reserve 

 

55  Which of the following statement is false? 

(a) Issued capital can never be more than authorized capital. 

(b) In case of under subscription, issued capital will be less than the subscribed capital. 

(c) Uncalled capital may be converted into reserve capital. 

(d) Paid up capital is equal to called up capital less calls-in arrear. 

 

56  Rishu Ltd. made allotment of 25000 shares to the applicants of 36000 shares on pro-

rata basis. Mr. A had applied for 1800 shares and Rs5 on application then how many 

shares are allotted to him and how much surplus amount is carried forward for allotment? 

(a) 1800 shares; Rs Nil 

(b) 1250 shares; Rs2,750 

(c) 1800 shares; Rs2,750 

(d) 1250 shares; Rs Nil 

 

57  When shares are forfeited, the share capital account is debited with ______ and the 

share forfeiture account is credited with ________. 

(a) Called up capital of shares forfeited; Amount received on shares forfeited. 

(b) Calls in arrear of shares forfeited; Amount received on shares forfeited. 

(c) Called up capital of shares forfeited; Calls in arrear of shares forfeited. 

(d) Paid up capital of shares forfeited; Called up capital of shares forfeited. 

 

58  A company forfeited 3000 Equity Shares of Rs10 each (which were issued at par) held 

by Mr. B for non-payment of allotment money of Rs3 per share. The called up value of 

share was Rs9. On forfeiture, the amount debited to Equity Share Capital account will 

be _____. 

(a) Rs27,000 

(b) Rs12,000 

(c) Rs30,000 

(d) Rs9,000 



For Demo lectures: Visit                      channel “CA CS HARISH A MATHARIYA”  
                                                                        
                                                                                 

         BY CA CS HARISH A MATHARIYA |  YES ACADEMY 8888 235 235 |         HAVE FAITH & PATIENCE 

 

3.43 

Make 

your 

notes 

 

 
 

59  When shares are issued to promoters for the services offered by them, the account 

value of shares is ______. 

(a) Goodwill account 

(b) Preliminary expenses account 

(c) Capital reserve account 

(d) Current assets account 

 

60  M/s. Rivers Ltd. forfeited 300 equity shares of Rs10 each issued at par for non payment 

of Rs4 per share by the holder. The forfeited shares are reissued at Rs5 per share. How 

much amount to be transferred to Capital Reserve Account? 

(a) Rs300 

(b) Rs500 

(c) Rs600 

(d) Rs800 

 

     A  D  D 

 C  A  A  C  B 

 A  B  C  C  B 

 D  C  D  A  D 

 B  D  B/A  A  B  

 C  B  B  C  C 

 B  D  C  D  A 

 B  A  A  B  C 

 D  B  D  A  A 

 B  D  D  A  D 

 D  D  B  C  B 

 A  B  B  A  A 

 A  A       

 

Redemption of preference shares 

1 Preference shares can be redeemed: 

(a) Only if they fully paid 

(b) Even if they are partly paid up 

(c) After getting the permission from the court only  

(d) All of the above 

 

2 Redeemable Preference shares of Rs. 1,00,000 are redeemed at par for which fresh 

equity shares of Rs. 80,000 are issued at discount of 10%. The amount transferred to 

Capital Redemption Reserve will be: 

(a) Rs. 20,000 

(b) Rs. 28,000 

(c) Rs. 1,00,000 

(d) Rs. 80,000 

 

3 The balance appearing in books of a company at the end of year were: CRR A/c Rs. 50,000, 

Security Premium Rs. 5,000, Revaluation Reserve Rs. 20,000 and P & L A/c (Dr.) Rs. 

10,000. Maximum amount available distribution of Bonus shares will be :  

(a) Rs. 50,000 

(b) Rs. 55,000 
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(c) Rs. 45,000 

(d) Rs. 57,000 

 

4 Following are details of Akash Ltd.: 

Outstanding Redeemable preference shares = Rs. 3,00,000 

Premium on redemption      = 10% 

General Reserve                     = Rs. 1,50,000 

Security Premium Balance    = Rs. 35,000 

Fresh issue of shares to be made at 10% discount 

The face value of fresh issued shares will be:   

(a) Rs. 1,66,667 

(b) Rs. 1,50,000 

(c) Rs. 1,85,000 

(d) Rs. 1,80,000 

 

5 Harish Ltd. had 3,000, 12%. Redeemable preference shares of Rs. 100 each, fully paid 

up. The company issued 25,000 equity shares of Rs. 10 each at par and 1,000. 14% 

Debentures of Rs. 100 each. All amounts were received in full. The payment was made in 

full. The amount to transferred to capital Redemption Reserve Account Rs.: 

(a) Nil 

(b) Rs. 2,00,000 

(c) Rs. 3,00,000 

(d) Rs. 50,000 

 

6 A preference share which carry the right of participating in the surplus left after paying 

equity dividend is called: 

(a) Convertible Preference Share 

(b) Cumulative Preference Shares 

(c) Participating Preference Shares 

(d) All of the above 

 

7 Redeemable preference shares must be redeemed within: 

(a) 5 years 

(b) 10 years 

(c) 15 years 

(d) 20 years 

 

8 Preference Shares can be issued for a maximum period of: 

(a) 20 years 

(b) 24 years 

(c) 25 years 

(d) None of these 

 

9 Rs. 5,00,000 preference shares are to be redeemed by issued of 2,000 Equity Shares @ 

Rs. 100 each for Rs125 each, then CRR is to be created by what amount? 

(a) 3,00,000 

(b) 2,50,000 

(c) 2,00,000 

(d) 5,00,000 

 

10 In case of issue of shares, amount received above par value is credited to which account?  

(a) Security Premium A/c 
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(b) Discount A/c 

(c) Share forfeiture A/c 

(d) None of these 

 

11 Which of the following statement is true? 

(a) Only fully paid up preference shares can be redeemed. 

(b) Partly paid up preference shares can be redeemed by company. 

(c) A company can issue preference shares with voting rights. 

(d) A company cannot redeem its preference shares at a premium. 

 

12 A company issued 10,000 equity shares of Rs. 10 each at a premium of 20% for the 

redemption of 15,000 preference share of Rs. 10 each. If the company had sufficient 

profit, the amount transferred to capital redemption reserve would be:- 

(a) Rs. 50,000 

(b) Rs. 1,00,000 

(c) Rs. 1,50,000 

(d) Rs. 30,000 

 

13 Sanjay Ltd. had 5,000 12% Redeemable Preference Shares of Rs. 100 each. The company 

decided to redeem them by issuing equity shares of Rs. 100 each @ a premium of 25%. 

The member of equity shares to be issued are: 

(a) 4000 shares 

(b) 5000 shares 

(c) 4480 shares 

(d) 5600 shares 

 

14 In case of redemption option of preference shares is out of the fresh issue of equity 

shares, which of the following account will be credited? 

(a) Capital reserve account 

(b) Equity share capital account 

(c) Current liabilities and pro-visions account 

(d) Capital redemption reserve account 

 

15 Preference shares cannot be redeemed unless they are:- 

(a) Partly paid up 

(b) Fully paid up 

(c) Transferred 

(d) Re-issued. 

 

16 Ajay Ltd. decides to redeem 10,000 Preference Shares of Rs10 each at 10% premium. 

Balance in Profit and Loss A/c is Rs65,000 and in Securities Premium a/c is Rs5,000. You 

are required to calculate the minimum number of equity shares of Rs10 each to be issued 

for the purpose of redemption, if minimum equity shares are to be re-issued it means 

maximum CRR is to be created: 

(a) 13,125 shares 

(b) 5,625 shares 

(c) 13,750 shares 

(d) 5,000 shares 

 

17 Rs9,00,000 preference shares are to be redeemed by issue of 3,000 equity shares, face 

value Rs100 each for Rs140 each. Capital Redemption Reserve is to be Credited by: 

(a) Rs4,80,000 
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(b) Rs1,20,000 

(c) Rs4,20,000 

(d) Rs6,00,000 

 

18 Securities Premium A/c cannot be used by the company in:- 

(a) Writing off the preliminary expenses 

(b) Providing for the premium payable on the redemption of preference shares 

(c) Financing redemption of preference shares 

(d) Issuing of Bonus Shares. 

 

19 As per the Companies Act, 2013 only preference shares which are redeemable within 

______can be issued. 

(a) 20 years 

(b) 25 years 

(c) 30 years 

(d) 15 years 

 

20 The Board of Directors of a company decides to issue minimum number of equity shares 

of Rs8 each to redeem 45000 preference shares of Rs10 each. The maximum amount of 

divisible profits available for redemption is Rs2,50,550. Number of shares required to 

be issued by a company to ensure that provisions of Section 55 are not varied. Also 

determine the number of shares, if the company decides to issue shares in multiples of 

Rs50 only. 

(a) 24,931 and 24,950 

(b) 24,931 and 24,900 

(c) 24,932 and 24,950 

(d) 25,000 and 25,000 

 

21 Which of the following can be utilized for redemption of preference shares? 

(a) The proceeds of fresh issue of equity shares. 

(b) The proceeds of fresh issue of debentures. 

(c) The proceeds of fresh issue of fixed deposit. 

(d) All of the above. 

 

22 WYE Ltd. redeemed 1,000 10% preference shares of Rs100 each at a premium of Rs10 

per share. It had a balance of Rs50,000 in general reserve of Rs50,000 in general 

reserve and Rs27,000 in profit and loss account. For the purpose of redemption WYE 

Ltd. issued 5,000 equity shares of Rs10 each at a premium of 20%. The amount to be 

transferred to Capital Redemption Reserve at the time of Redemption will be: 

(a) Rs23,000 

(b) Rs40,000 

(c) Rs50,000 

(d) Rs33,000 

 

23 When preference shares are redeemed out of distributable profits, an amount equal to 

the nominal value of shares redeemed out of distributable profits should be transferred 

to: 

(a) Capital Reserve Account 

(b) Capital Redemption Reserve Account 

(c) General Reserve Account 

(d) Contingency Reserve Account 
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24 If preference shares are redeemed out of the fresh issue for equity shares, which 

account will be credited? 

(a) Capital reserve account 

(b) Capital redemption reserve account 

(c) Preference share capital account 

(d) Equity share capital account 

25 Which of the following redeemable preference shares of Rs10.00 each are eligible for 

redemption? 

(a) On which application and allotment money of Rs5.00 per shares has been paid 

(b) On which Rs7.50 per share has been paid 

(c) On which Rs10.00 has been paid 

(d) All of the above. 

 

26 Preference shares amounting to Rs4,00,000 are redeemed at a premium of 2%, by issue 

of equity shares amounting to Rs2,00,000 at a premium of 12%. The amount to be 

transferred to Capital Redemption Reserve is ______. 

(a) Rs2,24,000 

(b) Rs1,84,000 

(c) Rs2,04,000 

(d) Rs2,00,000 

 

27 Which of the following can be utilized for redemption of preference shares? 

(a) The proceeds of issue of fixed deposit. 

(b) The proceeds of issue of debentures. 

(c) The proceeds of fresh issue of equity shares 

(d) All of the above 

 

ANSWERS 

 

1 A 2 B 3 B 4 A 5 D 

6 C 7 D 8 A 9 A 10 A 

11 A 12 A 13 B 14 B 15 B 

16 D 17 D 18 C 19 A 20 C 

21 A 22 C 23 B 24 D 25 C 

26 D 27 C       
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1. BUY-BACK OF SHARES 

 
1. Introduction:  

 When a company has substantial cash resources 
 it may like to buy its own shares from the market 
 If prevailing rate of its shares in the market is much lower than its true value 

 
2. Authorization by AOA: The Buy- Back should be authorized by the Company’s AOA. 

 
3. Special Resolution: 

Condition as to 
Special Resolution 

A Special Resolution should be passed in a General Meeting 
of the Company, authorizing the buy-back. 

Exception -  Board’s 
Resolution only 

Special Resolution of members is not required, and Board 
Resolution is sufficient, if- 
(a)  Buy-Back is ≤ 10% of the Total Paid-up Equity Capital and 

Free Reserves. 
(b) Board Resolution is passed at a Board Meeting (i.e. not 

by circulation) 

 
4. Ceiling on Buy-Back: 

(a) Buy-Back should be or less than 25% of Total Paid-Up Capital and Free Reserves of 
the Company. 

(b) Buy-Back of Equity Shares in any Financial Year should not exceed 25% of its Total 
Paid-Up Equity Capital in that Financial Year. 

Note: For Sec.68 purposes, Free Reserves include Securities Premium A/c. 
 

5. Debit-Equity Ratio: 

(a) Debt-Equity Raito, i.e.
Secured Debts + Unsecured Debts

Paid up Capital + Free Reserve
 should not be more than 2:1 

after such Buy-Back. 

If there is surplus 
cash

May pay High 
dividend

Invest in 
securities

Takeover of 
other 

company

Redemption 
of Sh. / 

debentures

Buyback of 
Equity shares

        BUY-BACK OF SHARES 
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(b) Central Government can prescribe a higher ratio for certain class(es) of 
Companies. 

 
6. Fully paid up: Shares or other Specified Securities should be fully paid –up, before 

they are bought back. 
 

7. Compliance with Guidelines / Rules: 

Type of Companies Buy-Back should be in compliance with 

(a) Shares or other Specified Securities 
listed in any Recognized Stock 
Exchange 

SEBI Regulations 

(b) Private Companies and Unlisted 
Public Companies 

Rules under Companies Act, 2013 

 
8. Time Limits [Sec.68(4)]: 

(a) 1 year gap between 2 Buy-Back Buy-Back can be made after expiry of 1 
year from the date of closure of 
preceding offer of Buy-Back if any. 

(b) 1 year limit from Resolution Every Buy-Back should be completed 
within 1 year from the date of passing of 
the Special Resolution or the Board 
Resolution. 

 
9. Other Conditions: 

(a) Buy-Back is subject to the conditions and restrictions contained in Sec. 68 to 70, 
and Rules. 

(b) Buy-Back of any kind of Shares or Other Specified Securities should not be made 
out of the proceeds of an earlier issue of the same kind of Shares or same kind of 
Other Specified Securities. 

(c) The Company shall not utilize any money borrowed from Banks or Financial 
Institutions for the purpose of buying back its shares. 

 
10. Advantages (Objectives) of Buy-back 

a) No approval reqd. It is an alternative mode of reduction in capital without 
requiring approval of the Court/CLB(NCLT), 

b) to improve the earnings per share; 
c) to improve return on capital, return on net worth and to enhance the long-

term shareholders value; 
d) Exit route: to provide an additional exit route to shareholders when shares are 

undervalued or thinly traded; 
e) to enhance consolidation of stake in the company; 
f) to prevent unwelcome takeover bids; 
g) to return surplus cash to shareholders; 
h) to achieve optimum capital structure; 
i) to support share price during periods of sluggish market condition; 
j) to serve the equity more efficiently 

 
11. Sources of Buy-Back [Sec.68(1)]: A Company can purchase it own Shares or other 

specified Securities out of – 
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(a) its Free Reserves, or 
(b) the Securities Premium Account, or 
(c) the Proceeds of the issue of any Shares or Other Specified Securities. 

 
12. Mode of Buy-Back [Sec.68(5)]: The Buy-Back may be – 

(a) From the Existing Security Holders on a proportionate Basis (Tender Offer), 
(b) From the Open Market, 
(c) By Purchase of Securities issued to Employees pursuant to a Scheme of Stock 

Option or Sweat Equity 
 

13. Transfer to Capital Redemption Reserve Account [Sec.69]: 

Situation When the Company buys-back Shares out of its Free Reserves or 
Securities Premium Account. 

Amount A sum equal to the Nominal Value of Shares Bought Back shall be 
transferred to a Reserve Account called as the “Capital Redemption 
Account”. 

Disclosure Details of such transfer shall be disclosed in the Balance Sheet. 

Use The CRR may be applied by the Company to issue fully paid Bonus 
Shares. 

 

Further, given below is a table for relevant sections and their applicability: 

For unlisted Public and Private 

Companies 

• Section 68, 69 and 70 of Companies 

Act, 2013 

• Rule 17 of Companies (Share 

Capital and Debentures) rules, 2014 

 

For listed Companies • Section 68, 69 and 70 of Companies 

Act, 2013 

• Rule 17 of Companies (Share 

Capital and Debentures) rules, 2014 

• Securities and Exchange Board of 

India (Buy-back of Securities) 

regulations, 1998 and Securities and 

exchange Board of India (Buy-back 

of Securities) (Amendment) 

regulations, 2013 

 

Explanatory Statement 

Section 68(3) spells out additional requirements as follows: 

The notice of the meeting at which the special resolution is proposed to be 

passed shall be accompanied by an explanatory statement stating - 

(a) a full and complete disclosure of all material facts; 
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(b) the necessity for the buy-back; 

(c) the class of shares or securities intended to be purchased under the buy-

back; 

(d) the amount to be invested under the buy-back; and 

(e) the time-limit for completion of buy-back. 

As per the rules, following more details are to be included in the Explanatory 

Statement: 

(f) the date of the board meeting at which the proposal for buy-back was 

approved by the board of directors of the company; 

(g) the number of securities that the company proposes to buy-back; 

(h) the method to be adopted for the buy-back; 

(i) the price at which the buy-back of shares or other securities shall be 

made; 

(j) the basis of arriving at the buy-back price; 

(k) the maximum amount to be paid for the buy-back, and the sources of 

funds from which the buy-back would be financed; 

(l) Shareholding: 

(i) the aggregate shareholding of the promoters and directors, where the 

promoter is a company, and of the directors and key managerial personnel as 

on the date of the notice convening the general 

meeting; 

(ii) the aggregate number of equity shares purchased or sold by persons 

mentioned in the sub-clause during a period of twelve months preceding the 

date of the board meeting at which the buy-back was approved and from that 

date till the date of notice convening the general meeting; 

(iii) the maximum and minimum price at which purchases and sales referred 

to in sub-clause (ii) were made along with the relevant date; 

(m) if the persons mentioned in l(i) intend to tender their shares for buy-

back - 

(i) the quantum of shares proposed to be tendered; 

(ii) the details of their transactions and their holdings for the last twelve 

months prior to the date of the board meeting at which the buy-back was 

approved including information of number of shares acquired, the price and 

the date of acquisition; 

(n) a confirmation that there are no defaults subsisting in repayment of 

deposits, interest payment thereon, redemption of debentures or payment of 

interest thereon, or redemption of preference shares or 
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payment of dividend due to any shareholder, or repayment of any term loans, 

or interest payable thereon to any financial institution or banking company; 

(o) a confirmation: 

(i) that the Board of Directors have made a full enquiry into the affairs and 

prospects of the company and that they have formed the opinion- general 

meeting is convened that there shall be no grounds on which the company 

could be found unable to pay its debts; 

(ii) that the company’s prospect for the year immediately following that date 

and its financial resources be available to meet its liabilities as and when they 

fall due, and the company shall not be rendered insolvent within a period of 

one year from that date; and 

(iii) the directors have already taken into account the liabilities(including 

prospective and contingent liabilities), as if the company were being wound up 

under the provisions of the Companies Act, 2013. 

(p) a report addressed to the Board of Directors by the company’s auditors 

stating that- 

(i) they have inquired into the company’s state of affairs; 

(ii) the amount of permissible capital payment for the securities in question 

is in their view properly determined; 

(iii) that the audited accounts on the basis of which calculation with 

reference to buy-back is done is not more than six months old from the date 

of offer document; and 

(iv) the Board of Directors have formed the opinion as specified in point ‘o’ 

on reasonable grounds and that the company, with regard to its state of 

affairs, shall not be rendered insolvent within a period of one year from that 

date. 

 

Other Conditions for Buy-back 

– Time period u/s Section 68(4): Every buy-back shall be completed within a 

period of one year from the date of passing of the special resolution, or as 

the case may be, the resolution passed by the Board. 

– Options for buy-back: The buy-back can be: 

(a) from the existing shareholders or security holders on a proportionate 

basis; 

(b) from the open market; 

(c) by purchasing the securities issued to employees of the company pursuant 

to a scheme of stock option or sweat equity. [Section 68(5)] 
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– Solvency Declaration: 

Before making such buy-back, it has to be filed with the Registrar a 

declaration of solvency signed by at least two directors of the company, one 

of whom shall be the managing director, if any, Form No. SH.9 may be 

prescribed and verified by an affidavit to the effect that the Board of 

Directors of the company has made a full inquiry into the affairs of the 

company, as a result of which they have formed an opinion that it is capable 

of meeting its liabilities and will not be rendered insolvent within a period of 

one year from the date of declaration adopted by the Board. [Section 68(6)] 

– Extinguish Certificate: Company shall extinguish and physically destroy the 

shares or securities so bought back within seven days of the last date of 

completion of buy-back. [Section 68(7)] 

– No Further Issuance: When a company completes a buy-back of its shares 

or other specified securities, it shall not make a further issue of the same 

kind of shares or other securities including allotment of new 

shares or other specified securities within a period of six months except by 

way of: 

(a) issue a bonus, or 

(b) discharging of subsisting obligations, such as conversion of warrants, 

stock option schemes, sweat equity or conversion of preference shares or 

debentures into equity shares. 

– Register to be maintained: A company shall maintain a register in Form No. 

SH.10 of the shares or securities so bought, the consideration paid for the 

shares or securities bought back, the date of cancellation of shares or 

securities, the date of extinguishing and physically destroying the shares or 

securities. The register of shares or securities bought back shall be 

maintained at the registered office of the company and shall be kept in the 

custody of the secretary of the company or any other person 

authorized by the board in this behalf. The entries in the register shall be 

authenticated by the secretary of the company or by any other person 

authorized by the Board for the purpose. 

 

– Return of Buy-Back & Declaration: A company shall, after the completion of 

the buy-back under this section, file with the Registrar a return in Form No. 

SH.11 containing such particulars relating to the buy-back within thirty days 

of such completion. There shall be annexed to the return, a certificate in 

Form No. SH.15 signed by two directors of the company including the 
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managing director, if any, certifying that the buy-back of securities has been 

made in compliance with the provisions of the Act and the rules made 

thereunder. 

– Punishment for Default: If a company makes any default in complying with 

the provisions of this section, it shall be punishable with fine which shall not 

be less than one lakh rupees and which may extend to three lakh rupees and 

every officer of the company who defaults shall be punishable with 

imprisonment for a term which may extend to three years or with a fine which 

shall not be less than one lakh rupees and which may extend to three lakh 

rupees, or with both. 

 

TRANSFER OF CERTAIN SUMS TO CAPITAL REDEMPTION RESERVES 

ACCOUNT (SECTION 69) 

Capital Redemption Reserves: Where a company purchases its own shares out 

of free reserves or securities premium account, a sum equal to the nominal 

value of the shares so purchased shall be transferred to the capital 

redemption reserves account and details of such transfer shall be disclosed 

in the balance sheet. 

 

Utilization: The capital redemption reserve account may be applied by the 

company, in paying up unissued shares of the company to be issued to its 

members as fully paid bonus shares. 

 

PROHIBITION ON BUY -BACK IN FOLL OWING CIRCUMSTANCES: 

(SECTION 70) 

Restrictions on Buy-Back : No company shall directly or indirectly purchase 

its own shares or other specified securities 

(a) through any subsidiary company including its own subsidiary companies; 

(b) through any investment company or group of investment companies; or 

(c) through a default made by the company in the repayment of deposits 

accepted either before or after the commencement of this Act, interest 

payment thereon, redemption of debentures or preference shares or 

payment of dividend to any shareholder, or repayment of any term loan or 

interest payable thereon to any financial institution or banking company, 

provided that the buy-back is not prohibited, if the default is remedied and 

a period of three years has lapsed after such default ceased to subsist. 
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Prohibitions: No company shall, directly or indirectly, purchase its own shares 

or other specified securities in case such company has not complied with the 

provisions of: 

(a) Sections 92: Annual Return 

(b) Section 123: Declaration and Payment of Dividend 

(c) Section 127: Failure to pay Dividend 

(d) Section 129: Failure to give True and Fair Statement 

 

Companies (Share Capital and Debentures) Rules, 2014 

Rule 17: Buy-back of shares or other securities: 

Unless stated otherwise, the following norms shall be complied with by the 

Private companies and Unlisted public companies for buy-back of their 

securities. 

 

1. Information disclosure in Explanatory Statement to be annexed with 

Special Resolution and Notice of General Meeting: 

The Explanatory Statement to be annexed to the notice of the general 

meeting pursuant to Section 102 shall contain the following disclosures, 

namely:- 

(a) The date of the board meeting at which the proposal for buy-back was 

approved by the Board of Directors of the company; 

(b) The objective of the buy-back; 

(c) The class of shares or other securities intended to be purchased under 

the buy-back; 

(d) The number of securities that the company proposes to buy-back; 

(e) The method to be adopted for the buy-back; 

(f) The price at which the buy-back of shares or other securities shall be 

made; 

(g) The basis of arriving at the buy-back price; 

(h) The maximum amount to be paid for the buy-back and the sources of funds 

from which the buy-back would be financed; 

(i) The time-limit for the completion of buy-back; 

(i) T he aggregate shareholding of the promoters and of the directors of the 

promoter, where the promoter is a company of the directors and key 

managerial personnel as on the date of the notice convening the general 

meeting; 
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(ii) The aggregate number of equity shares purchased or sold by persons 

mentioned in sub-clause (i) during a period of twelve months preceding the 

date of the board meeting at which the buy-back was approved and from that 

date till the date of notice convening the general meeting; 

(iii) The maximum and minimum price at which purchases and sales referred 

to in sub-clause (ii) were made along with the relevant date; 

(k) If the persons mentioned in sub-clause (i) of clause (j) intend to tender 

their shares for buy-back – 

(i) T he quantum of shares proposed to be tendered; 

(ii) T he details of their transactions and their holdings in the last twelve 

months prior to the date of the board meeting at which the buy-back was 

approved including information of number of shares acquired, the price and 

the date of acquisition; 

(l) A confirmation that there are no defaults subsisting in repayment of 

deposits, interest payment thereon, redemption of debentures or payment of 

interest thereon or redemption of preference shares or payment of dividend 

due to any shareholder, or repayment of any term loans or interest payable 

thereon to any financial institution or banking company; 

(m) A confirmation that the Board of Directors have made a full enquiry into 

the affairs and prospects of the company and that they have formed the 

opinion 

(i) T hat immediately following the date on which the general meeting is 

convened there shall be no grounds on which the company could be found 

unable to pay its debts; 

(ii) The the company’s prospects for the year immediately following that date 

and its financial resources will be available to met its liabilities as and when 

they fall due and shall not be rendered insolvent within a period one year 

from that date; and 

(iii) The directors have taken into account the liabilities(including prospective 

and contingent liabilities), as if the company were being wound up under the 

provisions of the Companies Act, 2013 

(n) A report addressed to the Board of Directors by the company’s auditors 

stating that– 

(i) T hey have inquired into the company’s state of affairs; 

(ii) T he amount of the permissible capital payment for the securities in 

question is in their view properly determined; 
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(iii) That the audited accounts on the basis of which calculation with 

reference to buy-back is done not more than six months before from the 

date of offer document; and 

(iv) The Board of Directors have to form the opinion as specified in clause 

(m) on reasonable grounds that the company, with regard to its state of 

affairs, shall not be rendered insolvent within a period of one  

year from that date. 

 

2. File letter of offer with roc in Form sh-8: 

The company which has been authorized by a special resolution shall, before 

the buy-back of shares, file with the Registrar of Companies (ROC) a letter 

of offer in Form No. SH.8, along with the fee, provided that such letter of 

offer shall be dated and signed on behalf of the Board of directors of the 

company by not less than two directors of the company, one of whom shall be 

the managing director, if there is one. 

 

3. File declaration of solvency in Form sh-9 along with Form sh-8: 

The company shall file with the Registrar along with the letter of offer and 

in case of a listed company with the Registrar and the Securities and 

Exchange Board a declaration of solvency in Form No. SH.9 along with the 

fee, and signed by at least two directors of the company, one of whom shall 

be the managing director, if there is one, and verified it shall be by an 

affidavit as specified in the said Form. 

 

4. Circulate among the shareholders in 20 days from filing with ROC: 

The letter of offer shall be dispatched to the shareholders or security 

holders immediately after filing the same with the Registrar of Companies 

but not later than twenty days from its filing with the Registrar of 

Companies. 

 

5. Offer period between 15-30 days from the date of circulation 

The offer for buy-back shall remain open for a period of not less than fifteen 

days and not exceeding thirty days from the date of dispatch of the letter 

of offer. 

 

6. Acceptance on proportionate basis: 
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In case the number of shares or other specified securities offered by the 

shareholders or security holders is more than the total number of shares or 

securities to be bought back by the company, the acceptance per shareholder 

shall be on proportionate basis out of the total shares offered for being 

bought back. 

 

7. Verification by the company: 

The company shall complete the verifications of the offers received within 

fifteen days from the date of closure of the offer and the shares or other 

securities lodged shall be deemed to be accepted unless a communication of 

rejection is made within twenty-one days from the date of closure of the 

offer.  

 

8. Opening of separate bank account: 

The company shall immediately after the date of closure of the offer, open 

a separate bank account and deposit therein, such sum, as would make up the 

entire sum due and payable as consideration for the shares tendered for buy-

back in terms of these rules. 

 

9. Make payment or return share certificates: 

The company shall within seven days of the time specified in point 7- 

(a) make payment of consideration in cash to those shareholders or security 

holders whose securities have been accepted; or 

(b) return the share certificates to the shareholders or security holders 

whose securities have not been accepted at all, or the balance of securities 

in case of part acceptance 

 

10. Other restrictions: 

The company shall ensure that – 

(a) the letter of offer shall contain true, factual and material information 

and shall not contain any misleading information and must state that the 

directors of the company accept the responsibility for the information 

contained in such document; 

(b) the company shall not issue any new shares including by way of bonus 

shares from the date of passing of special resolution authorizing the buy-

back till the date of the closure of the offer under these rules, except those 

arising out of any outstanding convertible instruments; 
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(c) the company shall confirm in its offer the opening of a separate bank 

account adequately funded for this purpose and to pay the consideration only 

by way of cash; 

(d) the company shall not withdraw the offer once it has announced the offer 

to the shareholders;  

(e) the company shall not utilize any money borrowed from banks or financial 

institutions for the purpose of buying back its shares; and 

(f) the company shall not utilize the proceeds of an earlier issue of the same 

kind of shares or same kind of other specified securities for the buy-back. 

 

11. Maintain register of buy-back in Form SH-10 

(a) The company shall maintain a register of shares or other securities which 

have been bought-back in Form No. SH.10. 

(b) The register of shares or securities bought-back shall be maintained at 

the registered office of the company and shall be kept in the custody of the 

secretary of the company or any other person authorized 

by the board in this behalf. 

(c) T he entries in the register shall be authenticated by the secretary of 

the company or by any other person authorized by the Board for the purpose. 

 

12. File return of buy-back in Form SH-11: 

The company, after the completion of the buy-back under these rules, shall 

file with the Registrar, and in case of a listed company with the Registrar and 

the Securities and Exchange Board of India, a return in the Form No.SH.11 

along with the fee. 

 

13. File compliance certificate in Form SH-15 along with Form SH- 11: 

There shall be annexed to the return filed with the Registrar in Form No. 

SH.11, a certificate in Form No. SH.15 signed by two directors of the company 

including the managing director, if there is one, certifying that the buyback 

of securities has been made in compliance with the provisions of the Act and 

the rules made thereunder. 

Time Schedule Summary: 

Time Taken Procedure 

 

Starting day  Obtaining: 
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say ‘a’ 

 

• Auditors Report stating maximum amount permissible 

for buy-back; 

• Board of Directors Affidavit regarding solvency of 

company for one year; 

• Then holding Board meeting for considering proposal 

of buy-back, getting resolution passed and determine 

price for such buy-back. 

A + 2 Issue of notice with explanatory Statement (along with 

disclosures mentioned below) to all members. 

A + 23 Holding eGM and passing special resolution, if required. 

A + 24 Obtaining Declaration of Solvency (verified by an 

affidavit in e-form SH9); 

• Filing draft letter of Offer with the ROC along with 

declaration of Solvency and e-form SH8; 

• Filing of e-form for registration of such resolution 

with MCA21. 

A + 44 Maximum time for dispatch of letter of offer to all 

members. 

Within 15 days 

from the closure 

of offer 

Verification of offer to be completed; 

Note: Offer for buy-back shall remain open to the 

members for a period not less than 15 days and not 

exceeding 30 days from the date of dispatch of letter 

of offer. the shares or other securities lodged shall be 

deemed to be accepted unless a communication of 

rejection is made within twenty-one days from the 

date of closure of the offer. 

Immediately on  

Closure of offer 

Open a Special Bank Account with Schedule Bank. 

Within 7 days 

from completioof 

Verification 

Making payment in cash to those shareholders whose 

offer has been accepted or return the share 

certificates to the shareholders forthwith. 

Within 7 days 

from completion 

of acceptance 

Extinguish and physically destroy the share 

certificates of shares bought back. 



                                                          BUY-BACK OF SHARES 

  YES ACADEMY 8888 235 235  |       BY CA CS HARISH A MATHARIYA   |    HAVE FAITH & PATIENCE                

 

4.14 

Make 

your 

notes 

 

After completion 

of buy-back 

File requisite return in e-form SH 11 with MCa21 and 

a declaration signed by 2 directors, one of whom shall 

be Managing director, if there is one, in e-form SH 15 

 
 

Accounting entries for Buyback of Equity Shares 

Transaction Journal Entry 

1. Amount due on 
Buyback on Equity 
Shares 

Equity Share Capital A/c                          Dr. 
Premium on Buyback A/c                          Dr. 

To Equity Shareholders A/c  

2. Sourcing / Providing 
for Premium 
payable on Buyback 

Securities Premium A/c                Dr. 
Profit and Loss A/c                                   Dr. 
General Reserve A/c                                 Dr. 
Other Reserves A/c                                  Dr. 

To Premium on Buyback A/c 

3. Transferring 
Divisible Profit to 
Capital Redemption 
Reserve Account, to 
the extent of 
Nominal Value of 
Shares bought back 

Profit and Loss A/c                                      Dr. 
General Reserve / Revenue Reserve A/c      Dr. 
Other Divisible Profits A/c                  Dr. 

(e.g. Dividend Equalization Reserve) 
To Capital Redemption Reserve A/c 

4. Payment to Equity 
Shareholder 

Equity Shareholder A/c    Dr. 
To Bank A/c 

 
IMPRTANT POINTS: 
Determination of quantum for Buy-back – Section 68 of the 2013 Act 
The maximum number of shares to be bought back is determined as the least of ‘number 
of shares’ arrived by performing the following test: 
1. Share outstanding test 
2. Resource test 
3. Debt equity ratio test. 
 
 
1. Share outstanding test: 

a. Ascertain the number of shares (Paid up share capital)  
b. 25% of the number of shares is eligible for Buy-back with the approval of 

shareholders’. 
 
2. Resource test: 

a. Ascertain shareholder’s funds (Paid up capital + free reserves) 

b. Ascertain number of shares as follows =  
Share holders funds

Buy−back price
 

 
3. Debt equity ratio test: 

After Buy-back, the company has to maintain a debt equity ratio2 of 2:1 
a. Compute total borrowed funds (Secured Debts + Unsecured Debts) 
b. Ascertain the minimum equity (shareholders funds) 
c. Ascertain present equity (Share holders funds) 
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d. Compute maximum possible dilution in equity i.e. Step b – Step c 

e. Calculate the number of shares =  
Amount in Step d

Buy−back price
 

 
 

Que. As a matter of prudence, whole of free reserves should not be utilized in the case of 

buyback of shares.  CS (Executive) - Dec 2008 (3 Marks) 

Ans.: As per Section 68 of the Companies Act, 2013, the sources of funds are: 

—> Free reserves, 

—> Securities premium account, or 

—> Proceeds of preference shares or other specified securities. 

However, as a matter of prudence, whole of free reserves should not be utilized in the case of 

buy-back of shares and the following adjustments should be made against free reserves to arrive 

at the net amount available for the purpose of buy back: 

- Unamortized miscellaneous expenditure 

- Unamortized deferred revenue expenditure 

- Purchase goodwill 

- Contingent liabilities likely to mature and not provided 

- Any diminution of long term investments not provided 

- Any impairment in the value of tangible assets not provided 

 

Que. By analyzing a balance sheet of Aadarsh Ltd., it was found that there are plethora of 

reserves in the balance sheet for the year ended 31st March, 2019, and the reserves are 

summarized below: 

(i) Investment fluctuation reserve 

(ii) Statutory reserve 

(iii) Securities premium account 

(iv) General reserve 

(v) Foreign currency fluctuation reserve 

(vi) Dividend equalization reserve 

(vii) Dividend redemption reserve (preference shares) 

(viii) Capital, redemption reserve. 

Now, the Chairman of Aadarsh Ltd. asks you as a Company Secretary to know which of the 

above reserves can be utilized for the proposed buy-back of shares of the company. Advice. 

Ans.: According to Section 68(1) of the Companies Act, 2013, a company may purchase its own 

shares or other specified securities out of - 

(a) Free reserves or 

(b) Securities premium account or 

(c) Proceeds of the issue of any shares or other specified securities 

According to Explanation II to the Section 68 of the Companies Act, 2013, "Free Reserves" 

includes Securities Premium Account. 

Keeping in view above provisions, Aadarsh Ltd. can utilize the following reserves for the proposed 

buyback of shares: 

(i) Investment fluctuation reserve 
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(ii) Securities premium account 

(iii) General reserve 

(iv) Foreign currency fluctuation reserve (provided it is not in the nature of provision) 

(v) Dividend equalization reserve. 

 

Que. Buy-back may be misused by the corporate entities at the cost of innocent investors. Give 

your comments. CS (Executive) - June 

2010 (3 Marks) 

Ans.: The buy-back may be misused by the corporate entities at the cost of innocent investor 

because of the following reasons: 

(i) It will provide opportunity for insider trading. The promoters, before the buy-back may 

understate the earning by manipulating accounting policies in respect of depreciation, valuation 

of inventories etc. This would lead to a fall in the quoted prices of shares and the promoter would 

buy then at low quotations. In this way, the insiders would earn extra money when the company 

buy backs these shares at a highest price 

(ii) Buy back lead to artificial manipulation of stock prices. 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

PROBLEMS  
Problem – 1 
XYZ Ltd., has the following capital structure on 31st March, 2015: 

Particulars Rs in 
Crores 

a. Equity share capital (Shares of Rs. 10 each) 
b. Reserves: 

General reserve 
Security premium 
Profit and Loss A/c 
Export Reserve (Statutory Reserve) 

c. Loan Funds 

300 
 

270 
100 

50 
80 

800 
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The shareholders have on recommendation of Board of Directors approved vide special 
resolution at their meeting on 10th April, 2015 a proposal to Buy-back maximum 
permissible equity shares considering the huge cash surplus following A/c of one of its 
divisions. The market price was hovering in the range of Rs. 25 and in order to induce 
existing shareholders to offer their shares for Buy-back, it was decided to offer a price of 
20% above market. 
Advice the company on maximum number of shares that can be bought back and record 
journal entries for the same assuming the buyback has been completed in full within the 
next 3 months. 
If borrowed funds were Rs. 1200 crores, and Rs. 1500 crores respectively would your 
answer change? 
 
Problem – 2 
Dee Limited furnishes the following Balance Sheet as at 31st March, 2015: 

Particulars Rs in ‘000 Rs in‘000 

Liabilities 
Share capital: 
Authorised capital 
Issued and subscribed capital: 
2,50,000 Equity shares of Rs. 10 each fully paid up 
2,000, 10% Preference shares of Rs. 100 each 
(Issued two months back for the purpose of Buy-back) 
Reserves and surplus: 
Capital reserve 
Revenue reserve 
Securities premium 
Profit and loss account 
Current liabilities and provisions: 

 
 
 
 

25,00 
 

2,00 
 

10,00 
30,00 
22,00 
35,00 

 
 

30,00 
 
 
 

27,00 
 
 
 
 

97,00 
14,00 

  1,38,00 
Assets 
Fixed assets 
Investments 
Current assets, loans and advances (including cash and bank 
balance) 

  
93,00 
30,00 
15,00 

  1,38,00 

 
The company passed a resolution to Buy-back 20% of its equity capital @Rs. 50 per share. 
For this purpose, it sold all of its investment for Rs.22,00,000. 
You are required to pass necessary journal entries and prepare the Balance sheet. 
(Nov 09 -8 Marks) 
 
Problem – 3 
On 31st March, 2015 following was the balance sheet of Ispat Ltd; 

(Rs in Lakhs) 

Liabilities Rs Assets Rs 

Equity Share Capital 
(Fully paid shares of Rs10 each) 
Securities Premium 
General Reserve 

2,400 
 

350 
930 

Machinery 
Furniture 
Investments 
Stock 

3,600 
452 
148 

1,200 



                                                          BUY-BACK OF SHARES 

  YES ACADEMY 8888 235 235  |       BY CA CS HARISH A MATHARIYA   |    HAVE FAITH & PATIENCE                

 

4.18 

Make 

your 

notes 

 

Profit and Loss Account 
12% Debentures 
Sundry Creditors 
Sundry Provisions 

340 
1,500 

750 
390 

Debtors 
Cash at bank 

520 
740 

 6,660  6,660 

 
On 1st April, 2015, the company announced the buy-back of 25% of its equity shares @Rs. 
15 per share. For this purpose, it sold all of its investments for Rs. 150 lakhs and issued 
2,00,000 14% preference shares of Rs. 100 each at par the entire amount being payable 
with application. 
 
The issue was fully subscribed. The company achieved the target of the buy-back. Later, 
the company issued one fully paid-up equity share of Rs. 10 by way of bonus share for 
every four equity shares held by the equity shareholders. 
 
Show journal entries for all the transactions including cash transactions and prepare 
balance sheet. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
MCQ BUY-BACK OF SHARES 

1. As per section 68  of the companies act,2013, a company can buy back its own shares 

out of: 

a.       Reserves which are available for distribution as dividend 

b.      Securities premium accout 

c.       Proceeds of fress issue of shares or other specified securities 

d.      All of the above. 

 

2. Buy back of shares is allowed out of fress issue of shares of the same 

kind.                                                     False 

 

3. Which of the following statement is false: 
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a.       Buy back must be authorised by articles of company 

b.      A special resolution must be passed for buy back. 

c.       Shares can be partly paid up 

d.      The ratio of debt owed by the company is not more than twice the capital and 

its free reserves after such buy back. 

 

4. Maximum buy back limit in any year is ______ of total paid up equity capital and free 

reserves. 

a.      25% 

b.      10% 

c.       20% 

d.      No limit 

 

5. Maximum one buy back is allowed in a period of 365 days.                                      True 

 

6. According to sec.68(5), the buy back can be made from: 

a.       From the existing shareholders on a proportionate basis 

b.      From open market 

c.       From employee to whom shares are issued under stock option or sweat equity 

share 

d.      All of the above 

 

7. Declaration of solvency is required to be submitted to SEBi and Registrar befor 

making buy back.                         True 

 

8. After buy back, further issue of same kind of shares or specified securities can be 

made within 24 months.     False 

 

9. Further issue of shares after buy back can be made for: 

a.       Conversion of debentures or preference shares into equity shares 

b.      Bonus issue and Conversion of warrants 

c.       Stock option schemes 

d.      All of the above 

 

10. A company can not buy back its shares: 

a.       Through its subsidiary 

b.      Through investment or group of investment companies 

c.       If default in repayment of debt or interest is subsist 

d.      All of the above 

 

11. Which of the following is not correct: 

a.       Under the scheme of buy back, an escrow account is opened 

b.      Escrow account guaranteed fullfillment of condition of buy back 
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c.       Cash depostied in escrow account is equal to 25% of the consideration 

 payable if it is less than 100 crores plus 10% of the consideration  exceeding 

 100 crores. 

d.      None of the above 

 

12. If shares are bought back out of free reserves then a sum equal to nominal value of 

the shares so bought back is transferred to: 

a.       Capital reserve account 

b.      Capital redemption reserve account (CRR) 

c.       General reserve account 

 

13. Premium payable on buy back is adjusted out of: 

a.       Securities premium account 

b.      Free reserves 

c.       Both of the above 

d.      None of the above 

 

14. For cancellation of shares at the time of buy back: 

a.       Equity share capital a/c is debited and share holders account is credited 

b.      Shareholders account is debited and Equity share capital account is 

 credited 

c.       Equity share capital is debited and CRR is credited 

d.      Equity share capital is debited and Shares Surrendered is credited 

 

15. From the information given below calculated the equity share for buy back: 

Equity share capital         =             1200000 

Free reserves                    =             1800000 

Securities Premium         =             600000 

Debentures                        =             2500000 

Creditors                             =             1100000 

Ans:    750000 
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SHARE BASED PAYMENTS 

Employee Stock Option Scheme (ESOP) 

The idea that the employees should have an option to have an ownership stake 

in the company led to the emergence of concept of Employee Stock Option 

Plan (ESOP).The concept of ESOP is believed to be the brain child of Louis 

Kelso,a lawyer, economist and philosopher who persuaded a Senator from 

Louisiana to support legislation for legalizing ESOPs. 

 

OBJECTIVE OF ISSUING ESOPS 

• To provide an incentive to draw, retain and reward employees of the 

company; 

• To motivate employees to contribute to the growth and profitability of the 

company. 

 

IMPORTANT TERMS: 

• ‘Option’ in stock options: Having an option in stock option gives the 

employees the choice to purchase the shares of the company on the 

fulfillment of the conditions mentioned in the ESOP plan at the price 

decided at the time of grant of options. 

 

• Grant: The eligibility of a particular employee for the grant of stock options 

is based on his role and performance, hence grant of option. 

 

• Vesting: Vesting has two components – Vesting percentage and vesting 

period 

Vesting period implies the period on the completion of which the said portion 

can be exercised. Vesting percentage refers to that portion of total options 

granted, which the employee will be eligible to exercise.  

 

• Exercise: The activity of converting the options granted to an employee 

into shares by paying the required exercise price is known as the exercise of 

options. 

 

• Exercise price and exercise period: Exercise price is the price which the 

employee has to pay to convert the options into shares. The exercise period 

      ACCOUNTING FOR SHARE CAPITAL (ESOP) 
 

5 
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is the time frame within which the employee can decide to exercise the stock 

options. 

 

• Effective date of exercise : The effective date of exercise is the date 

on which the Company allots the shares. 

 

Issue of Employee Stock Options by Unlisted Public Company as per 

provisions of Companies Act 

As per Section 2(37) of the Companies Act, 2013 “employees’ stock option” 

means the option given to the directors, officers or employees of a company 

or of its holding company or subsidiary company or companies, 

if any, which gives such directors, officers or employees, the benefit or right 

to purchase, or to subscribe for, the shares of the company at a future date 

at a pre-determined price. 

 

As per provisions of Sec 62(1)(b) of Companies Act, 2013, “where at any time 

a company having a share capital proposes to increase its subscribed capital 

by the issue of further shares, such shares shall be offered to employees 

under a scheme of employees’ stock option, subject to special resolution 

passed by the company and subject to such conditions as may be prescribed.” 

 

Issue of Employee Stock Options 

The above provision needs to be read with Rule 12 of The Companies (Share 

Capital and Debentures) Rules, 2014. As per the said Rule, a Company, other 

than a listed company, shall not offer shares to its employees under a scheme 

of employees’ stock option, unless it complies with the following requirements, 

namely:- 

(1) Sanction by Special Resolution: The issue of Employees Stock Option 

Scheme has been approved by the shareholders of the company by passing a 

special resolution. 

Employees to whom ESOPs may be issued: For the purpose of above 

statement the word “Employee’’ means - 

(a) a permanent employee of the company who has been working in India or 

outside India; or 

(b) a director of the company, but excluding an independent director; or 
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(c) an employee as defined in 1(a) or (b) above of a subsidiary, in India or 

outside India, or of a holding company of the company or of an associate 

company, 

 

Excluding - 

(i) an employee who is a promoter or a person belonging to the promoter group; 

or 

(ii) a director who either himself or through his relatives or through anybody 

in corporate, directly or indirectly, holds more than ten percent of the 

outstanding equity shares of the company. 

 

(2) Disclosures in the explanatory statement annexed to the notice for 

passing of the resolution: 

The company shall make the following disclosures in the explanatory 

statement annexed to the notice for passing of the resolution - 

(a) total number of stock options to be granted; 

(b) identification of classes of employees entitled to participate in the ESOP; 

(c) the appraisal process for determining the eligibility of employees to 

participation the ESOP; 

(d) the requirements of vesting and the period of vesting; 

(e) the maximum period within which the options shall be vested; 

(f) the exercise price or the formula for arriving at the same; 

(g) the exercise period and process of exercise; 

(h) the lock-in period, if any; 

(i) the maximum number of options to be granted per employee and in 

aggregate; 

(j) T he method which the company shall use to value its options; 

(k) the conditions under which option vested in employees may lapse, e.g., in 

case of termination of employment for misconduct; 

(l) the specified time period within which the employee shall exercise the 

vested options in the event of a proposed termination of employment or 

resignation of employee; and 

(m) a statement to the effect that the company shall comply with the 

applicable accounting standards. 
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(3) Pricing : The companies granting option to its employees pursuant to 

Employees Stock Option Scheme will have the freedom to determine the 

exercise price in conformity with the applicable accounting 

policies, if any. 

 

(4) Shareholders’ approval by way of separate resolution: The approval of 

shareholders by way of separate resolution shall be obtained by the company 

in case of- 

(a) grant of option to employees of subsidiary or holding company; or 

(b) grant of option to identified employees, during any one year, equal to or 

exceeding one percent of the issued capital of the company at the time of 

grant of option. 

(5) (a) The company may by special resolution, vary the terms of ESOP not 

yet exercised by the employees  

(b) The notice for passing special resolution for variation of terms of ESOP 

shall disclose full details of the variation, the rationale therefore, and the 

details of the employees who are beneficiaries of such 

variation. 

 

(6) Minimum vesting period: 

(a) T here shall be a minimum period of one year between the grant of options 

and vesting of option. However, in a case where options are granted by a 

company under its Employees Stock Option Scheme in lieu of options held by 

the same person under an Employees Stock Option Scheme in another 

company, which has merged or amalgamated with the first mentioned 

company, the period during which the options granted by the merging or 

amalgamating company were held by him shall be adjusted against the 

minimum vesting period required (i.e., 1 year) 

(b) Lock-in-period for shares issued on exercise of option : The company shall 

have the freedom to specify the lock-in period for the shares issued in 

pursuant to exercise of option. 

(c) R ight to receive dividends: The Employees shall not have right to receive 

any dividend or to vote or in any manner enjoy the benefits of a shareholder 

in respect of option granted to them, till shares are issued on exercise of 

option. 
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(7) Forfeiture/ Refund of amount paid by employees under ESOP : The 

amount, payable by the employees, at the time of grant of option - 

(a) may be forfeited by the company if the option is not exercised by the 

employees within the exercise period; or 

(b) the amount may be refunded to the employees if the options are not 

vested due to non-fulfillment of conditions relating to vesting of option as 

per the Employees Stock Option Scheme. 

(8) (a) The option granted to employees shall not be transferable. 

(b) The option granted to the employees shall not be pledged, hypothecated, 

mortgaged or otherwise encumbered or alienated in any other manner. 

(c) Subject to clause (d), no person other than the employees to whom the 

option has been granted shall be entitled to exercise the option. 

 (d) In the event of the death of the employee while in employment, all the 

options granted to him till such date shall vest in the legal heirs or nominees 

of the deceased employee. 

(e) In case the employee suffers a permanent incapacity while in employment, 

all the options granted to him as on the date of permanent incapacitation, 

shall vest in him on that day. 

(f) In the event of resignation or termination of employment, all options not 

vested in the employee as on that day shall expire. However, the employee 

can exercise the options granted to him which were vested within the period 

specified in this behalf, subject to the terms and conditions under the 

scheme granting such options as approved by the Board. 

 

9. Disclosures in Board of Directors Report : The Board of Directors, shall, 

inter alia, disclose in the Directors’ Report for the year, the following details 

of the Employees Stock Option Scheme: (a) options 

granted; (b) options vested; (c) options exercised; (d) the total number of 

shares arising as a result of exercise of option; (e) options lapsed; (f) the 

exercise price; (g) variation of terms of options; (h) money realized by 

exercise of options; (i) total number of options in force; (j) employeewise 

details of options granted to;- (i) key managerial personnel; (ii) any other 

employee who receives a grant of options in any  one year of option amounting 

to five percent or more of options granted during that year. (iii) identified 

employees who were granted option, during any one year, equal to or 

exceeding one percent of the issued capital (excluding outstanding warrants 

and conversions) of the company at the time of grant;  
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10. Register of Employees Stock Options : 

(i) The company shall maintain a Register of Employee Stock Options in Form 

No. SH.6 and shall forthwith enter therein the particulars of option granted 

under clause (b) of sub-section (1) of section 62. 

(ii) The Register of Employee Stock Options shall be maintained at the 

registered office of the company or such other place as the Board may 

decide. 

(iii) The entries in the register shall be authenticated by the company 

secretary of the company or by any other person authorized by the Board 

for the purpose.  

 

Rule 12(11) specifically provides that, where the equity shares of the company 

are listed on a recognized stock exchange, the Employees Stock Option 

Scheme shall be issued in accordance with the regulations made by 

Securities and Exchange Board of India. In this behalf. SEBI (Share Based 

Employee Benefits) Regulations, 2014 issued in October 28, 2014 (applicable 

from the even date) have replaced the erstwhile SEBI Employee Stock 

Option Scheme and Employee Stock Purchase Scheme Guidelines (applicable 

for listed companies) 1999. 

 

Que. 1 (ESOP – Vesting Period < 1 year) 

On 1st April, a Company offered 100 Shares to each of its 400 Employees at 

Rs25 per Share. The Employees are given a month to accept the Shares. The 

Shares issued under the Plan shall be subject to lock-in to transfer for 3 

years from the Grant Date i.e. 30th April. The Market Price of Shares of the 

Company on the Grant Date is Rs30 per Share. Due to post-vesting 

restrictions on transfer, the Fair Value of Shares issued under the Plan is 

estimated at Rs28 per Share. Upto 30th April, 50% of the Employees 

accepted the Offer and paid Rs25 per Share purchased. Nominal Value of 

each Share is Rs10. Record the issue of Shares in the Books of the Company 

under the aforesaid plan. 

 

Que. 2 (ESOP – Vesting Period > 1 year) 

Choice Ltd. grants 100 stock options to each of its 1,000 employees on 

1.4.2011 for Rs.20, depending upon the employees at the time of vesting of 

options. The market price of the share is Rs.50. These options will vest at 

the end of the year 1 if the earning of Pinnacle Ltd. is 15%, or it will vest at 
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the end of the year 2 if the average earning of two years is 13%, or lastly it 

will vest at the end of the third year if the average earning of 3 years will be 

10%. 5,000 unvested options lapsed on 31.3.2012. 4,000 unvested options 

lapsed on 31.3.2013 and finally 3,500 unvested options lapsed on 31.3.2014. 

Following is the earning of Pinnacle Ltd. 

Year ended on Earnings (in %) 

31.3.2012 14% 

31.3.2013 10% 

31.3.2014 7% 

850 employees exercised their vested options within a year and remaining 

options were unexercised at the contractual life. Pass journal entries for the 

above. 
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SHARE BASED PAYMENTS 

OBJECTIVE 

The objective of this Standard is to specify the financial reporting by an entity 

when it undertakes a share-based payment transaction. In particular, it requires an 

entity to reflect on its profit or loss and financial position the effects of share-

based payment transactions, including expenses associated with transactions in 

which share options are granted to employees. 

 

SCOPE 

An entity shall apply this Standard in accounting for all share-based payment 

transactions, whether or not the entity can identify specifically some or all of the 

goods or services received, including: 

1. Equity-Settled Share-Based Payment Transactions in which the entity receives 

goods or services as consideration for equity instruments of the entity (e.g., the 

grant of shares or share options to employees). 

 

For equity-settled share-based payment transactions, the entity shall measure the 

goods or services received, and the corresponding increase in equity, directly, at the 

fair value of the goods or services received, unless that fair value cannot be 

estimated reliably. If the entity cannot estimate reliably the fair value of the goods 

or services received, the entity shall measure their value, and the corresponding 

increase in equity, indirectly, by reference to the fair value of the equity 

instruments granted. 

 

2. Determining the Fair Value of Equity Instruments Granted 

• For transactions measured by reference to the fair value of the equity instruments 

granted, an entity shall measure the fair value of equity instruments granted at the 

measurement date, based on market prices if available, taking into account the terms 

and conditions upon which those 

equity instruments were granted. 

 

• If market prices are not available, the entity shall estimate the fair value of the 

equity instruments granted using a valuation technique to estimate what the price 

of those equity instruments would have been on the measurement date in an arm’s 

length transaction between knowledgeable, willing parties. The valuation technique 

shall be consistent with generally accepted valuation methodologies for pricing 

financial instruments, and shall incorporate all factors and assumptions that 

knowledgeable, willing market participants would consider in setting the price.  
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3. Cash-Settled Share-Based Payment Transactions in which the entity receives 

goods or services and incurs a liability based on the price (or value) of the entity’s 

shares or other equity instruments of the entity as consideration (e.g., the grant of 

share appreciation rights to employees. 

 

4. Cash-Settled Share-Based Payment Transactions which entitle the employees 

to future cash payments based on the increase in the entity’s share price. 

 

5. Cash-Settled Share-Based Payment Transactions in which the entity receives 

or acquires goods or services and the terms of the arrangement provided either the 

entity or the supplier of those goods or 

services with a choice of whether the entity settles the transaction in cash (or other 

assets) or by issuing equity instruments,. In the absence of specifically identifiable 

goods or services, other circumstances may indicate that goods or services have 

been (or will be) received, in which case this Standard applies. 

 

Share-based payment transaction may be settled by another group entity (or a 

shareholder of any group entity) on behalf of the entity receiving or acquiring the 

goods or services. This is applicable to an entity that : 

(a) receives goods or services when another entity in the same group (or a 

shareholder of any group entity) has the obligation to settle the share-based 

payment transaction, or 

 

(b) has an obligation to settle a share-based payment transaction when another 

entity in the same group receives the goods or services, unless the transaction is 

clearly for a purpose other than payment for goods or services supplied to the entity 

receiving them. 

 

What Is Share Based Payment (SBP) Transaction & Arrangement ? 

SBP transaction is a transaction in which the entity : 

(a) receives goods or services from the supplier of those goods or services in a SBP 

arrangement, or 

(b) incurs an obligation to settle the transaction with the supplier in a SBP 

arrangement when another group entity receives those goods or services. 

 

SBP arrangement is an agreement between the entity (or another group entity or 

any shareholder of any group entity) and another party that entitles the other party 

to receive ; 

(a) cash or other assets of the entity for amounts that are based on the price (or 

value) of equity instruments of the entity or another group entity, or 
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(b) equity instruments of the entity or another group entity, provided the specified 

vesting conditions, if any, are met. 

 

Example of Share-Based Payment Arrangements 

 

SBP arrangements between employers and employees 

• Share Appreciation Rights (SAR) that entitle employees to cash payments 

calculated by reference to increases in the market price of an entity’s shares. 

• Share ownership plans where employees receive an entity’s shares in exchange for 

their services. 

 

SBP arrangements that are not between employers and employees 

• An external consultant (not an employee) may provide services in return for shares 

in the entity. 

• A supplier may provide goods in return for shares in the entity. 

• A shareholder (rather than an employer) may grant shares to an employee. 

 

Important Concepts of Accounting for Share-based payments 

 

Grant Date 

Grant date is defined as “the date on which the Company and employees agree to 

the terms of an employee share-based payment plan. At grant date, the Company 

confers on the employees the right to cash or shares 

of the Company, provided the specified vesting conditions, if any, are being met.” 

 

In practice, it is not always clear when a mutual understanding of the award (and, 

therefore, grant date) has occurred. Issues of interpretation can arise as to: 

• how precise the shared understanding of the terms of the award must be, and 

• exactly what level of communication between the company and the counterparty is 

sufficient to ensure the appropriate degree of ‘shared understanding. 

 

Important Concepts of Accounting for Share-Based Payments 

 

Example – Determination of Grant Date 

XYZ Ltd. grants 100 stock options to each of its 500 employees. The law governing 

the company requires approval of the board / shareholders on any such grant. What 

is the grant date of ESOP in each of the following 

scenarios? 
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a) The company communicates the award to employees first, followed by board’s / 

shareholders approval. The award is approved with the same terms as initially 

communicated to employees. 

b) Shareholder / board’s approval is obtained first, and later the award is 

communicated to the employees. 

c) The award is communicated to the individual employees, but when it goes to the 

shareholders/board for approval, the shareholders/b ard change the original award 

from how it was initially communicated to employees. The entity then communicates 

the new terms to employees. 

 

Grant Date In Each Of The Scenarios Above: 

a) Grant date is the board’s/shareholders approval date. 

b) Grant date is the date of communication of the award to the employees as this is 

the date on which the company and its employees agree to the terms of the ESOP. 

c) Grant date is the subsequent communication date to employees, as this is the date 

when the company and its employees have a shared an understanding of the terms 

and condition of the ESOP plan. 

 

Date of Receipt of Goods and Services 

Determination of date on which goods and services are received is critical, as the 

company is required to recognise employee stock compensation expense on the date 

of receipt of goods and services. The date of receipt of goods and services may not 

be the same as grant date, if the goods or services are received prior to the grant 

date. 

 

For example, on 1st January, 2013 an entity advises employees of the terms of a 

share award designed to reward performance over the three years ended 31st 

December, 2015. The award is subject to board’s approval, which is given on 1st 

March, 2013. In this case, grant date is 1st March, 2013. However, the cost of the 

award would be recognized over the three year period beginning 1st January, 2013, 

since the employees would have effectively been rendering service for the award 

from that date. 

 

Important Concepts of Accounting for Share-Based Payments 

 

Vesting and non-vesting conditions 

A share-based payment award generally vests upon meeting specified conditions, 

such as service conditions (time-based) or performance conditions (e.g., achieving a 

specified EBITDA target). 
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Under IND AS 102, the nature of the condition affects the timing of when the 

expense is recognized, and in some cases, the measurement of the expense. 

 

In addition, if a condition is not met, whether or not the entity may reverse the 

previously recognized compensation expense depends on the nature of the condition 

that was not met. Therefore, the classification of a condition is a critical step in 

accounting for share-based payments. 

 

Classification of Conditions to Receive Share-Based Payments : 

Does the condition determine whether the entity receives the services that entitle the 

counterparty to the share –based payment? 

 

 

NO  YES 

 

 

Non-vesting condition  Is the condition a specified period of service? 

 

YES  NO 

 

 

Service vesting condition  Performance vesting condition 

 

Does the condition on which the exercise price, vesting or 

exercisability of an equity instrument depends relate to the market 

price of the entity’s equity instruments, either directly or indirectly? 

 

 

NO  YES 

 

 

Market vesting condition  Non-market vesting condition 
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Timeline of A Share Option Award 

 

Vesting Period – Period during which all specified vesting 

conditions are to be satisfied. 

 

 

 

 

(YEAR 1 & 2)  (YEAR 3)  YEAR 4) 

 

Grant Date 

Date at which entity and 

counterparty have shared 

understanding of terms 

and conditions of 

arrangement 

 Vesting Date 

Date that vesting 

conditions for 

entitlement satisfied 

conditions of 

arrangement 

 Exercise Date 

Date that awards 

exercised satisfied 

conditions of 

arrangement 

 

 

Example: Vesting Period - Award with service condition only 

If an employee remains in service for at least three years from the grant date of 

the award, the employee can exercise the options at any time after the end of three 

years and on or before ten years from the grant date of the award. The fair value 

of the award at the grant date, ignoring the effect of the vesting condition, is Rs. 

3,00,000. 

For this award, the vesting period is three years, the exercise period is seven years, 

and the life of the option is ten years. 

The requirement to remain employed is a (vesting) service condition. The entity 

recognizes an expense of Rs.1,00,000 a year for three years, with a corresponding 

increase in equity. If the employee leaves at the start of year three, the entity 

reverses the cumulative expense previously recognized (i.e., Rs. 2,00,000) in the 

current year. 

 

Overview Of Equity And Cash Settled - Measurement 

Counterparty Measurement 

basis 

Initial 

Measurement 

date 

Recognition 

date 

Subsequent 

Measurement  

Basis and date 

Equity Settled Awards 

Employee Fair value of 

equity 

instruments 

awarded 

Grant date Date goods 

or services 

received 

No 

remeasurement 

Time  
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Non-employee Fair value of 

goods or 

services 

received 

Date of goods 

or services 

received 

Cash Settled Awards 

Employee Fair value of 

Liability 

Grant date Date goods 

or services 

received 

Re-measurement 

of fair value at 

each reporting 

date. 
Non-employee  Fair value of 

Liability 

Date of goods 

or services 

 

Recognition Principle  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Examples of impact of various conditions 

 

Example: Award with market condition only 

Illustration 1. Q. An entity granted share options to a director on the condition 

that the market price of the related shares increases by at least 15% each year 

over the next five years. At the end of year five, this target as not met. 

Solution: . The entity cannot reverse the expense recognized in the current or 

previous years and cannot revise the grant date fair value since the condition is 

market-based. 

 

Example: Award with non-vesting condition only 

Illustration 2. An entity grants share options to a director on the condition that 

the director does not compete with the reporting entity for a period of at least 

TIMINGS  WHEN RECEIVED GOODS  

SERVICES WHEN OBTAINED 

RECOGNITION 

(debit entry) 

EXPENSES 

ASSET (if goods/services qualify as asset) 

Increase in equity (for equity-settled SBP) 

Liability (for cash-settled SBP) 

RECOGNITION 

(debit entry) 
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three years. The fair value of the award at the date of grant, including the effect 

of the ‘non-compete’ clause, is Rs. 150,000. 

Solution : The ‘non-compete’ clause is a non-vesting condition, because the entity 

does not receive any services. On the grant date, the entity immediately recognizes 

a cost of Rs. 150,000, as the director is not providing any future services. The entity 

cannot reverse the expense recognized, even if the director goes to  work for a 

competitor and loses the share options, because the condition is a non-vesting 

condition. 

 

Example - Cash-settled awards 

An entity grants 100 cash-settled awards to each of its 500 employees, on condition 

that the employees remain in its employment for the next three years. Cash is 

payable at the end of three years based on the share price of the entity’s shares on 

such date. 

 

Year 1 - 35 employees leave. The entity estimates that 60 additional employees will 

leave during years 2 and 3 (i.e., the award will vest for 405 employees). The share 

price at year-end is Rs 40. 

 

Year 2 - 40 employees leave and the entity estimates that 25 additional employees 

will leave during year 3 (i.e., the award will vest for 400 employees). The share price 

at year-end is Rs 50. 

 

Year 3 - 22 employees leave, so that the award vests for 403 employees. The share 

price at year-end is Rs 52. 

Example - Cash-settled awards 

The entity recognizes the cost of this award as follows: 

Year Calculation of liability Liability Expense for 

Period 

1 405 employees x 100 awards  x Rs 40 x 1/3 5,40,000 (Cr) 5,40,000 (Dr) 

2 400 employees x 100 awards  x Rs 50 x 2/3 13,33,333 (Cr) 7,93,333 (Dr) 

3 403 employees x 100 awards x Rs 52 x 3/3 20,95,600 (Cr) 7,62,267 (Dr) 

 

Entry at the end of 3rd year (Final cash settlement) 

Liability A/c              Dr        20,95,600 

To Cash                     Cr                     20,95,600 

 

Share-Based Payment Awards with a Cash Alternative 

The accounting differs depending on whether the choice rests with the 

counterparty or the entity. 
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If counterparty has the right to choose the mode of settlement, then treat the 

award as a compound award. Split into a liability component (the counterparty’s right 

to demand settlement in cash) and an equity component (the counterparty’s right to 

demand settlement in shares). Once split, the entity accounts for the two 

components separately. 

 

If entity has to choice then entity shall determine whether it has a present 

obligation to settle in cash treat the whole award as cash settled and account award 

as a liability or else account for the transaction as equity settled. 

 

Modification, Cancellation or Settlement 

 

Modifications: 

Entity to recognize, the minimum services received measured at the grant date at 

fair value of the equity instruments granted, unless those equity instruments 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 any modifications to the terms and conditions on which the equity 

instruments were granted, or a cancellation or settlement of that grant of equity 

instruments. 

 

The entity shall also recognize the effects of modifications that increase the total 

fair value of the share-based payment arrangement or are otherwise beneficial to 

the employee. 

 

Cancellation or Settlement: 

If a grant of equity instruments is cancelled or settled during the vesting period: 

• Entity shall recognize immediately the amount that otherwise would have been 

recognized for services received over the remainder of the vesting period. 

• Any payment made to the employee on the cancellation or settlement shall be 

accounted for as a deduction from equity, except to the extent that the payment 

exceeds the fair value of the equity instruments granted, measured at the 

repurchase date. 

• If new equity instruments are granted to the employee and entity identifies the 

new equity instruments granted as replacement equity instruments for the cancelled 

equity instruments, the entity shall account 

for in the same way as a modification of the original grant of equity instruments. 

 

Disclosures: 
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IND AS 102 Requires Entities to disclose the following: 

• The type and scope of agreements existing during the reporting period. 

• Description of agreements (settlement methods, vesting conditions, etc.). 

• The number and weighted-average exercise price of share options by category 

(outstanding at the beginning of the reporting period and at the end of the reporting 

period, granted, vested, exercised and forfeited). 

• Average share price of exercised options. 

• Range of exercise prices and remaining contractual life of options outstanding at 

the end of the reporting period. 

• Valuation method used to estimate the fair value of the awards (model and input 

values, etc.).  

• The impact on the income statement (i.e., total expense) and the financial position 

(e.g., carrying amount of liabilities) of share-based payment awards. 

 

Difference between IGAAP & Ind-AS 102 

IGAAP IND-AS 102 

Share-based payment to employees 

have an option to measure based on the 

grant date fair value or intrinsic value 

of the equity instruments issued. 

Share-based payment to employees are 

measured based on the grant-date fair 

value of the equity instruments issued. 

intrinsic value approach is permitted 

only when the fair value of the equity 

instruments cannot be estimated 

reliably. 

For measuring share-based payment to 

nonemployees there is no specific 

guidance. 

Share-based payment to employees are 

generally, measured based on the fair 

value of the goods or services received. 

In case of graded vesting i.e. where 

share options or other equity 

instruments granted vest in instalments 

over the vesting period, entity may 

choose to measure on a straight-line 

basis as a single award 

or an accelerated basis as though each 

separately vesting portion of the award 

is a separate award. 

Awards with graded vesting is measured 

as, in substance, multiple awards. 
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UNDERWRITING 

 Underwriting is an arrangement / agreement between the company, 

issuing shares / Debentures to public and the underwriter.  

 Underwriter undertakes to purchase and pay for the shares / 

debentures not subscribed (applied for) by the public.  

 For this underwriter gets commission from the company. 

 

# WHY UNDERWRITING IS NEEDED?? 

- When public issue of shares / debentures is made by the company,  

- there is risk of non/ under subscription,  

- resulting into refund of subscription &  

- causing lot of issue expenditure to go waste 

- This uncertainty can be avoided / insured by getting the issue 

underwritten 

 

# Short notes on Underwriting: 

1. Contract: Underwriting (an issue of Shares or Debentures) is a 

contract between a Company and another party called Underwriter, 

whereby, in the event of the Shares or Debentures not being 

subscribed fully by the public, the Underwriter agrees to take up the 

balance. 

2. Benefits: Underwriting Arrangement ensures that the Company’s issue 

will be fully subscribed. The risk of the Capital not being subscribed 

for by the public is effectively borne by the Underwriters. 

3. Commission: For the services rendered, the Underwriter is entitled to 

a Commission. Underwriting Commission will be payable only at a rate 

authorized by the Articles of Association, not exceeding 2.5% of 

the Issue Price of Debentures and 5% of Shares. No Commission can 

be paid in respect of Shares or Debentures which have not been 

offered to the general public for subscription. These are further 

subject to SEBI Guidelines in this regard. 

4. Disclosure in Prospectus: When any issue of Shares or Debentures is 

underwritten, the names of the Underwriters and the option of the 

Directors that the resources of the Underwriters are sufficient to 

discharge their obligations, should be stated in the Prospectus. 

 

      UNDERWRITING OF SHARES / DEBENTURES 
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Marked forms 

Underwriters have an immense responsibility to subscribe for the 

shortfall in public subscription. Hence, every underwriter is interested in 

avoiding any devolvement (shortfall in public subscription), as it implies 

lack of public interest in company and post allotment market prices would 

be significantly lesser than issue price. Hence, underwriters take 

marketing efforts to get subscription to the public issue. Since the effort 

of each underwriter is likely to be different, the subscription from effort 

of each underwriter is tracked with application forms carrying seal of 

underwriter (code). Such forms are referred as marked forms. 

 

Unmarked forms 

Unmarked forms are direct applications received by the company without 

the stamps / seal of any underwriters to the issue. These applications are 

usually result of company’s own efforts to raise capital. 

 

Other short Notes: 

i. Full underwriting (SHORT NOTE) 

 When the entire issue is underwritten such underwriting is termed 

‘full underwriting’. For example, X Ltd. decided to make a public issue 

of 1,00,000 Equity shares of Rs.10 each which is entirely underwritten 

by A, B, C and D in the ratio of 2:2:1:1. 

 In such a case the benefit of unmarked applications is given to the 

underwriter in the ratio of their gross liability i.e. 2:2:1:1. 

 

ii. Partial underwriting (SHORT NOTE) 

 When only a part of issue is underwritten, such underwriting is 

termed as ‘Partial Underwriting’. For example, X Ltd. decided to make 

a public issue of 1,00,000 Equity shares of Rs.10 each out of which 

90,000 shares are underwritten by A, B, C and D in the ratio of 2:2:1:1. 

It means 10,000 shares are underwritten by the company itself. 

 In such a case, the benefit of unmarked applications will first be 

given to the company. 

 In case there is surplus, such surplus will be distributed among other 

underwriters in the ratio of their gross liability. 

 

iii. Sole underwriting 
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 When the issue is underwritten only by one underwriter, such 

underwriting is termed as ‘Sole underwriting’. For example, if an issue 

of 1,00,000 shares of Rs.10 each of X Ltd., is underwritten by A, it is 

a case of sole underwriting.  

 In such a case, the distinction between marked and unmarked 

applications is not of such significance. 

 

iv. Joint underwriting 

 When the issue is underwritten by two or more underwriters, such 

underwriting is termed as ‘Joint Underwriting’. For example, if an issue 

of 1,00,000 shares of Rs.10 each of X Ltd. is underwritten by A, B, C 

and D in the ratio of 2:2:1:1, it is a case of joint underwriting. 

 In such a case the benefit of unmarked applications is given to the 

underwriters in the ratio of their gross liability. 

 The benefit of marked applications is given to the concerned 

underwriters in whose favour applications have been marked. 

 

v. Firm underwriting (SHORT NOTE) 

 Meaning: Firm underwriting refers to a definite commitment of the 

underwriter to take up a specified number of securities irrespective 

of the number of securities subscribed by the public. 

For example, the entire issue of X Ltd. is underwritten as follows: 

i. 1,60,000 shares (firm underwriting 3,600 shares) 

ii. 1,60,000 shares (firm underwriting 2,000 shares) 

iii. 80,000 shares (firm underwriting 1,200 shares) 

iv. 80,000 shares (firm underwriting 10,000 shares) 

In this case only 4,63,200 shares (i.e. 4,80,000 shares – firm 

underwriting of 16,800 shares) will be offered to public and 16,800 

shares will be taken up by the underwriters even if the issue is 

oversubscribed. 

 Treatment: The benefit of firm underwriting may be given either. 

i. To an individual underwriter on the basis of his individual firm 

underwriting,     or 

ii. To all the underwriters in the ratio of their gross liability. 

In other words, firm underwriting shares may be treated at par 

with either ‘Marked Applications’ or ‘Unmarked Applications’. 
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The Companies Act, and Securities and Exchange Board of India (SEBI) 

have certain directions in respect of payment of commission which are as 

follows: 

a. The payment of commission should be authorized by the Articles. 

b. The names and address of the underwriters and the number of shares or 

debentures underwritten by each of them should be disclosed in the 

prospectus. 

c. The rate should be disclosed in the prospectus, or in the statement in lieu 

of prospectus as the case may be and should be filed with the Registrar 

along with a copy with a copy of the underwriting contract before the 

payment of commission. 

d. The number of shares or debentures which the persons have agreed to 

subscribe absolutely or conditionally for commission should be disclosed 

in the manner aforesaid and 

e. A copy of the contract for the payment of the commission should be 

delivered to the Registrar along with the prospectus or the statement in 

lieu of prospectus for registration. 

f. According to SEBI Guidelines one underwriter can agree to underwrite 

maximum to the extent of 10% of total issue. 

g. Rate of commission  
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

*In respect of preference shares and debentures, additional commission of 

1% can be paid in respect of devolvement (shortfall in public subscription). 

Note: Underwriting commission is calculated as a percentage of issue price 

unless otherwise provided in the contract. 

 

 

 

Underwriting 

commission 

The Companies Act, 

1956 

SEBI Guidelines 

 Shares             5% 

 Debentures    2.5% 

 Equity shares                     2.5% 

 Preference shares & debentures* 

For < 5 lacs                         1.5% 

For > 5 lacs                                  1% 
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 # IMP POINTS: 

 

 

Liability of the underwriters 

Since public issues involve huge amount, underwriting is usually done by one 

or more persons for an issue and hence it becomes necessary to calculate the 

liability of each of the underwriter. 

The statement showing computation of the net liability of the underwriters 

is tabulated below: 
Statement of computation of Underwriter’s liability 

SI. 

No. 

Particulars (No. of shares / debentures) 

  Underwriter 

1 

Underwriter 

2 

Underwriter 

3 

1.  Gross liability 

(As per underwriting agreement) 

Xxx Xxx xxx 

2.  Less : Firm underwriting 

(As per underwriting agreement) 

(xxx) Nil (xxx) 

3.  Less: Marked forms from public 

(Actuals) 

(xxx) (xxx) (xxx) 

4.  Less: Unmarked forms  

(Ratio of gross liability) 

(xxx) (xxx) (xxx) 

5.  (Surplus)/ shortfall (1-2-3-4) (xxx) Xxx xxx 

6.  Transfer of surplus to other 

underwriters (Ratio of relative 

gross liability) 

Xxx (xxx) (xxx) 

7.  Net shortfall in public subscription 

(5-6) [Devolvement] 

Nil Xxx xxx 

8.  Add: Firm underwriting 

(2 above) 

xxx Nil xxx 

9.  Total subscription by underwriter 

(7+8) 

xxx Xxx xxx 

UNDERWRITER'S 
LIABILITY

WITHOUT FIRM 
UNDERWRITING

[A]

WITH FIRM 
UNDERWRITING

FIRM UNDERWRITING 
INCLUDED IN TOTAL 
APPLICATION RECD.

FIRM UW TREATED AS 
UNMARKED

[B]

FIRM UW TREATED AS 
MARKED

[C]

FIRM UNDERWRITING 
NOT INCLUDED IN TOTAL

[D]

BENEFIT OF 

FIRM UW NOT 

GIVEN TO 

INDIVIDUAL 

UNDERWRITER 

BENEFIT OF 

FIRM UW NOT 

GIVEN TO 

INDIVIDUAL 

UNDERWRITER 

BENEFIT OF 

FIRM UW 

GIVEN TO 

INDIVIDUAL 

UNDERWRITER 
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Illustration 

A, B and C underwriter 15,000, 10,000 and 5,000 shares respectively. A and C gives a firm 

underwriting for 5,000 and 3,000 shares respectively. 

Marked forms ‘A’ – 8,000; ‘B’ – 6,000; ‘C’ – 500 

Unmarked forms – 6,000 

SI. 

No. 

Particulars A B C 

  (No. of shares/ debentures)  

1.  Gross liability 

(As per underwriting agreement) 

15,000 10,000 5,000 

2.  Less: Firm underwriting 

(As per underwriting agreement) 

(5,000) - (3,000) 

3.  Less: Marked forms from public 

(Actuals) 

(8,000) (6,000) (500) 

4.  Less: Unmarked forms 

(In the ratio of Gross liability) 

(15:10:5 i.e. 3:2:1) 

 

(3,000) 

 

 

(2,000) 

 

(1,000) 

5.  (Surplus)/ Shortfall (1-2-3-4) (1,000) 2,000 500 

6.  Transfer of surplus to other 

underwriters (Ratio of relative 

gross liability – 2:1) 

 

1,000 

 

(667) 

 

(333) 

7.  Net shortfall in public subscription 

(5-6) 

- 1,333 167 

8.  Add: Firm underwriting (2 above) 5,000 - 3,000 

9.  Total subscription by 

underwriter(7+8) 

5,000 1,333 3,167 

 

Journal Entries for Underwriting Commission 

SI. 

No. 

Particulars  Debit 

Rs. 

Credit 

Rs.  

1.  Underwriting commission due: 

Underwriting commission A/c 

To Underwriters A/c 

 

Dr. 

 

xxx 

 

 

xxx 

2.  Payment of commission: 

Underwriters A/c 

To Bank A/c 

 

Dr. 

 

xxx 

 

 

xxx 

3.  Write off against share premium (if available): 

Share premium A/c 

To Underwriting commission A/c 

 

Dr. 

 

xxx 

 

 

xxx 
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 1. PRACTICAL QUESTIONS TO BE SOLVED IN CLASS 

 

Que. 1 

Harimani Ltd. came up with public issue of 30,00,000 Equity shares of Rs.10 

each at Rs.15 per share. A, B and C took underwriting of the issue in 3:2:1 

ratio. 

Applications were received for 27,00,000 shares. 

The marked applications were received as under: 

A  8,00,000 shares 

B  7,00,000 shares 

C  6,00,000 shares 

Commission payable to underwriters is at 5% on the face value of shares. 

a. Compute the liability of each underwriter as regards the number of 

shares to be taken up. 

b. Pass journal entries in the books of Harimani Ltd. to record the 

transactions relating to underwriters. 

 

Que. 2 

Husky Ltd issued 20,000 Shares which are underwritten as follows:  

Alok   –  12,000 Shares,  

Nath  –  5,000 Shares and  

Chandi  –  3,000 Shares. 

The underwriters made applications for Firm Underwriting as under:  

   Alok  –  1,600 Shares,  

   Nath  –  600 Shares, and  

   Chandi  –  2,000 Shares.  

The total subscriptions excluding Firm Underwriting but including Marked 

Applications were for 10,000 Shares. 

The Marked Applications were:  

Alok  - 2,000 Shares, 

Nath  -  4,000 Shares and  

Chandi –  1,000 Shares. 

You are required to show the allocation of liability of the Underwriters. 
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Que. 3 

A joint stock company resolved to issue 10 lakhs equity shares of Rs. 10 each 

at premium of Rs. 1 per share. One lakh of these shares were taken up by the 

directors of Rs.1 per share. One lakh of these shares were taken the entire 

amount being received forthwith. The remaining shares were offered to the 

public, the entire amount being asked for with application. 

This issue was underwritten by X, Y and Z for a commission @ 2% of the issue 

price, 65% of the issue was underwritten by X, while Y’s and Z’s shares were 

25% and 10% respectively. Their firm underwriting was as follows: 

X 30,000 shares, Y 20,000 shares and Z 10,000 shares. The underwriters 

were to submit unmarked application for share underwritten firm with full 

application money along with members of the general public. 

Marked applications were as follows: 

X - 1,19,500 shares, 

Y - 57,500 shares and  

Z - 10,500 shares 

Unmarked applications totalled 7,00,000 shares. 

Accounts with the underwriter’s were promptly settled. 

You are required to: 

a. Prepare a statement calculating underwriter’s liability for shares other 

than shares under written firm. 

b. Pass journal entries for all the transactions including cash transactions. 

 

MCQ: 

1. Under complete underwriting type oi contract, the liability of the single 

underwriter shall be 

(a)    Number of shares underwritten - number of shares applied for by the 

public 

(b) Number of shares underwritten 

(c) Number of shares applied for by the public 

(d) None of these 

 

2. The underwriter is entitled to receive remuneration  

(a) The nominal value of shares actually purchased  

(b) The issue price of shares underwritten  

(c) The number of shares applied for by the public  

(d) None of these 
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 3. When an underwriter agrees to take up a definite number of shares in addition 

to underwritten shares, it is called  

(a) complete underwriting 

(b) partial underwriting • 

(c) firm underwriting 

(d) none of these 

 

4. As per Section 76 of the Company’s Act, commission payable to an underwriter 

should not exceed 

(a) 0.5% (b)2.5% 

(C) 6% (d) 5% 

 

5. As per the guidelines issued by SEBI, the commission payable to an underwriter 

is 

(a) 2.5% 

(b) 5% 

(c) 6% 

(d) 10% 

 

6. The aggregate amount payable as fees to managers for issues up to ? 5 crore is 

(a) 0.2% (b) 2% 

(c) 0.5% (d)2.5% 

 

7. A company issued 10,000 equity shares, which were underwritten exclusively by 

Mr. Felix. The company received applications for 15,000 shares. Mr. Felix is 

entitled to receive commission on 

(a) 15,000 shares 

(b) 5,000 shares 

(c) 10,000 shares 

(d) none of these 

 

8. Underwriting commission will not be paid on shares taken by - 

(A) Promoters 

(B) Employees 

(C) Directors 

(D) All 

 

9. Underwriting commission is classified as .  

A. Capital Loss B. Capital Expenditure 
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C. Revenue expenditure D. Deferred revenue expenditure 

 

10. Security premium account can be utilized for  

A. Issuing fully paid bonus shares B. Write off preliminary expenses 

C. Write off underwriting commission D. All of these 

 

11. Rose Ltd. issued 10,000 shares of Rs. 10 at a discount of Rs. 1 per share. The 

underwriting commission will be paid on 

(a) Rs.1,00,000 

(b) Rs. 1,10,000 

(c) Rs. 90,000 . 

(d) None of these 

 

12. While preparing the Balance Sheet of a company ‘Underwriting Commission’ is 

shown under which head? 

(A) Unamortized Expenditure 

(B) Current Assets 

(C) Non-Current Assets 

(D) Current Liability 
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a. PAR 
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3. DEBENTUREE ISSUED FOR CONSIDERATION OTHER THAN CASH 

4. ISSUE OF DEBENTURES AS A COLLATERAL SECURITY 
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7. WRITE OFF DISCOUNT ON ISSUE OF DEBENTURES 

8. LOSS ON ISSUE OF DEBENTURES 

9. REDEMPTION OF DEBENTURES AT 

a. PAR 

b. PREMIUM 

c. DISCOUNT 

10.  CREATION OF DRR 

11.  PURCHASE OF DEBENTURES FROM THE OPEN MARKET 

12.  CONVERSIONS OF DEBENTURES 

 

1. INTRODUCTION 

WHY ISSUE OF DEBENTURE?? 

- Equity sources of financing are  

- not always sufficient to meet the ever growing needs of the corporate 

expansion and growth  

- hence, corporates turn to debt financing through: 

o Financial institutions,  

o commercial banks or  

o by issuing debt instruments  

Either through the route of private placement or by offering the same for 

public subscription 

- Owing tax shield provided by debt instruments,  

- the debt financing not only helps in reducing the cost of capital 

      ACCOUNTING FOR DEBENTURES 7 
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- But also helps in designing appropriate capital structure of the 

company 

THUS, Debentures are part of loan capital and the company is liable to pay 

interest thereon whether it earns profit or not 

 

2. ISSUE OF DEBENTURES 

 The procedure for issuing debentures by a company is very much 

similar to that of an issue of shares. 

 The company may ask for payment of the whole of the amount along 

with the application or by instalments 

 Debentures may be issued either,  

(i) at par, or  

(ii) at a premium, or  

(iii) at a discount without any legal restriction 

 

Debenture issued for cash 

AT PAR 

Debentures are said to be issued at par when the debenture holder pays an 

amount equal to the nominal or face value of the debentures e.g. the issue 

of Rs. 100 debenture for Rs. 100. 

Date Particulars    Dr. 

(Rs.) 

Cr. 

(Rs.) 

 On receipt of application money: 

Bank Alc      Dr. 

To Debentures Application A/c 

 

 

 

 

 On allotment: 

Debentures Application A/c   Dr. 

To Debentures A/c 

 

 

 

 

 On refunding excess application money: 

Debentures Application A/c   Dr. 

 

 

 

 

WO SAB TO THIK HAI, LEKIN DEBENTURE MATLAB KYA??? 

- Debenture is a written acknowledgement of a debt taken by the company  

- issued under the common seal of the company and  

- a debenture certificate contains an undertaking to pay back the principal sum  

- on or after a specified maturity period and  

- to pay the interest on the debt at a fixed rate whichever is decided at regular intervals  

- generally half yearly until the debt is repaid fully 
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 To Bank A/c 

 On allotment money due: 

Debentures Allotment A/c   Dr. 

To Debentures A/c 

 

 

 

 

 On receipt of allotment money: 

Bank A/c     Dr. 

To Debentures Allotment A/c 

 

 

 

 

 On call money due: 

Debentures Call A/c   Dr. 

To Debentures A/c 

 

 

 

 On receipt of call money: 

Bank A/c      Dr. 

To Debentures Call A/c 

  

 

Note: All cash transactions are generally passed through the Cash Book. 

 

AT PREMIUM 

 Issued at a price higher than the nominal value of the debentures 

 Debentures Account should be credited only with the nominal value of 

the debentures 

 Premium should be credited to “Securities Premium Account” 

Date Particulars Dr. 

(Rs.) 

Cr. 

(Rs.) 

 Debentures Application A/c  Dr. 

Or 

Debentures Allotment A/c  Dr. 

Or 

Debentures Call A/c            Dr. 

To Debentures A/c 

To Securities Premium A/ c 

 

 

 

 

 

 

AT DISCOUNT 

 Issued at a price lower than the nominal value 

 Discount on issue of debentures may either be written off against 

revenue profit or capital profits 

 Debentures Account should be credited with the nominal value 

 Discount allowed on issue of debentures, being a capital loss, should be 

debited to “Discount on Issue of Debentures Account” ("Non-Current 

Assets") 
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Date Particulars Dr. 

(Rs.) 

Cr. 

(Rs.) 

 Debentures Application A/c  Dr. 

Or 

Debentures Allotment A/c  Dr. 

Or 

Debentures Call A/c            Dr. 

Discount on Issue of Debenture A/c Dr. 

To Debentures A/c 

 

 

 

 

 

 

#Writing-off discount on issue of debenture: Sound business policy 

demands that discount on issue of debenture should be written off as quickly 

as possible. 

Treatment: 

(1) It being a capital loss, can be written off against capital profits. Section 

52 of the Companies Act, 2013 also permits "Securities Premium 

Account" to be utilized in writing off discount on issue of debentures. 

(2) It can be treated as deferred revenue expenditure and written off 

against revenue profit over the period of life of the debentures. 

 

The following are the two methods which are generally adopted for this 

purpose. 

Fixed instalment method: The total amount of discount is spread over the 

life of the debentures equality and every year a fixed amount is written off 

against revenue. 

Example: If the total discount allowed on issue of debentures is Rs. 10,000 

and the debentures are issued for 10 years, the amount of discount to be 

written off every year will be 1/ 10th of the total discount, i.e., every year 

an amount equal to (1/10 x 10,000) = 1,000 will be written off over a period 

of 10 years. 

Fluctuating instalment method: In this method, the amount of discount to 

be written off every year should bear a proportion to the debentures 

outstanding at the beginning of each year. 

 

3. DEBENTUREE ISSUED FOR CONSIDERATION OTHER THAN CASH 

Company acquires some assets from the vendor and instead of paying the 

vendor in cash, the company may allot debentures in payment of purchase 

consideration 

Date Particular   
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  For acquisition of assets: 

Sundry Assets A/c   Dr. 

To Debenture A/c 

 

 

 

 

 Nominal value of debentures> purchase price: 

Sundry Assets A/c   Dr. 

Goodwill A/c             Dr. 

To Debenture A/c 

 

 

 

 

 

 

 Nominal value of debentures < purchase price: 

Sundry Assets A/ c    Dr. 

To Debenture A/c 

To Capital Reserve A/c 

  

 

4. ISSUE OF DEBENTURES AS A COLLATERAL SECURITY 

- ‘Collateral Security’ implies additional security given for a loan 

- Where a company obtains a loan from a bank or insurance company, it 

may issue its own debentures to the lender as collateral security 

- Lender has the absolute right over the debentures until and unless 

the loan is repaid 

- On repayment of the loan, lender has to release the debentures 

- Holder of such debentures is entitled to interest only on the amount 

of loan, but not on the debentures 

Accounting Entries: 

Method 1: 

(1) Pass entry for loan taken. 

(2) No accounting entry is required to issue debentures as collateral security. 

Date Particulars     Dr. 

(Rs.) 

Cr. 

(Rs.) 

 For taking loan: 

Bank A/c   Dr. 

To Loan A/c 

(Being, bank loan taken) 

50,000 

 

 

 

50,000 

 

 

For issuing debenture as collateral security: 

No entry 

 

Balance Sheet of HM Ltd. as at. ...... 

EQUITIES & LIABILITIES  Rs. 

Non-Current Liabilities:  

Bank Loan  
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(Secured by the issue of 600, 12% Debentures of Rs. 100 

each as collateral security)  

50,000 

ASSETS  Rs. 

Current Assets:  

Cash at bank  50,000 

 

Method 2: 

(1) Pass entry for loan taken. 

(2) Pass following entry for issue debentures as collateral security. 

Debentures Suspense A/c Dr. 

To Debentures A/c 

 

Date Particulars Dr. (Rs.)  Cr. 

(Rs.) 

 For taking loan:   

 Bank A/c Dr. 50,000  

            To Loan A/c  50,000 

 (Being, bank loan taken)   

 For issuing debenture as collateral 

security: 

  

 Debentures Suspense A/ c Dr. 60,000  

             To 12%Debentures A/c  60,000 

 (Being,. 600, 12% Debentures of Rs. 100 

each issued as collateral security as per 

contra) 

  

 

Balance Sheet of HM Ltd. as at. . 

EQUITIES & LIABILITIES  Rs. 

Non-Current Liabilities:  

Bank Loan 50,000 

Secured by the issue of 600, 12% Debentures of Rs. 100 each 

as collateral security) 

 

600, 12% Debentures of Rs. 100 each  60,000 

Issued as collateral security as per contra)  

ASSETS Rs. 

Non-Current Assets:  

Debentures Suspense Account 60,000 

Issued as collateral security as per contra)  

Current Assets:  

Cash at Bank 50,000 

5. TERMS OF ISSUE OF DEBENTURES (as to Redemption) 
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 Give journal entries for 11%debentures of Rs. 100 issued at par but 

redeemable: 

Ans.: 

 At Par 

 At 5% premium 

Ans.: 

Particulars Dr. (Rs.) Cr. (Rs.) 

For debenture issued at par and 

redeemable at par: 

Bank A/c                         Dr. 

To 11% Debentures A/c 

 

100 

 

 

 

100 

For debenture issued at par and 

redeemable at 5%premium: 

Bank A/c                                   Dr. 

Loss on issue of debenture A/c  Dr. 

To 11% Debentures A/c 

To Premium on Redemption of   

  Debenture A/c 

 

 

100 

5 

 

 

 

 

 

 

100 

5 

 

Give journal entries for 11% debentures of Rs. 100 issued at 10% 

discount but redeemable: 

At Par 

At 5% premium 

Ans.: 

Particulars Dr. (Rs.) Cr. (Rs.) 

Debenture lssued at discount & 

redeemable at par: 

Bank A/c     Dr. 

Discount on Issue of Debenture A/c Dr. 

To 10%Debentures A/c 

 

90 

10 

 

 

 

 

100 

Debenture issued at discount & 

redeemable at premium: 

Bank A/c      Dr. 

Discount on Issue of Debenture A/c Dr. 

Loss on Issue of Debenture A/c Dr. 

To 10%Debentures A/c 

To Premium on Redemption of 

Debenture A/c 

 

 

90 

10 

5 

 

 

 

 

 

 

100 

5 

 

Give journal entries for Rs. 110 debenture issued at 10% premium but 

redeemable: 

At Par 

At 5% premium 
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   Particulars Dr. (Rs.) Cr. (Rs.) 

Debenture issued at premium and 

redeemable at par: 

Bank A/c                    Dr. 

To 10%Debentures A/c 

To Securities Premium A/c 

 

 

110 

 

 

 

 

100 

10 

Debenture issued at premium & 

redeemable at premium: 

Bank A/c     Dr. 

Loss on Issue of Debenture A/c        Dr. 

To 10%Debentures A/c 

To Securities Premium A/c 

      To Premium on Redemption of 

  Debenture 

 

 

110 

5 

 

 

 

 

 

 

100 

10 

5 

Note: 

Account Treatment 

Premium on 

Redemption of 

Debenture A/c 

It is shown in the liabilities side of the balance 

sheet and transferred to debenture holder’s 

account at the time of redemption. 

Loss on issue of 

debenture A/c 

It is written off gradually every during the life 

of the debentures. The unwritten of amount is 

shown as negative balance in the balance sheet 

under ‘Reserve and Surplus’. 

 

6. INTEREST ON DEBENTURES 

 Payment of interest on the debt is obligatory 

 Whether the company earns profit or not (Thus, charge against the 

profits) 

 Normally payable half-yearly and it is calculated at the fixed percentage 

on the nominal value 

 Thus, issue of debentures at par or at a premium or at a discount would 

not make any difference for the purpose of calculating interest on 

debentures 

 Effective rate of interest on the amount paid differ in each of the above 

cases 

 

TAX ISSUE ON INTEREST ON DEBENTURE 

- According to Income-tax Act, 1961  

- a company is liable to deduct income-tax at gross amount of interest 

payable on debentures before the actual payment is made (TDS) 

- Balance amount after deduction payable to the debenture holders 

- If the debentures are tax-free, the income-tax on such interest will 

be paid by the company itself on behalf of the debenture holders 
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Accounting entries: The following entries are required to be shown in the 

books of the company to deal with interest on debentures. 

Date Particulars Dr. (Rs.) Cr. (Rs.) 

On interest becoming due: 

Debenture Interest A/c Dr. 

To Income-tax Payable A/c 

To Debenture holders A/c 

 

100 

 

 

 

 

10 

90 

On payment of interest to the debenture 

holders: 

Debenture holder A/c  Dr. 

Income-tax Payable A/c Dr. 

To Bank A/c 

 

90 

10 

 

 

 

 

100 

On transfer of interest to P & L Account at 

the end of the year 

Profit and Loss A/c  Dr. 

 To Debentures Interest A/c 

 

 

100 

 

100 

 

 

Interest Accrued and Due (outstanding): Suppose a company has issued 

13.5% Debentures for Rs. 10,00,000 interest is payable on 30th September 

and 31st March. The company will pay Rs. 67,500 in every 6 months. 

Suppose, the company closes its books on 31st March, the interest due on 

that date may be unpaid. In that case, there will be a liability which will be 

recorded by the entry: 

On interest becoming due: 

Debenture Interest A/c  Dr.  67,500 

 To Debenture Interest Outstanding A/c  67,500 

Note: Debenture 'Interest accrued and due' and 'interest accrued but not 

due' both are shown in balance sheet under heading "Other Current 

Liabilities". 

 

7. WRITE OFF DISCOUNT ON ISSUE OF DEBENTURES 

- Discount on issue of debentures is a capital loss 

- Shown on the assets side of the Balance Sheet until written off 

- Under the heading Other Current or other Non Current Asset 

Can be treated in any of the following two ways: 
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Note: In case there is no capital profit and it is decided to treat discount on 

issue of debentures as deferred revenue expenditure, it is desirable to write 

it off against revenue over the period of life of the debentures on an 

equitable basis 

 

8. LOSS ON ISSUE OF DEBENTURES 

- The premium payable on redemption of the debentures should also be 

treated as capital loss 

- It should be dealt within the same manner as ‘Discount on Issue of 

Debentures’ 

 

(1) If debentures are: 

 
 

(2) If the debentures are: 

 
In 2nd case, there is no need to debit Discount on Issue of Debenture 

Account.  

Instead, “Loss on Issue of Debentures Account” should be debited with total 

loss. 

 

9. REDEMPTION OF DEBENTURES 

Redemption of debentures refers to the discharge of the liability in respect 

of the debentures issued by a company. Debentures can be redeemed at any 

time either at par or at a premium or at a discount without any legal 

formalities to be complied with. The prospectus inviting applications for the 

debentures generally contains terms of redemption of the debentures. 

Can be treated as Capital 
loss

Written off against capital 
profits

Can be treated as 
deferred revenue 

expenditure

Written off against revenue 
profit

issued at par and
redeemable at a 

premium
Loss will be = 

amt. of premium

issued at a 
discount and 

redeemable at a 
premium

Loss will be = 
premium on 

redemption + 
discount on issue
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 Protection of interest of debenture holder [Section 71(4)]: Where 

debentures are issued by a company, the company shall create a Debenture 

Redemption Reserve Account out of the profits available for payment of 

dividend and the amount credited to such account shall not be utilized by the 

company except for the redemption of debentures. 

The SEBI has also issued guidelines to protect the interest of the debenture 

holders in the context of redemption of debentures. SEBI has made it 

obligatory for all companies raising resources through debentures to create 

a DRR equivalent to 25% of the amount of debenture issued. 

When a company has created a sinking fund of the equivalent amount of 

debenture issue, it means that there is no need to create debenture 

redemption reserve. However, no redemption can begin unless sinking fund 

accumulates a sum of 25% of the amount of debenture issue. When the 

debentures are redeemed a sum equivalent to the amount of debentures 

redeemed shall be transferred to general reserve account for disclosure to 

investors because sinking fund itself substitutes for DRR. DRR is not required 

in case of convertible debentures i.e. conversion of debentures into either 

shares or new debentures. 

 

THUS, 

Meaning:  

- Redemption of debentures refers to the discharge of liability in 

respect of the debentures issued 

Conditions for issue: 

- For secured debentures, the date of Redemption of debenture shall 

not exceed 10 years from the date of issue 

- A company engaged in the setting up of infrastructure projects may 

issue secured debentures up to redemption period of thirty years 

 

10.  DEBENTURES REDEMPTION RESERVE (DRR) 

Que.: Write short notes on Debentures Redemption Reserves 

Answer: DRR must be created as per Companies act and Rules, given below: 

1. Creation of DRR: DRR shall be created out of the profits of the 

company available for payment of Dividend. 

2. Use: The amount credited to DRR shall be utilized by the company only 

for the redemption of Debentures. 

3. DRR Exempted: No DRR is required for Debentures issued by All India 

Financial Institutions (AIFIs) regulated by RBI and Banking Companies 

for both public as well as privately placed Debentures. 

Note: For other Financial Institutions (FIs) as defined under section 

2(72) of the Companies Act, DRR will be as applicable to NBFCs 

registered with RBI. 

4. Adequacy of DRR: 



             ACCOUNTING FOR DEBENTURES 

  YES ACADEMY 8888 235 235  |       BY CA CS HARISH A MATHARIYA   |    HAVE FAITH & PATIENCE                

 

7.12 

Make 

your 

notes 

 

 

         www.onlylectures.com 

         98220 93220 

Type of Company Adequacy of DRR 

a. NBFCs registered with RBI 

under section 45 – IA of 

RBI (Amendment) Act, 1997 

25% of the Value of Debentures 

issued through Public Issue. (See 

note) 

Note: No DRR is required in the case 

of privately placed Debentures. 

b. Other Companies including 

Manufacturing and 

Infrastructure Companies 

25% of the Value of Debentures 

issued through Public Issue. 

Note: 25% DRR is also required in 

the case of privately place 

Debentures by Listed Companies 

c. Unlisted Company issuing 

Debentures on private 

placement basis 

25% of the Value of Debentures 

Note: 25% in Pints (a) and (b) above, is as per present SEBI (issue and 

Listing of Debt Securities), Regulations 2008. 

5. Every company required to create Debenture Redemption Reserve 

shall Investment in Earmarked Securities 

Applicability Every company required to create DRR 

Cut-off date On or before 30th April in each year 

Requirement Invest or Deposit at least 15% of the amount of 

its Debentures maturing during the year ending on 

the 31st March of the next year. 

Eligible 

securities 

a. Deposits with any Scheduled Bank, free from any 

charge or lien, 

b. Unencumbered Securities of the Central 

Government or of any State Government, 

c. Unencumbered Securities as per Section 20 (a) to 

(d) and (ee) of the Indian Trusts Act, 1882 

d. Unencumbered Bonds issued by any other Company 

notified under section 20(f) of Indian Trusts Act, 

1882. 

Use of above 

amount 

The amount invested or deposited as above shall not 

be used for any purpose other than for redemption 

of Debentures maturing during the year referred 

above. 

Annual 

Contribution 

a. The amount remaining invested or deposited, shall 

not at any time below 15% of the amount of the 

Debentures maturing during the year ending on the 

31st March of that year. 

b. Hence, annual contribution is required to make up 

the amount, in case of shortfall. 
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 For PCDs In case of Partly Convertible Debentures, DRR shall 

be created in respect of non-convertible portion of 

Debenture Issue. 

 

What are the various methods of Redemption of Debentures? 

Based on the terms of the issue, the liability on Debentures can be settled 

in any of the following ways: 

1. Redemption in equal annual Installments over a period, out of cash 

accruals / surplus 

2. Redemption at the end of the stipulated period, i.e. after a fixed 

number of years, out of cash accruals / surplus. 

3. Redemption at the end of the stipulated period, by creating a Sinking 

fund (invested in outside securities). 

4. Purchases of Own Debentures in the Open Market, (whenever quoted 

at a discount) and immediate cancellation thereof. (Note: Instead of 

cancelling, these Debentures may also be kept open / alive, for issuing 

them again later.) 

5. Conversion (in part or full) into Shares. 

Note: Debentures are usually redeemable, but a Company may also issue 

irredeemable Debentures. 

 

REDEMPTION OF DEBENTURES OUT OF PROFIT 

There are two options available to the company in regard: 

(A) The amount of divisible profits withheld by the company may be retained 

in the business itself as a source of internal financing i.e. in the form of 

general reserve and no investment is made outside to provide cash for 

redemption. In such a case the following journal entries are passed. 

(1) On debentures becoming due for payment 

 

Debentures A/c             Dr. (with the nominal value) 

Premium on Redemption of Debentures A/c Dr. (with the amount of  

        premium, if any) 

 To Debenture holders A/c         (with the amount payable) 

 

(2) On redemption 

Debenture holders A/c     Dr. (with the amount paid) 

 To Bank 

 

 

(3) On transfer of Profit to General Reserve 

Debenture Redemption Reserve   Dr. 

Profit and Loss Appropriation A/c   Dr. (with the nominal value of 

 To General Reserve debentures redeemed) 
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(B) The amount of divisible profits may be invested either in  

(i) readily marketable securities or  

(ii) taking out insurance policy to provide funds when required 

In either case, the profit set aside will be accumulated in an account styled 

as Debenture Redemption Fund or Sinking Fund. 

 

(i) Debenture Redemption Fund/Sinking Fund Method 

List the Journal Entries in respect of Redemption of Debentures through 

a Sinking Fund / Debenture Redemption Reserve 

The journal entries in respect of Redemption of Debentures through a 

Sinking Fund are given below: 

At the end of the first year 

Particulars Journal entry 

a. Annual Appropriation to 

Sinking Fund 

P & L Appropriation Account 

          To Debentures Sinking Fund 

Account  

(Amt. of annual Installment is 

derived from Sinking Fund Table) 

Dr. 

 

b. Investment of annual 

appropriation in outside 

securities 

Debentures Sinking Fund 

Investment Account 

          To Bank A/c  

(Amt. of Investment = Annual 

Installment only) 

Dr. 

Dr. 

 

 

At the end of the second and subsequent years 

Particulars Journal entry 

a. Interest 

earned on 

Sinking Fund 

Investments 

Bank Account Dr. 

          To Debentures Sinking Fund Account  

(Income relates to the Fund, hence credited to 

the Fund itself) 

b. Annual 

Appropriation 

to Sinking 

Fund 

P & L Appropriation Account Dr. 

          To Debentures Sinking Fund A/c  

(Amt. of annual Installment is derived from 

Sinking Fund Table) 

c. Investment of 

annual 

appropriation 

in outside 

securities 

Debentures Sinking Fund Investment A/c Dr.  

          To Bank Account 

(Amt. of Investment = Annual Installment + 

Interest earned) 

Note: If however, if the Sinking Fund is non-

cumulative, the amount of investment every year 

= Annual Installment only. In this case, the 
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 interest earned every year will not be re – 

invested. 

Note: Alternatively, the amount of interest earned can first be credited to 

“Interest income on Sinking Fund Investment A/c” and consequently 

transferred to the “Debentures Sinking Fund” Account. 

Note: If the Sinking Fund is described as “non – cumulative”, Interest on 

such Investments will be credited directly to the Profit and Loss Account. 

Such interest will neither be credited to Sinking Fund Account nor re – 

invested. 

 

At the time of redemption 

Particulars Journal entry 

a. Interest earned on 

Sinking Fund 

Investments 

Bank Account 

          To Debentures Sinking Fund 

Account  

(Income relates to the Fund, hence 

credited to the Fund itself) 

Dr. 

 

b. Annual Appropriation 

to Sinking Fund  

P & L Appropriation Account 

          To Debentures Sinking Fund A/c  

(Amt. of annual Installment is derived 

from Sinking Fund Table) 

Dr. 

 

c. Sale of Investments 

for providing cash for 

redemption 

Bank Account 

Loss on Sale of Investments (if sold at 

a loss) 

          To Debentures Sinking Fund 

Investment 

          To Profit on Sale of 

Investments (if sold at a profit) 

Dr. 

Dr. 

 

d. Transfer of loss / 

Profit on sale of 

investments to 

Sinking Fund 

Debentures Sinking Fund A/c                                                   

          To Loss on Sale of Investments 

A/c (in case of loss) 

OR 

Profit on sale of investments A/c 

           To Debentures Sinking Fund 

A/c (in case of Profit) 

Dr. 

 

 

 

Dr. 

e. Redemption of 

Debentures 

Debenture holders A/c (face value + 

Premium if any)                                                       

          To Bank Account 

Dr. 

f. Transfer to General 

Reserve 

Debenture Sinking Fund A/c                                                       

          To General Reserve Account 

(Amount equal to Face value of 

Debentures redeemed is transferred 

to General Reserve, any surplus in 

Dr. 
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Sinking Fund Account is transferred to 

Capital Reserve, any shortfall is 

provided from the P & L Account) 

 

(ii) Insurance Policy Method 

Profits are set aside and credited to Debenture Redemption Fund Account in 

the same manner as it is done in case of Sinking Fund Method. But instead of 

investing the amount of profit set aside in readily convertible securities 

an Insurance Policy is taken out for the required sum and an amount equal 

to the profit set aside is paid as premium. 

Advantage  

Is that the policy is not subscribed to any fluctuation in prices unlike 

securities in the Sinking Fund Method and as such the exact sum insured will 

be available at maturity. 

Disadvantages 

(i) the annual rate of interest is lower than that obtainable from investments; 

and 

(ii) if the policy is cancelled on account of non-payment of premium, the 

surrender value will be very much less than the amount which has been paid 

by way of annual premiums. 

 

The accounting entries: 

All the years till the maturity of the policy (including the last year) - 

 

 
 

In the last year on maturity of the policy 

In addition to the above two entries, the following entries are also required 

on maturity of the policy at the end of the last year. 
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REDEMPTION OUT OF THE PROCEEDS OF FRESH ISSUE OF SHARES 

OR DEBENTURES 

Debentures may be redeemed from the funds raised by the issue of fresh 

shares or debentures 
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Notes: 

(1) Working capital remains intact as the new share capital or debenture 

takes the place of old debentures. 

(2) If the fresh issue is made at a premium or at a discount the entry should 

be passed accordingly. 

(3) If the debentures are redeemable at a premium, Premium on Redemption 

of Debentures A/c should be credited at the time of issue by debiting Loss 

on Issue of Debentures A/c and before the payment is made, the same should 

be transferred to Debenture holders A/c. 

(4) The creation of Debenture Redemption Reserve may not be necessary in 

this case since the additional capital or debentures raised for the purpose of 

redemption of debentures replaces the existing debentures. 

 

REDEMPTION OUT OF SALE PROCEEDS OF ASSETS OF THE COMPANY 

When debentures are redeemed out of the sale proceeds of assets of the 

company, the accounting treatment is as follows: 

 
 The profit or loss on sale of the asset will be transferred to profit and 

loss account 

 The entries for redemption of debenture will be the same as discussed 

before 

 

 

11. PURCHASE OF DEBENTURES IN THE OPEN MARKET 

A company if authorised by its articles of association, can buy its own 

debentures in the open market 
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(1) PURCHASE OF DEBENTURES FOR IMMEDIATE CANCELLATION 

A company if authorized by its AOA can buy its own debentures in the open 

market for immediate cancellation. 

Accounting entries in such a case will be as follows. 

(a) Where no sinking fund exists: 

Date Particulars Dr. Rs. Cr. Rs. 

 On purchase and cancellation of 

debentures: 

Debentures A/c 

        To Bank A/c 

  

Note: If there is any difference between the nominal value of the 

debentures cancelled and the price paid for them, the same has to be 

treated as profit or loss on cancellation and should be credited or debited 

to "Profit on Redemption of Debentures Account". Thus, the entry for 

this will be as follow. 

Date Particulars Dr. Rs. Cr. Rs. 

 In case of profit: 

Debentures A/c 

       To Bank A/c 

       To Profit on Redemption of Debenture 

A/c 

  

 In case of loss: 

Debentures A/c 

Loss on Cancellation of Debentures A/c 

        To Bank A/c 

  

Such profit or loss, being of capital nature, should be transferred to capital 

reserve account (If profit) or written off against the profit & loss account 

or securities premium account (if loss). The entry for this will be as follows 
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Date Particulars Dr. Rs. Cr. Rs. 

 In case of profit: 

Profit on Redemption of Debentures A/c 

         To Capital Reserve A/c 

  

 In case of loss: 

Profit & Loss A/c 

Capital Reserve A/c 

Securities Premium A/c 

              To Loss on Redemption of 

Debenture A/c 

  

 On transfer of profits which would 

otherwise be available for dividends to 

DRR: 

Profit & Loss Appropriation A/c 

               To Debenture Redemption 

Reserve A/c 

  

 

b) Where debenture redemption fund exists: 

Date Particulars Dr. Rs. Cr. Rs. 

 On sale of debenture redemption fund 

investments on profit: 

Bank A/c 

            To Debenture Redemption Fund 

Investment A/c 

           To Debenture Redemption Fund A/c 

  

 On sale of debenture redemption fund 

investments on loss: 

Bank A/c 

Debenture Redemption Fund A/c 

              To Debenture Redemption Fund 

Investment A/c 

  

 On purchase and cancellation of 

debentures: 

Debentures A/c 

To Bank A/c 

  

 On purchase and cancellation of 

debentures at profit: 

Debentures A/c 

To Bank A/c 

To Debenture Redemption Fund A/c 

  

 On purchase & cancellation of 

debentures at loss: 

Debentures A/c 
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 Debenture Redemption Fund A/c 

To Bank A/c 

 On transfer of the nominal value of the 

debentures cancelled to general reserve: 

Debenture Redemption Fund A/c 

             To General Reserve A/c 

  

 

(2) PURCHASE OF DEBENTURE AS AN INVESTMENT 

The accounting entries in such a case will be as follows: 

(a) Where no debenture redemption fund exists: 

Date Particulars Dr.(Rs.) Cr. (Rs.) 

 On purchase of debentures as 

investment: 

Investment in Own Debentures A/c 

To Bank A/c 

  

 

(b) Where sinking fund exists: 

Date Particulars Dr.(Rs.) Cr. (Rs.) 

 On sale of investments at profit: 

Bank A/c 

To Debenture Redemption Fund 

Investment A/c 

To Debenture Redemption Fund A/c 

  

 In case of loss: 

Bank A/c 

Debenture Redemption Fund A/c 

To Debenture Redemption Fund 

Investment A/c 

  

 On purchase of debentures as 

investment: 

Investment in Own Debentures A/c 

To Bank A/c 

  

 When own debentures are subsequently 

cancelled at profit: 

Debenture A/c 

To Investment in Own Debentures 

A/c 

To Profit on Cancellation of 

Debentures A/c 

  

 When own debentures are subsequently 

cancelled at loss: 

Debenture A/c  Dr. 

Loss on Cancellation of Debenture A/c Dr. 
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To Investment in Own Debentures 

A/c 

 

12.  CONVERSIONS OF DEBENTURES 

- According to the terms of issue of the debentures, 

- Debenture holders may be given the right to exercise the option to 

convert their debentures into equity shares or preference shares at a 

stipulated rate 

- option to convert debentures into shares either wholly or partly at 

the time of redemption 

Accounting Entry for Conversion 

1. If shares are issued at par 

 
2. If shares are issued at a premium 

 

  
 

Note: If the debentures to be converted were issued at a discount, Share 

Capital A/c should be credited with the amount of cash originally realised on 

the debentures and Discount on Issue of Debentures A/c should be credited 

with the amount of discount allowed on those debentures. 
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PROBLEMS TO BE SOLVED IN CLASS 
Que No. 1: HM Ltd. issued 10,000, 12% Debentures of Rs. 100 each at par payable in 

full on application by 1st April, 20 14. Applications were received for 11,000 Debenture. 

Debentures were allotted on 7th April, 2014. Excess money was refunded. You are 

required to pass necessary journal entries in the books of the company. 

 

Que No. 2: HM Ltd. issued 10,000, 12% Debentures of Rs. 100 each at a premium of 

10%payable in full on application by 1st March, 2014. The issue was fully subscribed and 

debentures were allotted on 9th March, 2014. You are required to pass necessary journal 

entries in the books of the company. 

 

Que No. 3: HM Ltd. issued 10,000, 12%Debentures of Rs. 100 each at a discount of 

10%payable in full on application by 31st May, 2014. Applications were received for 

12,000 debentures. Debentures were allotted on 9th June 2014. Excess monies were 

refunded on the same date. You are required to pass necessary journal entries (including 

cash transactions) in the books of the company. 

 

Que No. 4: HM Ltd. issued 10,000, 12% Debentures of Rs. 100 each at Rs. 94 on 1st 

January, 2010. Under the terms of issue, the debentures are redeemable at the end of 

8 years from the date of the issue. Calculate the amount of discount to be written-off 

in each of the 8 years. 

 

Que No. 5: HM Ltd. Issued 10,000 12% Debentures of Rs.100 each at Rs.94 on 1st 

January, 2010. Under the term of issue, 1/5th of the debentures are annually redeemable 

by drawings, the first redemption occurring on 31st December 2010. Calculate the 

amount of discount to be written off in 2010 to 2014. 

 

Que No. 6: HM Ltd. Issued 5,000 12% Debentures of Rs.100 each at Rs.98 on 1st 

January 2010. Under the terms of issue: 

a. Debenture interest is annually payable on 31st December every year and 

b. 1/5th of the debentures are annually redeemable by drawings, the 1st redemption 

occurring on 31st December 2011. 

Calculate the amount of discount to be written off each year and also show the 

discount on issue of debentures account. 

 

Que No. 7: Show by means by journal entries how you will record the following issues: 

1. P Ltd. Issues 5,000 10% Debentures of Rs.100 each at a discount of 5% redeemable 

at the end of 5 years at par. 

2. Q Ltd. Issues 5,000 11% Debentures of Rs.100 each at par, redeemable at the end 

of 5 years at a premium of 5%. 

3. R Ltd. Issues 5,000 12% debentures of Rs.1000 each at a discount of 5% redeemable 

at the end of 5 years at a premium of 10%. 

4. S Ltd. Issues 5,000 13% debentures of Rs.100 each at a premium of 5%, redeemable 

at the end of 5 years at a premium of 10%.      

 

Que No. 8: Pass journal entries in year 1 year in the case of the issue of debenture 

by ABC Co. Ltd. Issued Rs.1,00,000 11% debenture at Rs.95 redeemable at the end of 

10 year: 

(i) At 102% 

(ii) At 98%    (CA (Inter) – May 2000)(5 Marks)) 
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Que No. 9: HM Ltd. Issued 10,000 11% debentures of rs.100 each to shareholders on 

rights basis. On the basis of the following information, pass the journal entries in each 

case separately: 

(i) Debentures were issued at a discount of 5% and redeemable at a premium of 

10%. 

(ii) Debentures were issued at a premium of 5% but redeemable at a premium of 

10%. 

 

Que No. 10: Journalise the following transactions: 

1. Issue of 10% discount, 3,000 9% debentures of Rs.100 each, redeemable at par. 

2. Issue of 10% premium, 4,000, 10% debentures of Rs.100 each, redeemable at par. 

3. Issue at par, 2,000 8% debenture of Rs.100 each, redeemable at premium of 5%. 

4. Issue at 10% discount, 2,000 9% debentures of Rs.100 each, redeemable at premium 

of 5%. 

Note: Narrations need not be given.  (CA (Inter) – June 2006)(5 Marks)) 

 

Que No. 11: Give the necessary journal entries both at the time of issue and 

redemption of debentures in the following case: 

Eagle Ltd. Issued Rs.1,00,000, 15% debentures of Rs.100 each at a discount of 5%, but 

redeemable at a premium of 5% at the end of 4 years.    (CS 

(Inter) – Dec 2009) (3 Marks) 

 

Que No. 12: A company issued 12% debentures of the face value of Rs.2,00,000 at 

10% discount on 1st January, 2010. Debenture interest after deducting tax at source @ 

10% was payable on 30th June and 31st December every year. All the debentures were to 

be redeemed after the expiry of 5 years period at 5% premium. Pass the necessary 

journal entries. 

 

Que No. 13: Fortune Ltd. Issued Rs.70,000 12% debentures of Rs.100 each at a 

premium of 5% redeemable at 110% 

You are required to: 

1. Show by means of journal entries how you would record the above issue. 

2. Also show how they would appear in the balance sheet. 

      

 

DEBENTURE ISSUED AS COLLATERAL SECURITY AND OTHER THAN CASH 

Que No. 14: X Ltd. Obtained loan from IDBI of Rs.10,00,000 giving as collateral 

security of Rs.15,00,000, 14% Debenture on 1st April, 2011. Show accounting treatment. 

 

Que No. 15: HM Ltd. Issued 10% Debentures as follows: 

a. To public for cash at 95% having face value Rs.10,00,000 

b. To a vendor having face value Rs.2,50,000 for purchase of fixed assets of 

Rs.2,00,000. 

c. To bank as collateral security having face value Rs.2,50,000 for a loan of Rs.1,00,000. 

Pass necessary journal entries. 

 
Que No. 16: Aman Ltd. made the following issues of debentures: 

1. 6,000 9% Debentures of Rs.100 each for cash at 10% discount 
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2. To bank for a loan of Rs.7,00,000 as collateral security, 10,000 debentures of 

Rs.100 each 

3. Aman Ltd. also purchased building and machinery worth Rs.5,40,000 and Rs.4,60,000 

respectively from Baman Ltd. The purchase consideration was settled at 

Rs.9,50,000 to be satisfied by issue of 9,500, 15% debentures of Rs.100 each. 

Journalise the above transactions in the books of Aman Ltd.   

   

 

PURCHASE OF DEBENTURES FOR IMMEDIATE CANCELLATION 

Que No. 17: On 1.1.2014, NSHM Ltd. Had outstanding in its books 1,000 12% 

Debentures of Rs.100 each. The interest is payable on 30th June and 31st December. In 

accordance with the power in the deed, the directors acquired in the open market 

Debentures for immediate cancellation as follows: 

2014 1st March Rs.10,000 @ Rs.98.00 (cum interest) 

2014 1st August Rs.20,000 @ Rs.100.25 (cum 

interest) 

2014 1st Nov Rs.5,000 @ Rs.98.50 (ex – interest) 

Pass necessary journal entries in the books of the company, ignoring income tax. 

 

Que No. 18: HM Ltd. had issued 1,000,6% Debentures of Rs. 100 each. The company 

on 1st March, 2003 purchased 50 of its debentures at Rs. 96 each cum-interest. 

Interest payable on 30th June and 31st December. These debentures are cancelled on 

year ending 31st December, 2003. You are required to show the journal entries to record 

the above transactions. 

 

Que No. 19:  X Ltd. has Rs. 1,50,000, 61}0Debenture on 1.1.20 14. Interest is payable 

on 31 st December each year. 

On 1.4.2014 Rs. 10,000 own debenture are purchased at Rs. 94 and immediately 

cancelled. 

On 1.6.2014 Rs. 25,000 own debenture are purchased at Rs. 95 and held as investment. 

On 1.10.2014 Rs. 30,000 own debenture are purchased at Rs. 96 and held as 

investment. 

On 31.12.2014 own debenture kept as investment are cancelled. 

Show the ledger accounts. 

 

REDEMPTION OF DEBENTURES WHEN TEHRE IS SINKING FUND 

Que No. 20:  The following balances appeared in the books of Royco Ltd. on 1.4.2014: 

(a) Debenture Redemption Fund Rs. 60,000 represented by investments of an equal 

amount (nominal value Rs. 75,000). 

(b) The 12%debentures stood at Rs. 90,000. 

The company sold the investments of Rs. 32,000 at Rs. 36,000. 

Debentures of Rs. 30,000 were redeemed at a premium of 20%. 

Show the necessary ledger accounts  

 

Que No. 21:  The following balances appeared in the books of p Ltd. on 1.1.2014: 

12%Debentures - Rs. 4,00,000 

Sinking fund investment - Rs. 3,00,000 

(Represented by 10%Rs. 3,60,000 secured bonds of Government of India). 
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 Annual contribution to the sinking fund was Rs. 64,000 made on 31 December each 

year. On 31.12.2013, balance at bank was Rs. 1,64,000. The company sold the 

investments at 80%and debentures were paid off. 

You are required to prepare the necessary ledger accounts for the year 2014.  

 

Que No. 22: X Ltd. had Rs. 4,50,000 14% debentures outstanding on 1st April, 2013 

(redeemable on 31st March 2014). On that date the sinking fund stood at Rs. 3,74,500 

represented Rs. 50,000 own debentures purchased at an average price of Rs. 99 per 

debenture and Rs. 3,30,000 10% Stock. The annual instalment was Rs. 35,500. 

On 31st March, 2014 investments were realized at 98°{l and the debentures were 

redeemed. Write up the accounts for the year ended 31st March, 2014    

 

Que No. 23: On 31st March, 2015, the following balances were extracted from the 

books of p Ltd. 

          Rs. 

12% First Mortgage Debentures      50,00,000 

Debenture Redemption Fund       50,00,300 

Debenture Redemption Fund Investments      42,00,000 

On 1st April, 2015, all the investments were sold for Rs. 41,16,000 and the debentures 

were redeemed at par. The company had sufficient bank balance. 

You are required to prepare: 

(i) 12% First Mortgage Debentures A/c 

(ii) Debenture Redemption Fund A/c 

(iii) Debenture Redemption Fund Investments A/c      

              (CS (Inter) – Dec 2000) (5 Marks)) 

 

Que No. 24:  Seaways Ltd. had Rs. 18,00,000 14% debentures outstanding on 1st April, 

2013, redeemable on 31st March, 2014. On 1st April, 2013, the debenture redemption 

fund stood at Rs. 14,98,000 represented by own debentures of the face value of Rs. 

2,00,000 purchased at an average price of Rs. 99 per debenture and 10%stock acquired 

at par for Rs. 13,00,000. The annual instalment of transfer to the fund was Rs. 1,42,000. 

On 31st March, 2014, investments were sold for Rs. 12,93,600 and the debentures were 

redeemed. 

Show 14% debentures account, debentures redemption fund account and debentures 

redemption fund investments account for the year ended 31st March, 2014.  

 [CS (Inter) - June 2002] (7 Marks] 

 

Que No. 25: Excel Ltd. purchased its own 12%debentures of the face value of Rs. 100 

each (interest payable on 30th September and 31st March) as sinking fund investment 

as shown below.: 

1st August, 2012   Rs. 6,00,000 @ Rs. 94 ex-interest 

31st December, 2012  Rs. 4,00,000 @ Rs. 95 cum-interest 

The total amount of debentures outstanding on 1st April, 2012 was Rs. 1,00,00,000. 

Calculate the amount to be credited to the sinking fund during the year ending 31st 

March, 2013 by way of interest resulting from the above mentioned transaction? 

      [CS (Inter) - Dec 2002] (4 Marks)] 

 

Que No. 26:  On 31st December, 2012, Bright light Industries Ltd. showed in their 

accounts debenture redemption fund of Rs. 1,50,000 which was represented by Rs. 

1,51,000,5% municipal bonds purchased for Rs. 1,50,000.  
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On28th February, 2013, the company had a balance of Rs. 28,000 at their bank and 

they paid into the bank account, the proceeds of sale of foregoing investments for Rs. 

1,50,500. On 1st March, 2013, the debentures of the value of Rs. 1,50,000 were paid. 

You are required to prepare debenture redemption fund account and debenture 

redemption fund investments account in the books of the company. Calculations are to 

be made to the nearest rupee. 

[CS (Inter) – June 2004] (4 Marks)] 

 

Que No. 27: The following balances appeared in the books of N Ltd. on 1st April, 2014: 

12% Debentures       Rs.8,00,000 

12% Debenture Sinking Fund      Rs.6,00,000 

12% Debenture Sinking Fund Investments (10% Govt.Bonds of Rs. 7,20,000) Rs. 

6,00,000 

Annual contributions of Rs. 1,28,000 to sinking fund is to be made on 31st March every 

year. On 31st March, 2015, balance at bank was Rs. 4,00,000 after receipt of interest. 

The company sold the investments at 80% and debentures were redeemed. 

You are required to prepare: 

(i) 12% Debentures A/c 

(ii) Debenture Sinking Fund A/c 

(iii) Debenture Sinking Fund Investments A/c 

(iv) Bank A/c     (CS (Inter) – Dec 2005)(4 Marks) 

 

Que No. 28:  Gaurav Ltd. had issued 12%, Rs. 10,00,000 debentures @ Rs. 100 each in 

the past. For the purpose of redemption, it maintains a debenture redemption fund with 

an annual contribution of Rs. 90,000. On 1st April, 2008, the fund stood at Rs. 4,30,000 

represented by 6%, Rs. 5,00,000 government loan. 

On 31st March, 2009, Rs. 2,00,000 government loan was sold @ Rs. 93,50 and the 

proceeds were utilized to purchase debentures for cancellation @ Rs. 85 each. Assume 

that Rs. 20,000 debentures have been redeemed out of capital and the balance with 

face value of Rs. 1,80,000 has been redeemed out of debenture redemption fund 

account. 

Prepare: 

(1) Debenture A/c 

(2) Debenture Redemption Fund A/c 

(3) Debenture Redemption Fund Investment A/ c      

                    [CS (Executive) - June 2009] (10 Marks) 

 

Que No. 29: Zohar Ltd. has 12% Rs.4,00,000 debentures outstanding in its books on 

1st April, 2009. It also had Rs.2,40,000 balance in sinking fund account represented by 

8% investments (face value of Rs.3,00,000) 

On 30th December, 2009 it sold investments of face value of Rs.40,000 @ Rs.90 and 

purchased own debentures of the face value of Rs.40,000 out of the proceeds, for 

immediate cancellation. 

The interest dates for both debentures and investments are 30th September and 31st 

March respectively. All transactions are made on cum interest basis. Show debenture 

account, sinking fund account and sinking fund investment account.  

   [CS (Executive) – June 2011] (6 Marks)  

 

CONVERSION OF DEBENTURES INTO SHARES 
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 Que No. 30:  On 1st January, 2006 X Ltd. issued 10,000fifteen years 10% debentures 

of Rs. 100 each. One of the conditions of issue was that the company could redeem the 

debenture by giving six months notice at any time after 5 years, at a premium of 4% 

either in cash or by allotment of preference shares and / or other debenture at the 

option of debenture holders. 

On 1st April, 2011 the company gave notice to the debenture holders of its intention to 

redeem the debentures on 1st October, 2011 either by payment in cash or by allotment 

of 11%preference shares of Rs. 100 each at Rs. 130 per share or 11aD second 

debenture of Rs. 100 at Rs. 96 per debenture. 

Holders of 4,000 debentures accepted the offer of the preference share, holders of 

4,800 debentures accepted the offer of the 11% second debentures and rest 

demanded cash on 1st October, 2011. 

Give the journal entries to give effect to the above as of 1st October, 2011. Suggest 

how discount on issue of debentures can be dealt in the accounts. 

 

Que No. 31: On 1st April, 1993, X Ltd. issued 2,500 12% debentures of Rs.100 each at 

Rs.95. holders of these debentures have an option to convert their holdings into 13% 

preference shares of Rs.100 each at a premium of Rs.25 per share at any time within 4 

years. On 31st March, 1994 holders of 500 debentures notified their intention to 

exercise the option. 

Give journal entries relating to the issue and conversion of debentures in the books of 

the company. 

(CS (Inter) – June 1994) (10 Marks) 

 

Que No. 32: In 2009, Gem Ltd. issued 10% Rs.20,00,000 debentures at a discount of 

10% the debentures were redeemable in 2014, the company gave the debenture holders 

the option of converting the debentures into equity shares of face value of Rs.10 at a 

premium of 25%. One debenture holding holding Rs.4,00,000 debentures wants to 

exercise the option. What is the face value of the shares that he will get? 

(CS (Inter) – Dec 2004) (2 Marks) 

 

Que No. 33: Zenith Ltd. gave notice of its intention to redeem its outstanding 

Rs.6,00,000, 9% debentures at 102% and offered the holders the following options to 

apply for the redemption moneys to subscribe for: 

(i) 6% Cumulative preference shares of Rs.20 each at Rs.22.50 per share and 

(ii) 10% Debentures of Rs.100 each at Rs.96. 

The holders of Rs.2,40,000 debentures accepted the proposal (i) and Rs.3,60,000 

debenture holders accepted the proposal (ii) above. 

Pass the necessary journal entries to give effect to the abovementioned transactions. 

(CS (Inter) – June 2005) (4 Marks) 

Que No. 34: Journalize the following transactions 

(i) 950, 14% Debentures of Rs.100 each issued par and redeemable at par, were 

converted into equity shares of Rs.10 each issued at par. 

(ii) 1,100, 14% Debentures of Rs.100 each, issued at par and redeemable at par, were 

converted into equity shares of Rs.10 each issued at  premium of 10%. 

(iii) Rs.95,000, 14% debentures of Rs.100 each, issued at par and redeemable at par, 

were converted into equity shares of Rs.10 each issued at Rs.9.50 paid up. 

 (Cs (Inter) – Dec 2007) (3 x 2 = 6 Marks) 
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Que No. 35: On 1st April, 2010, Rosy Ltd. issued 20,000, 13% Debentures of Rs.100 

each at 5% discount. Debenture holders have an option to convert their holdings in 14% 

preference shares of Rs.100 each at a premium of Rs.25 per share. On 31st March, 2011, 

one year’s interest has accrued on these debentures and has remained unpaid. A holder 

of 100 debentures notified his intention to convert his holdings in 14% preference 

shares. 

Journalize these transactions. Also show workings for number of preference shares to 

be issued in exchange. 

(CS (Executive) – Dec 2011) (7 Marks) 

 

MCQ: 

1. Debentures cannot be redeemed out of -      

(a) Profits   

(b) Provisions   

(c) Capital  

(d) All of the above   

2. Debentures cannot be redeemed at -      

(a) Premium  

(b) Discount  

(c) Par  

(d) More than 10% premium  

3. Premium on redemption of Debentures is a  -      

(a) Personal A/c   

(b) Real A/c   

(c) Nominal A/c  

(d) Suspense A/c  

 

4.  Win Ltd. issued 20,000 ,8% Debentures of Rs. 10 each at par ,which are 

redeemable after 5 years at a premium of 20% .The amount of loss of redemption 

of debentures    

(a) Rs. 40,000 

(b) Rs.10,000 

(c) Rs. 20,000 

(d) Rs. 8,000 

 

 

5. Alfa Ltd. issued 20,000 ,8% Debentures of Rs. 10 each at par The debentures are 

redeemable  at a premium of 20% after 5 years .The amount of loss on redemption 

of debentures should be     

(a) Rs. 50,000 

(b) Rs.40,000 

(c) Rs. 30,000 

(d) Rs. None of the above  

 

6. P Ltd. issued 5,000 ,12% Debentures of Rs. 100 each at  a premium of 10%,which 

are redeemable after 10 years at a premium of 20% .The amount of loss on 

redemption of debentures to be written off every year is -    
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 (a) Rs. 80,000 

(b) Rs. 40,000 

(c) Rs.10,000 

(d) Rs. 8,000 

 

7. ABC Co. Ltd, issued Rs. 1,00,000 11% Debentures at 95% redeemable at the end 

of 10 years at 102% .The entry is   

(a) Bank A/c                                                    Dr.  

Discounts on issue of debentures A/c       Dr.  

Loss on issue of debentures A/c                Dr. 

      To 11% Debentures A/c  

       To premium on redemption of debentures A/c  

95,000 

5,000 

2,000 

 

 

1,00,000 

2,000 

(b) Bank A/c                                                         Dr. 

    To 11% Debentures A/c  

95,000  

      

95,000 

(c) Bank A/c                                                        Dr.  

Discounts on issue of debentures A/c           Dr.  

       To 11% Debentures A/c  

    

95,000 

5,000 

 

 

 

1,00,000 

(d)  Bank A/c                                                        Dr.  

Discounts on issue of debentures A/c           Dr.  

Premium payable on redemption A/c                Dr. 

      To 11% Debentures A/c   

95,000 

5,000 

2,000 

 

 

 

1,02,000 

 

 

8. ABC Co. Ltd, issued Rs. 1,00,000 11% Debentures at 95% redeemable at the 

end of 10 years at 98% .   

(a) Bank A/c                                                    Dr.  

      To 11% Debentures A/c  

95,000 

 

 

95,000 

(b) Bank A/c                                                         Dr. 

    To 11% Debentures A/c  

1,00,000  

  1,00,000 

(c) Bank A/c                                                        Dr.  

Discounts on issue of debentures A/c           

Dr.  

       To 11% Debentures A/c  

95,000 

5,000 

 

 

 

1,00,000 

(d)  11% Debentures A/c                                                        

Dr.  

      To Bank A/c  

      To Discount on issue of Debentures A/c   

1,00,000 

 

 

95,000 

5,000 

 

 

 

9. P Ltd. issued 10,000 ,12% Debentures of Rs. 100 each at  a premium of 

10%,which are redeemable after 10 years at a premium of 20% .The amount 

of loss on redemption of debentures to be written off every year is -    

(a) Rs. 1,60,,000 

(b) Rs. 80,000 

(c) Rs.20,000 
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(d) Rs. 16,000 

 

10. W Ltd. issued 20,000 ,8% Debentures of Rs. 100 each at  a Par, which are 

redeemable after 5 years at a premium of 20% .The amount of loss on 

redemption of debentures to be written off every year    

(a) Rs. 40,000 

(b) Rs.10,000 

(c) Rs. 20,000 

(d) Rs. 8,000 

 

11. A Ltd. issued 10,000 ,12% Debentures of Rs. 10 each at  a  Par ,which are 

redeemable each years in equal lots at a premium of 30% .The amount of loss 

on redemption of debentures to be written off  in 4th year and 5th year will 

be -    

(a) Rs. 10,000 in Nil  

(b) Rs. 4,000 & Rs. 4,000 

(c) Rs.6,000 & Rs. 6,000 

(d) Rs. 4,000 & Rs. 2,000 

 

12. Profit on cancellation of own Debentures is transferred to - 

(a) Capital Revenue  

(b) Dividend equalization fund  

(c) Profit and Loss account  

(d) Trading account  

  

13  Which of the following statement is false? 

(a) Debenture is a form of public borrowing  

(b) It is a customary to prefix debentures with the agreed rate of interest  

(c) Debentures interest is a change against profits  

(d) The issue price and redemption value of debentures cannot differ 

14. As per SEBI Guidelines an amount equal to ……….………. of the debenture issue must 

be transferred to Debenture Redemption Reserve before redemption begins. 

(A) 50% (B) 80% 

(C) 25% (D) 100% 

 

15 . According to the guidelines issued by Securities and Exchange Board of India 

(SEBI) what percentage of the amount of debentures must be transferred to 

‘Debentures Redemption Reserve’ before the commencement of redemption of 

debentures, in case of convertible debentures? 

(A) 25% (B) 50% 

(C) 100% (D) Zero 
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 16 . X Ltd. wants to redeem 5,000, 5% Debentures of Rs. 100 each at 5% premium. 

How much amount it must transfer to Debenture Redemption Reserve, if it has 

already a balance of Rs. 1,00,000 in Debenture Redemption Reserve Account? 

(A) Rs.4,00,000 (B) Rs. 25,000 

(C) Rs.2,00,000 (D) Rs.2,50,000 

 

17 . Where is ‘Debenture Redemption Reserve’ transferred after the redemption of 

all debentures? 

(A) Capital Reserve Account  (B) General Reserve Account 

(C) Statement of Profit and Loss (D) Sinking Fund Account 

 

18. Debentures can be n deem d : 

(A) By issue of new shares (B) By existing resources 

(C) By Accumulated profits (D) By all of the above 

 

19 . Debentures can be redeemed : 

(A) By annual drawings (B) By purchase in the open market 

(C) By Conversion  (D) By all of the above 

 

20 ................ is acknowledgement of debt under common seal of company. (March 

’17) 

(a) Share (b) Debenture (c) Cheque (d) Bond 

 

(21) The issue of debenture at its face value is called the issue ................  

(a) at par (b) at discount (c) at premium (d) none of these 

 

22  The debentures which are recorded in register of company are called ................  

(a) simple debentures (b) registered debentures (c) bearer debentures (d) open 

debentures 

 

23  The issue of debentures less than the face value is called issue of debentures 

................  

(a) at par (b) at premium (c) at discount (d) none of these 

 

24  The debentures which are converted into shares is called ................  

(a) convertible debentures (b) non-convertible debenture (c) bearer debentures (d) 

unsecured debentures 
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25  The issue of debentures more than face value is called issue of debentures

  ................  

(a) at par (b) at discount (c) at premium (d) none of these 

 

26  On ................ debentures the amount is repaid after specific period. 

(a) Redeemable (b) Irredeemable (c) Secured (d) Non convertible 

 

27  ................ debentures are not secured against any charge on the assets of the 

company. 

(a) Secured (b) Unsecured (c) Redeemable (d) Convertible 

 

28  The interest on debentures is transferred to ................  

(a) Debentures A/c (b) Profit and Loss A/c (c) Balance Sheet (d) 

Debentureholders A/c 

 

29  A debentureholder is ................ of the company. 

(a) debtor (b) creditor (c) owner (d) supplier 

 

30 The ................ debentures which are transferred by mere delivery. 

(a) Simple debentures (b) Registered debentures (c) Bearer debentures (d) 

Mortgage debentures 

 

31 The debentures of which the payment is not made until the winding up of the 

company are called ................ debentures. 

(a) Redeemable (b) Irredeemable (c) Secured (d) Non-convertible 

32 Repayment of the amount of debentures by the company is called ................ of 

debentures. 

(a) Redemption (b) Discounting (c) Sale (d) Issue 

 

33 _______ is acknowledgement of debt under common seal of company. [Mar 

17] 

(A) Share (B) Debenture (C) Cheque (D) Bond 

 

34  Debenture capital is the_______capital of the company. 

(A) owned (B) borrowed (C) preference (D) net 

 

35 . The debenture holder is_______of the company. 

(A) debtor (B) creditor (C) owner (D) supplier 

 



FOR VIDEO LECTURES: VISIT                       CHANNEL: “CA CS HARISH A MATHARIYA”                                                                                   
                                                                                 

              YES ACADEMY 8888 235 235 |      BY CA CS HARISH A MATHARIYA  |         HAVE FAITH & PATIENCE 

 

7.35 

Make 

your 

notes 

 

 36 Debenture holders are entitled to receive fixed rate of _______ 

(A) interest (B) dividend (C) royalty (D) profit 

 

37  _______debentures are debentures of which the amount is repaid within 

specific period. 

(A) Redeemable (B) Irredeemable (C) Secured (D) Non-

convertible 

 

38  _______debentures are the debentures which are not redeemed by the 

company during its life time. 

(A) Convertible (B) Non-convertible (C) 

Redeemable (D) Irredeemable 

 

39  _______debenture are debentures which are not secured against any 

charge on assets of the company. 

(A) Secured (B) Unsecured (C) Redeemable (D) 

Convertible 

 

40 Secured debenture is also called as_______Debenture. 

(A) Naked (B) Bearer (C) Mortgage (D) 

Convertible 

 

41 _______are debentures which are recorded in register of company. 

(A) Simple debentures (B) Registered debentures 

(C) Bearer debentures (D) Open debentures 

 

42. _______is that type of debenture which can be transferred by mere 

delivery. 

(A) Registered debenture (B) Bearer debenture 

(C) Convertible debenture (D) Preferential debenture 

 

43. _____ debenture is that type of debenture on which amount of interest 

and capital is paid after the 

payment on first debenture. 

(A) Convertible (B) Secured (C) Second (D) Bearer 

44. The debentures which are converted into shares are called _____ . 

(A) Convertible debentures (B) Non-convertible debentures 

(C) Bearer debentures (D) Unsecured debentures 
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45. According to Companies (Share Capital and Debentures) Rules, 2014 by which 

percent of a Company will have to create Debenture Redemption Reserve of the 

amount of the debenture to be redeemed : 

(a) 50% (b) 25% 

(c) 70% (d) 100% 

 

46. The balance of ‘Sinking Fund Account’ after the redemption of debentures is 

transferred to : 

(a) Profit & Loss Account (b) Surplus in Statement of Profit & Loss 

(c) General Reserve Account (d) Sinking Fund Account 

 

47. Profit on cancellation of own debentures is transferred to : 

(a) Statement of Profit & Loss (b) Surplus in Statement of Profit & Loss 

(c) General Reserve Account (d) Capital Reserve Account 

 

48. If debentures of Rs. 1,00,000 were issued for discount Rs. 10,000, 

which are redeemable after four years. Then amount of discount

 to be written off from Profit  & Loss Statement each year is : 

(a) Rs. 3,000 (b)Rs. 4,000 (c) Rs. 2,500 (d) Rs. 5,000 

 

49. Loss on Issue of Debenture Account is shown : 

(a) On Assets side of Balance Sheet (b) On Liabilities side of Balance Sheet 

(c) On Credit side of P. & L. Statement (d) None of these 

 

50 Profit on sale of Sinking Fund Investments is transferred to : 

(a) Profit & Loss Statement (b) General Reserve 

(c) Sinking Fund Account (d) Capital Reserve 

 

1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 

B C C A C A B C B D D A D C D B B D D B 

21 22 23 24 25 26 27 28 29 30 31 32 33 34 35 36 37 38 39 40 

A B C A C A B B B C B A B B B A A D B C 

41 42 43 44 45 46 47 48 49 50 

B B C A B C D C A C 
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INTRODUCTION 

Section 2(87) of the Companies Act, 2013 provides that subsidiary company or 

subsidiary, in relation to any other company (that is to say the holding company), 

means a company in which the holding company— 

(i) controls the composition of the Board of Directors; or 

(ii) exercises or controls more than one-half of the total voting power either at 

its own or together with one or more of its subsidiary companies: 

 

Two Layers of Subsidiaries only permitted: Such class or classes of holding 

companies, shall not have layers of subsidiaries beyond the prescribed limit. A 

holding company can create up to two layers of subsidiaries only. However, on layer 

which consists of one or more wholly-owned subsidiary or subsidiaries would not be 

taken into account for computing the number of layers. 

 

For the above purpose- 

(a) a company shall be deemed to be a subsidiary company of the holding company 

even if the control referred to in sub-clause (i) / (ii) is of another subsidiary 

company of the holding company; 

(b) the composition of a company’s Board of Directors shall be deemed to be 

controlled by another company if that other company by exercise of some power 

exercisable by it at its discretion can appoint or remove all or a majority of the 

directors; 

(c) the expression “company” includes any body corporate; 

Meaning of Control; As per Sec. 2 (27), Control shall include the right to appoint 

majority of the directors or to control the management or policy decisions 

exercisable by a person or persons acting individually or in concert, directly or 

indirectly, including by virtue of their share holding or management rights or 

shareholders agreements or voting agreements or in any other manner. 

 

      CONSOLIDATION OF ACCOUNTS 8 
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SOME DECISIONS OF CASES 

 A holding company is not liable for provident dues of a Subsidiary Company. 

 Workmen of subsidiary Company are not workmen of Holding Company. 

 It was held that holding company is not liable for wages of its Subsidiary 

Company which was under winding up. 

 A Holding Company can’t be penalized for violation of foreign exchange 

provisions of Subsidiary Company. 

 Holding and Subsidiary Companies are independent legal entities, and are to 

be treated as such. 

 These can’t be treated as one single unit for all purposes. 

 Holding and Subsidiary are separate and distinct legal entities. 

 

CAN A SUBSIDIARY COMPANY HOLD SHARES IN THE HOLDING COMPANY? 

Section 19 prohibits a subsidiary company from holding shares in the holding 

company but a subsidiary may continue to be a member of its holding company if it 

was a member thereof at the commencement of the Act or before becoming a 

subsidiary of the holding company; but, in such a case, the subsidiary shall not have 

any voting rights in respect of the shares held. A subsidiary may also hold shares in 

the holding company as the legal representative of a deceased member of the holding 

company or as trustee (unless the holding company or any subsidiary thereof is 

beneficially interested under the trust concerned) and enjoy all rights of members 

in these two cases. 

 

NEED FOR CONSOLIDATED FINANCIAL STATEMENTS 

The consolidated financial statements are needed to serve the following purposes: 

(a) to ascertain the financial performance of the group as a whole; 

(b) to ascertain the financial position of the group as a whole; 

(c) to ascertain the appropriate value of the share of a holding company; 

(d) to ascertain whether an excessive or otherwise price has been paid for 

acquiring the shares of a subsidiary company. 

 

DUTY TO PREPARE CONSOLIDATED FINANCIAL STATEMENTS [SEC 129 (3)] 

Where a company has one or more subsidiaries, it shall, in addition to financial 

statements provided u/s 129 (2), prepare a consolidated financial statement of the 

company and of all the subsidiaries in the same form and manner as that of its own 

which shall also be laid before the AGM of the company along with the laying of its 

financial statement u/s 129 (2) 

Provided that the company shall also attach along with its financial statement, a 

separate statement containing the salient features of the financial statement of its 

subsidiary or subsidiaries in prescribed Forrri AOC-1 

Provided further that the Central Government may provide for the consolidation of 

accounts of companies in such manner as may be prescribed. 

Explanation.—For the purposes of this sub-section, the word “subsidiary” shall 

include associate company and joint venture. 
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 The provisions of this Act applicable to the preparation, adoption and audit of the 

financial statements of a holding company shall, mutatis mutandis, apply to the 

consolidated financial statements referred to u/s 129 (3)[Sec 129 (4)] 

 

MANNER OF CONSOLIDATION OF ACCOUNTS[RULE 6 OF THE COMPANIES 

(ACCOUNT) RULES, 2017] 

The consolidation of financial statements of the company shall be made in 

accordance with the provisions of Schedule III of the Act and the applicable 

Accounting Standards: 

 

Provided that in case of a company covered u/s 129 (3) which is not required to 

prepare consolidated financial statements under the Accounting Standards, it shall 

be sufficient if the company complies with provisions on consolidated financial 

statements provided in Schedule III of the Act 

 

Provided further that nothing in this rule shall apply in respect of preparation of 

consolidated financial statement by an intermediate wholly-owned subsidiary, other 

than a wholly-owned subsidiary whose immediate parent is a company incorporated 

outside India 

 

Provided also that nothing contained in this rule shall, subject to any other law or 

regulation, apply for the financial year commencing from the 1st day of April, 2017 

and ending on the 31st March, 2018, in case of a company which does not have a 

subsidiary or subsidiaries but has one or more associate companies or joint ventures 

or both, for the consolidation of financial statement in respect of associate 

companies or joint ventures or both, as the case may be. 

 

Associate company 

Associate Company, in relation to another company, means a company in which that 

other company has a significant influence, but which is not a subsidiary company of 

the company having such influence and includes a joint venture company. The purport 

of significant influence has been clarified in the explanation as control of at least 

twenty per cent of total share capital, or of business decisions under an agreement. 

In the case of joint ventures it is always by way an agreement significant influence 

is used but not necessarily by control over share capital. The meaning of significant 

influence is in line with AS18. 

 

Wholly Owned Subsidiary Company 

A company in which all the shares with voting rights (i.e. 100%) are owned by the 

holding company, it is said to be a wholly owned subsidiary company. 

 

Partly Owned Subsidiary Company 

A company in which only the majority of shares (more than 50%) are owned by the 

holding company, it is said to be a party owned subsidiary. 
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Minority Shareholder 

Small Shareholder: A shareholder who is holding shares of nominal value of INR 

20,000 or such other sum as may be prescribed. 

 

Minority Shareholder: Equity holder of a firm who does not have the voting control 

of the firm, by virtue of his or her below fifty percent ownership of the firm’s equity 

capital 

 

LEGAL REQUIREMENTS FOR A HOLDING COMPANY 

Section 129 of the Companies Act, 2013 stipulates that the balance sheet of a 

holding company has to be accompanied by the below-mentioned documents of 

relating to each of its subsidiaries: 

1. A copy of the Balance Sheet of the subsidiary 

2. A copy of the P&LA/c of the subsidiary company 

3. A copy of the report of its Board Of Directors 

4. A copy of the report of its auditors 

5. A statement containing the following particulars: 

(i) The nature and extent of holding companies interest in the subsidiary at the 

end of the last financial year 

(ii) The net aggregate amount of profits or losses in the subsidiary so far as it 

concerns the members of the holding company and is not dealt within the holding 

company’s accounts. 

6. If the financial year of the holding company and its subsidiary company coincide 

with each other subsidiary company’s balance sheet and other documents specified 

above with respect to the same financial year should be attached to the balance 

sheet of the holding company. 

 

If the financial year of the subsidiary company does not coincide with the 

financial year of the holding company, a statement showing the following should 

be attached: 

(i) Whether, and to what extent, there has been a change in the holding company’s 

interest in the subsidiary company since the close of the financial year of the 

subsidiary company 

(ii) Details of any materials changes which have occurred between the end of the 

financial year of the subsidiary company and the end of the financial year of the 

holding company in respect of: 

(a) The subsidiary’s fixed assets 

(b) Its investments 

(c) The moneys lent by it 

(d) The moneys borrowed by it for any purpose other than that of meeting its 

current liabilities 

(e) If for any reason, the board of directors of the holding company is unable to 

obtain information on profits (capital or revenue) a report in writing to the effect. 

 

In a nutshell, if the financial years of both the subsidiary and holding companies do 

not coincide, the preceding year’s balance sheet and other statements of the 
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 subsidiary company should be attached. The information attached to the balance 

sheet of a holding company in respect of its subsidiary companies could not be more 

than 6 months. 

 

CONSOLIDATED FINANCIAL STATEMENTS 

Consolidated financial statements means the preparation and presentation of profit 

and loss account and balance sheet of a holding company and its subsidiaries in a 

single format. According to the companies and, there is not legal provision insisting 

a holding company to prepare and present ‘Group Accounts’ consolidated financial 

statements. Even though there is no statutory provision for a holding company a 

prepare consolidated financial statements, the ICAI has issued AS-21 on 

‘consolidated financial statements’. It is not mandatory. As per AS-21, holding 

company means a parent company which has one there subsidiaries. A ‘group’ is a 

‘parent’ and all its subsidiaries. The main purpose of the preparation of consolidated 

statements is to reflect a true and fair view of the position and the profit or loss 

of the holding company ‘group’. Further, by preparation of consolidated financial 

statements, the shareholders are in a position to get firsthand information on the 

company authentically. 

 

The advantages of consolidation of financial statements are as follows : 

1. Facilitates easy comprehension : Shareholders are in a position to get a clear 

insight about the financial position of the group (parent and all its subsidiaries) 

2. Assists in ascertaining intrinsic value of share : For various accounting 

procedures, intrinsic value of shares serve as an essential tool. This can be attained 

on the basis of consolidated financial statements of companies. 

3. Proper assessment of return on investment : Only consolidated financial 

statements can provide proper information on the total share of holding company in 

the revenue profit of its subsidiaries. 

4. Minority interest disclosure : In the consolidated balance sheets, the item 

shown under the head ‘Minority Interest’ discloses the total amount payable to 

outside shareholders. This is liability payable 

to outsiders, i.e., general public. This factor is the main factor to be considered in 

the process of acquisition of company. 

5. Helps in the “evaluation” of holding company : As consolidated financial 

statements reflect a true an fair view of the position of the holding company 

(parent) as a group, the investors may be able to evaluate the performance of the 

company. Thereby, it enhances the overall performance of the group. 

 

The following are its limitations : 

1. Varied information : All the subsidiary companies may not carry the same type of 

business. As their activities differ from each other, information combined together 

in a single format may result in confusion 

and alternatives. 

2. Irrelevant concealment of facts : The data got from subsidiary companies may 

not be relevant in the combined form. Further, to arrive at common figures, some of 
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the facts may be suppressed. In such a situation, a consolidated financial statement 

may not reflect a true and fair view of the position of the companies. 

 

CONSOLIDATED BALANCE SHEET: 

The Schedule III of the Companies Act, 2013, provides certain general instructions 

for the preparation of consolidated financial statements. 

1. A ccordingly, where a company is required to prepare Consolidated Financial 

Statements, i.e., consolidated balance sheet and consolidated statement of profit 

and loss, the company shall mutatis mutandis follow the requirements of Schedule 

III of the Companies Act, 2013, as applicable to a company in the preparation of 

balance sheet and statement of profit and loss. In addition, the consolidated 

financial statements shall disclose the information as per the requirements 

specified in the applicable Accounting Standards including the following: 

(i) Profit or loss attributable to “minority interest” and to owners of the parent in 

the statement of profit and loss shall be presented as allocation for the period. 

(ii) “Minority interests” in the balance sheet within equity shall be presented 

separately from the equity of the owners of the parent. 

 

Format 

Consolidated Balance Sheet Of 

Holding Company and its Subsidiaries 

as on ……. 

Format of Consolidated Balance Sheet 

EQUITY AND LIABILITIES  Amount Amount 

SHAREHOLDER’S FUND   XX 

a) Share Capital (Holding Company)  XX  

b) Reserves & Surplus    

i)  General reserve (Holding Co.)                                    XX  

ii) Capital reserve (Holding Co.)                                  

Add: Capital reserve from acquisition                          

XX 

XX 

 

XX 

 

iii) Surplus 

         Surplus of Holding Co.                                          

Add: Share in revenue profits of Subsidiary Co.            

Less: Unrealized Profits                                               

 

XXX 

XX 

XX 

 

 

 

XX 

 

 

 

XX 

2. Non-current liabilities    

a) Minority interest    XX  

b) Holding Co.                                                              

Subsidiary Co.                                                         

XX 

XX 

 

XX 

 

XX 

3. Current liabilities    

Holding Co.                                                                         

Subsidiary Co.                                                                    

Less: inter Co. or mutual Owings                                       

XX 

XX 

XXX 

  

 

XX 

Total   XX 

ASSETS    
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1. Non-current assets    

a) Fixed Assets:    

i) Tangible assets 

              Holding Co.                                                           

             Subsidiary Co.                                                       

 

XX 

XX 

  

 

XX 

ii)    Intangible assets:    

a) Goodwill or Cost of Control: 

              Holding Co.                                                           

             Subsidiary Co.                                                       

b) Goodwill resulting from acquisition 

 

XX 

XX 

 

 

XX 

XX 

 

 

 

XX 

b) Non Current Investment    

Holding Co. (except investment in shares of 

subsidiary Co.)    

  XX 

 

2. Current assets    

Holding Co.                                                         

        Subsidiary Co.                                                      

     Less: inter Company or Mutual Owings                     

XX 

XX 

XX 

  

 

XX 

Total   XX 

 

IMPORTANT TERMS 

Before taking the Steps for the preparation of Consolidated Balance Sheet, one 

must know the following terms: 

Date of 

Acquisition 

Date of acquisition refers to the date on which the relationship of 

holding company and subsidiary company comes into existence. 

Pre-

acquisition 

Period 

Pre-acquisition period refers to the period beginning with the date of 

beginning of current accounting period and ending with the date 

immediately preceding the date of acquisition of majority shares by 

holding company. 

Post-

acquisition 

Period 

Post-acquisition period refers to the period beginning with the date 

of acquisition of majority shares by the holding company and ending 

with the date on which the current accounting year ends. 

Pre-

acquisition 

Profits and 

Reserves 

Pre-acquisition Profits and Reserves refer to the undistributed 

portion of the Profits earned and Reserves created upto the date 

immediately preceding the date of acquisition of majority shares by 

holding company. 

Post-

acquisition 

Profits and 

Reserves 

Post-acquisition Profits and Reserves refer to the undistributed 

portion of the Profits earned and Reserves created on/after the date 

of acquisition of majority shares by holding company. 

Share of 

Holding 

Company 

Share of Holding Company is calculated as follows: 

No. of Shares held by holding Co./Total No. of Shares of Subsidiary 

Co.x100 
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Minority Minority refers to the outside shareholders (i.e., Shareholders other 

than holding company and its another subsidiary) holding shares in the 

subsidiary company and Share of Minority is calculated as follows: 

No. of Shares held by Minority/Total No. of Shares of Subsidiary Co. 

x100 

 

IMP Note: In the absence of information, the profits of a year may be treated as 

accruing from day to day. 

Example The equity share capital of S Ltd. on 31.3.2018 is Rs. 5,00,000 divided into 

50,000 equity shares of Rs. 10 each. H Ltd. acquired 25,000 equity shares on 

1.4.2017 and 5,000 equity shares on 1.7.2017. The accounting year of S Ltd. and H 

Ltd. ends on 31st March each year. In this case: 

(a) Date of Acquisition = 1.7.2017 because H Ltd. holds more than 50% of the 

nominal value of the equity share capital of S Ltd. on 1.7.2017. 

(b) Pre-acquisition Period = 3 months from 1.4.2017 to 30.6.2017. 

(c) Post-acquisition Period = 9 months from 1.7.2017 to 31.3.2018. 

(d) Pre-acquisition Profits and Reserves refer to the undistributed portion of 

the profits earned and reserves created upto 30.6.2017. 

(e) Post-acquisition Profits and Reserves refer to the undistributed portion of 

the profits earned and reserves created from 1.7.2017 to 31.3.2018. 

(f) Share of Holding company is 60% [i.e. (30,000 Shares/50,000 Shares) x 100]. 

(g) Share of Minority is 40% [i.e. (20,000 Shares/50,000 Shares) x 100]. 

 

REPARATION OF CONSOLIDATED BALANCE SHEET 

The following are the most important points which reserve special consideration in 

the preparation of the consolidated Balance Sheet of the holding company and its 

subsidiaries. 

1: Cancellation of Investment and Share Capital 

A Consolidated Balance Sheet can be prepared by simply combining all the assets 

and liabilities of the holding company and its subsidiary. It will certainly balance, 

but it is not a Consolidated Balance Sheet. This is because the inter-company 

balances have first to be eliminated. The "Investment in Subsidiary Company" by 

the holding company should cancel out the Share Capital of the subsidiary company. 

 

2: Minority Interest Calculation 

When the holding company acquires all the shares of the subsidiary company, the 

latter company becomes a wholly owned subsidiary when the holding company 

acquires more than half but less than all the shares of the subsidiary company, those 

shareholders who have a minority share are referred to as Minority Shareholders. 

The interest of the minority shareholders, known is Minority Interest must be 

accounted for separately in the Consolidated Balance Sheet. 

A minority interest the proportion of the subsidiary company's net assets / 

shareholders' fund which belongs to the minority shareholders. Therefore the value 

of the minority interest is the portion of the share capital and reserves at the date 

when the holding company acquires its controlling interest and the share of income 

after acquisition. 
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 Objectives: 

1. The objective of the policy is to protect the rights of the minority shareholders 

and keep them updated about their rights from time to time. 

2. To check that the Shareholder Relationship Committee is redressing the 

grievance of the minority shareholders. 

 

As per para 13(e) of AS 21, minority interests in the net assets of consolidated 

subsidiaries should be identified and presented in the consolidated balance sheet 

separately from liabilities and the equity of the parent’s shareholders. Minority 

interests in the net assets consist of: 

(i) the amount of equity attributable to minorities at the date on which investment 

in a subsidiary is made; and 

(ii) the minorities share of movements in equity since the date the parent subsidiary 

relationship came in existence. 

 

Regarding minority interest, following arc the points to be remembered: 

1. Minority interest is not a liability but capital of the group which does not 

belong to the shareholders of the holding company. 

2. Minority interest is always calculated at the date of the consolidated balance 

sheet - not when the holding company takes the control. 

 

Minority interest may be computed as follows : 

Minority Interest = Share Capital of subsidiary related to outsiders + Minority 

interest in reserves and profits of subsidiary company 

 

3: Goodwill / Capital Reserve on Consolidation 

When the value of "Investment ill subsidiary" in the holding company's balance sheet 

is more than the book value of the net assets acquired, the difference represents 

"Goodwill on Consolidation". In this case, Investment in subsidiary will not cancel out 

against the share capital of the subsidiary unless a goodwill equal to the difference 

of (he two items is shown on the asset side or till' Consolidated Balance Sheet. 

Conversely, if the value of "Investment in subsidiary" in the holding company's 

balance sheet is less than the book value of the net assets acquired tile difference 

represents "Capital Reserve on Consolidation". In this case, Investment in 

subsidiary will not cancel out against the share capital of the subsidiary unless a 

capital reserve equal to the difference of (he two items is shown on the liability side 

of the Consolidated Balance Sheet. 

To calculate goodwill or capital reserve the value of the net assets acquired by the 

holding company in the subsidiary company must he compared with the cost of the 

investment. This value call be ascertained by adding together proportionate share 

capital and reserve of the subsidiary. 

4: Reserves or the Holding and Subsidiary Company 

While preparing Consolidated Balance Sheet, reserves of the subsidiary company are 

treated just as though they were part of the share capital of the subsidiary 

company. Therefore, while 
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Calculating goodwill or capital reserve on consolidation and the minority interest 

reserves are to be apportioned between the holding company and the minority 

shareholders. The reserves of the subsidiary company at the dale of the acquisition 

form a part of goodwill/capital reserve and minority interest calculation. 

The reserves of the holding company, on the other hand, belong entirely to the 

shareholders of the holding company and as such they are shown along with the 

holding company's share capital ill the Consolidated Balance Sheet. 

 

5: Pre- and Post - acquisition Profit of Subsidiary 

The profits earned by the subsidiary company before the holding company acquires 

its control, is known as pre-acquisition profit or capital profit. Undrawn pre-

acquisition profit is taken into consolidation for calculation of goodwill or capital 

reserve. It is split between cost of control (goodwill I capital reserve calculation) 

and minority interest. 

The profits earned by the subsidiary company after the holding company acquires 

its control. is known as post-acquisition profit or revenue profit, which can be 

distributed as dividend. It should be noted that post-acquisition profit of a 

subsidiary company do not form part of the goodwill or capital reserve calculation. 

Minority shareholders are not concerned whether. the profits are pre-acquisition or 

post acquisition. 

Post-acquisition profit is apportioned between holding company and minority 

shareholders. The share of holding company is added with its profit, while the share 

of the minority shareholders form a part or the calculation of minority interest. 

 

6: Cancellation of Inter-company Debts and Acceptances 

It is very common that member companies have business dealing not only with 

outsiders but also with each other. Inter-company transactions may lead to inter-

company debts and acceptances. At the time of consolidation, inter-company debts 

and acceptances which are part of the, same group, are to be cancelled out as 

follows: 

 

Inter-company Debts 

Inter-company debts for the sale of goods on credit owing by one company to the 

other company in the same group should be eliminated from sundry debtors and 

sundry creditors. 

For example, if the holding company sell goods to its subsidiary for Rs 10,000 on 

credit, it will appear as one of the sundry debtors in the Balance Sheet of holding 

company and as one of the sundry creditors in the Balance Sheet of the subsidiary 

company. It is an internal debt and is neither an external asset nor a liability of the 

group. While preparing Consolidated Balance Sheet sundry debtors of both the 

companies are to be added together. Similarly, sundry creditors or both the 

companies are to be added together. From this merged balance of sundry debtors 

and sundry creditors, a sum of Rs 10,000 is to be deducted from both the balances. 

If the above adjustment is not done it will lead to an over-statement of the figures 

for current assets and current liabilities in the Consolidated Balance Sheet. 
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 Inter-company Bills of Exchange 

Bills drawn or accepted either by the holding company or its subsidiary are not an 

outside obligation. The item "Bills Receivable" in one company's Balance Sheet and 

corresponding item "Bills Payable" in another company's Balance Sheet are to be 

cancelled out against each other like ordinary debts. 

But if some or the bills are discounted, their adjustment is not possible because 

they are no longer an intercompany obligation. When a bill is discounted, it will have 

to be paid by the drawer (if not, by the drawer in case of dishonor) to the bank 

(outside the group). Bills discounted generally appear at the bottom or the Balance 

Sheet as a contingent liability. In the Consolidated Balance Sheet it will also appear 

as a contingent liability. Only the face value or the bills that are drawn on outsiders 

and subsequently discounted, will appear as a contingent liability in the Consolidated 

Balance Sheet as a footnote. 

 

7: Cancellation of Inter-company Loans and Advances 

Usually a Current Account is used (0 record inter-company loans and advances. When 

a loan is provided by either of the companies to the other, a current account will 

exist between the holding company and its subsidiary. l-or example. if the holding 

company makes a loan of Rs. 10,000 to its subsidiary, it will appear as an asset in the 

Balance Sheet of the holding company and as a liability in the Balance Sheet of the 

subsidiary company. At the time of preparing the Consolidated Balance Sheet these 

two amounts are to be cancelled out. A difficulty arises where the current accounts 

maintained by the holding company and its subsidiary show different figures as to 

the balance owed. At the time of preparing the Consolidated Balance Sheet, these 

two current accounts are to be reconciled if they are not in agreement by company 

the entries ill the accounts. Any remaining difference is usually caused by goods-in- 

transit from the seller to the buyer, or cash-in-transit from the buyer to the seller. 

III the Consolidated Balance Sheet, the cash or goods-in-transit will appear as one 

or the assets and the two current accounts will cancel each other out. The general 

rule in these circumstances is that adjustment should be made to the holding 

company's balance, whichever way the goods or cash are going, because it is easier 

for the holding company's account to make the adjustment. 

 

8: Adjustment of Bank Balances 

Bank accounts may be held by the holding company and its subsidiary at different 

banks. While some balances arc favorable, others are overdrawn balances, they 

should appear in the Consolidated Balance Sheet as assets and liabilities 

respectively. It would be incorrect to adjust the overdraft balances against credit 

balances for the purpose of the Consolidated Balance Sheet. 

But when both the companies maintain their bank accounts at the same branch and 

the bank has a set off agreement between the holding company and its subsidiary 

the usual method is to combine all bank balances and to set off overdraft against 

credit balances. 

 

Points to Remember: 

1. The investment in a subsidiary is replaced by the underlying net assets of the 

subsidiary. 
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2. Assets and liabilities arc added on a line-by-line basis to the corresponding asset 

and liability amounts of the holding company. 

3. 100% of each asset and liability is aggregated even if the holding company owns 

a controlling interest of less titan 100%. 

4. The minority shareholders' interest in the net assets not owned by the holding 

company is shown as a liability of the Group in the Consolidated Balance Sheet. 

5. Assets arc stated at their cost to the Group, rather than at their cost to any 

individual company. Thus, inter-company profit arising out of stock and fixed 

assets transfers arc removed. (They are usually referred to as unrealiscd 

profit). 

6. Any inter-company debtors/creditors; bills receivable/bills payable are 

eliminated, so that the Consolidated Balance Sheet shows the net asset position 

of the group vis – a - vis third parties. 

7. Degree of control depends upon holding of equity shares only. 

 

SOME SPECIAL ADJUSTMENTS 

1) Unrealized Profit on Trading Stock 

If the holding company and its subsidiary trade with one another, the goods 

bought at a profit from one company may appear as unsold stock in the Balance 

Sheet of another, if the entire quantity is not sold. In the Consolidated Balance 

Sheet, the aggregate stock of the holding company and its subsidiary is to be 

stated at a cost. but in this case, the cost to the buying company includes an 

element of profit earned by the selling company. From the viewpoint of the group, 

it should be ensured that no unrealized profit earned into group accounts. 

Therefore, it would be wrong to account for this profit until the goods had been 

sold outside the group. The unrealized profit on inter – group stocks, still held, 

must be computed and should be cancelled out. It should be deducted from the 

consolidated profit as well as from the aggregate stock valuation in the 

Consolidated Balance Sheet. The above adjustment also holds good when the 

subsidiary company is a wholly – owned subsidiary. 

 

2) Unrealized Profit on Fixed Assets  

A member company may transfer fixed assets or stock which becomes fixed 

.assets of the transferee company at a profit. In this case, a similar problem 

arises as that seen in connection with trading stock transfer. At the time of 

consolidation, unrealised profit should be deducted from consolidated profit as 

well as aggregate value of fixed assets. 

 

 

 

3) Revaluation of Assets 

If the fixed assets of the subsidiary company are revalued at the time of 

acquisition of the controlling shares of the subsidiary company by the holding 

company, the effect of profit or loss on revaluation should be reflected in the 

Consolidated Balance Sheet. The assets are to appear at their revalued figures 

in the Consolidated Balance Sheet. If the revaluation is upward causing an 

increase in the book value of an asset, the same should be treated as a pre-
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 acquisition profit. The total revaluation profit will be apportioned and will be used 

in calculating goodwill/capital reserve and minority interest. The holding 

company's share of the revaluation profit will be taken to 'investment in 

subsidiary company' which, in effect, will reduce the cost of control on value of 

goodwill or capital reserve. If the revaluation results in a loss, the cost of control 

on value of goodwill or capital reserve will be increased. If an asset is revalued, 

the compounding depreciation adjustment is also to be considered. If the 

revaluation results in an increase, the depreciation that has already been charged 

seems to be undercharged and the amount of extra depreciation is treated as 

revenue loss. This should be deducted from the Profit and Loss Account of the 

subsidiary. Conversely, when there is a downward revaluation, the depreciation 

that has already been provided seem to be overcharged. The amount of extra 

depreciation is to be written-back and considered as a revenue profit. This 

should be added with the Profit and Loss Account of the subsidiary company. 

 

4) Issue of Bonus Shares 

Treatment of bonus shares issued by the subsidiary company will depend upon 

whether they are issued out of pre-acquisition profit or post-acquisition profit. 

If the bonus shares are issued out of pre-acquisition profit. it will not have any 

effect on the Consolidated Balance Sheet. This is because it will cause decrease 

in the holding company's share of pre-acquisition profit and on the other hand 

paid-up value of the equity shares held by the holding company will he increased 

by the same amount. Therefore, the amount of goodwill or capital reserve will be 

the same. The portion of the bonus shares of the minority shareholders will he 

added to the minority interest. 

If a subsidiary company issues bonus shares out of post-acquisition profit it will 

have a direct effect on the Consolidated Balance Sheet. In such a situation, the 

holding company's share of revenue profit in the subsidiary company will be 

reduced and the paid-up value of the shares held by the holding company in its 

subsidiary will be increased because of the issue of bonus shares. This will reduce 

the value of goodwill or increase the value of capital reserve. The portion of the 

bonus shares of the minority interest will be added to the minority interest, as 

before. 

 

5) Preference Shares held by the Holding Company 

When preference shares are issued by a subsidiary company and are held by the 

holding company (whether wholly or partly), it should be treated in the same way 

as equity shares. If the holding company acquires the preference shares at par, 

the cost of investment of the holding company cancels out of the shares shown 

on the Balance Sheet of the subsidiary. When the preference shares are 

acquired at a premium or a discount, the balance is carried to goodwill or capital 

reserve in the Consolidated Balance Sheet. The portion of the preference shares 

owned by the minority shareholders are added to minority interest. 

 

6) Debentures 

The debentures of the holding company will appear in the liability side of the 

Consolidated Balance Sheet just like equity or preference share capital. 
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Debentures issued either by the holding company or the subsidiary and held by 

other should be cancelled out when they are acquired at par. When part of the 

debentures are held by the minority shareholders, it should appear in the liability 

side of the Consolidated Balance Sheet. The holding company's "investment in 

debentures in the subsidiary" will cancel out against the nominal value of 

debentures shown in the subsidiary company's Balance Sheet. 

If the debentures are acquired at a premium or at a discount, the difference 

between cost and nominal value is adjusted against goodwill or capital reserve in 

the Balance Sheet. 

 

7) Inter-company Dividends 

Holding company owns majority of the shares of its subsidiary. When a dividend 

is paid out of profit of the subsidiary company, the holding company is likely to 

receive a majority portion of it as a shareholder. It should he noted that such 

dividends may be paid out of pre-acquisition profit or post-acquisition profit. The 

accounting treatment in the books of the holding company will vary accordingly. 

 

Dividend Paid Out of' Pre-acquisition Profit by the Subsidiary Company 

Care is needed in the treatment of any dividend received by the holding company 

from its subsidiary which come out of pre-acquisition profits. Such dividend should 

be treated as a return of capital to the holding company, since it transfers to the 

holding company part of the net assets in the subsidiary company that have been 

paid for. In this situation, the correct accounting treatment is to deduct such 

dividend from the cost of investment in the subsidiary for calculating goodwill or 

capital reserve. 

 

Points to Remember 

1) If such dividend has wrongly been credited to the Profit and Loss Account of 

the holding company, then it should be rectified. For rectification, the amount 

of dividend received by the holding company out of pre-acquisition profit is to 

be deducted from the Profit and Loss Account of the holding company as well as 

from the cost of investment in the shares of subsidiary. For better 

understanding of the accounting treatment, observe the following:  

Wrong entry Correct entry 

a. Bank Account                                 Dr. 

 To Dividend Received Account 

b. Dividend Received Account           Dr. 

 To Profit and Loss Account 

a. Bank Account                                  Dr. 

 To Dividend Received Account 

b. Dividend Received Account 

 To Investment in shares of 

subsidiary Co. Account 

 

Dividend Paid Out of Post-acquisition Profit by the Subsidiary Company 

Dividend received by the holding company from a subsidiary out of post-acquisition 

profit is treated as investment income and credited to the Profit and Loss Account 

of the holding company. 

It should be noted that any interim dividend paid by the subsidiary company is also 

treated in the books of the holding company in the same manner as discussed above. 
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8) Proposed Dividend 

When a dividend is proposed by the holding company, it will be deducted from 

the post-acquisition profit of the holding company (provided no proposed 

dividend is appearing in the Balance Sheet of the holding company) and will be 

shown in the Consolidated Balance Sheet as a current liability. 

Proposed dividend of the subsidiary will be deducted from the post-acquisition 

profit of the subsidiary company (provided no proposed dividend is appearing in 

the Balance Sheet of the subsidiary company). 

 

Holding company's share of such proposed dividend is added with the Profit and 

Loss Account of the holding company. Minority's share of proposed dividend can 

be added with the minority interest or it can be shown as a current liabilities in 

the Consolidated Balance Sheet (along with the proposed dividend of the holding 

company, if any). 

 

PREPERATION OF CONSOLIDATED PROFIT AND LOSS 

While preparing the Consolidated Profit and Loss Account of the holding company 

and its subsidiary, the items appearing in the Profit and Loss Accounts of the holding 

and subsidiary companies have to be aggregated. But in doing so the following 

adjustments have to the made: 

(i) Transfer of goods between the holding company and the subsidiary company 

should be eliminated both from the purchases and sales appearing the 

Consolidated Profit and Loss Account. 

(ii) Stock Reserve for unrealized profit in respect of inter-company transaction 

should be created by debiting Consolidated Profit and Loss Account and 

crediting Stock Reserve Account. 

(iii) The share or profits or the subsidiary company arising before the date or 

acquisition of shares by the holding company the belongs to the holding 

company will be debited to the Consolidated Profit and Loss Account and 

credited to Capital Reserve or Goodwill Account as the case may be. In case of 

lose the entry will be just reversed. 

(iv) The share of profits or losses belonging to the minority shareholders will be 

respectively credited or debited to Minority Interest Account. 

(v) Dividends received from the subsidiary company by the holding company should 

be eliminated from both the sides of the Consolidated Profit and Loss Account. 

(vi) Care should be taken to see that both the companies pass entries for interest 

accrued and outstanding on debentures of the subsidiary company held by the 

holding company. The debenture interest should be eliminated from both the 

sides of the Consolidated Profit and Loss Account to the extent to which it 

relates to the debentures held by the holding company. 

(vii) If the subsidiary company has passed entries for proposed dividend and the 

holding company has taken credit for its shares of the dividends, the holding 

company's share should be eliminated from both the sides of the Consolidated 

Profit and Loss Account. The necessary changes should also be made on both 

the sides of the Consolidated Balance Sheet However, if the holding company 

has not passed entries for proposed dividends of the subsidiary company, the 



             CONSOLIDATION OF ACCOUNTS 

  YES ACADEMY 8888 235 235  |       BY CA CS HARISH A MATHARIYA   |    HAVE FAITH & PATIENCE                

 

8.16 

Make 

your 

notes 

 

 

         www.onlylectures.com 

         98220 93220 

debit in respect of the proposed dividend should be reduced by the holding 

company's share in such proposed dividend and obviously, the liability in respect 

of proposed dividend in the Consolidated Balance Sheet should also be reduced. 

(viii) If there are profits and the dividend on cumulative preference shares are in 

arrears, the arrears of dividends on preference shares held by the Minority 

shareholders should be debited to the Consolidated Profit and Loss Account 

and credited to Minority Interest Account. 

(ix) If fixed assets of the subsidiary company are revalued at the time of 

acquisition of shares by the holding company without any alteration in book-

values, the excess or short depreciation should be adjusted by debiting or 

crediting the Consolidate Profit and Loss Account and crediting or debiting the 

respective Asset Account. 

(x) The minority interest will consist of its proportion of total profits after 

adjustment of excess or short depreciation due to over or under valuation of 

fixed assets, but before adjusting the proportionate unrealized profit on 

stock. 

(xi) It is important to note here that the consolidated Profit and Loss Account has 

got no concern with the Consolidated Balance Sheet. It is prepared in addition 

to the Consolidated Balance Sheet to serve the purpose of showing the total 

profits earned by the group of companies for a particular period. 

 

Bonus Shares Issued by Subsidiary Company 

A subsidiary company (after the holding company acquired controlling 

interest) may issue bonus share out of its profits to all the shareholders. 

This will increase the number of shares with the holding company. Naturally, 

the face value of shares held in the subsidiary company will also increase, as 

the holding company receives such bonus shares. 

 

Treatment : ‘Source of profit’ out of which the bonus issued is the basis of 

accounting treatment. They are : 

1. Bonus shares issued out of capital profit (or) pre-acquisition profits 

2. Bonus shares issued out of revenue profits (or) post-acquisition profits 

 

1. Bonus issue out of capital profits : This does not have any accounting 

effect. The reason is that while determining the cost of control/goodwill, the 

share of the holding company in the pre-acquisition profit is reduced and the 

paid-up value of shares held is increased. At this juncture, the issue of bonus 

shares will in no way affect the cost of control. Minority share of the bonus 

is added to the minority interest. 
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 2. Bonus issue out of revenue profits : This has its effect on the 

consolidated balance sheet. The amount of bonus is reduced from revenue 

before apportioning the revenue profits in the holding minority ratio. 

 

While calculating “cost of control” the holding company’s share of bonus is 

deducted. This will result in decrease in goodwill to the extent of the holding 

company’s share of bonus. Minority share of the bonus is added to the 

minority interest. 

 

Net result is that the bonus issue is in the nature of capital profits whether 

they are issued out of capital profits or out of revenue profits. 

 

Dividend 

A subsidiary company can declare dividend on its shares. The holding company 

will receive such dividends on the paid-up value of the shares held by it. The 

source from which the dividend to be paid may be any of the following 

categories. 

 

Category I : Payment of dividends entirely from the pre-acquisition profits  

Treatment : It is treated as capital gains. 

• On receipt of dividend, the following entry has to be passed: 

Bank A/c                             Dr.            ….. 

To investments in shares of subsidiary company A/c      ….. 

 

• This type of dividends will not be utilized for distributing dividends to the 

shareholders of the holding company. 

 

Important notes : 

(i) If the dividend is paid wholly out of pre-acquisition profits, it has to be 

appropriated from previous years profits. 

(ii) Holding company’s share has to be adjusted towards cost of control or 

capital reserve. 

(iii) Holding company’s share has to be deducted from the consolidated P&L 

A/c 

(iv) If by mistake this type of dividend is credited to P&L A/c of the holding 

company, it has to be rectified by debiting P&L A/c and crediting investment 

A/c. 
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Category II : Payment of dividends entirely from post-acquisition profits : 

• It is treated as revenue income 

• Entry : 

Bank A/c                        Dr. ….. 

To P&L A/c of the holding company.        ….. 

• This type of dividend partly out of pre-acquisition profits and partly out of 

post-acquisition profits. 

 

 

The main point to be observed is that the dividend up to the date of 

acquisition (pre-acquisition) is to be treated as capital profit (capital receipt) 

and after the date of acquisition (post-acquisition) is to be treated as 

revenue profit (revenue receipt). 

 

Accounting Treatment : 

(i) For pre-acquisition profit : (capital profit) 

(as in category I) 

Bank A/c                      Dr. … 

To investment in shares of subsidiary company …… 

 

(ii) For post-acquisition profit : (revenue receipt) 

(as in category II) 

Bank A/c            Dr. … 

To profit & loss A/c ….. 

 

In a combined (compound) entry as follows : 

Bank A/c               Dr. …. 

To Investment in shares of subsidiary company ….. 

To P&L A/c 

 

This means that the proportion of dividend out of pre-acquisition profit has 

to be credited to investment account and the proportion of dividend out of 

post-acquisition profit has to be credited to profit and loss account. 

 

Goodwill (Goodwill Appearing in the Balance Sheet of Subsidiary Company) 
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 If, the goodwill is shown in the balance sheet of the subsidiary company. That 

means goodwill already exists. 

 

Accounting Treatment : 

Approach I: Add : Goodwill already appearing in the balance sheet of 

subsidiary company to the goodwill and/ or cost of control in the consolidated 

balance sheet. 

 

Approach II: Add : Only holding company’s share to the cost of 

control/goodwill, from the goodwill of the subsidiary company. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

PRACTICAL PROBLEMS TO BE SOLVED IN CLASS (ICSI MODULE) 

Que. 1 

(Cancellation of investment – Wholly owned subsidiary company) 

From the following Balance Sheet of H Ltd. (holding) and S Ltd. (subsidiary), prepare 

a consolidated balance sheet of H Ltd. and its subsidiary S Ltd. 

Particulars H Ltd rs. S Ltd rs. 

Equity & Liabilities 

Share capital : 

Shares of rs. 10 each 

Sundry liabilities 

 

 

5,00,000 

1,00,000 

 

 

2,00,000 

25,000 
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Total 6,00,000 2,25,000 

Assets: 

Sundry assets 

investment :  

20,000 shares of rs.10 each of S ltd 

 

400000 

 

200000 

 

225000 

Total 6,00,000 2,25,000 

 

Que. 2 

(Minority interest) 

From the following, prepare consolidated balance sheet of H Ltd. and its subsidiary 

S Ltd. 

Particulars Rs. Rs. 

Equities & Liabilities 

Share capital : 

Shares of rs.10 each 

Other Liabilities  

 

5,00,000 

1,40,000 

 

3,00,000 

20,000 

Total 640000 320000 

Assets: 

Sundry assets 

Investment in Shares of S ltd. 

24000 shares of Rs.10 each 

 

400000 

 

 

240000 

320000 

Total 6,40,000 3,20,000 

 

Notes : 

1. This partly owned subsidiary company H Ltd. owns to the extent : 

Issued capital of S Ltd.                                         Rs. 3,00,000 

Owned as investment in shares of S Ltd.              Rs. 2,40,000 

 proportionate share
Rs.  2,40,000

Rs.3,00,000
× 100 = 80% 

 

2. Outside shareholders share = (100-80)% = 20% 

∴value of minority interest = 20% of Rs.3,00,000 

                                             = Rs. 60,000 

 

This amount may be shown in either of the following two ways : 

(i) A s a separate item under the head ‘Minority Interest’ 

(ii) A long with share capital of holding company 

 

3. As in this problem, no items relating to capital reserve profit and loss; revenue 

reserve profit and loss or P&L A/c balance is given – Minority interest is computed 

straight away in Notes 1 and 2. 

 

Que. 3 

(Cost of control) 

From the following balance sheets of H Ltd. and its subsidiary S Ltd. as on 31 

December 2017, prepare consolidated balance sheet. 

Particulars Rs. Rs. 
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 Equities & liabilities  

Share Capital : 

Shares of rs. 50 each 

Creditors 

Reserves 

Profit & Loss A/c 

 

 

5,00,000 

1,00,000 

-- 

50,000 

 

 

2,00,000 

20,000 

10,000 

30,000 

Total 6,50,000 2,60,000 

 

Assets 

Sundry assets : 

Investment in the shares of S Ltd 4,000 shares 

(at cost) 

 

350000 

300000 

 

260000 

Total 6,50,000 2,60,000 

H Ltd. purchase shares in S Ltd. on the balance sheet date. 

 

Que. 4. 

(Capital reserve) 

From the following balance sheets of H Ltd. and its subsidiary S Ltd. as on 31st 

December 2017, prepare a consolidated balance sheet. 

Liabilities H Ltd. 

Rs. 

S Ltd. 

Rs. 

Share Capital : 

(Shares of Rs.100 each) 

Creditors 

Reserve 

Profit & Loss A/c 

 

6,00,000 

2,00,000 

40,000 

70,000 

 

4,00,000 

50,000 

20,000 

15,000 

Total 9,10,000 4,85,000 

Sundry assets 

Investment in 4,000 

Shares of S. Ltd. (on 31 st  december 2010) 

5,00,000 

4,10,000 

4,85,000 

 

Total 9,10,000 4,85,000 

 

Que. 5. 

(Pre-acquisition profit/reserves) 

From the following information, prepare a consolidated balance sheet 

Balance sheets 

As on 31 December 2017 

Particulars H Ltd. 

Rs. 

S Ltd. 

Rs. 

Equities &   Liabilities 

Share Capital 

Shares of rs.10 each 

Reserves 

Profit & Loss A/c 

Creditors 

 

2,00,000 

50,000 

20,000 

30,000 

 

1,00,000 

20,000 

10,000 

20,000 

Total 3,00,000 1,50,000 
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Sundry assets  

Investments 

6,000 Shares of S Ltd 

220000 

80000 

1,50,000 

Total 3,00,000 1,50,000 

 

H Ld. Acquired its shares in S Ltd. on 1 January 2017 when reserves of S Ltd. stood 

at Rs.4,000 and its profit and loss account (Cr.) was Rs.5,000 

 

Que. 6. 

(Revaluation of assets-profit) 

The following are the balance sheet of P Ltd., and its subsidiary Q Ltd., as at 31 

March 2017 : 

 

Liabilities P Ltd. 

Rs. 

Q. Ltd. 

Rs. 

Assets  P Ltd. 

Rs. 

Q Ltd. 

Rs. 

Equity 

shares of 

Rs. 100 

each 

16,00,000 4,00,000 Equipment 10,00,000 3,80,000 

Profit & 

Loss A/c 

2,00,000 80,000 Investment:   

External 

Liabilities 

30,00,000 19,20,000 3,600 

equity 

shares in Q 

Ltd. on 1st 

Apirl 2010 

5,60,000 --- 

   Other 

Assets 

32,40,000 20,20,000 

Total 48,00,000 24,00,000 Total 48,00,000 24,00,000 

 

On 1 April 2017 P&L A/c Q of Ltd. showed a credit balance of Rs.32,000 and 

equipment of Q Ltd., was revalued by P Ltd., 20% above its book value of Rs.4,00,000 

(but no such adjustment effected in the books of Q Ltd.) 

prepare the consolidated balance sheet as at 31 March 2017. 

 

Que. 7. 

(Bonus shares issued out of revenue profits) 

The summarized balance sheet of H Ltd. and S Ltd. as on 31 December 2017 are as 

follows : 

Liabilities H Ltd. 

Rs. 

S Ltd. 

Rs. 

Share capital : 

Share of rs.10 each 

Reserves 

Profit & Loss A/c 

 

15,00,000 

2,40,000 

1,80,000 

 

3,00,000 

90,000 

1,20,000 

Total 19,20,000 5,10,000 

Assets   
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 Sundry assets 

24,000 shares in S Ltd. 

15,00,000 

  4,20,000 

5,10,000 

 

Total 19,20,000 5,10,000 

 

S Ltd. had reserves of Rs.90,000 when H Ltd. acquired the shares in S Ltd. but the 

P&L A/c balance of S Ltd. was fully earned after the purchase of shares. 

 

S Ltd. decided to issue bonus shares out of the post-acquisition profit in the ratio 

of 2 shares for every S shares held. 

 

Calculate the cost of control before the issue of bonus shares and after the issue of 

bonus shares. 

 

Illustration 8. 

(Dividends paid out of pre-acquisition profits and goodwill of subsidiary company.) 

 

From the following Balance Sheets of a holding company and its subsidiary on 31 

March 2018, prepare 

consolidated balance sheet. 

Particulars H Ltd. 

Rs. 

S Ltd. 

Rs. 

Equities & Liabilities  

Share capital 

Shares of rs. 10 each 

General reserve 

P&L Account 

Sundry Creditors 

Outstanding expenses 

 

15,00,000 

 

2,40,000 

2,70,000 

1,50,000 

60,000 

 

6,00,000 

 

1,80,000 

2,10,000 

1,20,000 

30,000 

Total 22,20,000 11,40,000 

Assets: 

Goodwill 

Machinery 

Stock 

Debtors 

Cash and Bank 

Investments : 

48,000 shares in S Ltd 

 

90,000 

9,00,000 

2,40,000 

3,60,000 

60,000 

  

5,70,000 

 

30,000 

4,50,000 

1,50,000 

4,80,000 

30,000 

Total 22,20,000 11,40,000 

 

When control was acquired S Ltd. had Rs.1,20,000 in general reserve and Rs.90,000 

in profit and loss account. Immediately on purchase of shares, H Ltd. received 

Rs.48,000 as dividend from S Ltd. which was credited to 

profit and loss account. Debtors of H Ltd, include Rs.60,000 due from S Ltd. 

whereas creditors of S Ltd. include Rs.45,000 due to H Ltd., the difference being 

accounted for by a cheque-in-transfer. 
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Extra Questions: 

Que. 

H Ltd. purchased control of S Ltd. on 1.1.2001. The following are the Balance Sheets 

of H Ltd and S Ltd as at 31.12.2001:  

Liabilities H Ltd. S Ltd. Assets H Ltd. S Ltd. 

Share 

capital: 

Shares of 

Rs.10 each 

12,00,000 6,00,000 Land and 

Building 

2,20,000 2,80,000 

   Plant and 

Machinery 

4,00,000 3,60,000 

General 

Reserve 

1,20,000 1,00,000 45,000 

Shares in S 

Ltd. at cost 

6,75,000 - 

Profit and 

Loss A/c 

2,00,000 2,00,000 Stock in 

trade 

90,000 40,000 

Creditors 2,00,000 1,60,000 Debtors 1,00,000 1,80,000 

   Cash at bank 2,35,000 2,00,000 

 17,20,000 10,60,000  17,20,000 10,60,000 

On 1.1.2001 S Ltd. had Rs.1,00,000 in General Reserve and Rs. 1,20,000 (Cr.) in Profit 

and Loss Account. In July 2001, 10% dividend was paid by S Ltd. for 2000. Dividend 

received from S Ltd. was credited to Profit and Loss Account by H Ltd. debtors of 

S Ltd. includes Rs.25,000 due from H Ltd. Prepare Consolidated Balance Sheet as on 

31st December, 2001. 

 

Que. 

The Balance Sheets of Hari Ltd. and its subsidiary Suri Ltd. as at 31st March, 2002 

are as follows: 

Liabilities Hari 

Ltd. 

(Rs.) 

Suri 

Ltd. 

(Rs.) 

Assets Hari Ltd. 

(Rs.) 

Suri 

Ltd. 

(Rs.) 

Share capital   Plant and 

Machinery 

4,80,000 90,000 

Equity shares of 

Rs.10 each fully 

paid 

4,00,000 1,00,000 Furniture 15,000 27,000 

General Reserve 

(1.4.2001) 

2,80,000 34,000 Investments 2,00,000  

Profit and Loss 

A/c 

1,70,000 42,000 Stock 95,000 42,000 

Creditors 70,000 35,000 Debtors 60,000 32,000 
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   Cash at bank 70,000 20,000 

 9,20,000 2,11,000  9,20,000 2,11,000 

The following Information is also given to you: 

(i) Hari Ltd. acquired 8,000 equity shares in Suri Ltd. as at 1st July, 2001 at a 

cost of Rs 2,00,000. 

(ii) Stock of Hari Ltd. includes Rs 6,000 relating to stock purchased from Suri Ltd. 

which follows the practice of charging 25% extra on the cost for determining 

the sale price. 

(iii) Creditors of Hari Ltd. include Rs 10,000 on account of purchases from Suri 

Ltd. 

(iv) Profit and Loss Account of Hari Ltd. includes dividend @ 10% for the year 

2001-02 received from Suri Ltd., which declared and paid it after 1st July 

2002. 

(v) Balance in Suri Ltd.'s Profit and Loss Account on 1st April, 2001 was Rs. 26,000. 

Dividend @ 10% for the year 2000-01 was declared out of this balance after 

1st July, 2001. 

(vi) Profits during the year 2001-02 have been earned on uniform basis throughout 

the year. 

Prepare a Consolidated Balance Sheet of Hari Ltd. and its subsidiary Suri Ltd. as at 

31s1 March, 2002. Submit all your working notes neatly. 

 

Que. 

The summarized Balance Sheets of P Ltd. and S Ltd. on 31st December, 2001 were 

as follows:  

Liabilities P Ltd. S Ltd. Assets P Ltd. S Ltd. 

Share capital:   Fixed assets 1,50,000 1,44,700 

3,000 shares 

of Rs.100 each 

3,00,000  Investments in 

S Ltd. at cost 

1,70,000  

10,000 shares 

of Rs.10 each 

 1,00,000 Stock 40,000 20,000 

Capital reserve  55,000 Loan to P Ltd.  2,000 

General 

reserve 

30,000 5,000 Bills receivable 

(including 

Rs.200 from S 

Ltd.) 

1,200  

Profit and Loss 

A/c 

38,200 18,000 Debtors and 

Cash balance 

27,000 20,000 

Loan from S 

Ltd. 

2,100     

Bills Payable 

(including 

Rs.500 to P 

Ltd.) 

 1,700    
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Creditors 17,900 7,000    

 3,88,200 1,86,700  3,88,200 1,86,700 

There is a contingent liability of Rs 1,000 for bills discounted given by way of a note 

to Balance Sheet of p Ltd. P Ltd. acquired 8,000 shares of Rs 10 each in S Ltd. on 

31st December, 2001. 

You are given the following additional information: 

(i) S Ltd. made a bonus issue on 31st December, 2001 of one share for every two 

shares held, reducing capital reserve by an equivalent amount, but the 

transaction is not shown in the Balance Sheet. 

(ii) Interest receivable amounting to Rs 100 in respect of loan due by P Ltd. has not 

been credited in the accounts of S Ltd. 

(iii) The directors decided that the fixed assets of S Ltd. were over-valued and 

should be written-down by Rs 5,000. 

Prepare a Consolidated Balance Sheet of the two companies on 31st December, 2001, 

giving all workings. 
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CORPORATE FINANCIAL REPORTING  

Defined as communication of published financial statement and related 

information to interested parties. It contains both qualitative and quantitative 

information. 

 

Objectives of financial reporting 

The objectives of financial reporting to provide information: 

(1) that is useful to present / potential investors  

(2) about the economic resources of an enterprise  

(3) about the enterprise’s financial performance  

(4) about how management of an enterprise obtains and spends cash 

(5) about how management discharged its stewardship  

(6) that is useful to management and directors in making decisions  

 

Various requirements of corporate reporting in India: 

(1) Balance Sheet 

(2) Profit & Loss A/c (Income Statement) 

(3) Cash Flow Statement:  

(4) Director’s Report 

(5) Management Discussion & Analysis Report 

(6) Auditor’s Report 

(7) Disclosure of Significant Accounting Policies 

(8) Disclosure of Notes on Accounts 

 

1. VALUE ADDED STATEMENT 

Value added can be defined as the value created by the activities of a firm, 

that is, sales less the cost of bought in goods and services and its allocation 

 

Advantages of Value Added Statement: 

(1) It helps in the comparison of the performance of the company. 

(2) It helps in judging the productivity of the company. 

(3) Provides a better alternative by focusing other factors rather than just 

profit. 

(4) It also helps in devising the incentives schemes for the employees. 

(5) It reflects a broader view of the company’s objectives and responsibilities. 

 

Limitation of Value Added Statement:  

There is a duality associated with the VAS. Many inconsistencies are found in 

practice in both the calculation and presentation of value added in the VAS. These 

inconsistencies make the statement confusing, non-comparable and unverifiable. 

The main areas of inconsistencies includes: 

(a) The treatments of depreciation resulting in gross and net value added. 

(b) The treatment of taxes like pay – as – you –earn, fringe benefits and other 

benefits in the employee’s share of value added. 

(c) The timing of recognition of value added – production or sales. 

      CORPORATE FINANCIAL REPORTING 
 

9 
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(d) The treatment of taxes such as VAT / GST  and deferred tax and 

(e) The treatment of non – operating items. 

 

FORMAT FOR VALUE ADDED & ITS APPLICATION: 

Particulars  Rs. 

VALUE ADDED:   

Sales less returns  XXXX 

Less: (Cost of bought out goods & services)   

- Audit Fees XXXX  

- Material consumed/Decrease in Stock XXXX  

- Administration Cost/Stationery/etc. XXXX  

- Selling & Distribution Expenses XXXX  

- Interest on short term loan XXXX  

- General Expenses (Other Exp.) XXXX  

- Hire Charges for Equip./Rent/Rates/Taxes XXXX  

- Provision for Doubtful Debt XXXX  

- Excise duty XXXX  

- Purchase XXXX  

- Manufacturing & Other Expenses XXXX  

- Depreciation (If NET VALUE ADDED) XXXX (XXX) 

Value added from operations  XXXX 

Add:   

- Other Income (Interest/Rent received)  XXXX 

Add/Less Extra Ordinary Items:   

- (-) Loss by theft, etc. (XXX)  

- (+) Surplus on sale of Assets   XXX XXX 

Total Value Added:  XXXX 

   

VALUE APPLIED:   

Towards employees   

- Wages & Salaries XXXX  

- Salaries and commission to directors XXXX XXXX 

Towards Government   

- Local Tax/Cess XXXX  

- Provision for tax XXXX XXXX 

Towards providers of finance   

- Interest on fixed loan/Intt. on Debenture XXXX  

- Dividend paid/Proposed Dividend XXXX XXXX 

Toward replacement & expansion   

- Depreciation (If GROSS VALUE ADDED) XXXX  

- Replacement Reserve/Trf. to any Reserve XXXX  

- Deferred tax account XXXX  

- Retained Profit (CURRENT YEAR ONLY) XXXX XXXX 

TOTAL VALUE APPLIED  XXXX 
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Reconciliation of Value Added with Profit Before Tax (PBT): 

Sr. No. Particulars Rs. Rs. 

(A) Profit Before Tax (PBT)  XXX 

(B) Add: Items of Application of Value Added (2nd 

Statement) {EXCEPT: FOLLOWING ITEMS, 

SINCE THESE ITEMS ARE ALREADY INCLUDED 

IN PBT SO NO NEED TO ADD THESE ITEMS 

AGAIN} 

Example of items NO NEED TO ADD: 

- Provision for Tax 

- Proposed Dividend 

- Transfer to Reserve 

- Retained Earnings 

- Dividend Paid 

- Surplus transferred to Balance sheet 

XXX XXX 

(C) (=) Value Added  XXX 

 

2. ECONOMIC VALUE ADDED 

Economic value added measures the excess returns over costs of capital. If a 

company’s EVA is negative it is destroying shareholders wealth even though it may 

be reporting positive and growing EPS or return on capital employed. 

Particulars Rs. 

EBIT XXXX 

Less: Interest (XXX) 

EBT XXXX 

Less: Tax (XXX) 

Profit After Tax (PAT) XXXX 

Add: Interest (1 –t) XXXX 

Net Operating Profit After Tax (NOPAT) XXXX 

Less: Cost of Capital (XXX) 

Economic Value Added XXXX 

Expressed as a formula: EVA = NOPAT – (Capital Employed X WACC) 

 

Advantages of EVA analysis are as follows: 

(1) In some cases, company pay bonuses to the employees on the basis of EVA 

generated. Promotes the employees for working hard  

(2) Using EVA, company can evaluate the projects  

(3) It helps the company in monitoring the problem areas  

(4) EVA presents a better and true picture of the company  

(5) It helps the owners to identify the best way to run the company  

 

Disadvantages of EVA  

It is difficult to compute and also it does not take into account inflation into its 

calculation. Therefore, company should take into account above advantages and 

disadvantages before deciding whether to implement EVA or not. 
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3. MARKET & SHAREHOLDERS VALUE ADDED 

Market value added is the difference between the Company’s market and book 

value of shares. According to Stern Stewart, if the total market value of a 

company is more than the amount of capital invested, the company has managed to 

create shareholder value. If the market value is less than capital invested, the 

company has destroyed shareholder value. 

Market Value Added = Company’s Market Value – Capital Invested 

 

Shareholder Value Added (SVA) represents the economic profits generated by a 

business above and beyond the minimum return required by all providers of capital. 

SVA integrates financial statements of the business (profit and loss, balance sheet 

and cash flow) into one meaningful measure. 

The SVA methodology is highly flexible approach to assist management in the 

decision making process.  

 

PRACTICAL QUESTIONS 

Que No. 1: From the following Profit and Loss Account of X Ltd. prepare Gross 

Value Added Statement and show the reconciliation between Gross Value Added and 

Profit before taxation: 

Profit and Loss Account for the year ended 31st March, 2014 

 Rs. Lakhs Rs.Lakhs 

Income:   

Sales  800 

Other Income  50 

Total Income:  850 

Expenditure:   

Production and Operational Expenses 600  

Administrative Expenses 30  

Interest and Other charges 30  

Depreciation 20 680 

Profit before taxes  170 

Provision for taxes  30 

PAT  140 

Balance as per last balance sheet  10 

  150 

Transferred to:   

General Reserve  80 

Proposed dividend  20 

Surplus carried to Balance Sheet  50 

  150 

Break – up of some of the Expenditure is as follows:   

Production and operational expenses:   

Consumption of raw materials and stores  320 
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Salaries, wages and bonus  60 

Cess and Local taxes  20 

Other Manufacturing expenses  200 

  600 

Administrative Expenses:   

Audit fee  6 

Salaries and Commission to Directors  8 

Provision for Doubtful Debts  6 

Other Expenses  10 

  30 

Interest and work charges:   

On working capital loans from bank  10 

On fixed loans from ICICI  15 

On Debentures  5 

  30 

 

Que No. 2: On the basis of the following income statement pertaining to Brite 

Ltd. you are required to prepare: 

1. Gross Value Added statement; and 

2. Statement showing reconciliation of gross value added with profit before 

taxation. 

Profit and Loss Account of Brite Ltd. for the year ended 31st March, 2014 

 Rs.000’ Rs. in 000’ 

Income   

Sales less return  15,27,956 

Dividend and interest  130 

Miscellaneous income  474 

 A 15,28,560 

Expenditure   

Production and operational expenses:   

Decreases in inventory of finished goods 26,054  

Consumption of raw materials 7,40,821  

Power and lighting 1,20,030  

Wages, salaries and bonus 3,81,760  

Staff welfare expenses 26,240  

Excise duty 14,540  

Other manufacturing expenses 32,565 13,42,010 

Administrative expenses   

Director’s remuneration 7,810  

Other administrative expenses 32,640 40,450 

Interest on:   

9% Mortgage debentures 14,400  

Long term loan from financial institution 10,000  

Bank overdraft 100 24,500 

Depreciation on fixed assets  50,600 
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 B 14,57,560 

Profit before taxation, (A – B)  71,000 

Provision for income tax @ 35.875%  25,470 

Profit after taxation  45,530 

Balance of account as per last Balance Sheet  6,300 

  51,830 

Transferred to:   

General Reserve 40% of Rs.45,530 18,212  

Proposed dividend @ 22% 22,000  

Tax on distribution profits @ 12.81% 2,818 43,030 

Surplus carried to Balance Sheet  8,800 

 

Que No. 3: Value Added Ltd. furnishes the following Profit and Loss Account: 

Profit and Loss Account for the year ended 31st March, 2014 

Income Notes Rs. 000’s 

Turnover 1 29,872 

Other income  1,042 

  30,914 

Expenditure   

Operating expenses 2 26,741 

Interest on 8% Debenture  987 

Interest on Cash credit 3 151 

Excise duty  1,952 

  29,831 

Profit before depreciation  1,083 

Less: Depreciation  342 

Profit before tax  741 

Provision for tax 4 376 

  365 

Less: Transfer to fixed assets Replacement reserve  65 

  300 

Less: Dividend paid  125 

Retained profit  175 

Notes: 

1. Turnover is based on invoice value and net of Sales Tax. 

2. Salaries, wages and other employees benefits amounting to Rs.14,761 (‘000) are 

included in operating expenses. 

3. Cash credit represents a temporary source of finance. It has not been 

considered as a part of capital. 

4. Transfer of Rs.54 (‘000) to the credit of deferred tax account in included in 

provision for tax. 

Prepare value added statement for the year ended 31st March, 2014 and Reconcile 

total value added with profit before taxation. 
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ECONOMIC VALUE ADDED 

Problem no. 1 Following information is given to you by NSX Ltd.: 

EBIT Rs.3,50,000 

Capital Structure:  

Equity Capital Rs.4,25,000 

Reserve and surplus Rs.3,25,000 

10% Debentures Rs.10,00,000 

Dividend at the end of the year (D1) Rs.35 per share 

Market value of shares Rs.1,400 per share 

Growth rate 15% 

Income tax rate 30% 

Calculate economic value added (EVA) with the help of above information. 

Ans.: 

Particulars Calculations Rs. 

EBIT  3,50,000 

Less: Interest (10,00,000 x 10%) (1,00,000) 

EBIT  2,50,000 

Less: Tax (2,50,000 x 30%) (75,000) 

Profit after tax (PAT)  1,75,000 

Add: Interest (1 – t) (1,00,000 (1 – 0.3)) 70,000 

Net operating profit after tax (NOPAT)  2,45,000 

Less: Cost of Capital (17,50,000 x 11.5%) (2,01,250) 

Economic Value Added  43,750 

Working note: 

Calculation of cost of equity:  Calculation of cost of debts 

 𝐾𝑒 =
𝐷1

𝑀𝑣
+ 𝑔     𝐾𝑑 = 𝐼(1 − 𝑡) 

 𝐾𝑒 = 𝐶𝑜𝑠𝑡 𝑜𝑓 𝐸𝑞𝑢𝑖𝑡𝑦     = 10 (1 – 0.3) = 7% 

𝐷1 = Dividend at the end of year 1  t = Tax rate 

g = Growth Rate 

 𝐾𝑒 =
35

1,400
+ 0.15 = 0.175 i:e 17.5% 

Capital Amount Weight Cost of 

capital 

Product 

(Weight X Cost 

of capital) 

Equity Capital & Reserve 7,50,000 7.5 17.5% 131.25 

10% Debentures 10,00,000 10 7% 70 

 17,50,000 17.5  201.25 

Weighted Average Cost of Capital (WACC) = 
𝑻𝒐𝒕𝒂𝒍 𝒐𝒇 𝑷𝒓𝒐𝒅𝒖𝒄𝒕

𝑻𝒐𝒕𝒂𝒍 𝒐𝒇 𝑾𝒆𝒊𝒈𝒉𝒕
 = 11.5% 

 

Problem no. 2 LG Ltd. provides you the following as at 31st March, 2014: 

Equities and Liabilities Rs. 

Shareholders’ funds:  

Equity Share Capital 10,00,000 

Reserve and Surplus 20,00,000 

Non-current liabilities:  
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10% Long Term Debts 2,00,000 

Current Liabilities:  

Sundry Creditors 50,000 

 32,50,000 

Assets Rs. 

Non-current assets:  

Fixed assets 30,00,000 

Investments 1,50,000 

Current assets 1,00,000 

 32,50,000 

Additional information: 

1. Profit before interest and tax is Rs.10,00,000 

2. Tax rate – 35.875% 

3. Risk free rate interest – 10% 

4. Market rate – 15% 

5. Beta Factor (𝛽) – 1.4 

Compute Economic Value Added. 

Ans.: 

Particulars Calculations Rs. 

EBIT  10,00,000 

Less: Interest (2,00,000 x 10%) (20,000) 

EBIT  9,80,000 

Less: Tax (9,80,000  x 35.875%) (3,51,575) 

Profit after tax (PAT)  6,28,425 

Add: Interest (1 – t) (20,000 (1 – 0.35875)) 12,825 

Net operating profit after tax (NOPAT)  6,41,250 

Less: Cost of Capital (32,00,000 x 16.34%) (5,22,880) 

Economic Value Added  1,18,370 

Calculation of cost of equity: 
 𝐾𝑒 = 𝑅𝑓 + 𝛽(𝑅𝑚 − 𝑅1)    𝑅𝑓 = 𝑅𝑖𝑠𝑘 𝐹𝑟𝑒𝑒 𝑅𝑎𝑡𝑒 𝑖𝑛𝑡𝑒𝑟𝑒𝑠𝑡 

 𝐾𝑒 = 10 + 1.4(15 − 10)    𝑅𝑚 = 𝑀𝑎𝑟𝑘𝑒𝑡 𝑅𝑎𝑡𝑒 
 𝐾𝑒 = 17%      𝛽 = 𝐵𝑒𝑡𝑎 𝐹𝑎𝑐𝑡𝑜𝑟 

Calculation of cost of debts: 

 𝐾𝑑 = 𝐼(1 − 𝑡)      I = Interest 

 𝐾𝑑 = 10(1 − 0.35875)= 6.4125%   t = Tax Rate  

Capital Rs. Weight Cost of 

capital 

Product 

(Weight X Cost 

of capital) 

Equity Capital & Reserve 30,00,000 30 17% 510 

10% Long Term Debt 2,00,000 2 6.4125% 12.825 

 32,00,000 32  522.825 

Weighted Average Cost of Capital (WACC) = 
𝑻𝒐𝒕𝒂𝒍 𝒐𝒇 𝑷𝒓𝒐𝒅𝒖𝒄𝒕 𝒄𝒐𝒍𝒖𝒎𝒏

𝑻𝒐𝒕𝒂𝒍 𝒐𝒇 𝑾𝒆𝒊𝒈𝒉𝒕
 = 522.825/32 

= 16.34% 
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LEARNING OBJECTIVES 

 Meaning of Cash Flow Statement  

 Objectives of Cash Flow Statement  

 Uses/Advantages of Cash Flow Statement  

 Limitations of Cash Flow Statement  

 What is meant by the term ‘Cash Flows’?   

 Cash and Cash Equivalents  

 Operating Activities  

 Investing Activities o Financial Activities 

 Practical Steps involved in the Preparation of Cash Flow Statement 

 

MEANING OF CASH FLOW STATEMENT 

The Cash Flow Statement means the Statement of Changes in Cash and Cash 

equivalents during a particular accounting period. It shows— 

1. Net Cash flows from Operating Activities; 

2. Net Cash flows from Investing Activities; 

3. Net Cash flows from Financing Activities; 

4. Net Change in Cash and Cash Equivalents. 

Notes: 

1. Cash Flow Statement is not a substitute for Income Statement because it does 

not disclose the calculation of Profit or Loss. 

2. Cash Flow Statement is not a substitute for Position StatementfBalance Sheet) 

because it does not disclose the Total Financial Position [i.e. Total Equity, Non-

Current Liabilities, Current Liabilities, Non-Current Assets and Current Assets], 

3. Cash Flow Statement is historical in nature because it is prepared on the basis 

of Historical Financial Statements. 

 

OBJECTIVES OF CASH FLOW STATEMENT 

The objectives of Cash Flow Statement are as follows: 

1. To ascertain Net Cash Flows from Operating, Investing and Financing 

Activities of an enterprise 

2. To ascertain the Net Change in Cash & Cash Equivalents indicating the 

aggregate of Net Cash Flows from Operating, Investing and Financing Activities 

of an enterprise between the dates of two consecutive Balance Sheets. 

 

USES/ADVANTAGES OF CASH FLOW STATEMENT 

The various uses of Cash Flow Statement are as follows: 

1. Facilitates to ascertain Net Cash flows: Cash Flow Statement facilitates to 

ascertain Net Cash Flows from Operating, Investing and Financing Activities 

and Net Change in Cash and Cash Equivalents. 

      CASH FLOW STATEMENT 
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2. Facilitates to evaluate Cash Financial Performance: It facilitates to evaluate 

Cash Financial Performance by providing information on Net Cash flows from 

Operating Activities. 

3. Facilitates to evaluate Cash Financial Position: It facilitates to evaluate Cash 

Financial Position by providing information on Net Cash flows from investing 

Activities and Financing Activities. 

4. Facilitates Efficient Cash Management.: The management can know the 

situation of shortage or surplus cash and can plan for the effective use of 

surplus cash or can make the necessary arrangement in case of an shortage 

of cash. 

5. Facilitates Comparision: It facilitates the comparative study of the operating 

performance of different enterprises because it eliminates the effects of 

using different accounting treatments for the same transactions and events. 

6. Facilitates Capital Budgeting Decisions: It facilitates Capital Budgeting 

Decisions by providing information on Net Cash flows from Investing 

Activities . 

7. Facilitates Capital Structure Decisions: It facilitates Capital Structure 

Decisions by providing information on Net Cash flows from Financing 

Activities. 

8. Facilitates Planning: The Projected Cash Flow Statement enables the 

management to plan its future investments, operating and financial activities 

such as the repayment of long-term loans and interest thereon, modernisation 

or expansion of plant, payment of cash dividend etc. 

9. Answers to some of the important financial questions: As a tool of historical 

analysis, it provides an answer to some of the important financial questions 

such as: 

i. How was it possible to distribute dividend in excess of current earnings 

or in the presence of a net loss for the period? 

ii. Why has the cash decreased although the net income for the period has 

gone up? 

iii. Why has the cash increased even though there has been a net loss for 

the period? 

iv. What happened to the proceeds of the sale of land and equipments? 

v. Why did the firm resort to long-term borrowings inspite of large profits? 

vi. Why did the firm issue new equity or preference shares? 

vii. How was the retirement of long-term debts or redemption of redeemable 

preference shares accomplished? 
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LIMITATIONS OF CASH FLOW STATEMENT 

The major limitations of Cash Flow Statement are as follows: 

1. Ignores 

Non-cash 

transactions 

It ignores the non-cash transactions. In other words, it does not take 

into consideration those transactions which do not affect the cash For 

Example, Issue of Shares against the purchase of Fixed Assets or 

Stock-in-trade, Conversion of Debentures into Shares. 

2. 

Secondary 

Data Based 

Statement 

It is a secondary data based statement. It merely rearranges the 

primary data already appearing in other statements viz., Income 

Statement and Balance Sheet. 

3. Historical 

Statement 

It is basically historical in nature because it is prepared on the basis 

of Historical Financial Statements. 

4. Ignores 

Accural 

Concept 

It ignores the Fundamental Assumption of Accural. 

 

WHAT IS MEANT BY THE TERM ‘CASH FLOWS’? 

MEANING OF CASH FLOWS 

Cash Flows are inflows and outflows of Cash and Cash equivalents. 

 

MEANING OF CASH INFLOWS 

Cash Inflow arises when the net effect of transaction is increase in the amount of 

Cash or Cash Equivalents. 

 

MEANING OF CASH OUTFLOWS 

Cash Outflow arises when the net effect of transaction is to decrease in the amount 

of Cash or Cash Equivalents. 

 

EXAMPLES OF CASH FLOWS 

Cash Inflows Cash Outflows 

1. Cash Sales of Goods 1. Cash Purchases of Goods 

2. Cash received from Trade 

Debtors 

2. Cash paid to Trade Creditors 

3. Cash received from commission 

& Royalty 

3. Operating Expenses paid (e.g. 

Salaries & Wages, Administration 

Exp. Selling Exp.) 

4. Sale of Fixed Assets for Cash 4. Income Tax paid 
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5. Sale of Investments (whether 

Current or Non-Current) for 

Cash 

5. Cash Purchase of Fixed Assets 

6. Loans & Advances repayment 

received (whether Short term 

or Long term) 

6. Cash Purchase of Investments 

(whether Short term or Long term) 

7. Income received on 

Investments (whether Current 

or Non-Current) 

7. Loans & Advances granted 

(whether Short term or Long term) 

8. Issue of Equity Shares for Cash 8. Buy-back of Equity Shares for 

Cash 

9. Issue of Preference Shares for 

Cash 

9. Redemption of Preference Shares 

for Cash 

10. Issue of Debentures for Cash 10. Redemption of Debentures for 

Cash 

11. Loans taken (whether Short 

term or Long term) 

11. Loans repaid (whether Short term 

or Long term) 

  12. Interest on Debentures & Loans 

paid, (whether Short term or Long 

term) 

  13. Final Dividend on Equity Shares 

paid. 

  14. Dividend on Preference Shares 

paid. 

  15. Interim Dividend on Equity Shares 

paid. 

 

CASH AND CASH EQUIVALENTS 

THE TERM 'CASH' 

Meaning Cash comprises Cash on hand and Demand Deposits with banks. 

Examples Cash in hand, Cash at Bank 

 

THE TERM ‘CASH EQUIVALENTS’ 

Meaning Cash Equivalents are short term, highly liquid investments 

that are readily convertible into known amounts of cash 

and which are subject to an insignificant risk of changes 

in value. 
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Purpose Cash Equivalents are held for the purpose of meeting 

short-term cash commitments rather than for 

Investment or other purposes. 

Two Conditions for an 

Investment to qualify as 

a Cash Equivalent 

1. It must be readily convertible to a known amount of 

cash, 

2. It must be subject to an insignificant risk of changes 

in value. Therefore, an investment normally qualifies as a 

cash equivalent only when it has a short maturity of, say, 

3 months or less from the date of acquisition. 

Examples Treasury Bills, Commercial Papers, Commercial Bills, Call 

Money, Certificate of Deposit 

 

TRANSACTIONS NOT CONSIDERED AS CASH FLOWS 

Meaning Transactions which represent movements between items of Cash or 

Cash Equivalents are not considered as Cash Flows. 

Reason These components are part of the cash management of an enterprise 

rather than part of its Operating, Investing and Financing Activities. 

Examples 1. Cash deposited into Bank; 

2. Cash withdrawn from Bank; 

3. Purchase/Sale of Short-term Marketable Securities (neither held 

as Current Investments nor held as Non-current Investments). 

 

NON-CASH TRANSACTIONS 

Meaning Non-Cash transactions are those transactions which do not involve 

Cash. 

Examples 

[Verification 

by Journal 

Entry] 

1. Issue of Equity Shares or Debentures against the purchase 

of an Asset 

JOURNAL ENTRY 

Asset A/c Dr 

 To Equity Share Capital A/c/Debentures A/c 

2. Issue of Equity Shares on conversion of Convertible 

Debentures 

JOURNAL ENTRY 

Convertible Debentures A/c Dr 

 To Equity Share Capital A/c 
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 3. Charging of Depreciation on a Fixed Tangible Asset 

JOURNAL ENTRY 

Depreciation A/c Dr 

 To Fixed Tangible Asset A/c 

4. Amortization of a Fixed Intangible Asset 

JOURNAL ENTRY 

Profit & Loss A/c Dr 

 To Intangible Asset A/c 

5. Written off of an old Fixed Tangible Asset 

JOURNAL ENTRY 

Profit & Loss A/c Dr 

 To Fixed Tangible Asset A/c 

6. Declaration of Final Dividend on Shares 

JOURNAL ENTRY: 

Proposed Dividend A/c Dr 

 To Dividend Payable A/c 

Why ignored 

in CFS? 

Non-Cash transactions are ignored while preparing Cash Flow 

Statement because these do not involve Cash. 

 

DISTINCTION BETWEEN FUNDS FLOW STATEMENT AND CASH 

FLOW STATEMENT 

The main points of distinction between the two statements are as follows : 

1. Cash position and working capital position. A cash flow statement is mainly dealt 

with changes in cash position, while a funds flow statement is concerned with 

changed working capital. It should be understood that working capital is a wide term 

and includes cash besides other current assets like debtors, bills receivable, stock, 

etc. Thus, cash is only one of the constituents of the working capital. 

 

2. Usefulness in short-term financial analysis. For short-term financial analysis 

the cash flow statement is considered to be more useful to management as compared 

to funds flow statement. For example, if it is to be found whether a company will be 

able to meet its obligations maturing within one month, the cash flow analysis will 

prove better than funds flow analysis. 

 

3. Method of preparation. Techniques of preparing the cash flow statement and 

funds flow statement are different. In funds flow statement, an increase in a 

current liability brings a decrease in the current asset resulting in decrease in net 

working capital and vice-verse. In a cash flow statement an increase in a current 

liability or decrease in a asset (other than cash) might result in an increase in cash 

and vice versa. 
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4. The funds flow statement generally gives a picture of changes in the working 

capital in future; whereas; the funds flow statement does not give and such 

statement. 

 

5. Opening and closing balances. In the cash flow statement opening and closing 

balance (cash and equivalents) is given. But a funds flow statement does not contain 

in opening and closing balances. 

 

6. Legal requirement. There is no legal requirement to prepare funds flow 

statement but cash flow statement is to be prepared by every listed company as per 

the requirement of SEBI. 

 

 

SOURCES OF CASH 

 

Internal Sources 

Cash from operations is the main internal source. The net profit shown by the Profit 

and Loss Account will have to be adjusted for non-cash items for finding out cash 

from operations. Some of these items are as follows : 

i. Depreciation : Depreciation does not result in an outflow of cash. Therefore net 

profit will have to be increased by finding out the amount of depreciation or 

development rebate charged, in order to find out 

the real cash generated from operations. 

ii. Amortization of intangible assets : Goodwill, preliminary expenses, etc. when 

written off against profits, reduce the net profits without affecting the cash 

Sources of Cash

Internal sources

Deprecia
tion 

Amortiza
tion of 

intangibl
e

Loss on 
sale of 
fixed 
assets

Creation 
of 

reserves

External Sources

Issue of 
New 

Shares

Raising 
Long-
term 
Loans

Purchase 
of Plant 

and 
Machiner

y on 
deferred 
payments

Sale of 
Fixed 

Assets, 
Investme

nts
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balance. The amounts written off should, therefore, be added back to profits to 

find out the generation of each from operations. 

iii. Loss on sale of fixed assets : It does not result in an outflow of cash, therefore 

should be added back to profits. 

iv. Gain from sale of fixed assets : Since sale of fixed assets is taken as a separate 

source of cash, it should be deducted from the net profits. 

v. Creation of reserves : If profit for the year has been arrived at after charging 

transfers to reserves. Such transfers should be added back to profits. The cash 

operations show a net loss, such net loss after making adjustments for non-cash 

items can be shown as an application of cash. 

 

External Sources 

The external sources of cash are : 

i. Issue of New Shares : In case shares have been issued for cash, the net cash 

received (i.e., after deducting expenses on the issue of shares or discount on the 

issue of shares) will be taken as a source of cash. 

ii. Raising Long-term Loans : Long-term loans, such as issue of debentures, loans 

from Industrial Finance Corporations, State Financial Corporation and IDBI are 

sources of cash. They should be shown separately. 

iii. Purchase of Plant and Machinery on deferred payments : In case plant and 

machinery have been purchased on a deferred payment system, it should be shown 

as a separate source of cash. 

iv. Short-term Borrowings-cash credit from banks : Short-term borrowings, etc., 

from bans increase available cash but they have to be shown separately under the 

above head. 

v. Sale of Fixed Assets, Investments, etc.: It results in the generation of cash 

and therefore, is a source of cash. 

 

Decrease in various current assets and increase in various current liabilities (as 

discussed further) may be taken as external sources of cash, if they are not 

adjusted while computing cash from operations. 

 

OPERATING ACTIVITIES 

 

MEANING OF OPERATING ACTIVITIES 

Operating Activities are the principal revenue-producing activities of the enterprise 

and other activities that are not investing or financing activities. 
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EXAMPLES OF CASH FLOWS FROM OPERATING ACTIVITIES 

Cash Inflows Cash Outflows 

1. Cash Sales of Goods 

2. Cash received from Trade 

Debtors 

3. Cash received from 

Trading Commission & Royalty 

1. Cash Purchases of Goods 

2. Cash paid to Trade Creditors 

3. Operating Expenses paid (e.g. Salaries & 

Wages, Administration Exp. Selling Exp.) 

4. Income Tax (related to Operating Activities 

only) paid. 

NOTE: 

In case of Financial Enterprises the following activities are classified as Operating 

Activities since they relate to the main revenue-producing activity of that 

enterprise: 

1. Purchases and Sales of Shares & Debentures of other companies for Cash 

2. Dividend received on Shares of other companies 

3. Interest received on Debentures of other companies 

4. Loans & Advances granted 

5. Interest received on Loans & Advances granted 

 

DISTINCTION BETWEEN NET PROFIT AND CASH FROM OPERATING 

ACTIVITIES 

Basis of 

Distinction 

Net Profit Cash from Operating 

Activities 

1. Meaning It indicates the net result of 

Operating & non-operating 

activities carried out during an 

accounting year. 

It indicates the Cash Flow as 

a result of operating 

activities. 

2. Non-Cash 

Operating Item 

(Depreciation) 

It is calculated after taking into 

account the effect of non-cash 

operating items. 

It is calculated excluding the 

effect of non-cash operating 

items since these items 

merely represent the book 

entries. 

3. Non-

Operating 

Items 

It is calculated after taking into 

account the effect of 

nonoperating items. 

It is calculated excluding the 

effect of non-operating 

items 

since these items do not 

relate to operating activities. 
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INVESTING ACTIVITIES 

MEANING OF INVESTING ACTIVITIES 

Investing Activities are the acquisition and disposal of Long-term Assets and other 

Investments not included in Cash Equivalents. 

EXAMPLES OF INVESTING ACTIVITIES 

Cash Inflows Cash Outflows 

1. Cash Sale of Fixed Assets 

2. Cash Sale of Investments (whether 

Current or Non-Current) 

3. Loans & Advances repayment 

received (whether Short term or Long 

term) 

4. Income received on Investments 

(whether Current or Non-Current) 

1. Cash Purchase of Fixed Assets 

2. Cash Purchase of Investments 

(whether Short term or Long term) 

3. Loans & Advances granted (whether 

Short term or Long term) 

4. Brokerage paid on Purchase of 

Investments (whether Short term or 

Long term) 

 

FINANCING ACTIVITIES 

MEANING OF FINANCING ACTIVITIES 

Financing Activities are activities that result in changes in the size and composition 

of the Owners’ Capital (including Preference Share Capital in the case of a company) 

and Borrowings (whether Short term or Long term) of the enterprise. 

EXAMPLES OF FINANCING ACTIVITIES 

Cash Inflows Cash Outflows 

1. Issue of Equity Shares for Cash 1. Buy-back of Equity Shares for Cash. 

2. Issue of Preference Shares for Cash 2. Redemption of Preference Shares for 

Cash. 

3. Issue of Debentures for Cash 3. Redemption of Debentures for Cash 

4. Loans taken (whether for short-term 

or 

4. Loans repaid (whether Short term or 

Long 

long-term) term) 

5. Interest received on Calls-in-arrears. 5. Interest on Debentures & Loans paid 

(whether Short term or Long term). 6. Final Dividend on Equity Shares paid 

 7. Dividend on Preference Shares paid 

 8. Interim Dividend on Equity Shares 

paid 

 9. Brokerage & Underwriting commission 

paid on Issue of Shares & Debentures. 
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TEST YOUR KNOWLEDGE: 

QUE. 1 

Classify the following activities as (i) Operating Activities; (ii) Investing Activities; 

(iii) Financing Activities: 

(i) Purchase of Machinery (Vi) Receipt of Dividend 

(ii) Sale of Land (vii) Payment of Interest on Debenture 

(iii) Payment of Income Tax (viii) Receipt of Interest on Debenture 

(iv) Refund of Income Tax (ix) Issue of Debentures 

(v) Payment of Dividend (x) Buy-back of Equity Shares 

SOLUTION   

(i) Investing Activity, (ii) Investing Activity 

(iii) Operating Activity, (iv) Operating Activity 

(v) Financing Activity, (Vi) Investing Activity 

(vii) Financing Activity, (viii) Investing Activity 

(ix) Financial Activity, (x) Financing Activity 

 

QUE. 2 

Classify the following activities as (a) Operating Activities, (b) Investing Activities, 

(c) Financing Activities, (d) Cash or Cash Equivalents. 

1. Purchase of Machinery 21. Dividend received on Shares 

2. Issue of Equity Share Capital 22. Rent received on property 

3. Cash Sales 23. Selling & Distribution Exp paid 

4. Interest on Short-term Borrowings 24. Income Tax paid 

5. Sale of Machinery 25. Dividend paid on Pref. Shares 

6. Cash receipts from Debtors 26. Underwriting Commission paid 

7. Commission and Royalty received 27. Rent paid 

8. Purchase of Current Investments 28. Brokerage paid on issue of shares 

9. Redemption of Preference shares 29. Brokerage paid on purchase of 

Investments 

10. Cash Purchases of Goods 30. Bank Overdraft 

11. Sale of Investments 31. Cash Credit 

12. Purchase of Goodwill 32. Short-term Deposits having maturity 

of 3 

13. Cash paid to suppliers of Goods. months 
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14. Interim Dividend paid on Equity 

Shares 

33. Marketable Securities having 

maturity of 3 

15. Wages & Salaries paid months 

16. Sale of Patents 34. Refund of Income Tax received 

17. Interest received on Debentures held 

as 

35. Discount allowed to customers 

Investments 36. Discount received from Suppliers 

18. Interest paid on borrowings 37. Purchase of Marketable Securities 

having 

19. Office & Adm. Expenses paid maturity of 6 months 

20. Manufacturing Overheads paid  

SOLUTION 

CLASSIFICATION OF ACTIVITIES 

(a) Operating Activities 3, 6, 7, 10, 13, 15, 19, 20, 23, 24, 27, 34, 35, 36 

(b) Investing Activities 1,5, 8, 11, 12, 16, 17, 21,22, 29, 37 

(c) Financing Activities 2, 4, 9, 14, 18, 25, 26, 28, 30, 31 

(d) Cash or Cash Equivalents 32, 33 

 

QUE. 3 

Classify the following activities as (i) Operating Activities; (ii) Investing Activities; 

(iii) Financing Activities in case of (a) a Manufacturing Enterprise; (b) a Financial 

Enterprise. 

1. Purchase of Investments. 

2. Proceeds from Sale of Investments. 

3. Brokerage paid on purchase & sale of Investments. 

4. Interest received on Debentures held as Investments. 

5. Dividend received on shares held as Investments. 

6. Loans & Advances made to third parties. 

7. Receipts from the repayments of loans & advances made to third parties. 

8. Receipt of Interest on loans & advances made to third parties. 

SOLUTION 

(a) In case of a Manufacturing Enterprise, all the given activities are Investing 

Activities since they relate to acquisition and disposal of long-term assets. 

(b) In case of a Financial Enterprise, all the given activities are Operating 

Activities since they relate to the main revenue-producing activity of the 

enterprise. 
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QUE. 4 

Classify the following activities as (i) Operating Activities; (ii) Investing Activities; 

(iii) Financing Activities in case of (a) Manufacturing Enterprise; (b) a Real Estate 

Enterprise. 

1. Purchase of Land. 

2. Purchase of Building. 

3. Sale of Land. 

4. Sale of Building. 

5. Brokerage paid on purchase and sale of Land & Building. 

6. Rent received from a Building. 

7. Payment of Construction Cost of a Building. 

SOLUTION 

(a) In case of a Manufacturing Enterprise, all the given activities are Investing 

Activities since they relate to acquisition and disposal of long-term assets. 

(b) In case of a Real Estate Enterprise, all the given activities are Operating 

Activities since they relate to the main revenue-producing activity of the 

enterprise. 

 

QUE. 5 

When is Dividend received considered as Operating Activity? 

SOLUTION 

Dividend received by a Financial Enterprise is considered as Operating Activity. 

 

QUE. 6 

Classify the following into Operating, Investing and Financing Activities: 

(a) Refund of Income Tax 

(b) Sale of Shares & Debentures of other companies by a Finance Co 

(c) Dividend on Shares and Interest on Debentures paid by a Mutual Fund Company 

(d) Dividend on Shares and Interest on Debentures received by a Bank. 

(e) Payment of Brokerage on Purchase of Shares of a Finance Company. 

SOLUTION 

(a) Operating Activity  

(b) Operating Activity  

(c) Financing Activity 

(d) Investing Activity  

(e) Investing Activity 

 

QUE. 7 

If you want neither Inflow nor Outflow of Cash, which of the following transactions 

will you select? 

(a) A Long-term Loan from Bank 
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(b) Goodwill written off 

(c) Issue of Equity Shares or Debentures against the purchase of a Fixed Asset 

(d) Issue of Equity shares on conversion of Debentures 

(e) Cash deposited into Bank 

(f) Cash withdrawn from Bank 

(g) Charging Depreciation on Furniture 

(h) Declaration of Final Dividend 

(i) Purchase of Stock-in-trade on credit 

SOLUTION 

(b) to (i) 

 

QUE. 8 

Mention the net amount of 'Source' or’Use1 of Cash in the following cases: 

1. When Fixed asset (having book value of Rs. 15,000) is sold at a loss of Rs. 

5,000. 

2. When Goods costing Rs. 10,000 are sold for Rs. 15,000. 

3. When Rs. 19,000 received from a debtor and allowed Rs. 1,000 as discount. 

4. When Discount of Rs. 1,000 is received on making payment to a creditor of Rs. 

10,000. 

5. When Issue of shares for Rs. 7,00,000 against purchase of business comprising 

of fixed assets Rs. 6,00,000; current assets Rs. 2,00,000 and took over current 

liabilities Rs. 1,00,000. 

6. When Old Furniture (Book value Rs. 1,000) written off. 

7. When Deferred Revenue Expenditure (Rs. 1,000) charged to Profit. 

SOLUTION 

1. Source Rs. 10,000, 

2. Source Rs. 15,000, 

3. Source Rs. 19,000, 

4. Use Rs. 9,000, 

5. Nil because this transaction does not involve Cash. 

6. Nil because this transaction does not involve Cash. 

7. Nil because this transaction does not involve Cash. 

 

POINTS TO RE MEMBER : 

1. Order followed for presenting the cash flow is to first show operating activities, 

followed by investing activities, and then financing activities. 

2. The net cash flow from an activity – operating, investing and financing can be 

positive or negative. Positive cash flow means net inflow, i.e., receipts exceed 

payments. Negatives cash flow means net outflow, i.e., payments exceed receipts. 

3. Any inflow or outflow between cash, bank and cash equivalents is not taken as cash 

flow. For example, cash deposited in bank is not a cash flow. 
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4. The sum of net inflows or outflows of all the activities represents an increase or 

decrease in cash flows, which is reconciled with opening and closing balance of cash. 

 

Right Thing at Right Place 

1. INTEREST AND DIVIDENDS : 

(i) In case of a financing enterprise, cash flows from interest and dividend received 

should be treated as cash flows from operating activities. Dividends paid should be 

classified as cash flows from financing 

activities. 

(ii) In the case of other enterprises, cash flows arising from interest and dividend 

paid should be classified as cash flows from financing activities while interest and 

dividend received should be classified as cash flows from investing activities. 

 

Net profit is adjusted for non-operating expenses and incomes for calculating 

operating profits are shown below : 

          Net profit                                                                   …… 

Add : Non-operating expenses                                               …… 

Less : Non-operating incomes                                                 …… 

Net operating profit                                                               …… 

 

2. INCOME TAX : Cash flows arising from income tax should be classified as flows 

from operating activities unless they can be specifically identified with financing 

and investing activities. The cash flow statement, should be shown as outflow from 

investing activities. 

 

3. EXTRA-ORDINARY ITEMS : The cash flows associated with extraordinary 

items should be classified as arising from operating, investing or financing activities 

as appropriate and separately disclosed. For example, legal claim, cost of winning a 

law suit or lottery, receipt of claim from an insurance company, etc., are extra 

ordinary items. 

 

4. NON CASH TRANSACTIONS : There are certain transactions which do not 

involve cash inflow in cash outflow. Although they do affect the capital and assets 

of an enterprise, they are excluded from cash flow 

statement for obvious reasons. Examples of non-cash transactions are : 

(i) Acquisition of assets by issue of shares/debentures 

(ii) Conversion of convertible debentures into shares 

(iii) Acquisition of a fixed asset, say machinery, on credit, etc. 
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UTILITY OF CASH FLOW ANALYSIS 

A cash flow statement is useful for short-term planning. A business enterprise needs 

sufficient cash to meet its various obligations in the near future such as payment 

for purchase of fixed assets, payment of debts maturing in the near future, 

expenses of the business, etc. A historical analysis of the different sources and 

applications of cash will enable the management to make a reliable cash flow 

projections for the immediate future. It may then plan out for investment of surplus 

to meet the deficit, if any. Thus, a cash flow analysis is an important financial tool 

for the management. Its chief advantages are as follows: 

1. Helps in efficient cash management: Cash flow analysis helps in evaluating 

financial policies and cash position. Cash is the basis for all operations; hence a 

projected cash flow statement will enable the management to plan and coordinate 

the financial operations properly. The management can know how much cash is 

needed, from which source it will be derived, how much can be generated internally 

and how much could be obtained from outside. 

 

2. Helps in internal financial management: Cash flow analysis provides information 

about funds which will be available from operations. This will help the management 

in determining policies regarding internal financial management, e.g., possibility of 

repayment of long-term debts, dividend policies and planning the replacement of 

plant and machinery. 

 

3. Discloses the movements of cash: Cash flow statement discloses the complete 

story of cash movement. The increase or decrease in cash, and the reasons 

therefore can be known. It discloses the reasons for low cash balance in spite of 

heavy operating profits or for heavy cash balance in spite of low profits. However, 

comparison of original forecast with the actual results highlights the trends of 

movements of cash which may otherwise go undetected. 

 

4. Discloses success or failure of cash planning: The extent of success or failure 

of cash planning can be known by comparing the projected cash flow statement with 

the actual cash flow statement so that necessary remedial measures can be taken. 

 

LIMITATIONS OF CASH FLOW ANALYSIS 

Cash flow analysis is a useful tool of financial analysis. However, it has its own 

limitations. These limitations 

are as under: 

1. Cash flow statement cannot be equated with the income statement. An income 

statement takes into account both cash as well as non-cash items; therefore, net 

cash does not necessarily mean net income of the business. 
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2. The cash balance as disclosed by the cash flow statement may not represent the 

real liquid position of the business since it can be easily influenced by postponing 

purchases and other payments. 

 

3. Cash flow statement cannot replace the income statement or the funds flow 

statement. Each of them has a separate function to perform. 

 

In spite of these limitations it can be said that cash flow statement is a useful 

supplementary instrument. It discloses the volume as well as the speed at which the 

cash flows in the different segments of the business. 

This helps the management in knowing the amount of capital tied up in a particular 

segment of the business. The technique of cash flow analysis, when used in 

conjunction with ratio analysis, serves as a barometer in measuring the profitability 

and financial position of the business. 

 

PREPARATION OF CASH FLOW STATEMENT 

Preparation of cash flow statement is similar to that of funds flow statement. 

Infact, the difference arises from the definition of funds. In funds flow statement, 

fund means net working capital while in cash flow statement it means ‘cash’. AS-3 

has not prescribed any specific formed cash flow statement, but SEBI has approved 

the cash flow statement to be prepared in the following form : 

 

 

 

 

 

 

 

 

 

 

 

 

Calculation of Cash Flows from Operations or Operating Activities 

There are two methods of calculating cash flows from operating activities : 

(a) Direct Method, and (b) Indirect Method 

Methods of 

 Cash Flow Statement 

Direct Method: Cash receipts from 

operating revenues and cash 

payments for operating expenses are 

calculated and shown in the cash flow 

statement. 

Indirect Method: Operating 

activities is determined by making 

necessary adjustments in the net 

profit (or loss) as disclosed by 

profit and loss account 
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Direct Method: Under this method, cash receipts from operating revenues and cash 

payments for operating expenses are calculated and shown in the cash flow 

statement. The difference between the total cash receipts and total cash payment 

are shown as the net cash flow from operating activities. Examples of usual cash 

receipts and payments resulting from operating activities are : 

(i) Cash sales of goods and services 

(ii) Cash received from debtors 

(iii) Cash payment for purchase of inventories 

(iv) Cash payment to creditors 

(v) Cash payment for wages, salaries and other operating expenses 

(vi) Cash payment of income tax, etc. 

 

There are many items which appear in the Profit and Loss Account on accrual basis. 

Necessary adjustments are made to these items to convert them into cash based 

items. 

 

[Note : Direct method of determining cash flows from operating activities has not 

been used in this book to solve practical problems. The indirect method is more 

popular in actual practice and has been used in this book in practical problems.] 

 

Indirect Method: Under the indirect method, the net cash from operating activities 

is determined by making necessary adjustments in the net profit (or loss) as 

disclosed by Profit and Loss Account. Adjustments in net profit or loss occur 

because of the following : 

(a) Non-cash items like depreciation; 

(b) Changes during the period in inventories and operating receivables and payables; 

 (c) All other items for which cash effects are investing and financing cash flows. 

 

The indirect method is also known as ‘Reconciliation Method’ as it involves a 

reconciliation of the net profit with net cash flows from operating activities. 

 

The method of calculating cash from operating activities is as follows : 

 

Net Profit for the Year 

Add : Non-cash and non-operating expenses: 

– Depreciation 

– Goodwill written off 

– Preliminary . Expenses written off 

– Share discount written off 
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– Loss on sale of fixed assets, investments, etc. 

– Provision for taxation 

Less : Non-cash and non-operating incomes : 

Profit on sale on fixed assets, investments, etc. 

 

Net profit after adjustment for non-cash items 

Adjustments for changes in current operating assets (except cash and cash 

equivalents) and current operating liabilities (except bank overdraft) 

Add : 1. Increase in current liabilities  

2. Decrease in current assets 

 

Less : 1. Increase in current asset 

2. Decrease in current liability 

 

Less : 1.Income tax paid 

Cash from Operating Activities 

 

# HOW TO COMPUTE CASH FROM OPERATING ACTIVITIES 

The amount of cash from operating activities may be computed by following either 

the Direct Method or the Indirect Method. 

HOW TO COMPUTE NET CASH FLOW FROM OPERATING ACTIVITIES 

(UNDER DIRECT METHOD) 

 Particulars  Rs. Rs. 

A. Operating Receipts in Cash (e.g.)    

 Cash Sales  XXX  

 Cash receipts from Debtors  XXX  

 Trading Commission received  XXX XXX 

B. Operating Payments in Cash (e.g.)    

 Cash Purchases  XXX  

 Cash paid to Suppliers  XXX  

 Wages & Salaries paid  XXX  

 Office and Administration Expenses paid  XXX  

 Manufacturing Overheads paid  XXX  

 Selling and Distribution Expenses paid  XXX XXX 
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C. Cash generated from Operations before taxes (A 

- B) 

  XXX 

D. Income Tax paid (Net of Refund of Tax)   XXX 

E. Cash flow before extraordinary item (C - D)   XXX 

F. Extraordinary item   XXX 

G. Net Cash from (used in) Operating Activities   XXX 

 

QUE. 9 

From the following particulars, Calculate Cash Flows from Operating Activities: 

Particulars Rs. Particulars Rs. 

Cash Sales 2,00,000 Manufacturing Overheads paid 30,000 

Cash Purchases 50,000 Office & Administration Exp. paid 20,000 

Cash receipts from customers 4,00,000 Selling & Distribution Expenses 

paid 

10,000 

Cash paid to suppliers 1,00,000 Income Taxes paid 1,18,000 

Trading Commission received 1,00,000 Insurance proceeds from 

earthquake disaster settlement  

1,00,000 

Trading Commission Paid 25,000   

Wages & Salaries paid 40,000 Income Tax Refund received 3,000 

Rent paid 10,000   

 

HOW TO COMPUTE NET CASH FLOW FROM OPERATING ACTIVITIES 

(UNDER INDIRECT METHOD) 

Particulars  Rs. 

Step 1: Calculate Net Profit before Taxation and Extraordinary 

Item as follows: 

 

A. Closing Balance of P & L A/c xxx 

Less: Opening Balance of P&L A/c [or Add: Opening Bal. of P & L A/c 

(Dr.)] 

xxx 

Add: Proposed Dividend for the current year xxx 

Add: Interim Dividend paid during the current year xxx 

Add: Transfer to Reserve [or Less: Transfer from Reserve] xxx 

Add: Provision for Tax made during the Current Year xxx 

Less: Refund of Tax credited to P&L A/c (xxx) 
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Less: Extraordinary item, if any, credited to P&L A/c (e.g., Insurance 

proceeds from earthquake disaster settlement) 

(xxx) 

Add: Extraordinary Debit Items (e.g., Loss due to earthquake) xxx 

B. Net Profit before Taxation and Extraordinary Item  xxx 

Step 2: Calculate Operating Profit before Working Capital Changes 

as follows: 

 

A. Net Profit before Taxation and Extraordinary Item  xxx 

B. Adjustments for Non-Cash and Non-Operating Items : (For 

Example) 

  

 Depreciation xxx  

 Interest on Debentures & Loans (whether Short term or 

Long term) 

xxx  

 Preliminary Expenses/Underwriting Commission/Discount on XXX  

 Issue of Debentures/Shares written off xxx  

 Goodwill/Patents/Trade Marks/Copyright amortised xxx  

 Loss on Sale of Investments (whether Current or Non-

Current). 

xxx  

 Premium payable on redemption of Preference 

shares/Debentures 

xxx  

 Interest Income from Investments (whether Current or 

Non-Current) 

(xxx)  

 Dividend Income (xxx)  

 Rental Income (xxx)  

 Profit on Sale of Investments (whether Current or Non-

Current) 

(xxx) xxx 

C. Operating Profit before Working Capital Changes  xxx 

Step 3: Calculate Cash from Operations before Tax & Extraordinary 

Item as follows: 

 

A. Operating Profit before Working Capital Changes  xxx 

B. Add : Changes in Current Assets (Excluding Cash and Cash 

Equivalents) & 

  

Current Liabilities (Excluding Bank Overdraft & Cash Credit):  

 Decrease in Inventories, Trade Receivables etc. xxx  

 Increase in Trade Payables, O/s Exp. etc. xxx  

 Increase in Inventories, Trade Receivables etc. (xxx)  

 Decrease in Trade Payables, O/s Exp. etc. (xxx) xxx 
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C. Cash generated from Operations  xxx 

Step 4: Calculate Cash generated from Operations after Tax but 

before Extraordinary Item as follows: 

 

A. Cash generated from Operations  xxx 

B. Less: Income taxes paid (Including Advance Tax but 

Excluding Refund of Tax] 

 (xxx) 

[Note: Income Tax should be related to Operating Activities only]  

C. Cash Flow before Extraordinary Item  xxx 

Step 5: Calculate Net Cash from (used in) Operating Activities as 

follows: 

 

A. Cash Flow before Extraordinary Items XXX 

B. Add: Extraordinary Credit Items (e.g., Insurance proceeds from 

earthquake disaster settlement, Govt. Grant) 

XXX 

C. Less: Extraordinary Debit Items (e.g., Loss due to earthquake) (xxx) 

D. Net Cash Flow from (used in) Operating Activities XXX 

Note: Negative items which are to be deducted have been shown in brackets. 

 

QUE. 10 

From the following information, calculate Net Profit before Taxation and 

Extraordinary Item: 

Particulars Closing 

Rs. 

Opening 

Rs. 

Profit & Loss Account 3,36,000 1,00,000 

Reserve 1,50,000 50,000 

Proposed Dividend 72,000 60,000 

 

Interim Dividend paid during the year 90,000 

Provision for Tax made during the current year 1,50,000 

Refund of Tax 3,000 

Loss due to Earthquake 2,00,000 

Insurance Proceeds from earthquake disaster settlement 1,00,000 
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# HOW TO COMPUTE CASH FLOW FROM INVESTING ACTIVITIES 

SPECIAL ITEMS 

Item T reatment Reason 

1. Sale of Fixed 

Assets or 

Investments* 

Cashlnflow from Investing 

Activities. 

It involves Cash Inflow. 

2. Purchase of Fixed 

Assets or 

Investments* 

Cash Outlow in Investing 

Activities. 

It involves Cash Outflow. 

3. Interest or 

Dividend on 

Investments* or Rent 

from Property 

Cash Inflow from Investing 

Activities. 

It represents the receipt 

of Non- Operating Income. 

Note: If the date of Fresh 

Purchase /Sale of 

Investments is not given, 

Calculate Interest on 

Opening Bal. of 

Investments. 

4. Increase in 

Accrued Interest on 

Investments* 

Subtract from the Total 

Interest on Investments to 

ascertain the Net Amount of 

interest received. 

It represents the amount of 

Interest not yet received. 

*whether Current or Non-Current 

 

CALCULATION OF CASH FLOW FROM INVESTING ACTIVITIES 

Particulars Rs. 

A. Cash Inflow from Investing Activities:  

Sale of Tangible Fixed Assets (e.g. Machinery) for cash XXX 

Sale of Intangible Assets (e.g. Goodwill/Patents/Trademark/Copyright) 

for cash 

XXX 

Sale of lnvestments(whether Current or Non-Current) for cash XXX 

Loans & Advances repayments received (whether Short term or Long 

term) 

XXX 

Incomes from Investments (whether Current or Non-Current)(For 

Example) 

XXX 

Dividend received on Shares held as Investments XXX 
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Interest received on Debentures held as Investments XXX 

Rent received from Immovable Property held as Investments XXX 

 XXX 

B. Cash used in Investing Activities:  

Purchase of Tangible Fixed Assets (e.g. Machinery) for cash (xxx) 

Purchase of Intangible Assets (e.g. 

Goodwill/Patents/Trademark/Copyright) for cash 

(xxx) 

Purchase of lnvestments(whether Current or Non-Current) for cash (xxx) 

Loans & Advances granted (whether Short term or Long term) (xxx) 

 (xxx) 

C. Net Cash Inflow from Investing Activities [if A > B] xxx 

or or 

Net Cash used in Investing Activities [If A < B] (xxx) 

 

QUE. 12 

From the following particulars, Calculate Net Cash Flow from Investing Activities: 

Particulars Closing Rs. Opening Rs. 

Goodwill 90,000 1,10,000 

Patents 1,15,000 90,000 

Land 90,000 1,00,000 

Plant & Machinery (Net) 1,60,000 1,80,000 

Furniture (Gross) 4,25,000 2,00,000 

Provision for Depreciation on Furniture 42,500 20,000 

10% Non-Current Investments 1,10,000 1,50,000 

10% Current Investments 60,000 50,000 

 

# HOW TO COMPUTE CASH FLOW FROM FINANCING ACTIVITIES 

TREATMENT OF SPECIAL ITEMS WHILE CALCULATING CASH FROM 

FINANCING ACTIVITIES 

 Item Treatment Reason 

1. Increase in Equity 

Share Capital/Pref. 

Share 

Cash Inflow from 

Financing Activities. 

It represents the issue of 

New Shares/Debentures. 



Make 

your 

notes  
 

  
                                                                        
                                                                                 

  
 

10.25 

Capital/Debentures/ 

Loans* 

2. Decrease in Equity 

Share Capital/ 

Pref. Share Capital/ 

Debentures/Loans* 

Cash Outlow in Financing 

Activities. 

It represents the buy-back 

of Equity Shares or 

Redemption of Pref. Share 

Capital/Debentures. 

3. Increase in Securities 

Premium 

Cash Inflow from 

Financing Activities. 

It represents the issue of 

New Shares/Debentures at 

premium. 

4. Increase in Discount 

on Issue of 

Debentures/ Shares 

Subtract from the 

increase in amount of 

Share Capital/ 

Debentures to ascertain 

the Net amount of issue. 

It represents the issue of 

New shares/Debentures at 

discount. 

5. Increase in 

Underwriting 

Commission 

Cash Outlow in Financing 

Activities. 

It represents the payment 

of underwriting commission 

in raising Share Capital/ 

Debentures. 

6. Interest on 

Debentures/ Loans* 

Cash Outlow in Financing 

Activities. 

It represents the payment 

of interest on Debentures. 

Note: If the date of Fresh 

issue /Redemption of 

Debentures is not given, 

Calculate Interest on 

Opening Balance of 

Debentures. 

7. Increase in Unpaid 

Interest on 

Debentures/ Loans* 

Subtract from the Total 

Interest on Debentures to 

ascertain the Net amount 

of Interest paid. 

It represents the amount of 

Interest not yet paid. 

8. Proposed Dividend for 

Previous Year [It 

represents the amount 

of dividend proposed 

by the Board of 

Directors for the 

Previous year.] 

Cash Outlow in Financing 

Activities. 

It represents the payment 

of Dividend. 
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9. Increase in Unclaimed 

Dividend 

Subtract from the amount 

of Proposed Dividend for 

the previous year to 

ascertain the Net amount 

of dividend paid. 

It represents the amount of 

Dividend not yet paid. 

10. Interim Dividend [An 

Interim Dividend is 

that dividend which is 

declared by the Board 

of Directors for the 

current year during 

the current year.] 

Cash Outlow in Financing 

Activities. 

It represents the payment 

of Dividend. 

11

. 

Dividend on Pref. 

Shares 

Cash Outlow in Financing 

Activities. 

It represents the payment 

of Pref. Dividend. 

   Note: If the date of Fresh 

issue/ Redemption of Pref. 

Shares is not given, 

Calculate Dividend on 

Opening Balance of Pref. 

Share. 

*whether Short-term or Long-term 

 

CALCULATION OF NET CASH FLOW FROM FINANCING ACTIVITIES 

 Particulars Rs. 

A. Cash Inflows from Financing Activities:  

 Issue of Equity Share Capital for cash [including Premium but excl. 

Discount] 

XXX 

 Issue of Pref. Share Capital for cash [including Premium but excl. 

Discount] 

XXX 

 Issue of Debentures for cash [including Premium but excl. Discount] XXX 

 Loans raised (whether Short term or Long term) XXX 

  XXX 

B. Cash used in Financing Activities:  

 Buy back of Equity Shares [including Premium] (xxx) 

 Redemption of Preference Shares for cash [including Premium] (xxx) 

 Redemption of Debentures for cash [including Premium] (xxx) 
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 Repayment of Loans (whether Short term or Long term) (xxx) 

 Interim Dividend paid on Equity Shares (xxx) 

 Final Dividend paid on Equity Shares (xxx) 

 Final Dividend paid on Preference Shares (xxx) 

 Interest paid on Debentures & Loans (whether Short term or Long 

term) 

(xxx) 

  (xxx) 

C. Net Cash Inflow from Financing Activities [If A > B] xxx 

 or • or 

 Net Cash Flow used in Financing Activities [If A < B] (xxx) 

 

QUE. 14 

From the following particulars, Calculate Net Cash Flow from Financing Activities: 

Particulars Closing Rs. Opening Rs. 

Equity Share Capital 4,00,000 3,00,000 

Pref. Share Capital 1,00,000 1,50,000 

Securities Premium 15,000 5,000 

Proposed Dividend on Equity. Shares 35,000 30,000 

Proposed Dividend on Pref. Shares 15,000 15,000 

10% Debentures 4,00,000 3,00,000 

 

# FORMAT OF CASH FLOW STATEMENT 

A Format of Cash Flow Statement is given below: 

CASH FLOW STATEMENT OF M/S ... 

for the year ended 31st March, ... 

Particulars Rs. Rs. 

I. Cash Flow from Operating Activities:   

A. Net Profit before taxation, and extraordinary item  XXX 

B. Adjustment for Non-Cash and Non-Operating ltems:(For 

Example) 

  

Depreciation XXX  

Interest on Debentures & Loans (whether Short term or Long 

term) 

XXX  
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Preliminary Expenses/Underwriting Commission/Discount on XXX  

Issue of Debentures/Shares written of XXX  

Goodwill/Patents/Trade Marks/Copyright amortised XXX  

Loss on Sale of Investments (whether Current or Non-Current) XXX  

Premium payable on redemption of Preference shares/Debentures   

Profit on Sale of Investments (whether Current or Non-Current) (xxx)  

Income from Investments (whether Current or Non-Current) (xxx) xxx 

C. Operating Profit before Working Capital Changes  xxx 

D. Changes in Current Assets (Excluding Cash and Cash Equivalents) 

& Current Liabilities: (Excluding Bank over Draft & Cash Credit) 

other than due to issue of Shares /Debentures 

  

Decrease in Inventories xxx  

Decrease in Trade Receivables XXX  

Decrease in Prepaid expenses xxx  

Decrease in Accrued Commission xxx  

Increase in Trade Payables xxx  

Increase in Outstanding expenses xxx  

Increase in Commission received in advance xxx  

Increase in Provision for Doubtful Debts or Discount on Debtors xxx  

Increase in Inventories (xxx)  

Increase in Trade Receivables (xxx)  

Increase in Prepaid Expenses (xxx)  

Increase in Accrued Commission (xxx)  

Decrease in Trade Payables (xxx)  

Decrease in Outstanding expenses (xxx)  

Decrease in Commission received in advance (xxx)  

Decrease in Provision for Doubtful Debts/Discount on Debtors (xxx) xxx 

E. Net Cash Flow from Operating Activities before Tax xxx  

F. Less: Income taxes paid (Net of Refund) (xxx)  

G. Net Cash Flow from Operating Activities before extraordinary 

item 

xxx  

H. Extraordinary items  xxx 



Make 

your 

notes  
 

  
                                                                        
                                                                                 

  
 

10.29 

1. Net Cash Flow from (used in) Operating Activities  xxx 

II. Cash Flow from Investing Activities:   

Sale of Machinery/Land & Building for cash  xxx 

Sale of Investments (whether Current or Non-Current) for cash  xxx 

Sale of Patents/Trademarks/Copyrights for cash  xxx 

Income received from Investments (whether Current or Non-

Current) 

xxx  

Purchase of Machinery/Land & Building for cash  (xxx) 

Purchase of Investments (whether Current or Non-Current) for 

cash 

 (xxx) 

Purchase of Patents/Trademarks/Copyrights/Goodwill for cash  (xxx) 

Net Cash Flow from (used in) Investing Activities  xxx 

III. Cash Flow from Financing Activities:   

Issue of Share Capital for cash  xxx 

Issue of Debentures for cash  xxx 

Loans raised (whether Short term or Long term)  xxx 

Redemption of Preference Shares/Buy - back of Equity shares  (xxx) 

Redemption of Debentures for cash  (xxx) 

Loans repaid (whether Short term or Long term)  (xxx) 

Interest paid on Debentures/Loans(whether Short term or Long 

term) 

(xxx)  

Interim Dividend paid (Excluding Unpaid/Unclaimed)  (xxx) 

Final Dividend paid (Excluding Unpaid/Unclaimed)  (xxx) 

Net Cash Flow from (used in) Financing Activities  xxx 

IV. Net Increase (Decrease) in Cash and Cash Equivalents [ I + 

II + III ] 

XXX  

V. Cash and Cash Equivalents at the Beginning of Period   

Cash in hand XXX  

Cash at bank xxx  

Cash Equivalents (Investments having maturity of 3 months or less) xxx xxx 

VI. Cash and Cash Equivalents at End of Period [ IV + V ]   

Cash in hand xxx  
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Cash at bank xxx  

Cash Equivalents (Investments having maturity of 3 months or less) xxx xxx 

 

Working Notes: 

1. CALCULATION OF NET PROFIT BEFORE TAX 

Particulars  

Closing Balance of P&L A/c xxx 

Less: Opening Balance of P&L A/c(Cr.)[ Add: Opening Balance of P&L 

A/c(Dr.)] 

xxx 

Add: Proposed Dividend for the current year. xxx 

Add: Interim Dividend paid during the Current year xxx 

Add: Transfer to Reserve [Less: Transfer from Reserve] xxx 

Add: Provision for Tax made during the Current Year xxx 

Less: Refund of Tax credited to P&L A/c xxx 

Net Profit before Tax xxx 

 

(SIMPLE FORMAT FOR CASH FLOW STATEMENT) 

Cash Flow Statement as per AS - 3. 

Cash flow statement (Direct Method) 

For the year ended………… 

Particulars Rs. Rs. 

(A) Cash flows from operating activities 

Cash receipt from customers (See Note 1) 

Cash paid to suppliers & employees (See Note 2) 

Cash generated from operation 

Other/misc. income 

Other/misc. expenses 

Income tax/ advance tax paid 

Cash before extraordinary item 

Extraordinary item 

XXXX 

(XXX) 

XXXX 

XXXX 

XXXX 

(XXX) 

(XXX) 

XXXX 

XXXX 

XXXX 

(b) Cash flow from investing activities:   

Sale of land & building XXXX  

Purchase of land & building (XXX)  
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Sale of plant & machinery XXXX  

Purchase of plant & machinery (XXX)  

Sale of investment XXXX  

Purchase of investment (XXX)  

Sale of equipment XXXX  

Purchase of equipment (XXX)  

Sale of other fixed assets XXXX  

Purchase of other fixed assets (XXX)  

Investment in subsidiary (XXX)  

Interest received on investment XXXX  

Dividend received on investment XXXX XXXX 

(c) Cash flows from financing activities :   

Issue of share capital XXXX  

Issue of preference shares XXXX  

Redemption of preference shares (XXX)  

Issue of debenture XXXX  

Redemption of debenture (XXX)  

Securities premium XXXX  

Long-term borrowing XXXX  

Long term borrowing paid (XXX)  

Repayment other capital liabilities (XXX)  

Dividend paid (XXX)  

Interest paid on debenture/long term loans (XXX)  

Tax on dividends/corporate dividend tax (XXX)  

Interim dividend paid (XXX) XXXX 

Total (a) + (b) + (c)  XXXX 

Cash and cash equivalent at the beginning  XXXX 

Cash and cash equivalent at the end  XXXX 



      

  
 

10.32 

Make 

your 

notes 

 

 
Extraordinary item means receipt which is not normal to business generally carried 

on organization e.g. Lawsuit compensation, compensation received from insurance 

company, voluntary separation payments etc. 

Cash Flow Statement (Indirect Method) 

For the year ended………….. 

Particulars Rs. Rs. 

(A) Cash flows from operating activities   

Net profit before working capital changes XXXX  

(+) Decrease in CA   

- XXXX  

- XXXX  

(-) Increase in CA   

- (XXX)  

- (XXX)  

(+) Increase in CL   

- XXXX  

- XXXX  

(-) Decrease in CL   

- (XXX)  

_ (XXX)  

Cash generated from operation XXXX  

Other/misc. income XXXX  

Other/misc. expenses (XXX)  

Income tax/ advance tax paid (XXX)  

Cash before extraordinary item XXXX  

Extraordinary item   

- XXXX XXXX 
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PRACTICALS TO BE SOLVED IN CLASS: 

Problem No. 1] The following are the summary of cash transactions extracted 

from the books of HM Ltd.: 

 (Rs. '000) 

Balance as on 1.7.2018 70 

Receipt from customers 5,566 

Issue of shares 600 

Sale of fixed assets 256 

 6,492 

Payments to suppliers 4,094 

Payments for fixed assets 460 

Payments for overheads 230 

Wages salaries 138 

Taxation 486 

Dividends 160 

Repayment of bank loans 500 

 6,068 

Balance on 30.6.2019 424 

 

 

Que. 2: The following are the Balance Sheets of X Ltd.: 

LIABILITIES 31.3.2019 31.3.2020 

 Rs. Rs. 

Equity share capital 10,00,000 12,50,000 

Capital Reserve      

10,000 

General reserve 2,50,000 3,00,000 

Profit & loss account 1,50,000 1,80,000 

Long term loan 5,00,000 4,00,000 

Sundry creditors 5,00,000 4,00,000 
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Provision for taxation 50,000 60,000 

Proposed dividend 1,00,000 1,25,000 

 25,50,000 27,25,000 

ASSETS Rs. Rs. 

Land & buildings 5,00,000 4,80,000 

Machinery 7,50,000 9,20,000 

Investment 1,00,000 50,000 

Stock 3,00,000 2,80,000 

Sundry debtors 4,00,000 4,20,000 

Cash in hand 2,00,000 1,65,000 

Cash at bank 3,00,000 4,10,000 

 25,50,000 27,25,000 

Additional Information: 

(i) Dividend of Rs. 1,00,000 was paid during the year ended March 31, 2020. 

(ii) Machinery during the year purchased for Rs. 1,25,000. 

(iii) Machinery of another company was purchased for a consideration of Rs. 

1,00,000 payable in equity shares. 

(iv) Income-tax provided during the year Rs. 55,000. 

(v) Company sold some investment at a profit of Rs. 10,000, which was credited to 

capital reserve. 

(vi) There was no sale of machinery during the year. 

(vii) Depreciation written off on land and building Rs. 20,000. 

From the above particulars, prepare a cash flow statement for the year ended 

March, 2020 as per AS-3 (Indirect method). 

 

 

 

 

 

 

 

 



Make 

your 

notes  
 

  
                                                                        
                                                                                 

  
 

10.35 

MCQ ON THEORY 

1. The term cash includes ---------------------- 

(a) Cash and Bank Balances 

(b) All the Current Assets. 

(c) All the Current Liabilities 

(d) None of the above. 

2. “Cash flow statement reveals the effects of transactions involving 

movement of cash”. This statement is --------------------- 

(a) Correct  

(b) Not correct 

(c) Partially correct 

(d) None of the above. 

3. Which of the following Accounting standard deals with preparation of 

Cash Flow Statement? 

(a) AS -5 

(b) AS - 6 

(c) AS -3 

(d) AS -11 

4. Which of the following method can be used by listed company of 

preparation of Cash Flow Statement? 

(a) Direct method 

(b) Indirect Method 

(c) Both (a) & (b) 

(d) Either (a) or (b) 

5. As per AS -3 Cash includes ------------------ 

(a) Cash in hand and demand deposit with banks  

(b) Term deposit with bank 

(c) Short term highly liquid investment readily convertible into cash 

which are subject to insignificant risk of changes in value. 

(d) Both (a) & (b). 

6. As per AS -3, an investment normally qualifies as a “cash equivalent” 

only when it has a short maturity of, say --------------- from the 

date of acquisition. 

(a) 6 month or more. 

(b) 5 months or less. 

(c) More then 3 months 

(d) 3 months or less. 

7. Which of the following can be categorized as cash equivalents as per 

AS -3? 

(a) Treasury bill 

(b) Commercial paper. 

(c) Money market funds 

(d) All of the above. 

8. As per AS -3, Cash includes -------------------- 

(a) Highly liquid investments that are readily convertible into known 

amounts of cash. 

(b) Demand deposits with banks. 



      

  
 

10.36 

Make 

your 

notes 

 

 
(c) Investment, when it has a short maturity of, say 3 months or less 

from the date of acquisition. 

(d) All of the above. 

9. Which of the following is/are cash flow from operating Activities? 

(a) Cash receipts and cash payments of an insurance enterprise for 

premiums and claims, annuities and other policy benefits. 

(b) Cash receipts and payments relating to futures contracts, forward 

contracts, option contracts and swap contracts when the contracts 

are held for dealing or trading purposes. 

(c) Cash payments or refunds of income taxes unless they can be 

specifically identified with financing and investing activities and 

(d) All of the above. 

10. Which of the following is/are cash flows from investing Activities? 

(a) Cash advances and loans made to third parties other than advances 

and loans made by a financial enterprise. 

(b) Cash payments to acquire shares, warrants or debt instruments of 

other enterprises and interests in joint ventures. 

(c) Interest received on investment in debentures and bonds. 

(d) All of the above. 

11. Which of the following is/are cash flow from Financing Activities? 

(a) Cash proceeds from issuing debentures, loans, notes, bonds, and other 

short or long-term borrowings. 

(b) Cash receipts from disposal of intangibles. 

(c) Cash receipts and payments relating to futures contracts, forward 

contracts, option contracts and swap contracts when the contracts 

are held for dealing or trading purposes. 

(d) All of the above. 

12. Under Direct method of Cash Flow Statement, starting point is -

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

(a) Profit before working capital changes. 

(b) Funds from operation 

(c) Cash receipts from customers. 

(d) Cash paid to suppliers & employees. 

13. In cash flow statement cash flow on account of income tax paid is 

shown-------------- 

(a) Under the heading “Cash flow from investing activities”. 

(b) Under the heading “Cash flow from financing activities”. 

(c) Underthe heading “Cash flow from operating activities”. Before 

heading cash generated from operation. 

(d) Any of the above depending upon the nature of tax paid. 

14. Taxes on income should be classified as ----------------- 

(a) Operating Activities  

(b) Investing Activities 

(c) Financing Activities 

(d) Operating Activities, unless they can be specially identified with 

financial and investing activities. 
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15. While preparing cash flow statement as per indirect method which 

of the following is added in net profit before working capital changes 

to calculate cash flow from operating activities? 

(a) Increase in current assets. 

(b) Decrease in current liabilities. 

(c) Voluntary separation payments. 

(d) Decrease in current assets. 

16. The preparation of Cash flow statement is governed by AS -3 

(Revised). This statement is ----------------- 

(a) Correct 

(b) Not Correct 

(c) Partially correct 

(d) None of the above. 

17. A cash flow statement is like an income statement ------------

----- 

(a) I agree 

(b) I disagree 

(c) I cannot say 

(d) This statement is ambiguous. 

18. Funds flow statement and cash flow statement are one and the 

same -------------- 

(a) True  

(b) False  

(c) I cannot say 

(d) This statement is irrelevant. 

19. Increase in the amount of bills payable results in -------------

------- 

(a) Increase in cash 

(b) Decrease in cash 

(c) No change in cash 

(d) Cannot say anything without monetary figures. 

20. Cash from operations is equal to ----------------- 

(a) Net profit plus non-cash items plus non-operating expenses. 

(b) Net profit plus increase in debtors. 

(c) Net profit plus increase in stock. 

(d) None of the above. 

21. Cash equivalents are short term highly liquid investments that are 

readily convertible into known amounts of cash and which are subject 

to an insignificant risk of changes in value. 

(a) I agree 

(b) I disagree 

(c) I cannot say 

(d) This statement is ambiguous. 

22. For an investment to qualify as a cash equivalent, it must be readily 

convertible to a known amount of 

(a) Gold  

(b) Cash  
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(c) investment 

(d) Real estate. 

23. Non-cash transactions ------------------ 

(a) Form part of cash flow statement 

(b) Do not form part of cash flow statement 

(c) May or may not form part of cash flow statement. 

(d) I cannot say whether they are part of cash flow statement. 

24. Which of the following would be considered a cash flow item from 

an “investing” activity? 

(a) Cash outflow from interest. 

(b) Cash outflow from interest. 

(c) Cash outflow to acquire fixed assets. 

(d) All of the above. 

25. Which of the following is a cash flow from a “financing “ activity? 

(a) Cash outflow to the government for taxes. 

(b) Cash outflow to shareholders as dividends. 

(c) Cash outflow to purchase bonds issued by another company. 

(d) All of the above. 

26. On an accounting statement of cash flows an ‘increase(decrease) 

in cash and cash equivalents” appears as -------------------- 

(a) Cash flow from operating Activities. 

(b) Cash flow from investing Activities 

(c) Cash flow from financing Activities 

(d) None of the above. 

27. Which of the following is NOT a cash outflow for the firm? 

(a) Depreciation  

(b) Dividends. 

(c) Interest payments. 

(d) Taxes. 

28. Which of the following involves a movement of cash? 

(a) A bonus issue. 

(b) A rights issue 

(c) Depreciation of fixed assets. 

(d) Creation of a provision for pensions. 

29. Which one of the following events will increase the cash balance 

of a business? 

(a) Loan repayment to banks 

(b) Debtors paying amounts owed. 

(c) Bank granting it an overdraft facility 

(d) Sale of stock on credit. 

30. Which one fot eh following events will reduce the cash balances of 

a business? 

(a) Dividend proposed pending shareholder approval. 

(b) Purchase of stock on credit. 

(c) Creditors paid amounts owed. 

(d) Purchase  of fixed assets on interest free credit. 

31. Which one of the following is false? 
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(a) If cash outflows exceed cash inflows on an on-going basis, the 

business will eventually run out of cash. 

(b) Rapidly expanding companies can sometimes face a cash shortage. 

(c) Cash is the lifehood of a business and without it the business will die. 

(d) A profitable company will never run out of cash. 

32. A business may occur an operating loss in a given financial year 

yet has more cash in the bank at the end. A reason for this could be 

that ---------------------- 

(a) Some fixed assets were sold for each. 

(b) Dividends paid were higher this year than last. 

(c) Payments to creditors were made more promptly. 

(d) Debtors were allowed a longer period of credit. 

33. A company has a negative cash flow from operating activities. 

What could explain this negative cash flow? 

(a) The repayment of a loan 

(b) A sudden increase in credit sales. 

(c) High levels of dividend payments. 

(d) A substantial investment in new fixed assets. 

34. AS -3 (Cash Flow Statements) requires that cash receipts and 

payments should be analysed into three categories. Under which 

category would you expect to find the cash proceeds from a share 

issue? 

(a) Financing Activities 

(b) Investing Activities 

(c) Operating Activities 

(d) Redemption Activities. 

35. In AS – 3 (Cash Flow Statement) where would you find a bank 

account debit balance? 

(a) In cash and cash equivalents. 

(b) In investing activities. 

(c) In financing activities. 

(d) In operating activities. 

36. All of the following are true regarding the cash flows statement 

except ------------ 

(a) This statement explains the causes of the change in the cash balance. 

(b) Cash outflows are shown in parentheses to indicate that payments 

must be subtracted. 

(c) This statement reports information as of a certain date and 

therefore, is dated like the balance sheet. 

(d) This statement classifies cash transaction as operating, investing or 

financing. 

37. All of the following are true regarding the purpose of the 

statement of cash flows except --------------------- 

(a) It is for predicting future cash flows. 

(b) It is for determining the company’s ability to pay dividends to 

shareholders and interest and principle to creditors. 

(c) It is for evaluating management decisions. 
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(d) It is for reporting net income. 

38. All of the following are ture regarding the operating activity 

section of the cash flow statement except --------------- 

(a) The direct or indirect format may be used to present the information. 

(b) The direct method includes the sale of assets reporting a gain or a 

loss. 

(c) A negative cash flow warrants investigation. 

(d) It includes cash transactions affecting (non cash) current asset and 

current liability accounts. 

39. Why is the statement of cash flows useful to the analyst? 

(a) It is the only source in financial statements for learning abour cash 

generation. 

(b) Focusing on net income can be misleading if a company has a healthy 

profit, but cannot translate the profit into cash. 

(c) The statement of cash flows reveals why a company was able to 

generate a profit. 

(d) Both (1) and (b). 

40. The following items would be classified as operating activities on 

the statement of cash flows -------------------- 

(a) Acquisition of equipment, payment of dividends, revenue. 

(b) Proceeds from borrowing, payments of dividends, purchase of 

supplies. 

(c) Payments for inventory, payments for salaries, cash received from 

sale of goods. 

(d) Payments on loans, payments for taxes, payments for rent. 

41. The following items would be classified as investing activities on 

the statement of cash flows -------------------------- 

(a) Proceeds from borrowing, payment of dividends, receipt of dividends. 

(b) Income tax paid, volumtary separation payments, compensation 

received. 

(c) Sale of property, purchase of equity securities. Loans to others. 

(d) Sale of goods, receipt of dividends, repurchase of firm’s own stock. 

42. The following items would be classified as financing activities on 

the statement of cash flows -------------------------- 

(a) Proceeds from borrowing, payment of dividends, repayment of debt. 

(b) Payments for inventory, payments to lenders, payments for taxes. 

(c) Sales of goods, repayment of debt, loans to others. 

(d) Loans to others, returns from loans to others, acquisition of land. 

43. What impact does depreciation have on the cash account? 

(a) Depreciation results in an decrease to cash. 

(b) Depreciation has no impact on the cash account. 

(c) Depreciation only impacts the cash account if inflation has occurred. 

(d) Depreciation results in an increase to cash. 

44. If net cash provide or used by operating, financing and increasing 

activities are added together, the result is --------------------

- 

(a) The change in cash. 



Make 

your 

notes  
 

  
                                                                        
                                                                                 

  
 

10.41 

(b) Cash inflow 

(c) Net income 

(d) Cash outflow. 

45. Which of the following statement is true? 

(a) The payment of interest on a note payable is a cash flows from a 

financing activity. 

(b) Collection of principle on a note receivable is a cash flow from 

financing activities. 

(c) The difference between the indirect and direct methods of cash flow 

determination only affects the determination of investing activities 

cash flows. 

(d) Cash flows associated with property, plant and equipment acquisition 

and disposition are reported as cash flows from investing activities. 

46. Which of the following statement is /are false? 

(a) The statement of cash flows explains how the cash balance changed 

during a particular period of time. 

(b) Under the indirect method, depreciation expense is added to net 

income, because it decreases net income but does not consume a cash 

flow. 

(c) Cash flows associated with issuance and retirement of long-term debt 

and equity are reported as cash flows from investing activities. 

(d) Under the indirect method, an increase in prepaid expenses is 

deducted from net income. 

47. Which of the following transactions would not create a cash flow? 

(a) A company purchased some of its own shares from a shareholder. 

(b) Amortization of a patent. 

(c) Payment of a cash dividend. 

(d) Sale of equipment at book value. 

48. Which of the following would not be reported as an investing 

activity? 

(a) Selling a depreciable asset for cash at a loss. 

(b) Purchasing patent using cash. 

(c) Purchasing land in exchange for stock. 

(d) Purchasing shares of stock of another company using cash. 

49. Which of the following statements for the statement of cash flows 

is correct? 

(a) A company with a net loss on the income statement will always have a 

net cash ourflow from operating activities. 

(b) A purchase of equipment is classified as a cash inflow from investing 

activities. 

(c) Cash dividends received on stock investments are classified as cash 

flows from operating activities. 

(d) Cash dividends paid are classified as cash flows from operating 

activities. 

50. Which of the following is reported as a cash flow from investing 

activities? 

(a) Cash received from dividends earned. 
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(b) Purchasing land in exchange foe common stock. 

(c) Selling a long-term investment at a loss for cash. 

(d) Interest paid on long-term loans. 

51. Which statement regarding the indirect method is false? 

(a) Depreciation expens3 is added to net income. 

(b) An increase the accounts receivable is added to net income. 

(c) An increase in accounts payable is added to net income. 

(d) An increase in inventory is subtracted from net income. 

52. Which of the following transactions would be reported as a 

financing activity? 

(a) The cash received as interest on long term investment. 

(b) Acquiring land by signing bills payable. 

(c) Paying cash to shareholder for dividends. 

(d) Purchasing shares of another company using cash. 

53. Which of the following statement is /are false? 

(a) As per AS -3 listed companies has to prepare Cash Flow Statement 

by Direct Method. 

(b) Cash flows from financing activities include those cash flows with 

respect to issuing and retiring long-term debt and equity. 

(c) Cash flows from financing activities include those cash flows with 

respect to pating previously declared dividends. 

(d) All of the above. 

54. Which of the following would be deducted from net income when 

determining cash flows from operating activities under the indirect 

method? of the following would be added to net income when 

determining cash flows from operating activities under the indirect 

method? 

(a) An increase in accounts payable. 

(b) Depreciation expense. 

(c) An decrease in prepaid insurance. 

(d) A gain on the sale of a depreciable asset. 

55. Which of the following would be added from net income when 

determining cash flows from operating activities under the indirect 

method? 

(a) Andecrease in accounts payable. 

(b) Patent amortization expense 

(c) An increase in prepaid insurance. 

(d) A gain on the sale of a depreciable asset 

56. Which of the following would be deducted from net income when 

determining cash flows from operating activities under the indirect 

method?  

(a) A decrease in bills payable 

(b) Patent amortization expense 

(c) A decrease in prepaid rent. 

(d) A loss on the sale of a depreciable asset  

57. Which of the following transactions would increase the net cash 

flow from Operating Activities? 
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(a) Issuance of capital stock for cash at a price above par. 

(b) Purchase of truck by issuing a bills payable. 

(c) Sale of equipment for cash at a gain. 

(d) Collection of an account receivable from a customer. 

58. For purposes of preparing a cash flow statement, which of the 

following is not considered a “cash equivalent”? 

(a) A money market fund. 

(b) An investment in bonds. 

(c) Treasury bills. 

(d) Commercial paper. 

59. An important distinction between the direct methods and the 

indirect method of preparing a statement of cash flows is that ----

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

(a) The direct method reconciles accrual-based net income with net cash 

flow from operations; the indirect method shows the specific cash 

inflows and outflows constituting the operating activities. 

(b) The direct method results in a lower (more conservative)figure for 

net cash flow from operating activities then does the indirect 

method. 

(c) The format of the section computing net cash flows from operating 

activities is different under the two methods. 

(d) All of the above. 

60. Which of the following statement is true? 

(a) When a company purchases equipment issuing shares, the equipment 

purchase is reported as a financing activity. 

(b) When a company sells equipment for cash at a loss, cash flows from 

investing activities decreases. 

(c) Collection of principle on a bills receivable is a cash flow from 

financing activities. 

(d) None of the above. 

61. In a statement of cash flows, the acquisition of land by issuing 

equity or preference shares ---------------------- 

(a) Is not shown at all, since no cash was received or disbursed. 

(b) Is shown as an investing activity. 

(c) Is shown as a financing activity. 

(d) Is shown in a supplementary schedule as a non-cash investing and 

financing transaction. 

62. Which of the following characteristics does not apply to cash 

equivalents? 

(a) Short-term 

(b) Highly-liquid 

(c) Readily convertible into cash. 

(d) Highly sensitive to interest rate changes. 

63. Which of the following would not be an adjustment to net income 

using the indirect method? 

(a) Amortization expense. 

(b) An increase in prepaid insurance. 
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(c) An increase in inventories. 

(d) An increase in land. 

64. Which one of the following is NOT a category of cash flows 

required to be shown on the statement of cash flows? 

(a) Cash flows from operating activities. 

(b) Cash flows from financing activities.. 

(c) Cash flows from taxation. 

(d) Cash flows from investing activities. 

65. If a company changes from offering 30 days’ credit to customers 

to offering 50 days credit, which of the following statements is 

correct? 

(a) Cash generated from operation will increase. 

(b) Cash generated from financing activities will decrease. 

(c) Cash generated from operations will decrease. 

(d) There will be no effect on the statement of cash flows. 

66. Which of the following would NOT be revealed by a company’s 

statement of cash flows? 

(a) Whether the company has paid a dividend during the year. 

(b) How the company has manage its working capital over the last 

financial year. 

(c) Whether the company has exceeded its over –draft limit during the 

year. 

(d) Whether the company has raised extra long-term funding during the 

year. 

67. Which oif the following activities can increase cash flow from 

investing activities? 

(a) Purchasing production equipment with cash. 

(b) Selling products and receiving cash. 

(c) Paying out cash dividends. 

(d) Selling an office building and receiving cash. 

68. Cash flows directly related to the production and sale of the firm’s 

products and services are called.-----------------------------

--- 

(a) Investing cash flows  

(b) Financing cash flows 

(c) Operating cash flows 

(d) None of the above. 

69. Cash flows that result from debt and equity financing transactions, 

including incurrence and repayment of debt, cash inflows from the 

sale of shares, and cash outflows to pay cash dividends or repurchase 

shares are called.-------------------- 

(a) Investing cash flows 

(b) Operating cash flows 

(c) Financing cash flows 

(d) None of the above. 

70. Holding all other things constant, which of the following represents 

a cash outflow? 
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(a) The company sells a machine. 

(b) The company acquires inventory. 

(c) The company receives a bank loan. 

(d) The company increases accounts payable. 

71. If you are looking to review a firm’s sources and uses cash flows 

over the year, the easiest place to find that information is -------

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

(a) The Income Statement 

(b) The Statement of Retained Earnings. 

(c) The Statement of cash flows 

(d) The Balance Sheet. 

72. In order to identify the amount of funds that a firm borrowed 

during the preceding year, what section is the best source within the 

Statement of Cash Flows? 

(a) Operation flows. 

(b) Investment flows. 

(c) Financing flows. 

(d) Total net Cash Flows 

73. If you start with earnings before interest and taxes and then 

subtract a firm’s tax expense while adding back the amount of 

depreciation expense for the firm during the year, the resulting figure 

is called -------------------- 

(a) Free Cash Flow 

(b) Operating Cash Flow 

(c) Net Cash Flow 

(d) Gross Cash Flow 

74. In a statement of cash flows, interest payments to lenders and 

other creditors should be classified as a(n) --------------------

--- 

(a) Opening Activity. 

(b) Borrowing Activity. 

(c) Lending Activity. 

(d) FinancingActivity. 

75. An increase in inventories of Rs. 5,000 over the course of a year 

would be shown on the company’s statement of cash flows prepared 

under the indirect method as ------- 

(a) An addition to net income of Rs. 5,000 in order to arrive at net cash 

provided by operating activities. 

(b) A addition from net income of Rs. 5,000 in order to arrive at net cash 

provided by operating activities. 

(c) An addition of Rs. 5,000 under investing activities. 

(d) A deduction of Rs. 5,000 under investing activities. 

76. Principle revenue generating activities are called as -----------

--------- 

(a) Financing Activity. 

(b) Investing Activity. 

(c) Operating Activity. 
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(d) None of the above. 

77. Unrealized gains & losses from foreign exchange rates are -----

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

(a) Not cash flows 

(b) Cash flows from operating activities. 

(c) Cash flows from investing activities. 

(d) Cash flows from financing activities.  

78. The statement of cash flows is ----------------------- 

(a) Another name for the statement of financial position. 

(b) A financial statement that reports the cash inflows and cash outflows 

for an accounting period, and that classifies those cash flows as 

operating activities., investing activities., or financing activities. 

(c) A financial statement that lists the types and amounts of assets, 

liabilities, and equity of a business on a specific date. 

(d) A financial statement that lists the types and amounts of the 

revenues and expenses of a business for an accounting period.. 

79. Cash flows arising from interest and dividends received in the case 

of a financial enterprise should be classified as cash flows from arising 

from---------------- 

(a) Investing Activities. 

(b) Financing Activities. 

(c) Operating Activities. 

(d) ExtraordinaryActivities. 

80. Preference shares of a company acquired shortly before their 

specified redemption date ----------------------- 

(a) Will be shown in investing activities. 

(b) Will be shown in financing activities. 

(c) Will be shown in operating activities. 

(d) Will be shown as cash & cash equivalents.  

81. When the instalment paid in respect of a fixed asset acquired on 

deferred payment basis includes both interest and loan, the interest 

element is classified under ---------------- activities and the loan 

element is classified under ---------- activities. 

(a) Financing, Investing. 

(b) Investing, Operating 

(c) Operating, Financing 

(d) Investing, Operating 

82. Cash flows from operating activities are --------------------

---- 

(a) Primarily derived from the principal revenue producing activities of 

the enterprise. 

(b) Generally result from the transactions and other events that enter 

into the determination of net profit or loss. 

(c) Both (a) & (b) 

(d) Wither (a) or (b). 

83. Cash flows arising from the purchase and sale of dealing or trading 

securities are classified as -------------------- 
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(a) Operating Activities. 

(b) Investing Activities. 

(c) Financing Activities. 

(d) Extraordinary Activities. 

84. Cash advances and loans made by financial enterprises are usually 

classified as -- 

(a) Operating Activities. 

(b) Investing Activities. 

(c) Financing Activities. 

(d) Extraordinary Activities. 

85. Cash flows arising from transactions in a foreign currency should 

be recorded in an enterprise’s reporting currency by applying to the 

foreign currency amount the exchange rate ------------------- 

(a) Prevailing at the beginning of the financial year. 

(b) At average rate. 

(c) Prevailing at the end of the financial year. 

(d) Between the reporting currency and the foreign currency at the date 

of the cash flows. 

PRACTICAL MCQ 

86. Income statement of Z Ltd. for the year ended was as follows; 

 Rs. 

Net Sales 40,32,000 

Cost of sales (31,68,000) 

Depreciation (96,000) 

Salaries & Wages (3,84,000) 

Operating expenses (1,28,000) 

Provision for taxation (1,40,000) 

Net operating profit 1,15,000 

Net profit before working capital changes =? 

(a) Rs. 1,15,200 

(b) Rs. 8,64,000 

(c) Rs. 4,80,000 

(d) Rs. 3,52,000 

87. Net profit before working capital changes of N Ltd. is Rs. 

3,52,000. Changes in working capital during the year is as follows: 

 Rs. 

Decrease in stock 2,68,800 

Decrease in creditors 9,600 

Increase in debtors 28,800 

Increase in advances 1,920 

Increase in outstanding exp. 38,400 

Cash generated from operation =? 

(a) Rs. 5,61,280 

(b) Rs. 6,18,880 

(c) Rs. 1,47,720 

(d) Rs. 5,61,280 
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88. Extracts of cash flows statement prepared by Z Ltd. are as 

follows: 

Cash generated from operations is Rs. 5,41,000. Income tax paid 

Rs. 1,80,000. 

Sale of fixed assets Rs. 50,000. Voluntary separation payment paid 

Rs. 80,000 and Law compensation suit received is Rs. 1,25,000. 

Cash flow from operating activities =? 

(a) Rs. 4,06,000 

(b) Rs. 3,56,000 

(c) Rs. 5,36,000 

(d) Rs. 4,16,000 

89. Accounts of S Ltd. shos that balance of cash and cash equivalents 

has been increase by Rs. 19,200 as compared to last year. If cash 

flow statement reveals net cash inflow from financing activities is Rs. 

19,200 and cash outflows from investing activities is Rs. 4,80,000. 

Cash from operating activities =? 

(a) Rs. 5,18,400 

(b) Rs. 4,99,200 

(c) Rs. 4,60,800 

(d) Rs. 4,80,000 

90. From the following details calculate the cash flow from operating 

activities. 

 31.12.2014 31.12.2015 

Creditors  95,000 1,10,000 

Bills payable 70,000 50,000 

Outstanding 

expenses 

75,000 1,00,000 

Provision for tax 1,80,000 1,70,000 

Proposed dividend 60,000 72,000 

Sundry debtors 2,85,000 2,65,000 

Bills receivable 1,02,000 1,10,000 

Stock  1,20,000 1,50,000 

Net profit before working capital change is Rs. 5,39,000. Cash flow 

from operation =? 

(a) Rs. 5,41,000 

(b) Rs. 3,61,000 

(c) Rs. 3,41,000 

(d) Rs. 3,99,000 

91. From the following details calculate the cash generated from 

operations. 

Net profit before working capital changes is Rs. 3,051 lakhs. Net 

increase in current assets was Rs. 3,025 lakhs, while there is net 

increase in current laiabilities by Rs. 9 lakhs. 

(a) + Rs. 6,247 

(b) – Rs. 145 lakhs 

(c) + Rs. 6,256 lakhs 
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(d) – Rs. 6,265 lakhs 

92. Cash flows statement of BB Ltd. shows the following position: 

Cash inflows from operating activities Rs. 4,06,000. 

Csh outflows from investing activities Rs.3,18,000 

And cash outflows from financing activities Rs. 18,000 

Cash & cash equivalent at the end was Rs. 1,35,000. 

Cash & cash equivalent at the beginning =? 

(a) Rs, 6,07,000 

(b) Rs. 29,000 

(c) Rs. 5,71,000 

(d) Rs. 65,000 

93. If opening balance of accounts receivable is Rs. 2,68,000; closing 

balance is Rs. 2,97,600 and total credit sales during the year was 

Rs. 40,32,000. What is the cash received from debtors under the 

direct method of cash flow statement? 

(a) Rs. 40,60,800 

(b) Rs. 45,98,400 

(c) Rs. 40,03,200 

(d) Rs. 43,00,800 

94. From the following details calculate the cash paid to suppliers and 

employees as per direct method of cash flow statement. 

 Rs. 

Decrease in stock 2,68,800 

Increase in advances 1,920 

Decrease in creditors 9,600 

Increase outstanding expenses 38,400 

Cost of sales 31,68,000 

Salary & wages 3,84,000 

Operating expenses. 1,28,000 

 

(a) Rs. 32,56,320 

(b) Rs. 37,70,800 

(c) Rs. 33,84,320 

(d) Rs. 36,42,880 

95. From the following details out the cash & cash equivalent at the 

end. 

Cash & cash equivalent (1. 

4.2015) 

90,000 

Redemption of preference share 2,00,000 

Plant & machinery purchased 3,50,000 

Income tax paid. 1,00,000 

Increase in current assets 45,000 

Increase in current liabilities 15,000 

Net profit before working 

capital changes. 

3,53,000 

Voluntary separation payments 1,10,000 
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Land & building sold 1,50,000 

Proposed dividend paid 60,000 

10% Debenture issued 1,00,000 

Interest on debenture paid 18,000 

Plant & machinery sold. 90,000 

Investment sold 50,000 

Issue of share capital 1,00,000 

 

(a) Rs, 65,000 

(b) Rs. 1,15,000 

(c) Rs. 35,000 

(d) Rs. 1,40,000 

96. From the following details find out the cash & cash equivalents at 

the end. 

 Rs. 

Current Assets 11,41,000 

Short term investment 

(Less than 2 months) 

84,000 

Money market funds) 20,000 

Cash & Bank 60,000 

Current Liabilities. 9,00,000 

At the end of the year it was noted that there is foreign exchange 

loss of Rs. 1,600 in value of short term investment. 

(a) Rs. 1,64,000 

(b) Rs. 1,62,400 

(c) Rs. 1,65,600 

(d) Rs. 4,06,600 

97. A Ltd. paid income tax on capital gains Rs. 2,16,300 resulting 

from disposal of fixed assets. It should be shown in -------------

-- 

(a) Operating Activities. 

(b) Investing Activities. 

(c) Financing Activities. 

(d) By way of adjustment in cash & cash equivalents at the end. 

98. N Ltd. purchased machinery from Australia for A $ 50,000 on 

1.120.2015. It entered into currency option contract for purchase of 

foreign exchange to pay for machinery and paid premium Rs, 25,000. 

How will you classify such premium in the cash flow statement of N 

Ltd.? 

(a) Operating Activities. 

(b) Investing Activities. 

(c) Financing Activities. 

(d) Extraordinary Activities. 

Use the following information to answer next 5 questions on the 

basis of direct method of cash flow statement. 
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The following are the summary of cash transactions extracted from 

the books of Zigzag Ltd. 

 Rs. 

Balance as on(1. 4.2014) 70 

Receipt from customers 5,566 

Issue of shares  600 

Sale of fixed assets  256 

 6,492 

Payments to suppliers 4,094 

Payments for fixed assets 460 

Payments for overheads 230 

Wages salaries. 138 

Taxation 486 

Dividends 160 

Repayment of bank loans 500 

 6,068 

Balance on 31.3.2015 424 

 

99. Cash paid to suppliers 7 employees =? 

(a) Rs. 4,094 thousand 

(b) Rs. 4,462 thousand 

(c) Rs. 5,566 thousand 

(d) Rs. 1,104 thousand  

100. Cash generated from operations =? 

(a) Rs. 4,094 thousand 

(b) Rs. 4,462 thousand 

(c) Rs. 5,566 thousand 

(d) Rs. 1,104 thousand  

101. Cash flows from operating activities =? 

(a) Rs. 618 thousand  

(b) Rs. 1,104 thousand  

(c) Rs. 4,24 thousand  

(d) Rs. 562 thousand  

102. Cash flows from investing activities =? 

(a) Rs. (460) thousand 

(b) Rs. 256 thousand 

(c) Rs. (60) thousand 

(d) Rs. (204) thousand 

103. Cash flows from financing activities =? 

(a) Rs.(460) thousand 

(b) Rs. 256 thousand 

(c) Rs. (60) thousand 

(d) Rs. (204) thousand 

104. Income statement of N ltd. for the year ended was as follows: 

 (Rs.) 
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Net sales 13,50,000 

Less: Cost of goods sold (including depreciation 

on buildings of Rs. 6,600 and depreciation on 

machinery of Rs. 11,400) 

(12,58,950) 

Net operating profit 91,050 

Gain on sale of trade investments 6,400 

Gain on sale of machinery 1,850 

Profit before tax. 99,300 

Income –tax 48,250 

Profit after tax. 51,050 

Net profit before working capital changes =? 

(a) Rs. 91,050 

(b) Rs. 1,09,050 

(c) Rs. 97,450 

(d) Rs. 99,300 

105. Income statement of S Ltd. for the year ended was as follows: 

Particulars  Rs. 

Net sales 20,301 

Cost of sales (15,984) 

Depreciation (2,534) 

Salaries & wages (375) 

Operating expenses (891) 

Provision for tax (57) 

Net operating profit 460 

Other income 645 

Profit on sale of asset 42 

Profit for the year  1,147 

Net profit before working capital changes =? 

(a) Rs. 3,696 

(b) Rs. 3,051 

(c) Rs. 3,942 

(d) Rs. 4.317 

106. India Info. Line, a stock brokering firm, received Rs. 1,50,000 

as premium for forward contract entered for purchase of equity 

shares. How will you classify this amount in the cash flow statement 

of the firm? 

(a) Operating Activities. 

(b) Investing Activities. 

(c) FinancingActivities. 

(d) Extraordinary Activities. 

107. Income statement of Z ltd. for the year ended was as follows: 

Particulars  Rs. 

Sales  46,37,200 

Cost of goods sold (37,21,200) 

Gross profit  9,16,000 
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Sundry operating expenses (3,17,500) 

Depreciation on land & building (45,000) 

Depreciation on furniture. (8,500) 

Loss on disposal of furniture (2,000) 

Preliminary expenses (7,000) 

Net profit before income tax 5,36,000 

Provision for income tax. (2,68,000) 

Profit after tax 2,68,000 

Provision for tax (for last year) (2,000) 

Interim dividend (55,000) 

Proposed dividend (1,10,000) 

Transfer to general reserve (1,01,000) 

 Nil 

Net profit before working capital changes =?  

(a) Rs. 5,98,500 

(b) Rs. 5,43,500 

(c) Rs. 9,16,000 

(d) Rs. 5,41,500 

108. Income statement of Z Ltd. for the year ended was as follows: 

Particulars  Rs. 

Sales  36,40,200 

Cost of goods sold (27,10,700) 

Compensation received in law 

suit 

55,000 

Interest received on investment 21,000 

Profit on sale of investment 7,500 

Provision for bad debts (1,000) 

Provision for depreciation (1,80,000) 

Net Profit before tax 8,32,000 

Tax paid for the year (4,16,000) 

Net profit after tax. 4,16,000 

Increase in current assets Rs. 1,13,800 

Increase in current liabilities Rs. 24,800 

Tax paid during the year Rs. 4,16,000 

Cash flows from operating activities =? 

(a) Rs. 8,40,500 

(b) Rs. 4,24,500 

(c) Rs. 4,79,500 

(d) Rs. 5,34,500 

109. Use the following information to calculate net cash: 

Cash sales Rs. 1,00,000; 

Cash from account receivable payments Rs. 2,00,000; 

Cash dividends received Rs. 3,000; 

Dividends paid Rs. 4,000; 

Rent paid Rs.5,000; and amortization expense Rs. 6,000. 
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(a) Rs. 2,98,000 

(b) Rs. 2,94,000 

(c) Rs. 98,000 

(d) Rs. 2,92,000 

110. Use the following information to calculate net cash from investing 

activities: 

Sell of capital asset for Rs. 10,000 cash and a Rs. 1,000 gain; 

purchase a bond investment for Rs. 16,000; receive Rs. 2,000 

interest payment from the bond investment; and pay off a Rs. 

3,000 mortgage payable. 

(a) Rs. 5,000 net cash outflows from investing activities. 

(b) Rs. 4,000net cash outflows from investing activities. 

(c) Rs. 6,000 net cash outflows from investing activities. 

(d) Rs. 9,000 net cash outflows from investing activities. 

111. Use the following information to calculate net cash from financing 

activities: 

Issue of shares Rs. 2,00,000; repurchase a company’s own shares 

Rs. 20,000; pay mortgage payable principal Rs. 1,00,000; pay 

mortgage payable interest Rs. 10,000; a stock dividend is declared 

and distributed that reduces retained earnings by Rs. 30,000; and a 

cash dividend is declared and paid that reduces retained earnings by 

Rs. 4,0,000. 

(a) Rs. 40,000 net cash outflows from financing activities. 

(b) Rs. 10,000 net cash outflows from financing activities. 

(c) Rs. 30,000 net cash outflows from financing activities. 

(d) Rs. 60,000 net cash outflows from financing activities. 

112. The balance sheet reported a beginning balance of Rs. 20,000 in 

Accounts Receivable and an ending balance of Rs. 15,000. The income 

statement reported Sales Revenue of Rs. 2,00,000. Using this 

information, compute cash collected from customers. 

(a) Rs. 1,95,000 

(b) Rs. 2,05,000 

(c) Rs.; 2,00,000 

(d) Rs. 2,15,000 

113. The balance sheet reported a beginning balance of Rs. 2,00,000 

for the book value of equipment and an ending balance of Rs. 

1,60,000. The income statement reported amortization expense of 

Rs. 20,000 and gain on the sale of equipment of Rs. 10,000. The 

cash flow statement reported acquisition of capital assets totalling 

Rs. 30,000. Using this information, compute cash received from the 

sale of equipment. 

(a) Rs. 40,000 

(b) Rs. 20,000 

(c) Rs. 50,000 

(d) Rs. 60,000 

114. N ltd. provides following information: 

Net Income 1,00,000 
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Accounts receivable increased 9,000 

Prepaid insurance decreased 3,000 

Depreciation expense 15,000 

Gain on sale of land wages 2,000 

Wages payable decreased 7,000 

Outstanding expenses increased  11,000 

Cash flows from operating activities =? 

(a) Rs. 89,000 

(b) Rs. 1,15,000 

(c) Rs. 1,25,000 

(d) Rs. 1,11,000 

115. S Ltd. provides following information: 

Net Income 3,00,000 

Accounts payable increased 24,000 

Prepaid rent decreased 10,000 

Depreciation expense 35,000 

Gain on sale of building 11,000 

Wages payable decreased 21,000 

Outstanding expenses increased  44,000 

Cash flow from operating activities =? 

(a) Rs. 2,59,000 

(b) Rs. 3,27,000 

(c) Rs. 3,47,000 

(d) Rs. 3,81,000 

116. NSZ Ltd. paid an interim dividend of Rs. 1,00,000 along with Rs. 

10,200 as corporate dividend tax. How will you classify this in the 

casg flow statement of the NSZ Ltd? 

(a) Rs. 1,00,000 as outflow in financing activities and Rs. 10,200 as 

outflow in operating activities. 

(b) Rs. 1,10,200 as outflow in investing activities. 

(c) Rs. 1,00,000 as outflow in investing activities and Rs. 10,200 as 

outflow in operating activities. 

(d) Rs. 1,10,200 as outflow in financing activities. 

117. Z ltd. income statement reported total revenues, Rs. 8,50,000 

and total expenses Rs. 7,20,000 including Rs. 40,000 as depreciation. 

The balance sheet reported the following. 

Accounts receivable – opening balance, Rs. 50,000 and ending 

balance, Rs. 22,000 and ending balance, Rs, 28,000. Therefore, 

based only on this information, how much was the 2010 net cash 

inflow from operating activities? 

(a) Rs. 1,26,000 

(b) Rs. 1,66,000 

(c) Rs. 1,74,000 

(d) Rs. 1,86,000 

118. LK Ltd. issued Rs. 50,000 of bonds, paid cash dividends of Rs. 

8,000, sold long term investments for Rs. 12,000, received Rs. 5,000 
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of dividend revenue, purchased treasury stock for Rs. 15,000 and 

purchased new equipment for Rs. 19,000. What is the net cash flow 

from financing activities? 

(a) Rs. 70,000 inflow 

(b) Rs. 27,000 inflow 

(c) Rs. 80,000 inflow 

(d) Rs. 42,000 inflow 

119. Reliance Capital, a financial service company, made a loan of Rs. 

1 crore during the financial year 2015 -16; it will be classified as -

------- 

(a) Operating Activities. 

(b) Investing Activities 

(c) Financing Activities 

(d) Extraordinary Activities 

120. P ltd. reported a net loss of Rs. 10,000 for the year ended 

31.12.2007. During the year, accounts receivable decreased Rs. 

5,000; inventory increased Rs. 8,000. Accounts payable increased by 

Rs. 10,000, and amortization expense of Rs. 5,000 was recorded. 

During 2007, operating activities ---------------- 

(a) Used net cash of Rs. 2,000 

(b) Used net cash of Rs. 8,000 

(c) Provided net cash of Rs. 2,000 

(d) Provided net cash of Rs. 8,000 

121. S Ltd. had an increase in inventory of Rs.40,000. The cost of 

goods sold was Rs. 90,000. There was a Rs. 5,000 decrease in 

accounts payable from the prior period. What were S Ltd. cash 

payments to suppliers? 

(a) Rs. 1,35,000 

(b) Rs. 85,000 

(c) Rs. 1,25,000 

(d) Rs. 95,000 

122. If a company issues 1 million Rs. 1 shares at Rs. 1.30 per share, 

what will be the effect on the statement of cash flows? 

(a) Cash flows from financing activities will increase by Rs. 13 million. 

(b) Cash flows from Investing activities will increase by Rs. 13 million. 

(c) Cash flows from investing activities will increase by Rs. 1.0 million. 

(d) Cash flows from financing activities will increase by Rs. 1.0 million. 

123. P Ltd. prepares its statement of cash flows using the indirect 

method. Its unamortized bond discount account decreased by Rs. 

25,000 during the year. How should P ltd. report the change in 

unamortized bond discount in ints statement of cash flows? 

(a) As a financing cash inflow 

(b) As a financing cash outflow 

(c) As an addition to net income in the operating activities section. 

(d) As a subtraction from net income in the operating activities section. 

124. In a given year a company decreased its inventory by Rs. 

2,50,000, purchased Rs. 3,50,000 worth of fixed assets and took on 
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a new Rs. 500,000 loan. What is the net charge of the company’s ash 

as a result of these transactions? 

(a) -1,00,000 

(b) + 1,00,000 

(c) – 4,00,000 

(d) + 4,00,000 

125. State Bank of India, received a gross Rs. 1,500 Crores demand 

deposits from the customers and customers withdrawn Rs. 1,300 

Cores of demand deposits the financial year 2015 -2016. How will 

you classify this amount in the cash flow statement of the firm? 

(a) Operating activities Rs. 1,500 Crores as inflow. 

(b) Investing activities Rs. 1,500 Crores as inflow, financing activities Rs. 

1,300 as outflow. 

(c) Financing activities, on net basis Rs. 200 crores as inflow 

(d) Operating activities, on net basis Rs. 200 crores as inflow 

126. NS Ltd. had EBIT of Rs. 5,00,000 and had a depreciation expense 

of Rs. 2,00,000 this last year. If the firm was subject to an average 

tax rate of 30%, what was NS Ltd. operating cash flow for the year? 

If you need to, aaume that interest expense was zero. 

(a) 3,05,000 

(b) 3,50,000 

(c) 4,50,000 

(d) 5,50,000 

127. E & Co. had operating cash flow equal to Rs/ 850 for 2014. If its 

earnings before interest and taxes was Rs. 1,000 while its tax bill 

was Rs. 300, what was R & Co. depreciation expense for the year. 

(a) 150 

(b) 550 

(c) 1,550 

(d) Not enough information to calculate. 

128. Discount and Finance House of India (DFHI) purchased Commercial 

paper (CP) of Rs. 100 crores on 28.2.2015 for 89 days maturity. 

This is ready market for sale/purchase of commercial paper. While 

preparing cash flow for the financial year ended 31.3.2015, DFHI 

should show CP of Rs. 100 Crores ------------- 

(a) In Investing activities. 

(b) In financing activities. 

(c) As cash equivalents 

(d) As a footnote to cash flow statement being contingent liability. 
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ANSWERS 

 

1.  (a) 31.  (d) 61.  (a) 91.  (b) 121.  (a) 

2.  (a) 32.  (a) 62.  (d) 92.  (d) 122.  (a) 

3.  (c) 33.  (b) 63.  (d) 93.  (c) 123.  (c) 

4.  (b) 34. (a) 64. (c) 94.  (c) 124. (d) 

5.  (d) 35. (a) 65.  (c) 95.  (a) 125.  (d) 

6.  (d) 36. (c) 66.  (c) 96.  (c) 126.  (d) 

7.  (d) 37.  (d) 67.  (d) 97.  (b) 127.  (a) 

8.  (d) 38.  (b) 68.  (c) 98.  (b) 128.  (c) 

9.  (d) 39.  (d) 69.  (c) 99.  (b) 

10.  (d) 40.  (c) 70.  (b) 100.  (d) 

11.  (a) 41.  (c) 71.  (c) 101.  (a) 

12.  (c) 42.  (a) 72.  (c) 102.  (d) 

13.  (d) 43.  (d) 73.  (b) 103.  (c) 

14.  (d) 44.  (a) 74.  (d) 104.  (b) 

15.  (d) 45.  (d) 75.  (b) 105.  (b) 

16.  (a) 46.  (c) 76.  (c) 106.  (a) 

17.  (b) 47.  (b) 77.  (a) 107.  (a) 

18.  (b) 48.  (c) 78.  (b) 108.  (c) 

19.  (a) 49.  (b) 79.  (c) 109.  (b) 

20.  (a) 50.  (c) 80.  (d) 110.  (b) 

21.  (a) 51.  (b) 81.  (a) 111.  (c) 

22.  (b) 52.  (c) 82.  (c) 112.  (b) 

23.  (a) 53.  (a) 83.  (a) 113.  (d) 

24.  (c) 54. (d) 84.  (a) 114. (d) 

25.  (b) 55. (b) 85.  (d) 115. (d) 

26.  (d) 56.  (a) 86.  (d) 116. (d) 

27.  (a) 57.  (d) 87.  (b) 117.  (b) 

28.  (b) 58.  (b) 88.  (a) 118.  (d) 

29.  (b) 59. (c) 89.  (d) 119.  (a) 

30.  (c) 60.  (d) 90.  (b) 120. (c) 
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INTRODUCTION 

 In order to ascertain the financial status of the business every enterprise prepares 
certain statements known as financial statements. 

 These are written reports that quantify the financial strength, performance and 
liquidity of a company.  

 Financial Statements reflect the financial effects of business transactions and 
events on the entity. 

 

Financial Statement Preparation 

Financial statements are reports prepared and issued by company management to give 
investors and creditors additional information about a company’s performance and 
financial standings. The four general purpose of financial statements include: 

 
Since each statement only gives information about specific aspects of a company’s 
financial position, it is important that these reports are used together. 

Balance Sheet shows the debt levels of the company, but it doesn’t show what the debt 
coverage costs. Both the Balance Sheet and Income Statement are needed to calculate 
the debt coverage ratio for investors and creditors to see a true picture of the debt 
burden of a company. 

 

Different Types of Financial Statements 

Interim Statements 

Financial statements that are issued for the time periods smaller than one year are called 
interim statements, because they are used as temporary statements to judge a 
company’s financial position, until the full annual statements are issued. 

 

Interim financial statements are most commonly issued quarterly or semi-annually, but 
it is not uncommon for companies to issue monthly reports to creditors as part of their 
loan covenants. Quarterly statements, as the name implies, are issued every quarter and 
only include financial data from that three-month span of time. Likewise, semi-annual 
statements include data from a six-month span of time. 

 

Annual Statements 

The annual financial statement form is prepared once a year and covers a 12-month 
period of financial performance. Generally, these statements are issued at the end of a 
company’s fiscal year instead of a calendar year. A company with a June year-end would 
issue annual statements in July or August; whereas, a company with a December year-
end would issue statements in January or February. 

 

Financial 
Statement

Statement of 
Profit & Loss

Balance Sheet Cash Flow
Statement of 
Stockholder's 

Equity
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FINANCIAL STATEMENTS 

INTERPRETATION 

Who Uses Financial Statements and What Are They Used For? 

Financial statements are mainly prepared for external users. There users are people who 
are outside of the company or organization itself and need information about it to base 
their financial decisions on. These external 

users typically fall into four main categories: 

• Investors 

• Creditors 

• Competitors 

• Regulators 

Investors and creditors analyze these sets of statements to base their financial decisions 
on. They also look at extra financial reports like financial statement notes and the 
discussion done in management meetings. 

 

The Income Statement and Balance Sheet are compared with each other to see how 
efficiently a company is using its assets to generate profits. Company’s debt and equity 
levels can also be examined to determine whether the companies are properly funding 
its operations and expansions. 

 

Most investors and creditors use financial ratios to analyze these comparisons. There is 
almost no limit to the amount of ratios that can be combined for analysis purposes. 

 

These ratios by themselves rarely give outside users and decision makers enough 
information to judge whether or not a company is fiscally sound. However, Investors and 
creditors generally compare different companies’ 

ratios to develop an industry standard or a benchmark to judge a company’s 
performance. 

 

PRESENTATION OF FINANCIAL STATEMENT (International Accounting Standard 1)       
(IAS 1) 

Presentation of financial statements prescribes the basis for presentation of general 
purpose financial statements, to ensure comparability both with the entity’s financial 
statements of earlier periods and with the financial statements of other entities. To 
achieve this objective, IAS 1 sets out overall requirements for the presentation of 
financial statements, guidelines for their structure and minimum requirements for their 
content. 

 

(A) Statement of financial position 

Information to be presented in the statement of financial position 

• IAS 1 paragraphs 54 provide the minimum line-items to be included on the face of the 
statement of financial position. 

• Additional line-items, headings and subtotals shall be presented on the face of the 
statement of financial position, if relevant to understand the entity’s financial position. 
There is no prescribed order or format in which items are to be presented. However the 
guidelines are as follows: 

– Line-items are included when the size, nature or function of an item or aggregation of 
similar items is such that separate presentation is relevant to an understanding of the 
entity’s financial position. 
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– The descriptions used and the ordering of items or aggregation of similar items may be 
amended according to the nature of the entity and its transactions, to provide 
information that is relevant to an understanding of the entity’s financial position. 

 

Current / Non-current distinction 

An entity shall present current and non-current assets, as well as current and non-current 
liabilities as separate classifications on the face of its statement of financial position, 
unless a presentation based on liquidity provides reliable information that is more 
relevant. 

 

A presentation of assets and liabilities in increasing or decreasing order of liquidity 
provides information that is reliable and relevant for some entities, such as financial 
institutions. The current/non-current presentation may not be relevant for a financial 
institution because the entity does not supply goods or services within a clear operating 
cycle. 

 

Current Assets 

An asset shall be classified as current when it satisfies any of the following criteria: 

• It is expected to be realized in, or is intended for sale or consumption in, the entity’s 
normal operating cycle; 

• It is held primarily for the purpose of being traded; 

• It is expected to be realized within 12 months after the reporting date; 

• It is cash or a cash equivalent unless it is restricted from being exchanged or used to 
settle a liability for at least 12 months after the reporting date. 

 

Current Liabilities 

A liability is classified as current when it satisfies any of the following criteria: 

• It is expected to be settled in the entity’s normal operating cycle (i.e., may be more 
than 12 months); 

• It is held primarily for the purpose of being traded; 

• It is due to be settled within 12 months after the reporting date. 

– The entity does not have an unconditional right to defer settlement of the liability for 
at least twelve months after the reporting date. 

 

Information to be presented in the statement of financial position or in the notes 

• Detailed Information about each class of share capital or category of equity for entities 
without share capital; 

• A description of the nature and purpose of each reserve within equity. 

 

(B) Statement of profit or loss and other comprehensive income 

An entity presents all items of income and expense recognized in a period: 

a. in a single statement of profit or loss and other comprehensive income; or 

b. in two statements: 

i. a statement displaying components of profit or loss (separate statement of profit or 
loss); and 

ii. a second statement beginning with profit or loss and displaying components of other 
comprehensive income (statement of comprehensive income). 
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Profit or Loss for the period 

• All items of income and expense recognized in a period shall be included in profit or 
loss unless an IFRS requires otherwise 

• An entity shall not present any items of income and expense as extraordinary items, 
either on the face of the statement of profit or loss or in the notes. 

 

Information to be presented in the profit or loss section or the statement of profit or 
loss 

• IAS 1 provides a list of items that must be presented in the profit or loss section or the 
statement of profit or loss. 

• IAS 1 provides examples of statement of profit or loss formats to be adopted by entities 
unless an alternative statement of profit or loss format is more relevant to users in 
understanding the entity’s financial performance. 

 

Information to be presented in other comprehensive income section 

• The other comprehensive income section presents line-items for amounts of other 
comprehensive income in the period, classified by nature (including share of the other 
comprehensive income of associates and joint ventures accounted for using the equity 
method) and grouped into those that, in accordance with other IFRSs: 

• Will not be reclassified subsequently to profit or loss; and 

• Will be reclassified subsequently to profit or loss when specific conditions are met. 

 

Information to be presented either in the statement of profit or loss and other 
comprehensive income or in the notes 

• Separate disclosure of the nature and amount of each material item of income and 
expense; 

• An analysis of expenses classified either by the nature of expenses or their function 
within the entity, whichever provides information that is reliable and more relevant; 

• The amount of income tax relating to each component of other comprehensive income. 

 

Additional line-items, headings and subtotals are presented in the statement of profit or 
loss and other comprehensive income if relevant to the understanding of the entity’s 
financial performance. 

 

(C) Statement of changes in equity 

Information to be presented in the statement of changes in equity 

• Total comprehensive income for the period, showing separately total amounts 
attributable to owners of the parent and to non-controlling interests. 

• For each component of equity, the effects of retrospective application or retrospective 
restatement recognized in accordance with IAS 8. 

• For each component of equity, a reconciliation between the carrying amount at the 
beginning and the end of the period, separately disclosing changes resulting from: 

– profit or loss 

– other comprehensive income 
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– transactions with owners in their capacity as owners, showing separately contributions 
by and distributions to owners and changes in ownership interests in subsidiaries that do 
not result in a loss of control. 

 

Information to be presented either in the statement of changes in equity or in the notes 

• For each component of equity, an analysis of other comprehensive income by item 

• The amounts of dividends recognized as distribution to owners during the period, and 
the related amount of dividends per share. 

 

(D) Statement of cash flows 

IAS 7 Cash flow statement sets out requirements for the presentation of the cash flow 
statement and related disclosures. 

 

(E) Note disclosures 

The following should be included in the notes to the financial statements: 

• Information about the basis of preparation of the financial statements (e.g., going 
concern or in liquidation) and the specific accounting policies used; 

• Information required by International Financial Reporting Standards (IFRS), or that is 
relevant to the understanding of the statements that is not presented elsewhere in the 
financial report; 

• Significant accounting policies, including measurement bases and relevant policies to 
the understanding the financial report; 

• The judgments, apart from those involving estimations, that management has made in 
the process of applying the entity’s accounting policies and that have the most significant 
effect on the amounts recognized in the financial statements; 

• Key assumptions concerning the future and other key sources of measurement 
uncertainty that have a significant risk of causing material adjustments to the carrying 
amounts of assets and liabilities in the next twelve months; 

• Information that enables users of its financial statements to evaluate the entity’s 
objectives, policies and processes for managing capital. 

 

Depreciation Provision & reserves 

Depreciation is a measure of the wearing out, consumption or other loss of value of a 
depreciable asset arising from use, effluxion of time or obsolescence through technology 
and market changes. Depreciation is allocated so as to charge a fair proportion of the 
depreciable amount in each accounting period during the expected useful life of the 
asset. Depreciation includes amortization of assets whose useful life is predetermined. 

Causes of providing depreciation: The causes of depreciation are as follows: 

♦ Wear and tear due to use 

♦ Deterioration and decay with the passage of time 

♦ Damage and destruction due to an accident like fire, flood, earthquake, 
mishandling etc. 

♦ Depletion of asset. 

♦ Obsolescence i.e., due to innovation, invention, change in technique etc. 

♦ Exhaustion of assets 
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Objectives of providing depreciation: Objective/need for providing depreciation are as 
follows: 

♦ To ascertain periodic profit or loss. 

♦ To show true & fair view if financial statements. 

♦ To find out correct cost of production. 

♦ To make available funds for replacement. 

♦ To comply with legal requirements. 

♦ To take benefit of deduction under taxing statute. 

♦ To pay dividend. (As per Companies Act, 2013 dividend cannot be paid until 
 company provides for current & past depreciation) 

♦ To fulfil cost concept of accounting. 

 

Methods of providing depreciation 

1. Straight Line Method 

2. Diminishing Balance Method 

 

Provisions 

• Provisions is to be made is respect of a liability which is certain to be incurred, but 
where accurate amount is not known. 

• It is charged in the Profit and Loss Account on an estimate basis. It should be clearly 
understood that if the amount of a known liability can be determined with reasonable 
accuracy, it can not be a provision. 

 

Examples of Provisions : Provisions for Depreciation on assets, Provision for Repairs and 
Renewals of assets. Provision for Taxation. Provision for Discount on Debtors and 
Provision for Bad and Doubtful Debts. 

 

Reserves 

• Reserves are the amount set aside out of profits. It is an appropriation of profits and 
not a charge on the profits. 

• The amount of profit retained is used in the business when difficult time comes. Since 
reserves are neither expenses nor losses, so these are not charged to Profit & Loss 
Account rather these are debited to Profit & Loss Appropriation Account which is 
prepared after Profit and Loss Account. 

• Reserves are also known as ‘Plough Back of Profits’. 

• Reserves are created to strengthening the financial positions of the business 
enterprise.  

• Examples are General Reserves, Divided Equalization Reserves etc. 

• If the amount of reserve is invested outside the business, it is called ‘Reserve Fund’. 

• Creation of reserve does not reduce the net profit but reduces only the divisible profits.  

 

Examples of Reserves :-i) Profit on sale of fixed assets. 

ii) Profit on revaluation of assets and liabilities. 

iii) Securities premium earned on issue of share or debentures. 

iv) Profit on the purchase of running business. 
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v) Profit earned on forfeiture of shares. 

vi) Profit on redemption of debentures. 

vii) Profit prior to the incorporation of a company. 

 

DETERMINATION OF MANAGERIAL REMUNERATION 

Managerial persons implies Managing Director, Whole-time Director, Part-time Directors 
and managers who shall be paid remuneration subject to and in accordance with the 
provisions of Section 197 of the Companies Act, 2013. As compared to various sections 
and chapters, viz., Section 198, 309, etc., of Companies Act, 1956 which deals with 
managerial remunerations separately. The new Act has solved this issue by consolidating 
all provisions under a the single provision of 197. 

 

Applicability of Provisions to Whom 

Section 196 deals with appointment of Managerial Personnel and is applicable to private 
as well as public companies; while Section 197 which deals with remuneration payable 
to managerial personnel is applicable to 

public companies only. Schedule V is partly applicable to private companies (i.e., in 
relation to Part I that deals with appointment) and partly not applicable to private 
companies (i.e., Part II that deals with remuneration) 

 

Definition and Composition of Word Managerial Remuneration 

The managerial remuneration shall be payable to a person appointed within the meaning 
of Section 196 of the Companies Act, 2013. Under the Companies Act, 2013 the 
provisions of the payment of managerial remuneration are governed by Section 197, 
198, 199 and Schedule V. The word remuneration is defined under Section 2 (78) of 
Companies Act, 2013, which says that “remuneration” means any money or its 
equivalent given or passed to any person for services rendered by him and includes 
perquisites as defined under the Income Tax Act, 1961. Section 17(2) of Income Tax Act, 
1961 has given an inclusive definition of the term “perquisite”. This clause comprises 
eight sub-clauses followed by two provisos,and they deal with the following perquisites: 

1. Value of rent-free accommodation provided to the assessee by his employer. 

2. Value of any concession in respect of rent respecting any accommodation provided to 
the assessee by his employer. 

3. The value of any benefit or amenity granted or provided free of cost or at a 
concessional rate to employee directors; or to employees who have substantial interest 
and certain specified employees with some exceptions. 

4. Sums paid by the employer in respect of any obligation which, but for such obligation, 
would have been payable by the assessee. 

5. Sums payable by the employer to effect an assurance on the life of the assessee-
employee or to effect a contract for an annuity. 

6. w.e.f assessment year 2010-11, value of securities / sweat equity shares allotted or 
transferred by the employer or former employer to the employee. 

7. w.e.f assessment year 2010-11 a contribution made by an employer to an approved 
superannuation fund to the extent it exceeds Rs 1 lakh. 

8. Value of any other fringe benefit or amenity as may be prescribed. 

9. The first provision states that certain medical benefits are not treated as perquisites 
in certain specific situations. 
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Any expenditure incurred by the company to affect any insurance on the life of, or to 
provide any pension, annuity or gratuity for, any of the persons aforesaid or spouse or 
child shall be included in managerial remuneration. 

 

We can say that definition of remuneration as well as perquisites are inclusive in nature 
and hence it covers every amount that the company pays or spends for or for the benefit 
of a director, in whatever form and by whatever name. 

 

Moreover, any remuneration for services rendered by any such director who of is a 
professional nature shall not be included in the managerial remuneration. Further, a 
director may receive remuneration by way of a fee for each meeting of the Board, or a 
committee thereof attended by him. 

 

Where if insurance is taken by a company on behalf of its key Managerial Personnel for 
indemnifying against any liability in respect of any negligence, default, misfeasance, 
breach of duty or breach of trust for which they may be guilty in relation to the company, 
the premium paid on such insurance shall not be treated as part of remuneration. But if 
such a key Managerial Personnel is found guilty then such insurance shall be treated as 
the income part of remuneration. 

 

If a manager or any director enjoys benefit or amenity without the company incurring 
any expenditure therefor, such benefit or amenity may not be included in the managerial 
remuneration. 

 

An Independent Director shall not be entitled to receive stock option. However, in case 
of other directors, stock options would be part of remuneration. 

 

Remuneration Allowed to Managerial Personnel 

Section 197 of the Companies Act, 2013 provides a way to pay managerial remuneration 
in case company is having adequate profits. A Public Company can pay remuneration to 
its directors including Managing Directors and Whole-time Directors, and its managers 
which shall not exceed 11% of the net profit as calculated in a manner laid down in 
Section 198 of the Companies Act, 2013. Wherein a company in which there is one 
Managing Director; Whole-time Director or manager the remuneration payable shall not 
exceed 5% of net profits, and where there are more than one such Directors 
remuneration payable shall not exceed 11 % of the net profit. 

 

Maximum Remuneration Payable by a Company to its Managerial Personnel 

If a company wants to pay remuneration in excess of the above payable limit it have to 
follow Schedule V of the Companies Act, 2013. 

 

Part II of Schedule V (earlier Schedule XIII) – Remuneration payable by a company in case 
where there is no profit or these is an inadequacy of profit is given below : 

Where Effective Capital is Limit of yearly Remuneration 

payable shall not exceed (Rupees) 

i) Negative or less than 5
 crore 

30 lakhs 
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ii) 5 Crores and above but
 less than Rs 100 Crores 

42 lakhs 

 

iii) 100 crores and above but
 less than 250  crores 

60 lakhs 

 

iv) 250 Crores and above 60  lakhs  plus  0.01%  of   
the  effective capital in
 excess of Rs. 250
 crores. 

 

A company with inadequate profit may pay to its Managing Director or Whole-Time 
Director double, i.e., 200% of the above mentioned managerial remuneration, if 
shareholders have given their approval through a special resolution. 

 

Where a manager person who is not holding Rs. 5 lacs worth of shares or more or an 
employee or a director of the company not related to any director or promoter at any 
time during the two years prior to his appointment as a managerial person, the company 
can pay him upto a maximum of 2.5% of the “current relevant profits”, and up to 5% with 
the approval of shareholders by a special resolution. 

 

For the purpose of this section, “current relevant profit” means profit calculated under 
Section 198, but without deducting the excess of expenditure over income as defined in 
Section 4(1) of Section 198 relating to all usual working charges in respect of those years 
during which that particular manager was not an employee, director or shareholder of 
the company or its holding or subsidiary companies. 

 

However, Section IV Part II of Schedule V states that a managerial person shall be eligible 
for the following perquisites which shall not be included in the computation of the ceiling 
on remuneration specified in Section II and Section III:— 

(a) Contribution to provident fund, superannuation fund or annuity fund to the extent 
these either singly or put together are not taxable under the Income-tax Act, 1961 (43 of 
1961); 

(b) Gratuity payable at a rate not exceeding half a month’s salary for each completed 
year of service; and 

(c) Encashment of leave at the end of the tenure. 

 

Looking at clause (a) above, it is clear that any contribution made to provident fund, 
superannuation fund or annuity fund in excess of taxable limits under Income Tax Act, 
1961 shall not be included for the purpose of calculation of managerial remuneration in 
the event of inadequate profits or nil profits. The law herein clearly prescribes what value 
of perquisites shall not be considered as part of remuneration in cases of inadequate 
profits. Further, had the intent of law been to include only taxable amount of perquisites 
in the definition of ‘remuneration’ under Section 2(78), then this clause would have been 
rendered meaningless. Thus, one can safely presume that where the intent was to 
specifically cover taxable value of perquisites law has been drafted clearly. 
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Minimum remuneration in case of losses during the tenure of managerial personnel 

According to Departmental Clarification regarding amendments made by the Companies 
(Amendment) Act, 1988 as revised w.e.f. 1993, the Approval of Central Government shall 
not be required in case of loss or inadequacy of profit during the tenure of that 
managerial person were the appointment was made and minimum remuneration paid 
was strictly in accordance with Schedule XIII of the 1956 Act. 

 

 

Devaluation and Managerial Remuneration 

A non-resident Indian may occupy the position of a managerial person in certain 
companies. It has been examined by foreign exchange, taxation, Company Law and other 
aspects and was accordingly decided as a matter of policy that in case of devaluation of 
currency there was a need to compensate such non-resident managerial persons to 
maintain their remittance at the pre-devaluation level and such increase in remuneration 
is allowed even if the resultant increased remuneration exceeded the statutory limits 
imposed by the Companies Act. 

 

Remuneration payable to a managerial person in two companies 

Subject to the provisions of Sections I to IV, a managerial person shall draw remuneration 
from one or both companies, provided that the total remuneration drawn from the 
companies does not exceed the higher maximum limit admissible from any one of the 
companies of which he is a managerial person. 

 

Penalty Clauses 

If any person contravenes the provisions of the Section 197, he/she shall be punishable 
with fine, which shall not be less than one lakh rupees and may extend to five lakhs 
rupees. If a company or any officer of a company 

or any other person contravenes any of the provisions of this Act or the rules made 
thereunder, the company and every officer of the company who is in default, or any such 
other person shall be punishable with fine which may extend to ten thousand rupees, 
and where the contravention is a continuing one, with a further fine which may increase 
one thousand rupees every day after the first day during which the contravention 
continues. 

 

CORPORATE SOCIAL RESPONSIBILITY (CSR) SPEND 

Corporate Social Responsibility [Section 135(1)]: Every company fulfilling following 
criteria shall constitute Corporate Social Responsibility (CSR) Committee of the Board 
consisting of 3 or more directors, out of which at least one director shall be an 
independent director - 

- Company having net worth of Rs. 500 Crore or more, or 

- Company having turnover of Rs. 1,000 Crore or more or 

- Company having net profit of Rs. 5 Crore or more 

Net worth/turnover/net profit of the immediately preceding financial year should be 
taken for the purpose of this section. 

Where a company is not required to appoint an independent director u/s 149(4), it shall 
have in its CSR Committee 2 or more directors. 



Make 

your 

notes  
 

 
                                                                        
                                                                                 

  
 

11.11 

Disclosure in Board's report [Section 135(2)]: The Board's report u/s 134(3) shall disclose 
the composition of the CSR Committee. 

The disclosure of contents of CSR Policy in the Board's report and on the company's 
website, if any, shall be as per annexure attached to the Companies (Corporate Social 
Responsibility Policy) Rules, 2014. [Rule 9 of the Companies (Accounts) Rules, 2014] 

 

CSR Committee [Section 135(3)]: The Corporate Social Responsibility Committee shall - 

(a) Formulate and recommend to the Board, CSR Policy which shall indicate the 
activities to be undertaken by the company in areas or subject, specified in Schedule VII. 

(b) Recommend the amount of expenditure to be incurred on the activities referred to 
in clause (a). 

(c) Monitor the CSR Policy of the company from time to time. 

Duties of Board with regard to CSR [Section 135(4)]: The Board of every company shall - 

(a) After taking into account the recommendations made by the CSR Committee, 
approve the CSR Policy for the company and disclose contents of such policy in its report 
and also place it on the company's website, if any, in such manner as may be prescribed; 
and 

(b) Ensure that the activities as are included in Corporate Social Responsibility Policy 
of the company are undertaken by the company. 

Amount to be spent on CSR [Section 135(5)]: The Board of every company shall ensure 
that the company spends, in every financial year, at least 2% of the average net profits 
of the company made during the 3 immediately preceding financial years, in pursuance 
of its CSR Policy. 

The company shall give preference to the local area and areas around it where it 
operates, for spending the amount earmarked for CSR activities. 

If the company fails to spend such amount, the Board shall, in its report specify the 
reasons for not spending the amount. 

Explanation: For the purposes of this section "net profit" shall not include such sums as 
may be prescribed, and shall be calculated in accordance with the provisions of Section 
198. 

Companies excluded from the requirements of CSR Committee: Every company which 
ceases to be a company as per Section 135(1) for 3 consecutive financial years - 

(1) shall not be required to constitute a CSR Committee, and 

(2) is not required to comply with the provisions as per Section 135. 

 

SCHEDULE VII (See Section 135) 

Activities which may be included by companies in their Corporate Social Responsibility 
Policies Activities relating to — 

(i) Eradicating hunger, poverty and malnutrition, 'promoting health care including 
preventive health care and sanitation [including contribution to the Swach Bharat Kosh 
set-up by the Central Government for the promotion of sanitation] and making available 
safe drinking water. 

(ii) Promoting education, including special education and employment enhancing 
vocation skills especially among children, women, elderly and the differently abled and 
livelihood enhancement projects. 
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(iii) Promoting gender equality, empowering women, setting up homes and hostels for 
women and orphans; setting up old age homes, day care centres and such other facilities 
for senior citizens and measures for reducing inequalities faced by socially and 
economically backward groups. 

(iv) Ensuring environmental sustainability, ecological balance, protection of flora and 
fauna, animal welfare, agro-forestry, conservation of natural resources and maintaining 
quality of soil, air and water including contribution to the Clean Ganga Fund set-up by 
the Central Government for rejuvenation of river Ganga. 

(v) Protection of national heritage, art and culture including restoration of buildings and 
sites of historical importance and works of art; setting up public libraries; promotion and 
development of traditional art and handicrafts. 

(vi) Measures for the benefit of armed forces veterans, war widows and their 
dependents. 

(vii) Training to promote rural sports, nationally recognized sports, paralympic sports 
and Olympic sports. 

(viii) Contribution to the Prime Minister's National Relief Fund or any other fund set up 
by The Central Government for socio economic development and relief and welfare of 
the schedule caste, tribes, other backward classes, minorities and women. 

(ix) Contributions or funds provided to technology incubators located within academic 
institutions which are approved by the Central Government. 

(x) Rural development projects. 

(xi) Slum area development. 

Explanation: The term 'slum area' shall mean any area declared as such by the Central 
Government or any State Government or any other competent authority under any law 
for the time being in force. 

 

Management Discussion and Analysis Report (MD&A) 

As part of the Annual Report a Management Discussion and Analysis report should form 
part of the Annual Report to the shareholders. This Management Discussion & Analysis 
should include discussion on the following matters within the limits set by the company's 
competitive position: 

♦ Industry structure and developments 

♦ Opportunities and threats 

♦ Segment/ product-wise performance 

♦ Outlook 

♦ Risks and concerns 

♦ Internal control systems and their adequacy 

♦ Discussion on financial performance with respect to operational performance. 

♦ Material developments in Human Resources/ Industrial Relations front, including 
number of people employed. 

 

IAS 24 - Related Party Disclosure 

A related party is a person or entity related to the entity that is preparing its financial 
statements. 
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(a) A person or a close member of that person's family is related to a reporting entity 
if that person: 

♦ Has control or joint control over the reporting entity 

♦ Has significant influence over the reporting entity 

♦ Is a member of the key management personnel of the reporting entity or of a 
parent of the reporting entity. 

(b) An entity is related to a reporting entity if any of the following conditions applies: 

♦ The entity and the reporting entity are members of the same group. 

♦ One entity is an associate or joint venture of the other entity. 

♦ Both entities are joint ventures of the same party. 

♦ One entity is a joint venture of a third and the other entity is an associate of the 
third entity. 

♦ The entity is a post-employment defined benefit plan for the benefit of employees 
of either the reporting entity, or an entity related to the reporting entity. 

♦ The entity is controlled or jointly controlled by a person identified in (a). 

♦ The entity, or any member of a group of which it is a part, provides key 
management personnel services to the reporting entity or to the parent of the reporting 
entity. Related Party 

Disclosures requires disclosure about transactions and outstanding balances with an 
entity s related parties. 

The standard defines various classes of entities and people as related parties and sets 
out the disclosures required in respect of those parties, including the compensation of 
key management personnel. 

Objective of IAS 24: The objective of IAS 24 is to ensure that an entity's financial 
statements contain the . disclosures necessary to draw attention to the possibility that 
its financial position and profit or loss may have been affected by the existence of related 
parties, and by transactions and outstanding balances with such parties. 

 

Segment reporting. What are the reportable segments? What kind of information is 
required to be given in respect of reportable segments? 

Ans.: Segment reporting is the reporting of the operating segments of a company in the 
disclosures accompanying its financial statements. Segment reporting is required for 
publicly held entities, and is not required for privately held ones. Segment reporting is 
intended to give information to investors and creditors regarding the financial results 
and position of the most important operating units of a company, which they can use as 
the basis for decisions related to the company. 

An operating segment engages in business activities from which it may earn revenue and 
incur expenses, has discrete financial information available, and whose results are 
regularly reviewed by the entity's chief operating decision maker for performance 
assessment and resource allocation decisions. Follow these rules to determine which 
segments need to be reported: 

♦ Aggregate the results of two or more segments if they have similar products, 
services, processes, customers, distribution methods, and regulatory environments. 
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♦ Report a segment if it has at least 10% of the revenues, 10% of the profit or loss, or 
10% of the combined assets of the entity. 

♦ If the total revenue of the segments you have selected under the preceding criteria 
comprises less than 75% of the entity's total revenue then add more segments until you 
reach that threshold. 

♦ You can add more segments beyond the minimum just noted, but consider a 
reduction if the total exceeds 10 segments. 

 
The information you should include in segment reporting includes: 

♦ The factors used to identify reportable segments. 

♦ The types of products and services sold by each segment. 

♦ The basis of organization (such as being organized around a geographic region, 
product line, and so forth). 

♦ Revenues 

♦ Interest expense 

♦ Depreciation & amortization 

♦ Material expense item 

♦ Equity method interests in other entities 

♦ Income tax expense or income 

♦ Other material non-cash items 

♦ Profit or loss. 

CASE 1: 

A Ltd. had a reportable segment in year 2017-2018, but for 2018-2019, that reportable 
segment does not meet the 10% threshold limit. Should A Ltd. continue or drop the 
segment for reporting in 2018-2019? 

Ans.: A segment may have been a reportable segment in the prior period, but does not 
have reportable segment in the current period, as it no longer meets the 10% threshold 
limit of revenue, result or assets or other reportable segments that may account for more 
than 75% of the entity's revenue. The Accounting Standard requires A Ltd. to continue 
the reportable segment of 2017-2018 also for 2018-2019, even though its revenue, result 
and assets no longer meet the 10% threshold limit. Taking a clue about the applicability 
of Accounting Standard, A Ltd. would be required to disclose for 2 consecutive years and 
thereafter cease reporting that segment which does not meet the threshold criteria. 

Conversely, if a segment is identified by A Ltd. in 2018-2 319 as a reportable segment, 
Accounting Standard requires that prior period segment data i.e. 2017-2018 al so be 
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presented unless it is impracticable to do so, even if the 10% threshold had not been 
satisfied in the preceding year. 

CASE 2: 

A Ltd. is in one business segment i.e. deals in food business. Also it sells entire 
production in India. Is A Ltd. required to give information is required under AS-17? 

Ans.: If A Ltd. has neither more than one business segment nor more than one 
geographical segment, hence segment information as per AS-17 is not required to be 
disclosed. 

However, should A Ltd. have turnover spread over geographical segments, such as India, 
USA, UK and Asia other than India and the threshold criteria of 10% or more is met in 
each of above geographical segment, then A Ltd. will be required to give segment 
revenue by geographical area even though primary business segment may not be 
applicable. 

CASE 3: 

When consolidated financial statements is prepared, wherein both single financial 
statements and consolidated financial statements of the parent company is given, 
should segment reporting also be given by the parent company in its single financial 
statements? 

Ans.: AS-17 mentions, if a single financial report contains both consolidated financial 
statements and the separate financial statements of the parent, segment information 
need be presented only on the basis of the consolidated financial statements. 

However, since consolidated financial statement is still not a recognized concept under 
the Companies Act, 2013, and that stand alone Annual report is required to be filed with 
Registrar of Company, enterprises would be advised to prepare segment reporting in its 
standalone financial statements also. 

 

AUDIT QUERY 

An accounting audit is the process of examining a company’s entire financial situation, 
with an emphasis on ensuring compliance with relevant reporting standards, and 
promoting adequate cash-handling policies and internal controls. In most countries, 
regular audits by outside firms are required for publicly traded corporations. In contrast, 
small businesses are typically not subject to as rigorous a set of reporting standards and 
controls. Therefore, are often not subject to mandatory audits. Learning how to perform 
a basic internal accounting audit on your own small business can provide you with a 
comprehensive understanding of your company’s financial strengths and weaknesses. 

 

Audit queries are questions asked by an auditor during an investigation. These may be 
used to gather information to come to a conclusion in the audit. 

 

The following parameters are looked during audit queries: 

1. A ny questions related to a company which is being audited either by an internal or 
external auditor. 

2. The final touch of the accounts. 

3. It is the matter being investigated while examining financial report of a company. 

4. Audit queries are questions asked by an auditor during an investigation. These may be 
used to gather information to come to a conclusion in the audit. 
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5. A n audit query is a explanation that is required by the audit team on certain points 
that they may have identified during an audit. 

6. When you get asked to justify an action by the auditors - e.g., invoice accrual 
prepayment, etc. 

7. It is an inquiry from an auditor also known as findings. 

8. Audit query’s are questions asked by the auditor during an investigation. The response 
can be used to help the auditor come to a conclusion regarding an audit. 

9. I assume an audit query is when a particular set of data is pulled to audit. 

 

HOW TO READ AND INTERPRET FINANCIAL STATEMENTS 

Interpreting the financial health of a corporation requires an understanding of its 
financial statements. The three main ones are balance sheets, income statements and 
cash flow statements. All are normally put out  on an annual and quarterly basis. 
Comprehending every detail of these statements is difficult without years of education, 
but knowing their functions and recognizing certain nuggets of information provides a 
picture of where a corporation stands. These statements are also easy to attain, as all 
are filed with the Ministry of Corporate Affairs (MCA). 

 

Types of Statements 

1. Examine a Balance Sheet. It shows what a corporation owns and what it owes by 
solving the following equation: Assets = Liabilities + Shareholders’ Equity. This means 
anything a corporation has of value will be offset by what it owes. 

 

Examples of assets are physical property, trademarks, inventory and quantifiable items 
a corporation expects to receive. Liabilities represent what a corporation owes, such as 
rent, loans, payroll, cost of materials, taxes and any lawsuits. Shareholders’ equity is the 
value of the company after selling all its assets and paying off liabilities, also known as 
the corporation’s net worth. Generally, a healthier company has more assets than 
liabilities, though it is always wise to compare corporations from the 

same industries to get a bearing on what exactly its health is. 

 

2. Read an Income Statement. This is a snapshot of a corporation’s revenue for a certain 
period of time. These statements are normally produced both annually and on a 
quarterly basis. These are organized in a tiered fashion in which the gross amount of 
revenue is listed on top. Expenses associated with earning the revenue are listed beneath 
that, with the final entries being the “bottom line,” or the net  amount earned after the 
costs of generating the revenue. Among the most-watched figures in an income 
statement is the Earnings Per Share (EPS). This represents the amount of money passed 
on to shareholders if the corporation distributed its earnings for that period. Many 
analysts predict EPS prior to the release of company’s financial statements, and its 
comparison to the actual figure is an indicative barometer of performance. A company’s 
stock prices often climb and slide based simply on whether it meets EPS expectations. 

 

3. Read a Cash Flow Statement. In this statement, information from the balance sheet 
and income statement are taken to paint a picture of how a corporation spent its money 
over a set period. The statement details areas of cash flow, takes into account the value 
of securities, and details financing activity, such as the amount of money spent in a 
period to cover loans. Consider cash flow statements as truth statements. They show 
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exactly how money flows from a corporation for a paticular amount of time, whereas the 
other two statements contain conjectures and assumptions. For instance, an item known 
as goodwill on an income statement is very subjective. Goodwill represents the money 
that is paid for a corporation above and beyond the cost of assets. 

 

4. Read the footnotes. The SEC requires corporations to list information about their 
accounting practices, taxes, pension and retirement plans and stock options normally in 
the last section of a financial statement. Corporations also detail further information in 
the “Management’s Discussion and Analysis of Financial Condition and Results of 
Operations,” which is also required by the SEC. This is a chance for the managers to give 
their interpretation of the financial results, detail trends and risks, and speak about the 
future of the corporation. These can be found in the first part of both quarterly and 
annually produced financial results. 

 

PRACTICAL QUESTIONS: 

MANAGERIAL REMUNERATION 

Que. 1 The following is the profit & loss account of HM Ltd. for the year ended 31.3.2019. 

 Rs.  Rs. 

To Salaries & Bonus 3,00,000 By Gross Profit b/d 10,00,000 

To General Expenses 1,50,000 By Profit on sale of plant 1,00,000 

To Repairs to Buildings 30,000 By Subsidy from Central Govt. 3,65,000 

To Directors Fees 10,000 By Interest on Investment 20,000 

To R & D Expenses 25,000 By Transfer Fees 5,000 

To Ex-gratia Payment to 
Employees 

5,000 By Misc. Operating Income 10,000 

To Depreciation 1,50,000   

To Bad Debt 30,000   

To Compensation for breach of 
contract 

20,000   

To Donations (As Per Section 181) 30,000   

To Managing Director's Salary 60,000   

To Interest on Debentures 20,000   

To Debenture Trustee 
Remuneration 

5,000   

To Income Tax 3,32,500   
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To Net Profit 3,32,500   

 15,00,00
0 

 15,00,000 

Additional information: 

(1) HM Ltd. employs Mr. X as managing director who is entitled to a salary of Rs. 5,000 
p.m. plus commission 1% of the net profits before charging such salary and commission. 

(2) Whole of the R & D expenses has been incurred for purchase of equipment. 

(3) Cost of plant sold was Rs. 2,50,000 on which depreciation provided up to date 
was Rs. 70,000. 

(4) Depreciation appearing in the profit and loss account has been calculated as per 
Section 123 read with Schedule II. 

You are required to calculate the maximum remuneration that can be paid under the 
Companies Act, 2013 to managing director. 

 

Que. 2 

Profits of HM Ltd. before remuneration of MD was Rs. 20,10,000 for the year ended 31st 
March 2020. The said profit has been calculated considering following figures: 

 Rs. 

Capital expenditure 8,25,000 

Depreciation as per Section 123 read with Schedule II 70,000 

Bonus to technicians 3,15,000 

Compensation paid to workman 70,000 

Loss on sale of fixed assets 70,000 

Subsidy from Govt. 4,20,000 

Multiple shift allowance 1,05,000 

Provision for taxation 28,00,000 

Ex-gratia payments to an employee 35,000 

Profit on sale of building 2,10,000 

Determine the maximum remuneration payable to the MD of HM Ltd. from the above 
information.  

 

Que. 3 

Ms. Jyoti is the Managing Director of Wise (India) Ltd., incorporated under the 
Companies Act, 2013. Board of directors of the company presents the following financial 
data extracted from the company's financial statements as at 31st March, 2015: 

Particulars (Rs. in Crores) 

Authorized equity share capital 60 
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Paid-up equity share capital 10 

Debenture redemption reserve 10 

Securities premium account 20 

Profit and loss (loss) (10) 

Revaluation reserve 20 

Due to losses in the financial year 2014-2015, the company is not in a position to pay any 
remuneration to Ms. Jyoti, Managing Director of the company. As per the agreement of 
service between Ms. Jyoti and the company, in case of losses or inadequacy of profits in 
any financial year, she is to be paid remuneration on the basis of 'effective capital' of the 
company. 

Based on the provisions of the Companies Act, 2013, decide the maximum remuneration 
payable to Ms. Jyoti for the financial year 2014-2015 without the approval of the Central 
Government. 

Ans.: "Effective Capital" means the aggregate of the paid-up share capital (excluding 
share application money or advances against shares); amount, if any, for the time being 
standing to the credit of share premium account; reserves and surplus (excluding 
revaluation reserve); long-term loans and deposits repayable after one year (excluding 
working capital loans, over drafts, interest due on loans unless funded, bank guarantee, 
etc., and other short-term arrangements) as reduced by the aggregate of any 
investments (except in case of investment by an investment company whose principal 
business is acquisition of shares, stock, debentures or other securities), accumulated 
losses and preliminary expenses not written off. 

Computation of effective capital for managerial remuneration: 

Particulars Rs. in 
Crores 

Paid-up capital 10 

Debenture redemption reserve (not specifically excluded by definition of 
effective capital’) 

10 

Securities premium account 20 

Profit & loss account (10) 

Revaluation reserve (specifically excluded by definition of 'effective capital’) - 

Effective Capital 30 

Remuneration payable by companies having no profit or inadequate profit without 
Central Government approval [Section II of the Part II of the Schedule V]: Where in any 
financial year during the currency of tenure of a managerial person, a company has no 
profits or its profits are inadequate, it may, without Central Government approval, pay 
remuneration to the managerial person not exceeding the limits given below: 

Remuneration based on effective capital: 
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Where the effective capital is Limit of yearly remuneration payable shall 
not exceed 

Negative or less than Rs. 5 Crores Rs. 60 Lakhs 

Rs. 5 Crores and above but less than Rs. 100 
Crores 

Rs. 84 Lakhs 

Rs. 100 Crores and above but less than Rs. 
250 Crores 

Rs. 120 Lakhs 

Rs. 250 Crores and above 120 lakhs plus 0.01% of the effective capital 
in excess of Rs. 250 Crores 

The above limits shall be doubled if the resolution passed by the shareholders is a special 
resolution. 

If a period less than one year, the limits shall be pro-rated. 

Considering the above provisions, Ms. Jyoti, Managing Director of Wise (India) Ltd. can 
be remunerated in following ways without approval of Central Government: 

- As company's 'effective capital' is between "Rs.5 Crores to 100 Crores"; Ms. Jyoti 
can be paid annual remuneration of Rs. 84 Lakhs i.e. monthly Rs. 7 Lakhs. 

- If company pass special resolution, remuneration can be doubled i.e. Rs. 168 
Lakhs per annum i.e. Rs. 14 Lakhs per month can be paid 
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INTRODUCTION 

Accounting Standards (ASs) are written policy documents issued by expert 

accounting body or by government or other regulatory body covering the aspects of 

recognition, measurement, presentation and disclosure of accounting transactions in 

the financial statements. 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 the company’s economic performance. 

Accounting Standards reduce the accounting alternatives in the preparation of 

financial statements within the bounds of rationality, thereby ensuring 

comparability of financial statements of different enterprises. 

 

Accounting StandardS DEALS WITH THE ISSUES OF 

(i) recognition of events and transactions in the financial statements, 

(ii) measurement of these transactions and events, 

(iii) presentation of these transactions and events in the financial statements in a 

manner that is meaningful and understandable to the reader, and  

 

In brief, the Accounting Standards aim at improving the quality of financial 

reporting by promoting comparability, consistency and transparency, in the interests 

of users of financial statements. Good financial reporting not only promotes healthy 

financial markets, it also helps to reduce the cost of capital because investors can 

have faith 

in financial reports and consequently perceive less risks. 

 

STANDARDS SETTING PROCESS 

The Institute of Chartered Accountants of India (ICAI), being a premier accounting 

body in the country, took upon itself the leadership role by constituting the 

Accounting Standards Board (ASB) in 1977. The ICAI has taken significant 

initiatives in the setting and issuing procedure of Accounting Standards to ensure 

that the standardsetting process is fully consultative and transparent. The ASB 

considers the International Accounting Standards (IASs)/International Financial 

Reporting Standards (IFRSs) while framing Indian Accounting Standards (ASs) and 

try to integrate them, in the light of the applicable laws, customs, usages and 

business environment in the country. The composition of ASB includes 

representatives of industries (namely, ASSOCHAM, CII, FICCI), regulators, 

academicians, government departments, etc. Although ASB is a body constituted by 

the Council of the ICAI, it (ASB) is independent in the formulation of Accounting 

Standards and Council of the ICAI but it is not empowered to make any 

modifications in the draft of Accounting Standards formulated by ASB without 

consulting with the ASB. 

 

The standard-setting procedure of Accounting Standards Board (ASB) can be 

briefly outlined as follows: 

1. Identification of broad areas by ASB for formulation of AS. 

    ACCOUNTING STANDARDS 
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2. Constitution of study groups by ASB to consider specific projects and to prepare 

preliminary drafts of the proposed Accounting Standards. The draft normally 

includes objective and scope of the standard, definitions of the terms used in the 

standard, recognition and measurement principles, wherever applicable, and 

presentation and disclosure requirements. 

3. Consideration of the preliminary draft prepared by the study group of ASB and 

revision, if any, of the draft on the basis of deliberations. 

4. Circulation of draft of Accounting Standard (after revision by ASB) to the Council 

members of the ICAI and specified outside bodies, such as Department of Company 

Affairs (DCA), Securities and Exchange Board of India (SEBI), Comptroller and 

Auditor General of India (C&AG), Central Board of Direct Taxes (CBDT), Standing 

Conference of Public Enterprises (SCOPE), etc., for comments. 

5. Meeting with the representatives of the specified outside bodies to ascertain 

their views on the draft of the proposed Accounting Standard. 

6. Finalization of the exposure draft of the proposed Accounting Standard and its 

issuance inviting public comments. 

 

BENEFITS AND LIMITATIONS 

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. 

By setting the Accounting Standards the accountant has following benefits: 

(i) Standardization of alternative accounting treatments: Standards reduce to a 

reasonable extent or eliminate altogether confusing variations in the accounting 

treatments used to prepare financial statements. 

(ii) Requirements for additional disclosures: There are certain areas where 

important information not statutorily required to be disclosed. Standards may call 

for disclosure if required by law. 

(iii) Comparability of financial statements: 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 the 

differences in the institutions, traditions and legal systems from one country to 

another give rise to differences in Accounting Standards adopted in different 

countries. 

 

However, there are some limitations of setting of Accounting Standards: 

(i) Difficulties in making choice between different treatments: Different 

continues may give alternative solutions to certain accounting problems and have 

arguments to recommend them. Therefore, the choice between different 

alternative accounting treatments may become difficult. 

(ii) Lack of flexibilities: There may be a trend towards rigidity which could lead 

different countries to be less flexibility in applying the Accounting Standards. 

(iii) Restricted scope: Accounting Standards cannot override the statute. The 

standards are required to be framed within the ambit of prevailing statutes. 
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How many Accounting Standards? 

The council of the Institute of Chartered Accountants of India has, so far, issued 

thirty two Accounting Standards. However, AS 8 on ‘Accounting for Research and 

Development’ has been withdrawn consequent to the issuance of AS 26 on ‘Intangible 

Assets’. Thus effectively, there are 27 Accounting Standards at present. 

 

The standards are developed by the Accounting Standards Board (ASB) of the 

Institute and are issued under the authority of its Council. The institute not being 

a legislative body can enforce compliance with its standards only by its members. 

Also, the standards cannot override laws and local regulations. The Accounting 

Standards are nevertheless made mandatory from the dates specified in respective 

standards and are generally applicable to all enterprises, subject to certain 

exception as stated below. The implication of mandatory status of an Accounting 

Standard depends on whether the statute governing the enterprise concerned 

requires compliance with the standard. 

 

In assessing whether an Accounting Standard is applicable, one must find correct 

answer to the following three questions. 

(a) Does it apply to the enterprise concerned? If yes, the next question is: 

 (b) Does it apply to the financial statement concerned? If yes, the next question is: 

(c) Does it apply to the financial item concerned? 

 

APPLICABILITY OF Accounting StandardS 

For the purpose of compliance of the Accounting Standards, the ICAI had earlier 

issued an announcement on ‘Criteria for Classification of Entities and Applicability 

of Accounting Standards’. As per the announcement, entities were classified into 

three levels. Level II entities and Level III entities as per the said Announcement 

were considered to be Small and Medium Entities (SMEs). 

 

However, when the Accounting Standards were notified by the Central Government 

in consultation with the National Advisory Committee on Accounting Standards, the 

Central Government also issued the ‘Criteria for Classification of Entities and 

Applicability of Accounting Standards’ for the companies. It is pertinent to note 

that the Accounting Standards notified by the government were mandatory for the 

companies since it was notified in pursuant to Sections 211(3C). 

 

According to the ‘Criteria for Classification of Entities and Applicability of 

Accounting Standards’ as issued by the Government, there are two levels, namely, 

Small and Medium-sized Companies (SMCs) as defined in the Companies (Accounting 

Standards) Rules, 2006 and companies other than SMCs. Non-SMCs are required to 

comply with all the Accounting Standards in entirety, while certain exemptions/ 

relaxations have been given to SMCs. 

 

Consequent to certain differences in the criteria for classification of the levels of 

entities as issued by the ICAI and as notified by the Central Government for 

Companies, the Accounting Standard Board of the ICAI decided to revise its 
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‘‘Criteria for Classification of Entities and Applicability of Accounting Standards’ 

and make the same applicable only to non-corporate entities. Though the 

classification criteria and applicability of Accounting Standards has been largely 

aligned with the criteria prescribed for corporate entities, it was decided to 

continue with the three levels of entities for non-corporate entities vis-à-vis two 

levels prescribed for corporate entities as per the government notification. 

 

No relaxation was given to Level II and III enterprises with regard to recognition 

and measurement principles. Relaxations were provided with regard to disclosure 

requirements.  

 

Criteria for classification of non-corporate entities as decided by the Institute of 

Chartered Accountants of India were accepted. 

 

Level I Entities 

Non-corporate entities, which fall in any one or more of the following categories, at 

the end of the relevant accounting period are classified as Level I entities: 

(i) Entities whose equity or debt securities are listed or are in the process of listing 

on any stock exchange, whether in India or outside India. 

(ii) Banks (including cooperative banks), financial institutions or entities carrying on 

insurance business. 

(iii) A ll commercial, industrial and business reporting entities, whose turnover 

(excluding other income) exceeds rupees fifty crore in the immediately preceding 

accounting year. 

(iv) A ll commercial, industrial and business reporting entities having borrowings 

(including public deposits) in excess of rupees ten crore at any time during the 

immediately preceding accounting year. 

(v) Holding and subsidiary entities of any one of the above. Level II Entities (SMEs) 

 

Non-corporate entities which are not Level I entities but fall in any one or more of 

the following categories are classified as Level II entities: 

(i) A ll commercial, industrial and business reporting entities, whose turnover 

(excluding other income) exceeds rupees one crore but does not exceed rupees fifty 

crore in the immediately preceding accounting year. 

(ii) A ll commercial, industrial and business reporting entities having borrowings 

(including public deposits) in excess of rupees one crore but not in excess of rupees 

ten crore at any time during the immediately 

preceding accounting year. 

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

(SMEs) 

 

 Non-corporate entities which are not covered under Level I and Level II are 

considered as Level III entities. 

 

Additional Requirements 
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(1) An SME which does not disclose certain information pursuant to the exemptions 

or relaxations given to it should disclose (by way of a note to its financial 

statements) the fact that it is an SME and has complied with the Accounting 

Standards in so far as they are applicable to entities falling in Level II or Level III, 

as the case may be. 

(2) Where an entity, being covered in Level II or Level III, had qualified for any 

exemption or relaxation previously but no longer possesses qualifies for the relevant 

exemption or relaxation in the current accounting period, the relevant standards or 

requirements become applicable from the current period and the figures for the 

corresponding period of the previous accounting period need not be revised merely 

by reason of its having ceased to be covered in Level II or Level III, as the case 

may be. The fact that the entity was covered in Level II or Level III, as the case 

may be, in the previous period and it had availed of the exemptions or relaxations 

available to that Level of entities should be disclosed in the notes to the financial 

statements. 

(3) Where an entity has been covered in Level I and subsequently, ceases to be so 

covered, the entity will not qualify for exemption/relaxation available to Level II 

entities, until the entity ceases to be covered in Level I for two consecutive years. 

Similar is the case in respect of an entity, which has been covered in Level I or Level 

II and subsequently, gets covered under Level III. 

(4) If an entity covered in Level II or Level III opts not to avail of the exemptions 

or relaxations available to that Level of entities in respect of any but not all of the 

Accounting Standards, it should disclose the Standard(s) in respect of which it has 

availed the exemption or relaxation. 

(5) If an entity covered in Level II or Level III desires to disclose the information 

not required to be disclosed pursuant to the exemptions or relaxations available to 

that Level of entities, it should disclose that information in compliance with the 

relevant Accounting Standard. 

(6) An entity covered in Level II or Level III may opt for availing certain exemptions 

or relaxations from compliance with the requirements prescribed in an Accounting 

Standard: Provided that such a partial exemption or relaxation and disclosure should 

not be permitted to mislead any person or public. 

(7) In respect of Accounting Standard (AS) 15, Employee Benefits, exemptions/ 

relaxations are available to Level II and Level III entities, under two sub-

classifications, viz., (i) entities whose average number of persons employed during 

the year is 50 or more, and (ii) entities whose average number of persons employed 

during the year is less than 50. The requirements stated in paragraphs (1) to (6) 

above, mutatis mutandis, apply to these sub-classifications. 

 

Criteria for classification of Companies under the Companies (Accounting 

Standard) Rules, 2006 

Small-and Medium-Sized Companies (SMC) as defined in Clause 2(f) of the 

Companies (Accounting Standards) Rules, 2006: 

“Small-and Medium-Sized Company” (SMC) means, a company- 

(i) whose equity or debt securities are not listed or are not in the process of listing 

on any stock exchange, whether in India or outside India; 
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(ii) which is not a bank, financial institution or an insurance company; 

(iii) whose turnover (excluding other income) did not exceed rupees fifty crore in 

the immediately preceding accounting year; 

(iv) which does not have borrowings (including public deposits) in excess of rupees 

ten crore at any time during the immediately preceding accounting year; and 

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

medium-sized company. 

Explanation: For the purposes of clause (f), a company shall qualify as a Small and 

Medium Sized Company, if the conditions mentioned therein are satisfied as at the 

end of the relevant accounting period. 

 

Non-SMCs 

Companies not falling within the definition of SMC are considered as Non- SMCs. 

 

Enterprises to which the Accounting Standards Apply 

Accounting Standards apply in respect of any enterprise (whether organised in 

corporate, co-operative or other forms) engaged in commercial, industrial or 

business activities, whether or not profit oriented and even if established for 

charitable or religious purposes. Accounting Standards however, do not apply to 

enterprises solely carrying on the activities, which are not of commercial, industrial 

or business nature, (e.g., an activity of collecting donations and giving them to flood 

affected people). Exclusion of an enterprise from the applicability of the Accounting 

Standards would be permissible only if no part of the activity of such enterprise is 

commercial, industrial or business in nature. Even if a very small proportion of the 

activities of an enterprise were considered 

to be commercial, industrial or business in nature, the Accounting Standards would 

apply to all its activities including those, which are not commercial, industrial or 

business in nature. 

 

Implication of Mandatory Status 

Where the statute governing the enterprise does not require compliance with the 

Accounting Standards, e.g. a partnership firm, the mandatory status of an 

Accounting Standard implies that, in discharging their attest 

functions, the members of the Institute are required to examine whether the 

financial statements are prepared in compliance with the applicable Accounting 

Standards. (See Scheme of Applicability of Accounting Standards given in para 2.3) 

In the event of any deviation from the Accounting Standards, they have the duty to 

make adequate disclosures in their reports so that the users of financial statements 

may be aware of such deviations. It should nevertheless be noted that responsibility 

for the preparation of financial statements and for making adequate disclosure is 

that of the management of the enterprise. The auditor’s responsibility is to form 

his opinion and report on such financial statements. 

 

Financial items to which the Accounting Standards apply 

The Accounting Standards are intended to apply only to items, which are material. 

An item is considered material, if its omission or misstatement is likely to affect 
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economic decision of the user. Materiality is not necessarily a function of size; it is 

the information content i.e. the financial item which is important. A penalty of ` 

50,000 paid for breach of law by a company can seem to be a relatively small amount 

for a company incurring crores of rupees in a year, yet is a material item because of 

the information it conveys. The materiality should therefore 

be judged on case-to-case basis. If an item is material, it should be shown separately 

instead of clubbing it with other items. For example it is not appropriate to club the 

penalties paid with legal charges. 

 

Accounting StandardS APPLICABLE TO ALL COMPANIES 

 

AS 1 Disclosures of Accounting Policies 

AS 2 Valuation of Inventories 

AS 4 Contingencies and Events Occurring After the Balance Sheet Date 

AS 5 Net Profit or Loss for the Period, Prior Period Items and Changes in 

Accounting Policies 

AS 6 *Depreciation Accounting 

AS 7 Construction Contracts (revised 2002) 

AS 9 Revenue Recognition 

AS 10 Accounting for Fixed Assets 

AS 11 The Effects of Changes in Foreign Exchange Rates (revised 2003) 

AS 12 Accounting for Government Grants 

AS 13 Accounting for Investments 

AS 14 Accounting for Amalgamations 

AS 16 Borrowing Costs 

AS 18 Related Party Disclosures 

AS 22 Accounting for Taxes on Income 

AS 24 Discountinuing Operations 

AS 25 Interim financial Reporting 

AS 26 Intangible Assets 

AS 27 Financial Reporting of Interest in Joint Venture 

AS 28 Impairment of Assets 

AS 29 Provisions, Contingent Liabilities & Contingent Assets. 

AS 30 *Financial Instruments: Recognition and Measurement 

AS 31 *Financial Instruments: Presentation 

AS 32 *Financial Instruments: Disclusures 

 

*In March 2016 withdrawn by ICAI 

Exemptions or Relaxations for SMCs as defined in the Notification 

 

(A) Accounting Standards not applicable to SMCs in their entirety: 

AS 3 Cash Flow Statements. 
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AS 17 Segment Reporting 

 

(B) Accounting Standards not applicable to SMCs since the relevant Regulations 

require compliance with them only by certain Non-SMCs: 

(i) AS 21, Consolidated Financial Statements 

(ii) AS 23, Accounting for Investments in Associates in Consolidated Financial 

Statements 

 (iii) AS 27, Financial Reporting of Interests in Joint Ventures (to the extent of 

requirements relating to Consolidated Financial Statements) 

 

(C) Accounting Standards in respect of which relaxations from certain requirements 

have been given to SMCs: 

(i) Accounting Standard (AS) 15, Employee Benefits (revised 2005) 

(ii) A S 19, Leases 

(iii) A S 20, Earnings Per share 

(iv) A S 28, Impairment of Assets 

(v) A S 29, Provisions, Contingent Liabilities and Contingent Assets 

 

AS 01. Disclosure of Accounting Policies 

Accounting policies are the specific accounting principles and the methods of 

applying those principles adopted by an enterprise in the preparation and 

presentation of financial statements. 

 

All significant accounting policies should be disclosed. 

Such disclosure form part of financial statements. 

All disclosures should be made at one place. 

Specific disclosure for the adoption of fundamental accounting assumptions is not 

required. 

Disclosure of accounting policies cannot remedy a wrong or inappropriate treatment 

of the item in the accounts. 

 

AS 02. Valuation of Inventories 

Inventories should be valued at the lower of cost and net realizable value. 

The cost of inventories should comprise 

(a) A ll costs of purchase 

(b) Costs of conversion 

(c) Other costs incurred in bringing the inventories to their present location and 

condition 

 

AS 03. Cash Flow Statements 

Cash Flows are inflows and outflows of cash and cash equivalents. 

Cash Flow Statement represents the cash flows during the specified period by 

operating, investing and financing activities. 

 

AS 04. Contingencies and Events Occurring After the Balance Sheet Date 
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Contingency is a condition or situation, the ultimate outcome of which, gain or loss, 

will be known or determined only on the occurrence, or non-occurrence, of one or 

more uncertain future events. 

 

Accounting Treatment: 

If it is likely that a contingency will result in 

LOSS: It is prudent to provide for that loss in the financial statements. 

PROFIT: Not recognized as revenue (However, when the realization of a gain is 

virtually certain, then such gain is not a contingency and accounting for the gain is 

appropriate.) 

 

AS 05. Net Profit or Loss for the Period, Prior Period Items and Changes in 

Accounting Policies 

All items of income and expense, which are recognized 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. 

 

The net profit or loss for the period comprises the following components, each of 

them should be disclosed on the face of the statement of profit and loss: 

 

Profit or loss from ordinary activities; and 

Extraordinary items. 

 

AS 06. Depreciation Accounting 

Depreciation is a measure of the wearing out, consumption or other loss of value of 

a depreciable asset arising from use, passage of time or obsolescence through 

technology and market changes. Depreciation is allocated so as to charge a fair 

proportion of the depreciable amount in each accounting period during the expected 

useful life of the asset. Depreciation includes amortization of assets whose useful 

life is predetermined.  

 

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

basis to each accounting period during the useful life of the asset. 

 

AS 07. Construction Contracts 

A construction contract is a contract specifically negotiated for the construction of 

an asset or a combination of assets that are closely interrelated or interdependent 

in terms of their design, technology and function or their ultimate purpose or use. 

 

AS 09. Revenue Recognition 

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. 
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AS 10. Accounting for Fixed Assets 

A Fixed Asset is an asset held with the intention of being used for the purpose of 

producing or providing goods or services and is not held for sale in the normal course 

of business. (It is expected to be used for more than one accounting period.) 

 

AS 12. Accounting for Government Grants 

Applicability: Mandatory for all enterprises with effect from 01/04/1994. 

Government Grants are assistance by the government in cash or kind for past or 

future compliance with certain conditions. 

 

AS 13. Accounting for Investments 

Applicability: Mandatory for all enterprises. 

Investments are classified as Long-Term Investments and Short-Term 

Investments. 

Current Investment is intended to be held for not more than one year and readily 

realisable. 

Long-term Investment is an investment other than a current investment. 

The carrying amount of current investments is lower of cost and fair value. 

 

AS 15. Accounting for Retirement Benefits in the financial Statements of 

Employers 

Applicability: It is mandatory for all enterprises. 

Retirement Benefits consists of : 

1. Provident Fund 

2. Superannuation / Pension 

3. Gratuity 

4. Leave Encashment Benefit 

5. Other Retirement Benefits 

Accounting treatment under Defined Contribution Scheme/ Provident Fund 

Contribution payable by the employer in a year is charged to profit & loss account 

Accounting treatment under Defined Benefit Scheme/ Gratuity/ Leave Encashment 

Payment of Retirement Benefit out of its own fund 

 

AS 16. Borrowing Costs 

Applicability: Mandatory for all enterprises w.e.f. 01/04/2000. 

Borrowing Costs include: 

Interest and commitment charges on borrowings; 

Amortization of discounts or premiums relating to borrowings; 

Amortization of ancillary costs incurred in connection with the arrangement of 

borrowings; and 

Exchange difference arising from borrowings to the extent it amounts to interest 

costs. 

Borrowing costs should be recognized as an expense in the period in which they are 

incurred. 
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Borrowing costs that are directly attributable to the acquisition, construction or 

production of a qualifying asset should be capitalized as part of that asset. 

 

AS 17. Segment Reporting 

A BUSINESS SEGMENT is a distinguishable component of an enterprise engaged in 

providing an individual product or service or a group of related products or services 

subject to risks and returns that are different from 

those of other business segments. 

 

AS 18. Related Party Disclosure 

Applicability: Mandatory for all enterprises with respect from 01/04/2004 

Related party is considered to be related if at any time during the reporting period 

one party has the ability to control the other party or exercise significant influence 

over the other party in making financial and/or operating decisions. 

 

AS 19. Leases 

Applicability: Mandatory for all enterprises w.e.f. 1.04.2001. 

It should be applied in accounting for all leases other than: 

 (a) lease agreements to explore for or use natural resources; 

(b) licensing agreements for items such as plays, manuscripts, patents and 

copyrights; and 

(c) lease agreements to use lands. 

Lease : A lease is an agreement whereby the lessor conveys to the lessee in return 

for a payment or series of payments the right to use an asset for an agreed period 

of time. 

 

AS 20. Earning Per Share 

Applicability:- Mandatory w.e.f. 1.04.2001 in respect of enterprises whose equity 

shares or potential equity shares are listed on a recognized stock exchange in India. 

 

An enterprise should present BASIC & DILUTED EPS on the face of the statement 

of Profit and Loss Account for each class of equity shares that has different rights 

to have a share in the net profit for the period. EPS has to be calculated & presented 

even in the case of losses. 

 

AS 21. Consolidated Financial Statements 

1. This standard should be applied in the preparation and presentation of 

consolidated financial statements for a group of enterprises under the control of a 

parent. 

2. This Standard should also be applied in accounting for investments in subsidiaries 

in the separate financial statements of a parent. 

3. In the preparation of consolidated financial statements, other Accounting 

Standards also apply in the same manner as they apply to the separate financial 

statements. 
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AS 22. Accounting for Taxes on Income 

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. (i.e., PBT as per P/L A/c) 

 

AS 23. Accounting for Investments in Associates in Consolidated Financial 

Statements 

The Consolidated Financial Statements include investments in associates accounted 

on the equity method in accordance with A ccounting Standard 23(Accounting for 

Investments in Associates in Consolidated Financial Statements) and the jointly 

controlled entities accounted in accordance with Accounting Standard 27. 

 

AS 24. Discontinuing Operations 

A discontinuing operation is a component of an enterprise: 

(a) T hat the enterprise, pursuant to a single plan, is: 

disposing of substantially in its entirety (example – demerger) 

disposing of piecemeal (selling and settling assets and liabilities one by one) 

terminating through abandonment; and 

(b) That represents a separate major line of business or geographical area of 

operations; and 

(c) That can be distinguished operationally and for financial reporting purposes. 

 

AS 25. Interim Financial Reporting 

The objective of this Standard is to prescribe the minimum content of an interim 

financial report and to prescribe the principles for recognition and measurement in 

a complete or condensed financial statements for an interim period. Timely and 

reliable interim financial reporting improves the ability of investors, creditors, and 

others to understand an enterprise’s capacity to generate earnings and cash flows, 

its financial condition and liquidity. 

 

AS 26. Intangible Assets 

An Intangible assets can be defined as non-monitory assets having no physical 

substance, held for use in the production or services for rental to others, or for 

administrative purposes. 

(a) I ntangible assets can be sold 

(b) Non-monetary assets are those who sales proceeds using in no money. 

(c) Assets mean resources, under the control of entity and having future economic 

benefits. 

(d) Non physical substance except storage devices 

(e) Held for use means used in production, administration or can be given for rental. 

 

AS 27. Financial Reporting of Interests in Joint Ventures 

1. This Standard should be applied in accounting for interests in joint ventures and 

the reporting of joint venture assets, liabilities, income and expenses in the financial 
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statements of venturers and investors, regardless of the structures or forms under 

which the joint venture activities take place. 

2. The requirements relating to accounting for joint ventures in consolidated 

financial statements, contained in this Standard, are applicable only where 

consolidated financial statements are prepared 

and presented by the venturer. 

 

AS 28. Impairment of Assets 

Impairment of Assets means depreciation in the value of assets. An enterprise 

should assess at each balance sheet date whether there is any indication that any 

of its assets are imparied. If any such indication exists, the enterprise should 

estimate the recoverable amount of the asset. 

 

AS 29. Provisions, Contingent Liabilities & Contingent Assets 

A provision is a liability which can be measured only by using a substantial degree of 

estimation. 

Treatment : A provision should be recognized when: 

An enterprise has a present obligation as a result of past event. 

It is probable that an outflow of resources embodying economic benefits will be 

required to settle the obligation. 

A reliable estimate can be made of the amount of the obligation. 

 

NEED FOR CONVERGENCE TO WARDS GLOBAL STA NDARDS 

The last decade has witnessed a sea change in the global economic scenario. The 

emergence of transnational corporations in search of money, not only for fuelling 

growth, but to sustain on going activities has necessitated raising of capital from all 

parts of the world, cutting across frontiers. 

 

Each country has its own set of rules and regulations for accounting and financial 

reporting. Therefore, when an enterprise decides to raise capital from the markets 

other than the country in which it is located, the rules 

and regulations of that other country apply, and this in turn will require that the 

enterprise is in a position to understand the differences between the rules governing 

financial reporting in the foreign country as compared to its own country of origin. 

Therefore, translation and re-instatements are of utmost importance in a world that 

is rapidly globalizing in all ways. In themselves also, the Accounting Standards and 

principle need to be robust  so that the larger society develops degree of confidence 

in the financial statements, which are put forward by organizations. 

 

International analysts and investors would like to compare financial statements 

based on similar Accounting Standards, and this has led to the growing support for 

an internationally accepted set of Accounting Standards for cross-border filings. 

The harmonization of financial reporting around the world will help to raise 

confidence of investors generally in the information they are using to make their 

decisions and assess their risks. 
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Also a strong need was felt by legislation to bring about uniformity, rationalization, 

comparability, transparency and adaptability in financial statements. Having a 

multiplicity of Accounting Standards around the world is against the public interest. 

If accounting for the same events and information produces different reported 

numbers, depending on the system of standards that are being used, it is self-

evident that accounting will be increasingly discredited in the eyes of those using 

the numbers. It creates confusion, encourages error and facilitates fraud. The cure 

for these ills is to have a single set of global standards, of the highest quality, set 

in the interest of public. Global Standards facilitate cross-border flow of money, 

global listing in different bourses and comparability of financial statements. 

 

The convergence of financial reporting and Accounting Standards is a valuable 

process that contributes to the free flow of global investment and achieves 

substantial benefits for all capital market stakeholders. It improves the ability of 

investors to compare investments on a global basis and thus lowers their risk of 

errors of judgment. It facilitates accounting and reporting for companies with global 

operations and eliminates some costly requirements reinstatement of financial 

statements. It has the potential to create a new standard of accountability and 

greater transparency, which are values of great significance to all market 

participants, including regulators. It reduces operational challenges for accounting 

firms and focuses their value and expertise around an increasingly unified set of 

standards. It creates an unprecedented opportunity for standard setters and other 

stakeholders to improve the reporting model. For the companies with joint listings 

in both domestic 

and foreign country, the convergence is very much significant. 

INTERNATIONAL Accounting Standard BOARD 

With a view of achieving these objectives, the London-based group namely the 

International Accounting Standards Committee (IASC), responsible for developing 

International Accounting Standards, was established in June, 1973. It is presently 

known as International Accounting Standards Board (IASB). The IASC comprises 

the professional accountancy bodies of over 75 countries (including the Institute of 

Chartered Accountants of India). Primarily, the IASC was established, in the public 

interest, to formulate and publish, International Accounting Standards to be 

followed in the presentation of audited financial statements. International 

Accounting Standards were issued to promote acceptance and observance of 

International Accounting Standards worldwide. The members of IASC have 

undertaken a responsibility to support the standards promulgated by IASC and to 

propagate those standards in their respective countries. 

 

Between 1973 and 2001, the International Accounting Standards Committee (IASC) 

released International Accounting Standards. Between 1997 and 1999, the IASC 

restructured their organization, which resulted in the formation of International 

Accounting Standards Board (IASB). These changes came into effect on 1st April, 

2001. Subsequently, IASB issued statements about current and future standards: 

IASB publishes its Standards in a series of pronouncements called International 

Financial Reporting Standards (IFRS). However, IASB has not rejected the 

standards issued by the ISAC. Those pronouncements continue to be designated as 
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“International Accounting Standards” (IAS). The IASB approved IASB Resolution 

on IASC Standards at their meeting in April, 2001, in which it confirmed the status 

of all IASC Standards and SIC Interpretations in would come into effect on 1st 

April, 2001. 

 

International Financial Reporting Standards (IFRS) as Global Standards 

The term IFRS comprises IFRS issued by IASB, IAS issued by International 

Accounting Standards Committee   (IASC), and Interpretations issued by the 

Standard Interpretations Committee (SIC) and the International Financial 

Reporting Interpretations Committee (IFRIC) of the IASB. 

 

International Financial Reporting Standards (IFRSs) are considered a “principles-

based” set of standards. In fact, they establish broad rules rather than dictating 

specific treatments. Every major nation is moving towards adopting them to some 

extent. Large number of authorities requires public companies to use IFRS for 

stockexchange listing purposes, and in addition, banks, insurance companies and 

stock exchanges may use them for their statutorily required reports. So over the 

next few years, thousands of companies will adopt the international standards. This 

requirement will affect about 7,000 enterprises, including their subsidiaries, equity 

investors and joint venture partners. The increased use of IFRS is not limited to 

public-company listing requirements or statutory reporting. Many lenders and 

regulatory and government bodies are looking to IFRS to fulfil local financial 

reporting obligations related to financing or licensing. 

 

International Financial Reporting Standards comprise – 

– 9-International Financial Reporting Standards (IFRS) – standards issued after 

2001 by IASB. 

– 29-International Accounting Standards (IAS) – standards issued before 2001by 

IASC which are still valid. 

– 16-Interpretations issued by International Financial Reporting Interpretations 

Committee (IFRIC) after 2001. 

– 11–interpretations issued by Standing Interpretations Committee (SIC) before 

2001. 

 

However, in practice IFRS is interchangeably used to denote individual Accounting 

Standards issued by IASB as well as International accounting principles collectively. 

Following are some of the advantages of IFRS: 

– It would facilitate increased comparability of financial information among 

companies operating in different countries. 

– The financial reporting process would become more transparent. 

– T he standardization of accounting methodology provides creditors and investors 

with the ability to analyze businesses around the world using the same financial 

methods. 

– It would also permit international capital to flow more freely. 

– It would give investors a better understanding to the financial statements and 

assess the investment opportunities in other countries. 
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– It would also benefit the accounting professionals as they will be able to sell their 

services in the different parts of the world. 

 

All these benefits of IFRS have prompted many countries to pursue convergence of 

national Accounting Standards ith IFRS. India has also decided to facilitate the 

convergence of the Indian Accounting Standards with IFRS and in this direction all 

existing Accounting Standards are being revised and converged with corresponding 

IAS/ IFRS. Convergence of entire world towards IFRS would benefit the corporate 

sector, investors, regulators and facilitate economic growth as a whole. 

 

Adoption of IFRS in India 

Increasingly, Indian accountants and businessmen strangle feel the need for 

convergence with IFRS. Capital markets provide an important explanation for this 

change. Some Indian companies are already listed on overseas stock exchanges and 

many more will list in the future. Internationally acceptable Accounting Standards 

are becoming the language of communication for Indian companies. 

 

Also, the recent stream of overseas acquisitions by Indian companies makes a 

compelling case for adoption of high quality standards to convince foreign 

enterprises about the financial standing, as also the disclosure and governance 

standards of Indian acquirers. Convergence with IFRS would require several changes 

in Indian laws and decision processes. 

 

In India, the Institute of Chartered Accountants of India (ICAI) is on the way 

towards convergence of its Standards with Global Standards. Divergences have been 

minimized to the maximum possible extent in the areas wherein full convergence is 

difficult. Recognizing the growing need of full convergence of Indian Accounting 

Standards with IFRSs, ICAI constituted a Task Force to examine various issues 

involved. Full convergence involves adoption of IFRSs in the same form as that issued 

by the IASB. While formulating the Accounting Standards, ICAI recognizes the 

legal and other conditions prevailing in India and makes deviations from the 

corresponding IFRSs. 

 

WHY IFRS ? 

Features of IFRS: 

(A) Single set of Accounting Standards would enable internationally to standardize 

and assure better quality on a global screen, 

(B) It would also permit international capital to flow more freely, enabling companies 

to develop consistent global practices on accounting problems. 

(C) It would be beneficial to the regulators too, as the complexity associated with 

needing to understand various reporting regimes would be reduced. 

(D) For investors, it gives a better understanding to the financial statements and 

assess the investment opportunities other than their Home Country. 

(E) It also benefits the accounting professionals in a way that they will be able to 

sell their services in the different parts of world 
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DIFFERENCES (IFRS Vs IGAAP) 

First time adoption Full retospectice 

application of IFRS to PL 

and BS. 

Reconciliation of PL and 

BS with respect of last 

year’s reported numbers 

under previous GAAP. 

No needs to prepare 

reconciliation on first 

time adoption. 

Components of Financial 

Statements 

Comprises Balance Sheet, 

Profit and Loss A/c. Cash 

Flow Statement, changes 

in equity and accounting 

policy and notes to 

Accounts. 

Comprise of Balance 

Sheet, Profit and Loss 

A/c. Cash Flow Statement 

(if applicable), and Notes 

to Account 

Balance Sheet No particular format, a 

current / noncurrent 

presentation of assets 

and liabilities is used. 

As per Format Prescribed 

in Schedue III for 

Companies, adherence to 

Banking Regulation for 

Banks, etc. 

Income Statement No particular format 

prescribed (IAS – 1). 

As per Format Prescribed 

in Schedule III (AS -1). 

Cash Flow Statements Mandatory for all 

entitites (IAS -7) 

Level 3 entities are 

expepted (AS -3). 

Dividends Liability to be recognized 

in the period when 

dividends is declared. 

(IAS -10) 

Recognized as an 

appropriation against the 

profit, and recorded as 

liability at BS date even if 

declared subsequent to 

reporting period but 

before the approval of 

Financial Statements (AS 

-4 ). 

Cost of major repairs and 

overhaul expenditure of 

fixed assets 

Recognized in carrying 

amount of the assets 

(IAS – 16). 

Expensed off. Only 

expenses which increases 

the FEB are to be 

capitalize.d (AS -10). 

Re-evaluation Re-evaluation (if done) to 

be updated periodically so 

that carrying amount 

does not differ from fair 

value at the end period. 

Re-evaluation to be done 

for entire class of assets 

(IAS -16). 

No specific requirement 

for re-evaluation. Re-

evaluation can be done on 

systemeatic basis like for 

one location leaving aside 

the assets of other 

location. (AS -10). 
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Change in the method of 

depreciation 

Considered as a change in 

accounting estimate. To 

Be applied prospectively. 

(IAS – 16 and IAS 8). 

Considered as change in 

accountin policy, 

retrospective 

computation and excess 

or deficit is adjusted in 

same period. Required to 

be disclosed (AS – 6). 

Earnings Per Share Disclosure to be made in 

only consolidated 

financials of the parent 

Co. (IAS – 33). 

Disclosure of EPS in both 

consolidated and 

separate financials (AS – 

20). 

Component Accounting Required each major part 

of No such requirement 

(AS -10). 

PPE with a cost that is 

significant in relation to 

total cost, should be 

depreciated separately 

(IAS – 16). 

No such requirement (AS 

– 10). 

Intangible Assets Intangible assets can 

have indefinite useful life 

and hence such assets are 

tested for impairment 

and not amortized. 

There is no concept of 

indefinite useful life. 

Assets have definite life 

(usually 10 years). 

Reporting Currency Requires the 

measurement of profit 

using the functional 

currency. Entities may, 

however, present 

financial statements in a 

different currency (IAS 

-21). 

Schedule III to the 

Companies Act, 2013 

specifies Indian Rupees 

as the reporting currency 

(AS – 11). 

Key Management 

Personnel (KMP) 

Includes Executive as 

well as non –executive 

directors (IAS – 24). 

Excludes non-executive 

directors (AS – 18). 

Compensation to KMP Disclosure to be made for 

total compensation such 

as short term employee 

benefits and post 

employment benefits. 

AS -18 does not require 

the break up of 

compensation cost. 

Fringe Benefits Tax Included as part of 

related expense (fringe 

benefit) which gives rise 

to incurrence of the tax. 

Disclosed as a separate 

item after profit befor 

tax on the face of the 

income statement. 
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Uniform Accounting 

Policies 

Prepared using uniform 

accounting policies across 

all entities in a group. 

(IAS – 27) 

Policies may differ due to 

impracticablility. (AS -

21). 

Disclosure of extra 

ordinary items 

Prohibits such disclosure 

(IAS – 1). 

No such term in IFRS 

Disclosure to be made in 

notes (AS – 5) 

 

LIST OF IAS 

• IAS-1-Presentation of Financial Statements 

• IAS-2- Inventories 

• IAS-7- Cash Flow Statements 

• IAS-8- Accounting Policies, Change in Accounting estimates and Errors 

• IAS-10- Events after balance sheet date 

• IAS-11- Construction Contracts 

• IAS-12- Income Taxes 

• IAS-16-Property, Plant and Equipments 

• IAS-17- Leases 

• IAS-18- Revenue 

• IAS-19- Employee Benefits 

• IAs-20-Accounting for Govt Grant and Disclosure of Govt. Assistance 

• IAS-21- Effect of Changes in Forex Rates 

• IAS-23-Borrowing Costs 

• IAS-24- Related Party Disclosures 

• IAS-26- Accounting and reporting by retirement benefit plans 

• IAS-27- Consolidated and Separate Financial Statements 

• IAS-28- Investment in Associates 

• IAS-29- Financial Reporting in Hyperinflationary Conditions 

• IAS-31- Interest in Joint Ventures 

• IAS-32- Financial Instruments- Presentation 

• IAS-33- Earning Per Share 

• IAS-34- Interim Financial Reporting 

• IAS-36- Impairment of Assets 

• IAS-37- Provisions, Contingent Liabilities and Contingent Assets 

• IAS-38- Intangible Assets 

• IAS-39- Financial Instruments: Recognition and Measurement 

• IAS-40-Investment Property 

• IAS-41- Agriculture  

 

IAS-1 – Presentation of Financial Statements 

The standard prescribes minimum structure and content, including certain 

information required on the face of the financial statements. There are four basic 

financial statements: 

Balance Sheet 
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Income Statement 

Cash Flow Statement 

Statement showing changes in equity 

 

The statement shows (a) each item of income and expense, gain or loss, which, as 

required by other IASC Standards, is recognized directly in equity, and the total of 

these items, certain foreign currency translation 

gains and losses and changes in fair values of financial instruments, and (b) net profit 

or loss for the period. Owners’ investments and withdrawals of capital and other 

movements in retained earnings and equity capital are shown in the notes. 

 

IAS-2 – Inventories 

Inventories should be valued at the lower of cost and net realizable value. Net 

realizable value is selling price minus cost to complete the inventory to sell it. Cost 

includes all costs to bring the inventories to their present 

condition and location. If specific cost is not determinable, the benchmark 

treatment is used FIFO or weighted average. An allowed alternative is LIFO, but 

then there should be disclosure of the lower of (i) net realizable value, and (ii) FIFO, 

weighted average or current cost. The cost of inventory is recognized as an expense 

in the period in which the related revenue is recognized. If inventory is written down 

to net realizable value, the writedown is also charged to expense. Any reversal of 

such a write-down in a later period is credited to income by reducing that period’s 

cost of goods sold. 

 

IAS-7 – Cash Flow Statements 

The cash flow statement is a required basic financial statement. It explains changes 

in cash, and cash equivalents during a period. Cash equivalents are short-term, highly 

liquid investments subject to insignificant risk of changes in value. Cash flow 

statement should classify changes in cash, and cash equivalents into operating, 

investing, and financial activities. 

 

IAS-8 – Accounting Policies, Changes in Accounting Estimates and Errors 

An entity shall select and apply its accounting policies consistently for similar 

transactions, other events and conditions, unless a Standard or an Interpretation 

specifically requires or permits categorization of items for which different policies 

may be appropriate. An entity shall change an accounting policy only if the change 

(a) is required by a Standard or an Interpretation; or (b) results in the financial 

statements providing reliable and more relevant information about the effects of 

transactions, other events or conditions on the entity’s financial position, financial 

performance or cash flows. 

 

IAS-10 – Events After the Balance Sheet Date 

An entity shall adjust the amounts recognized in its financial statements to reflect 

adjusting events after the balance sheet date. Further an entity shall not adjust 

the amounts recognized in its financial statements to reflect non-adjusting events 

after the balance sheet. If an entity declares dividends to holders of equity 
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instruments after the balance sheet date, the entity shall not recognize those 

dividends as a liability at the balance sheet date. An entity shall not prepare its 

financial statements on a going concern basis if management determines after the 

balance sheet date either that it intends to liquidate the entity or to cease trading, 

or it has no realistic alternative but to do so. 

 

IAS-11 – Construction Contracts 

If the total revenue, past and future costs, and the stage of completion of a 

contract can be measured or estimated reliably, revenues and costs should be 

recognized by stage of completion (the “percentage-ofcompletion method”). The 

expected losses should be recognized immediately. If the outcome cannot be 

measured reliably, costs should be expensed, and revenues should be recognized to 

the extent that costs are 

recoverable (“cost recovery method”). 

 

IAS-12 – Income Taxes 

It provides among other things: 

• Accrue deferred tax liability for nearly all taxable temporary differences. 

• Accrue deferred tax asset for nearly all deductible temporary differences, if it is 

probable a tax benefit would be realized. 

• Accrue unused tax losses and tax credits, if it is probable that they would be 

realized. 

• Use tax rates expected at settlement. 

• Current and deferred tax assets and liabilities are measured using the tax rate 

applicable to undistributed profits. 

• Non-deductible goodwill: no deferred tax. 

• Unremitted earnings of subsidiaries, associates, and joint ventures: Do not accrue 

tax. 

• Capital gains: Accrue tax at expected rate. 

• Do not “gross up” government grants or other assets or liabilities whose initial 

recognition differs from initial tax base. 

 

IAS-14 – Segment Reporting 

 

Basis of Segment Reporting: 

• Public companies must report information along product and service lines and along 

geographical lines. 

• One basis of segmentation is primary, the other is secondary. 

• Segment accounting policies the same as consolidated. 

 

IAS-16 – Property, Plant and Equipment 

The cost of an item of property, plant and equipment should be recognized as an 

asset if, and only if, (a) it is probable that future economic benefits associated with 

the item will flow to the entity; and (b) the cost of the item can be measured reliably. 

An item of property, plant and equipment that qualifies for recognition, as an asset 
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shall be measured at its cost. An entity shall choose either the cost model or the 

re-evaluation model as its accounting policy and shall apply that policy to an entire 

class of property, plant and equipment. If an item of property, plant and equipment 

is revalued, the entire class of property, plant and equipment to which that asset 

belongs shall be revalued. If an asset’s carrying amount is increased as a result of 

re-evaluation, the increase shall be credited directly to equity under the heading of 

re-evaluation surplus. If an asset’s carrying amount is  decreased as a result of re-

evaluation, the decrease shall be recognized in profit or loss. However, the decrease 

shall be debited directly to equity under the heading re-evaluation surplus in respect 

of that asset. 

 

 

 

IAS-17 – Leases 

A lease is classified as finance lease if it transfers substantially all risks and 

rewards incidental to ownership. A lease is classified as an operating lease if it does 

not transfer substantially all the risks and rewards incidental to ownership. At the 

commencement of the lease term, lessees shall recognize finance leases as assets 

and liabilities in their balance sheets at amounts equal to the fair value of the leased 

property or, if lower, the present value of the minimum lease payments, each 

determined at the inception of the lease. Any initial direct costs of the lessee are 

added to the amount recognized as an asset. Finance lease gives rise to depreciation 

expense for depreciable assets as well as finance expense for each accounting 

period. Lease payments under operating lease shall be recognized as an expense on 

a straight-line basis over the lease term unless another systematic basis is more 

representative of the time pattern of the user’s benefit. 

 

IAS-18 – Revenue 

Revenue should be measured at fair value of consideration received or receivable. 

Usually this is the inflow of cash. Discounting is needed if the inflow of cash is 

significantly deferred without interest. If dissimilar goods or services are 

exchanged (as in barter transactions), revenue is the fair value of the goods or 

services received or, if this is not reliably measurable, the fair value of the goods 

or services given up. 

 

Revenue should be recognized when: 

• significant risks and rewards of ownership are transferred to the buyer; 

• managerial involvement and control have passed; 

• the amount of revenue can be measured reliably; 

• it is probable that economic benefits will flow to the enterprise; and 

• the costs of the transaction (including future costs) can be measured reliably. 

 

IAS-19 – Employee Benefits 

Post-Employment Benefits including Pensions 

• Defined Contribution Plans: Contribution of a period should be recognized as 

expenses. 
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• Defined Benefits Plans: Current service cost should be recognized as an expense. 

• Other Employee Benefits: Includes vacations, holidays, accumulating sick pay, 

retiree medical and life insurance, etc. 

 

IAS-20 – Accounting for Government Grants and Disclosure of Government 

Assistance 

Grants shall not be credited directly to equity. They shall be recognized as income 

in a way matched with the related costs. Grants related to assets shall be deducted 

from the cost or treated as deferred income. 

 

IAS-21 – The Effects of Changes in Foreign Exchange Rates 

A foreign currency transaction shall be recorded, on initial recognition in the 

functional currency, by applying to the foreign currency amount the spot exchange 

rate between the functional currency and the foreign currency at the date of the 

transaction. Reporting at subsequent Balance Sheet date shall be: (a) foreign 

currency monetary items shall be translated using the closing rate; (b) non-monetary 

items that are measured in terms of historical cost in a foreign currency shall be 

translated using the exchange rate at the date of the transaction; and (c) non-

monetary items that are measured at afair value in a foreign currency shall be 

translated using the exchange rates at the date when the fair value was determined. 

Exchange differences arising on the settlement of monetary items or on translating 

monetary items at rates different from those at which they were translated on 

initial recognition during the period or in previous financial statements shall be 

recognized in profit and loss in the period in which they arise. When a gain or loss 

on a non-monetary item is recognized directly in equity, any exchange component of 

that gain or loss shall be recognized directly in equity. Conversely, when a gain or 

loss on a monetary item is recognized in profit or loss, any exchange component of 

that gain or loss shall be recognized in profit or loss. 

 

IAS-23 – Borrowing Costs 

The benchmark treatment is to treat borrowing costs as expenses. The allowed 

alternative is to capitalize those 

directly attributable to construction. If capitalized funds are specifically borrowed, 

the borrowing costs shall be calculated after any investment income on temporary 

investment of the borrowings. If funds are borrowed generally, a capitalization rate 

should be used based on the weighted average of borrowing costs for general 

borrowings outstanding during the period. Borrowing costs capitalized should not 

exceed those actually incurred. Capitalization begins when expenditures and 

borrowing costs are being incurred and construction of the asset is in progress. 

Capitalization suspends if construction is suspended for an extended period, and 

ends when all activities substantially are complete. 

 

IAS-24 – Related Party Disclosures 

This standard requires disclosure of related party transactions and outstanding 

balances in the separate financial statements of a parent, venturer or investor. A 

party is related to an entity if: (a) directly or indirectly through one or more 
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intermediaries, the party: (i) controls, is controlled by, or is under common control 

with, the entity which includes parents, subsidiaries and fellow subsidiaries: (ii) has 

an interest in the entity that gives it significant influence over the entity; or (iii) 

has joint control over the entity; (b) the party is an associate; (c) the party is a joint 

venture in which the entity is a venturer; (d) the party is a member of the key 

management personnel; (e) the party is close member of the family; (f) the party is 

controlled, jointly controlled or significantly influenced; (g) the party is a post-

employment benefit plan for the benefit of employees of the entity. 

 

IAS-26 – Accounting and Reporting by Retirement Benefit Plans 

The standard applies to accounting and reporting by retirement benefit plans. It 

establishes separate standards for reporting by defined benefit plans and by 

contribution plans. 

 

IAS-27 – Consolidated and Separate Financial Statements 

Consolidated Financial Statements are the financial statements of a group presented 

as those of a single economic activity. Consolidated financial statements shall include 

all subsidiaries of the parent. Intragroup balances, transactions, income and 

expenses shall be eliminated in full. The financial statements of the parent and its 

subsidiaries used in the preparation of the consolidated financial statements shall 

be prepared as on the same reporting date. When the reporting dates are different, 

the subsidiary prepares additional financial statements as on the same date. 

Consolidated financial statements shall be prepared using uniform accounting 

policies for like transactions. Minority interests shall be presented in the 

consolidated balance sheet within equity, separately from the parent shareholders’ 

equity. 

 

IAS-28 – Investments in Associates 

An associate is an entity, including an unincorporated entity such as partnership, 

over which the investor has significant influence and that is neither a subsidiary nor 

an interest in a joint venture. An investment in an 

associate shall be accounted for using the equity method with specified exceptions. 

An investor shall discontinue  the use of equity method from the date that it ceases 

to have significant influence over an associate. The investor in applying equity 

method uses the most recent available financial statements of the associate. When 

the reporting dates of the investor and the associate are different, the associates 

prepares, for the use of the investor, financial statements as of the same date as 

the financial statements of the investor. The investor’s financial statements shall 

be prepared using uniform accounting policies for like transactions and events in 

similar circumstances. 

 

IAS-29 – Financial Reporting in Hyperinflationary Economies 

Hyperinflation is indicated if cumulative inflation over three years is 100 per cent 

or more (among other factors). In such circumstances, financial statements should 

be presented in a measuring unit that is current at the 
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balance sheet date. Comparative amounts for prior periods are also restated into 

the measuring unit at the current balance sheet date. Any gain or loss on the net 

monetary position arising from the restatement of 

amounts into the measuring unit current at the balance sheet date should be included 

in net income and separately disclosed. 

 

IAS-31 – Interests in Joint Ventures 

A Joint Venture is a contractual arrangement whereby two or more parties 

undertake an economic activity that is subject to joint control. These are of three 

types: 

• Jointly controlled operations: They should be recognized by the venturer by 

including the assets and liabilities that it controls and the expenses that it incurs, 

and its share of the income that it earns from the sale of goods or services by the 

venture. 

• Jointly controlled assets: They should be recognized as follows: 

• the share of the jointly controlled assets, shall the classified according to the 

nature of the assets; 

• all liabilities that are incurred; 

• the share of any liabilities incurred jointly with the other venturers in relation to 

the joint venture; 

• any income from the sale or use of its share of output of the joint venture; 

• any expenses that it incurred with respect to its interest in the joint venture. 

• Jointly controlled entities: They may maintain their own accounting records and 

prepare and present financial statements in the same way as other entities in 

conformity with International Financial Reporting Standard. 

 

IAS-33 – Earnings Per Share 

It is applicable only to public companies. An entity shall calculate basic earnings per 

share for profit or loss attributable to ordinary equity holders. Basic earning per 

share shall be calculated by dividing profit or loss attributable to ordinary equity 

holders by the weighted average number of ordinary shares. An entity shall calculate 

diluted earnings per share amount for profit or loss attributable to ordinary equity 

holders of the parent entity and, if presented, profit or loss from continuing 

operations attributable to those equity holders. For the purpose of calculating 

diluted earnings per share, an entity shall adjust profit or loss attributable to 

ordinary equity holders of the parent equity, and the weighted average number of 

shares outstanding, for the effects of all dilutive potential ordinary shares. 

Potential ordinary shares shall be treated as dilutive when, and only when, their 

conversion to ordinary shares would decrease earnings per share or increase loss 

per share from 

continuing operations.  

 

An entity shall present on the face of the income statement basic and diluted 

earnings per share profit or loss from continuing operations attributable to the 

ordinary equity holders of the parent entity, and for profit or loss attributable to 
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the ordinary equity holders of the parent entity for the period for each class of 

ordinary shares that has a different right to share in profit for the period. 

 

IAS-34 – Interim Financial Reporting 

The Standard defines the minimum content of an interim financial report as a 

condensed balance sheet, condensed income statement, condensed cash flow 

statement, condensed statement showing changes in equity, and selected 

explanatory notes. 

 

Interim financial statements complete or condensed, must cover the following 

periods: 

• a balance sheet at the end of the current interim period, and comparative at the 

end of the most recent full financial year; 

• income statements for the current interim period and cumulative for the current 

financial year to date, with comparative statements for the comparable interim 

periods of the immediately preceding financial 

year; 

• a statement of changes in equity cumulatively for the current financial year to date 

and comparative for the same year-to-date period of the prior year; and 

• a cash flow statement cumulatively for the current financial year to date and 

comparative for the same year-to-date period of the prior financial year. 

 

Enterprises are required to apply the same accounting policies in their interim 

financial reports as in their latest annual financial statements 

 

IAS-36 – Impairment of Assets 

Impairment of assets deals mainly with accounting for impairment of goodwill, 

intangible assets and property, plant and equipment. The standard includes 

requirements for identifying an impaired asset, measuring its recoverable amount, 

recognizing or reversing any resulting impairment loss, and disclosing information on 

impairment losses or reversals of impairment losses. An impairment loss should be 

recognized whenever the recoverable amount of an asset is less than its carrying 

amount. 

 

IAS-37 – Provisions, Contingent Liabilities and Contingent Assets 

The standard set out three specific applications of these general requirements: 

• a provision should not be recognized for future operating losses; 

• a provision should be recognized for an onerous; 

• a provision for restructuring costs should be recognized only when an enterprise 

has a detailed formal plan for the restructuring, and has raised a valid expectation 

in those affected that it will carry out the restructuring by starting to implement 

that plan, or announcing its main features to those affected by it. 

 

IAS-38 – Intangible Assets 

The Standard states that: 
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• an intangible asset should be recognized, in the financial statements, if, and only 

if: 

• it is probable that the expected future economic benefits that are attributable to 

the asset will flow to the enterprise; and 

• the cost of the asset can be measured reliably. 

• An entity shall assess the probability of expected future economic benefits using 

reasonable and supportive assumptions that represent management’s best estimate 

of the set of economic conditions that will exist over the useful life of the asset. 

• Internally generated goodwill shall not be recognized as an asset. 

• No intangible asset arising from research shall be recognized. 

• An intangible asset arising from development shall be recognized subject to 

specified conditions. 

• Expenditure on an intangible item that was initially recognized as an expense shall 

not be recognized as part of the cost of an intangible asset at a latter date. 

• The accounting for an intangible asset is based on its useful life. 

• An intangible asset shall be derecognized on disposal, or when no future economic 

benefits are expected from its use or disposal. 

 

IAS-39 – Financial Instruments: Recognition and Measurement 

Under this Standard an entity shall recognize a financial asset or financial liability 

on the balance sheet when and only when, the entity becomes a party to the 

contractual provisions of the instrument. An entity shall derecognize a financial 

asset when, the contractual right to the cash flows from the financial asset expires 

or it transfers the financial asset. On derecognition of a financial asset in its 

entirety, the difference between the carrying amount and the sum of (a) the 

consideration received, and (b) any cumulative gain or loss that had been recognized 

directly in equity shall be recognized in profit or loss. 

 

When a financial asset or liability is recognized initially, an entity shall measure it 

at its fair value plus, in the case of a financial asset or financial liability not at fair 

value through profit or loss, transaction costs that are directly attributable to the 

acquisition or issue of the financial assets or financial liability. After initial 

recognition, an entity shall measure all financial liabilities at amortised cost using 

the effective interest method. 

 

IAS-40 – Investment Property 

Investment property shall be recognized as an asset when it is probable that the 

future economic benefits that are associated with the investment property will flow 

to the entity, and the cost of investment property can be measured reliably. An 

investment property shall be measured initially at its cost. Transaction cost shall 

also be included in the initial measurement. 

 

For accounting purposes an enterprise must choose either: 

• a fair value model: Investment property should be measured at a fair value and 

changes in a fair value should be recognized in the income statement; or 
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• a cost model: Investment property should be measured at depreciated cost (minus 

any accumulated impairment losses). 

 

An investment property shall be derecognized on disposal or when the investment 

property is permanently withdrawn from use and no future economic benefits are 

expected from its disposal. 

 

IAS-41 – Agriculture 

This standard prescribes the accounting treatment, financial statement 

presentation and disclosures related to agricultural activity. Biological assets should 

be measured at their fair value minus estimated point-of-sale costs, except where 

the fair value cannot be measured reliably. Agricultural produce harvested from an 

enterprise’s biological assets should be measured at its fair value minus estimated 

point-of-sale costs at the point of harvest. 

 

If an active market exists for a biological asset or agricultural produce, the quoted 

price in that market is the appropriate basis for determining the fair value of that 

asset. If an active market does not exist, an enterprise uses market-determined 

prices or values when available. A gain or loss arising on initial recognition of 

biological assets and from the change in the fair value less estimated point-of- sale 

costs of biological assets should be included in net profit or loss for the period in 

which it arises. If a government grant related to a biological asset measured at its 

fair value minus estimated point-of-sale costs is conditional, including where a 

government grant requires an enterprise not to engage in specified agricultural 

activity, an enterprise should recognize the government grant as income when the 

conditions attaching to the government grant are met. 

 

IFRS-1 – First–time Adoption of International Financial Reporting Standards 

The objective of this IFRS is to ensure that an entity’s first IFRS financial 

statement and its financial reports for part of the period covered by those financial 

statements contain high quality information that: (a) is transparent for users and 

comparable over all periods presented; (b) provides a suitable starting point for 

accounting under International Financial Reporting Standards; and (c) can be 

generated at a cost that does not exceed the benefits to users. 

 

An entity shall use the accounting policies in its opening IFRS balance sheet and 

throughout all periods presented in its first IFRS financial statements. An entity’s 

estimates under IFRS at the date of transition to IFRS shall be consistent with 

estimates made for the same date under previous GAAP, unless there is an objective 

evidence that those estimates were in error. An entity shall explain how the 

transition from previous GAAP to IFRSs affected its reported financial position, 

financial performance and cash flows. 

 

IFRS-2 – Share-based Payment 

Entities often grant shares or share options to employees or other parties. An entity 

shall recognize the goods or services received or acquired in a share-based payment 
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transaction when it obtains the goods or services is they are rendered. The entity 

shall recognize a corresponding increase in equity if the goods or services were 

received in an equity-settled share-based payment transaction, or a liability, if the 

goods or services were acquired in cash but settled in share-based payment 

transaction. When the goods or services received or acquired in a share-based 

payment transaction do not qualify for recognition as assets, they shall be 

recognized as expenses. For equity settled share based payment transactions, the 

entity shall measure the goods or services received, and the corresponding increase 

in equity directly, at the fair value of the goods or services received, unless that 

fair value cannot be estimated reliably. For cash-settled share-based payment 

transactions, the entity shall measure the goods or services acquired and the liability 

incurred at the fair value of the liability. For share-based payment transactions in 

which the terms of the arrangement provide either the entity or the counterparty 

with the choice of whether the entity settles the transaction in cash (or other 

assets) or by issuing equity instruments, the entity shall account for that 

transaction, or the components of that transaction, as a cash-settled share-based 

payment transaction if, and to the extent that, the entity has incurred a liability to 

settle in cash or other assets, or as an equity-settled share-based payment 

transaction if, and to the extent that, no such liability has been incurred. 

 

IFRS-3 – Business Combinations 

The objective of this IFRS is to specify the financial reporting by an entity when it 

undertakes a business combination. The acquirer is the combining entity that obtains 

control of the other combining entities or 

businesses. The acquirer shall measure the cost of a business combination as the 

aggregate of: 

• the fair values, at the date of exchange, of assets given, liabilities incurred or 

assumed, and equity instruments issued by the acquirer, in exchange for control of 

the acquiree; plus; (b) any costs directly 

attributable to the business combination. 

 

The acquirer shall at the acquisition date: (a) recognize goodwill acquired in a 

business combination as an asset; and (b) initially measure that goodwill at its cost, 

being the excess of the cost of the business combination over the acquirer’s interest 

in the net fair value of the identifiable assets, liabilities and contingent liabilities. 

 

IFRS-4 – Insurance Contracts 

The objective of this IFRS is to specify the financial reporting for insurance 

contracts by any entity that issues such contracts until the Board completes the 

second phase of its project on insurance contracts. 

 

An insurer shall assess on each reporting date whether it’s recognized insurance 

liabilities are adequate, using current, estimates of future cash flows under its 

insurance contracts. If that assessment shows that the carrying amount of its 

insurance liabilities is inadequate in the light of the estimated future cash flows, 

the entire deficiency shall be recognized in profit or loss. An insurer shall disclose 
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information that identifies and explains the amounts in its financial statements 

arising from insurance contracts. An insurer shall disclose information that helps 

users to understand the amount, timing and uncertainty of future cash flows from 

insurance contracts. 

 

IFRS-5 – Non-current Assets held for Sale and Discontinued Operations 

The objective of this IFRS is to specify the accounting for assets held for sale, and 

the presentation and disclosure of discontinued operations. An entity shall classify 

a non-current asset (or disposal group) as held for 

sale if its carrying amount will be recovered principally through a sale transaction 

rather than through continuing use. An entity shall measure a non-current asset (or 

disposal group) classified as held for sale at than lower its carrying amount, and fair 

value minus costs for sale. An entity shall present and disclose information that 

enables users of the financial statements to evaluate the financial effects of 

discontinued operations and disposals of non-current assets (or disposal groups). 

 

IFRS-6 – Exploration for and Evaluation and Mineral resources 

The object of this IFRS is to specify the financial reporting for the exploration for 

and evaluation of mineral resources. Exploration and evaluation assets shall be 

assessed for impairment when facts and circumstances suggest that the carrying 

amount of an exploration and evaluation asset may exceed its recoverable amount. 

An entity shall determine an accounting policy for allocating exploration and 

evaluation assets to cash-generating units or groups of cash-generating units for 

the purpose of assessing such assets for impairment. An entity shall disclose 

information that identifies and explains the amounts recognized in its financial 

statements arising from the exploration for and evaluation of mineral resources. 

 

IFRS-7 – Financial Instruments: Disclosures 

IFRS 7 deals with the disclosure requirements in relation to all risks arising from 

financial instruments (with limited exemptions), and applies to any entity that holds 

financial instruments. The level of disclosure required depends on the extent of the 

entity’s use of financial instruments and its exposure to financial risk. 

 

IFRS-8 – Operating Segments 

IFRS 8 applies to the separate or individual financial statements of an entity whose 

debt or equity instruments are traded in a public market; or that has been filed, or 

is in the process of filing, its (consolidated) financial statements with a securities 

commission or other regulatory organization for the purpose of issuing any class of 

instruments in a public market. 

 

IFRS 8 requires an entity to report financial and descriptive information about its 

reportable segments. An entity shall disclose information to enable users of its 

financial statements to evaluate the nature and financial effects of the business 

activities in which it engages and the economic environments in which it operates. 

 

IFRS-9 – Financial Instruments 
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An entity shall recognize a financial asset in its statement of financial position when 

and only when, the entity becomes party to the contractual provisions of the 

instrument. A financial asset shall be measured at amortized cost when the asset is 

held within a business model whose objective is to hold assets in order to collect 

contractual cash flows and the contractual terms of the financial asset give rise to 

specified dates to cash flows that are solely payments of principal and interest on 

the principal amount outstanding. A Financial asset shall be measured at fair value 

unless it is measured at amortized cost. 

 

Road Map for the application of Ind AS by MCA 

Phase 1: Mandatory for accounting periods beginning on or after 1 April 2016 

A 

• Companies whose equity and/or debt securities are listed, or 

• Companies who are in the process of listing on any stock exchange in India or 

outside India, and 

• Companies having a net worth of 500 crore INR or more. 

B 

• Unlisted companies having a net worth of 500 crore INR or more. 

C 

• Holding, subsidiary, joint venture or associate companies of companies covered in 

(A) and (B). 

• Comparative information required for the period ending 31 March 2016 or 

thereafter. 

• The roadmap does not mention the net worth criteria for holding, subsidiary, joint 

venture or associate companies covered in (C) above. Accordingly, it appears that 

even smaller sized companies in this category will get covered in phase 1. 

 

Phase 2: Mandatory for accounting periods beginning on or after 1 April 2017 

D 

• Companies whose equity and/or debt securities are listed, or 

• Companies who are in the process of listing on any stock exchange in India or 

outside India, and 

• Companies having a net worth of less than 500 crore INR. 

E 

• Unlisted companies having a net worth of 250 crore INR or more but less than 500 

crore INR and not covered in any of the other categories. 

F 

• Holding, subsidiary, joint venture or associate companies of companies covered in 

(D) and (E) 

 

List of Ind AS 

1. I nd AS 101 First-time Adoption of Indian Accounting Standards 

2. Ind AS 102 Share based Payment 

3. Ind AS 103 Business Combinations 

4. Ind AS 104 Insurance Contracts 
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5. Ind AS 105 Non-current Assets Held for Sale and Discontinued Operations 

6. Ind AS 106 Exploration for and Evaluation of Mineral Resources 

7. Ind AS 107 Financial Instruments: Disclosures 

8. Ind AS 108 Operating Segments 

9. Ind AS 1 Presentation of Financial Statements 

10. Ind AS 2 Inventories 

11. Ind AS 7 Statement of Cash Flows 

12. Ind AS 8 Accounting Policies, Changes in Accounting Estimates and Errors 

13. Ind AS 10 Events after the Reporting Period 

14. Ind AS 11 Construction Contracts 

15. Ind AS 12 Income Taxes 

16. Ind AS 16 Property, Plant and Equipment 

17. Ind AS 17 Leases 

18. Ind AS 18 Revenue 

19. Ind AS 19 Employee Benefits 

20. Ind AS 20 Accounting for Government Grants and Disclosure of Government 

Assistance 

21. Ind AS 21 The Effects of Changes in Foreign Exchange Rates 

22. Ind AS 23 Borrowing Costs 

23. Ind AS 24 Related Party Disclosures 

24. Ind AS 27 Consolidated and Separate Financial Statements 

25. Ind AS 28 Investments in Associates 

26. Ind AS 29 Financial Reporting in Hyperinflationary Economies 

27. Ind AS 31 Interests in Joint Ventures 

28. Ind AS 32 Financial Instruments: Presentation 

29. Ind AS 33 Earnings per Share 

30. Ind AS 34 Interim Financial Reporting 

31. Ind AS 36 Impairment of Assets 

32. Ind AS 37 Provisions, Contingent Liabilities and Contingent Assets 

33. Ind AS 38 Intangible Assets 

34. Ind AS 39 Financial Instruments: Recognition and Measurement 

35. Ind AS 40 Investment Property 

 

 

 

 

 

 

 

 

 

 

 

 



For Demo lectures: Visit                      channel “CA CS HARISH A MATHARIYA”  
                                                                        
                                                                                 

         BY CA CS HARISH A MATHARIYA |  YES ACADEMY 8888 235 235 |         HAVE FAITH & PATIENCE 

 

12.33 

Make 

your 

notes 

 

 
IMP POINTS AND PRACTICALS: 

Procedure for issue of Accounting Standard in India by ICAI 

 

 

Status of Accounting Standards issued by ICAI 

For the applicability of accounting standards they are divided into three levels i.e. Level I, II & III 

enterprises. 

Level I Enterprises: Enterprises which fall in any one or more of the following categories, at any 

time during the accounting period, are classified as Level I enterprises: 

(1) Listed enterprises whether in India or outside India. 

(2) Enterprises proposing to list their equity or debt securities 

(3) Banks including co-operative banks. 

(4) Financial institutions. 

(5) Enterprises carrying on insurance business. 

(6) All commercial, industrial and business reporting enterprises, whose turnover for the 

immediately preceding accounting period exceeds f 50 crore. 

(7) All commercial, industrial and business reporting enterprises having borrowings, including 

public deposits, in excess of 10 crore. 

(8) Holding and subsidiary of any one of the above. 

Level II Enterprises: Enterprises following categories are classified as Level II enterprises: 
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(1) All commercial, industrial and business reporting enterprises, whose turnover for the 

immediately preceding accounting period exceeds Rs. 40 lakhs but does not exceed Rs. 50 crore. 

(2) All 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. 

(3) Holding and subsidiary enterprises of any one of the above at any time during the 

accounting period. 

Level III Enterprises: Enterprises which are not covered under Level I and Level II are considered 

as Level III enterprises. 

 

PROBLEMS AS-20 

Problem No. 1] From the following data, calculate basic EPS as per AS-20 assuming that the 

company close its accounting year on 31st December each year. 

Date Particulars No. of shares 

1.1.2019 Equity shares outstanding 1,800 

31.5.2019 Issue of for cash 600 

1.11.2019 Buy Back of shares 300 

Net profit for the year ended 31.12.2019 is 11,57,500. 

Ans.: Computation of weighted average number of equity shares: 

Period No. of shares Cumulative shares Calculation Weighted 

shares 

1.1.2019 to 31.5.2019 1,800 1,800 [1,800 x 5/12] 750 

1.6.2019 to 31.10.2019 600 2,400 [2,400x 5/12] 1,000 

1.11.2019 to 31.12.2019 (300) 2,100 [2,100x 2/12] 350 

    2,100 

 

Basic EPS = Profit available for equity shareholder/Weighted average number of shares 

= 1,57,500/2,100 

= 75 per share 

Alternate method to calculate weighted average number of equity shares: 

Period No. of shares Cumulative 

shares 

Calculation Weighted shares 

1.1.2019 to 31.5.2019 1,800 1,800 [1,800 x 12/12] 1,800 

1.6.2019 to 31.10.2019 600 2,400 [600 x 7/12] 350 
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1.11.2019 to 

31.12.2019 

(300) 2,100 [300 x 2/12] (50) 

    2,100 

 

Problem No. 2] From the following data, calculate basic EPS as per AS-20 assuming that the 

company close its accounting year on 31st December each year. 

Date Particulars No. of shares 

issued 

Nominal value of 

shares 

Amount paid 

1.1.2019 Balance at beginning of 

year 

1,800 Rs.10 Rs.10 

31.10.2019 Issue of shares 600 Rs.10 Rs. 5 

Partly paid shares are entitled to participate in the dividend to the extent of amount paid. Net 

profit for the year ended 31.12.2019 is Rs. 2,22,000. 

Ans.: 

Period No. of shares Cumulative shares Calculation Weighted shares 

1.1.2019 to 31.10.2019 1,800 1,800 [1,800x 10/12] 1,500 

1.11.2019 to 

31.12.2019 

300* 2,100 [2,100x 2/12] 350 

    1,850 

* Since, on partly paid up shares Rs. 5 is paid out of face value Rs. 10. Equivalent shares in terms 

of Rs. 10 shares will be = 600 x 50% = 300 

Basic EPS = Profit available for equity shareholder/Weighted average number of shares 

= 2,22,000/1,850 

= 120 per share 

 

Problem No. 3] State how would you compute, based on AS-20 the weighted average number of 

equity shares in the following cases: 

  No. of Shares 

1st April, 2018 Balance of Equity Shares 4,80,000 

31st August, 2018 Equity shares issued for cash 3,60,000 

1st February, 2019 Equity shares bought back 1,80,000 

31st March, 2019 Balance of equity shares 6,60,000 

Ans.: Computation of weighted average number of equity shares: 
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Period No. of shares Cumulative 

shares 

Calculation Weighted shares 

1.4.2018 to 31.8.2018 4,80,000 4,80,000 [4,80,000 x 5/12] 2,00,000 

1.9.2018 to 31.1.2019 3,60,000 8,40,000 [8,40,000 x 5/12] 3,50,000 

1.2.2019 to 31.3.2019 (1,80,000) 6,60,000 [6,60,000 x 5/12] 1,10,000 

    6,60,000 

Problem No. 4] Compute basic EPS for the year ending 31.3.2017 from the following data. 

1st April, 2016 Balance of Equity Shares (Rs. 100 each fully paid up) 10,000 

1st June, 2016 Equity shares issued (Rs. 100 each, Rs. 70 paid up) 10,000 

1st July, 2016 Equity shares bought back (fully paid-up) 4,000 

1st Nov, 2016 Equity shares issued (Rs. 100 each fully paid-up) 6,000 

Net profit before tax for the year Rs. 12 lakhs 

10% Preference share capital Rs. 50 lakhs 

Tax rate 35% 

Corporate dividend tax 12.5% 

Ans.: Computation of weighted average number of equity shares: 

Period No. of shares Cumulative 

shares 

Calculation Weighted shares 

1.4.2016 to 31.5.2016 10,000 10,000 [10,000 x 2/12] 1,667 

1.6.2016 to 30.6.2016 7,000* 17,000 [17,000 x 1/12] 1,417 

1.7.2016 to 31.10.2016 (4,000) 13,000 [13,000 x 4/12] 4,333 

1.11.2016 to 31.3.2017 6,000 19,000 [19,000 x 5/12] 7,916 

    15,333 

* Since, on partly paid up shares Rs. 7 is paid out of face value Rs. 10. Equivalent shares in terms 

of Rs. 10 shares will be = 10,000 x 70% = 7,000 

Net profit before tax for the year 12,00,000 

(-) Tax @ 35% (4,20,000) 

(-) Preference dividend (5,00,000) 

(-) Corporate dividend tax (62,500) 
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Profit available for equity shareholder 2,17,500 

Basic EPS = Profit available for equity shareholder/Weighted average number of shares 

= 2,17,500/15,333 

= 14.19 per share 

 

Problem No. 5] Z Ltd. provides the following information 

Net profit for the year ended 31.12.2016 - Rs. 18,00,000 

Net profit for the year ended 31.12.2017 - Rs. 60,00,000 

No. of equity shares outstanding until 30th September 2017 - 20,00,000 

Bonus issue 1st October 2017 - 2 equity shares for each equity share 

You required to calculate the EPS for the year ended 31.12.2017. Also state any other compliance 

to be made as per AS-20. 

Ans.: 

EPS for the year ended 31.12.2017: 

Basic EPS = Profit available for equity shareholder/Weighted average number of shares 

= 60,00,000 

= 1.00 per share 

For the year ended 31.12.2017 Z Ltd. had issued bonus shares, hence it should also re-state the 

EPS for earlier year 2016 while stating EPS for current year i.e. 2017. 

Adjusted EPS for year 2016 = Profit available for equity shareholder/Weighted average number 

of shares 

= 18,00,000/60,00,000 

= 0.30 per share 

Since, the bonus issue is an issue without consideration, the issue is treated as if it had occurred 

prior to the beginning of the year 2016, the earliest period reported. 

 

Problem No. 6] Compute adjusted earnings per share and basic earnings per share based on the 

following information: 

Net profit 2017-2018 111,40,000 

Net profit 2018-2019 Rs. 22,50,000 

No. of equity shares outstanding until 31.12.2018 5,00,000 

Bonus issue on 1st January, 2019,1 equity share for each equity share outstanding as at 31st 

December, 2018. 

Ans.: EPS for the year 2018-2019: 

Basic EPS = Profit available for equity shareholder/Weighted average number of shares 

= 22,50,000/10,00,000 

= 2.25 per share 

For the year 2018-2019, the company had issued bonus shares, hence it should also re-state the 

EPS for earlier year 2017-2018 while stating EPS for current year i.e. 2018-2019. 

Adjusted EPS for year 2017-2018 = Profit available for equity shareholder/Weighted average 

number of shares 
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= 11,40,000/10,00,000 

= 1.14 per share 

Since, the bonus issue is an issue without consideration, the issue is treated as if it had occurred 

prior to the beginning of the year 2017-2018, the earliest period reported. 

 

Problem No. 7] X Co. Ltd. supplied the following information. You are required to compute the 

basic EPS: 

Net profit for the Year 2018 : Rs. 20,00,000 

Net profit for the Year 2019 : Rs. 30,00,000 

No. of shares outstanding prior to right issue : 10,00,000 shares 

Right issue - One new share for each four outstanding i.e., 2,50,000 shares. 

Right issue price - Rs. 20 

Last date of exercise rights - 31.3.2019. 

Fair value of one equity share immediately prior to exercise of rights on 31.3.2019 - Rs. 25  

Ans.: Computation of theoretical ex-rights fair value per share: 

(No. of shares before right issue x Fair value before right issue) + (No. of right shares x Right issue 

price) (No. of shares before right issue + No. of right shares) 

(10,00,000 x 25) + (2,50,000 x 20) 

(10,00,000 + 2,50,000) 

2,50,00,000 + 50,00,000 

12,50,000 

= 24 

Computation of adjustment factor: 

Adjustment Factor =  Fair value before right issue/Theoretical ex-right price 

= 25/24 

= 1.042 

Computation of weighted average number of shares: 

Period No. of shares Cumulative 

shares 

Calculation Weighted 

Shares 

1.1.2019 to 

31.3.2019 

10,00,000 10,00,000 [10,00,000 x 3/12 x 

1.042] 

2,60,500 

1.4.2019 to 

31.12.2019 

2,50,000 12,50,000 [ 12,50,000 x 9/12] 9,37,500 

    11,98,000 

Basic EPS = Profit available for equity shareholder/Weighted average number of shares 

= 30,00,000/11,98,000 

= 2.50 per share 

Basic EPS for previous year =Profit available for equity shareholder/Weighted average number 

of shares 
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= 20,00,000/10,00,000 

= 2.00 per share 

Adjusted EPS for previous year = Profit available for equity shareholder/Weighted average 

number of shares x Adjustment Factor 

= 20,00,000/10,00,000 x 1.042 

= 1.92 per share 

 

Problem No. 8] The following information is available for Raja Ltd. for the accounting years 2016-

2017 and 2017-2018: 

Net profit for Year 2016-2017 Rs. 25,00,000 

Net profit for Year 2017-2018 Rs. 40,00,000 

No. of shares outstanding prior to right issue 12,00,000 shares. 

Right issue : One new share for each 3 outstanding i.e. 4,00,000 shares : Right issue price Rs. 22 

: Last date to exercise rights 30-6-2017 

Fair value of one equity share immediately prior to exercise of rights on 30-6-2017 = Rs. 28. 

You are required to compute the basic earnings per share for the years 2016-2017 and 2017-

2018. 

Ans.: Computation of theoretical ex-rights fair value per share: 

(No. of shares before right issue x Fair value before right issue) + (No. of right shares x Right issue 

price) (No. of shares before right issue + No. of right shares) 

(12,00,000 x 28) + (4,00,000 x 22) 

(12,00,000 + 4,00,000) 

3,36,00,000 + 88,00,000 

16,00,000 

= 26.5 

Computation of adjustment factor: 

Adjustment Factor =Fair value before right issue/Theoretical ex-right price 

= 28/26.5 

= 1.057 

Computation of weighted average number of shares: 

Period No. of shares Cumulative 

shares 

Calculation Weighted 

Shares 

1.4.2017 to 

30.6.2017 

12,00,000 12,00,000 [12,00,000 x 3/12 x 

1.057] 

3,17,100 

1.7.2017 to 

31.3.2018 

4,00,000 16,00,000 [16,00,000 x 9/12] 12,00,000 

    15,17,100 
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Basic EPS for current year = Profit available for equity shareholder/Weighted average number of 

shares 

= 40,00,000/15,17,100 

= 2.64 per share 

Basic EPS for previous year = Profit available for equity shareholder/Weighted average number 

of shares 

= 25,00,000/12,00,000 

= 2.08 per share 

Adjusted EPS for previous year =Profit available for equity shareholder/Weighted average 

number of shares x Adjustment Factor 

= 25,00,000/12,00,000 x 1.057 

= 1.97 per share 

 

DILUTED EPS 

Problem No. 9] From the following information relating to X Ltd., calculate Diluted Earnings Per 

Share as per AS-20: 

Net profit for the current year Rs. 2,00,00,000 

Number of equity shares outstanding 40,00,000 

Number of 11% convertible debentures of Rs. 100 each 50,000 

(Each debenture is convertible into 8 equity shares) 

Tax rate 30% 

Ans.: Calculation of EPS: 

EPS = Profit available for equity shareholder/Weighted average number of shares 

= 2,00,00,000/40,00,000 

= 5.00 

Calculation of diluted EPS: 

Net profit for the current year 

(+) Saving in interest expenses due conversion of debenture in to equity shares (-) 

Increase in tax due saving in interest expenses (5,50,000 x 30%) 

Adjusted net profit 

2,00,00,000 

5,50,000 

(1,65,000) 

2,03,85,000 

 

No. of equity shares before conversion of debenture in to shares 

Additional equity shares resulting to due to conversion of debentures (50,000 x 8) 

Adjusted shares after conversion of debenture in to shares 

40,00,000 

4,00,000 

44,00,000 

 

Diluted EPS = Adjusted net profit/Adjusted shares after conversion of debenture in to shares 

= 2,03,85,000/44,00,000 

= 4.63 
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Institute of Company Secretaries of India (ICSI) 

The Institute of Company Secretaries of India (ICSI) is the only recognized professional 
body in India to develop and regulate the profession of Company Secretaries in India. It 
is a premier national professional body set-up under an act of Parliament, the Company 
Secretaries Act, 1980. ICSI functions under the jurisdiction of the Ministry of Corporate 
Affairs, Government of India. The Institute provides top-quality education to the 
students of Company Secretaries (CS) Course and best quality set standards to CS 
Members. 

ICSI has been contributing to the initiatives of Government of India that have potential 
to excel the social economic growth of India. 

A Company Secretary is a senior position in a private or public sector organization, 
normally in the form of a managerial position or above. 

The Company Secretary is responsible for the efficient administration of a company, 
particularly with regard to ensuring compliance with statutory and regulatory 
requirements and for ensuring that decisions of the board of directors are implemented. 

Despite the name, the role is not clerical or secretarial. The Company Secretary ensures 
that an organization complies with relevant legislation and regulation and keeps board 
members informed of their legal responsibilities. 

Company Secretaries are the company's representative on legal documents and it is their 
responsibility to ensure that the company and its directors operate within the law. It is 
also their responsibility to register and communicate with shareholders, to ensure that 
dividends are paid and to maintain company records, such as lists of directors and 
shareholders, and annual accounts. 

 

Institute of Chartered Accountants of India 

The Institute of Chartered Accountants of India (ICAI) is the national professional 
accounting body of India. It was established on 1st July 1949 as a statutory body under 
the Chartered Accountants Act, 1949 enacted by the Parliament to regulate the 
profession of Chartered Accountancy in India. 

ICAI is the second largest professional Accounting & Finance body in the world. ICAI is 
the only licensing cum regulating body of the financial audit and accountancy profession 
in India. It recommends the accounting standards to be followed by companies in India 
to National Advisory Committee on Accounting Standards (NACAS) and sets the 
accounting standards to be followed by other types of organizations. 

ICAI is solely responsible for setting the Standards on Auditing (SAs) to be followed in the 
audit of financial statements in India. It also issues other technical standards like 
Standards on Internal Audit (SIA), Corporate Affairs Standards (CAS) etc. to be followed 
by practicing Chartered Accountants. It works closely with the Government of India, RBI 
and the SEBI in formulating and enforcing such standards. 

Only a member of IC AI can be appointed as statutory auditor of a company under the 
Companies Act, 2013. 

The Institute of Chartered Accountants of India was established under the Chartered 
Accountants Act, 1949 passed by the Parliament of India with the objective of regulating 
accountancy profession in India. It prescribes the qualifications for a Chartered 
Accountant, conducts the requisite examinations and grants license in the form of 
Certificate of Practice. Apart from this primary function, it also helps various government 
agencies like RBI, SEBI, MCA, CAG, IRDA, etc. in policy formulation. 

        National and International Accounting Authorities 
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ICAI actively engages itself in aiding and advising economic policy formulation. It also 
examines the various taxation laws, rules, regulations, circulars, notifications, etc. which 
may be enacted or issued by the Government from time to time and to send suitable 
memoranda containing suggestions for improvements in the respective legislation. 

 

Institute of Cost Accountants of India What are the objectives of the Institute of Cost 
Accountants of India 

The Institute of Cost Accountants of India (ICMAI), previously known as the Institute of 
Cost & Works Accountants of India (ICWAI), is a premier statutory professional 
accountancy body in India with the objects of promoting, regulating and developing the 
profession of Cost Accountancy. On 28th May, 1959, the Institute was established by a 
special act of Parliament, namely, the Cost and Works Accountants Act, 1959 as a 
statutory professional body for the regulation of the profession of cost and management 
accountancy. 

It is the only licensing cum regulating body of Cost & Management Accountancy 
profession in India. It recommends the Cost Accounting Standards to be followed by 
companies in India to which statutory maintenance of cost records applicable. 

ICMAI is solely responsible for setting the auditing and assurance standards for statutory 
Cost Audit to be followed in the Audit of Cost statements in India. It also issues other 
technical guidelines on several aspects like Internal Audit, Management Accounting etc. 
to be followed by practicing Cost Accountants while discharging their services. It works 
closely with the industries, various departments of Government of India, State 
governments in India and other Regulating Authorities in India e.g. RBI, Insurance 
Regulatory and Development Authority, Securities and Exchange Board of India etc. on 
several aspects of performance, cost optimization and reporting. 

Objectives of the Institute of Cost Accountants of India: 

♦ To develop the Cost and Management Accountancy function as a powerful tool of 
management control in all spheres of economic activities. 

♦ To promote and develop the adoption of scientific methods in cost and 
management accountancy. 

♦ To develop the professional body of members and equip them fully to discharge 
their functions and fulfil the objectives of the Institute in the context of the developing 
economy. 

♦ To keep abreast of the latest developments in the cost and management 
accounting principles and practices, to incorporate such changes are essential for 
sustained vitality of the industry and other economic activities. 

♦ To exercise supervision for the entrants to the profession and to ensure strict 
adherence to the best ethical standards by the profession. 

♦ To organize seminars and conferences on subjects of professional interest in 
different parts of the country for professional growth. 

♦ To carry out research and publication activities covering various economic spheres 
and the publishing of books and booklets for spreading information of professional 
interest to members in industrial, education and commercial units in India and abroad. 
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IFRS Foundation 

The IFRS Foundation is a not-for-profit international organization responsible for 
developing a single set of high-quality global accounting standards, known as IFRS 
Standards. 

The mission of the foundation is to develop standards that bring transparency, 
accountability and efficiency to financial markets around the world. Their work serves 
the public interest by fostering trust, growth and long term financial stability in the global 
economy. 

International organizations responsible for the well being of the global economy support 
their work, including the G20, the Financial Stability Board and the World Bank. 

IFRS Standards are now required in more than 125 jurisdictions, with many others 
permitting their use. 

IFRS Foundation's Three-Tier Structure: The IFRS Foundation has a three-tier 
governance structure, based on an independent standard-setting Board of experts 
(International-Accounting Standards Board), governed and overseen by Trustees from 
around the world (IFRS Foundation Trustees) who in turn are accountable to a 
monitoring board of public authorities (IFRS Foundation Monitoring Board). 

The IFRS Advisory Council provides advice and counsel to the Trustees and the Board, 
whilst the Board also consults extensively with a range of other standing advisory bodies 
and consultative groups. 

Trustees of the IFRS Foundation (Trustees): The Trustees are responsible for the 
governance and oversight of the International Accounting Standards Board (Board). 

The Trustees are not involved in any technical matters relating to IFRS Standards. This 
responsibility rests solely with the Board. The Trustees are accountable to the Monitoring 
Board, a body of publicly accountable market authorities. 

Trustees are appointed for a renewable term of three years. Each Trustee is expected to 
have an understanding of, and be sensitive to, international issues relevant to the 
success of an international organization responsible for the development of high quality 
global accounting standards for use in the world's capital markets and by other users. 

Michel Prada was appointed Chairman of the IFRS Foundation Trustees, effective 1 
January 2012, and his second term ran until 31 December 2017. He will remain in position 
until a successor is in his place. 

The Trustees' responsibilities include, but are not limited to: 

♦ Appointing members of the Board, the IFRS Interpretations Committee and the 
IFRS Advisory Council. 

♦ Establishing and amending the operating procedures, consultative arrangements 
and due process for the Board, the Interpretations Committee and the Advisory Council.  

♦ Reviewing annually the strategy of the Board and assessing its effectiveness. 

♦ Ensure the financing of the IFRS Foundation and approve annually its budget. 

In exercising their governance responsibilities, the Trustees may reconsider or amend 
the Boar d s due process or recommend, for example, improvements to the Board's 
outreach activities. In addition, the constitution requires the Trustees to undertake a 
formal, public review of the structure of the IFRS Foundation, its governance 
arrangements and its effectiveness in fulfilling the organizations objectives every 5 years. 

The Trustees are accountable to a Monitoring Board of public authorities. The Trustees' 
reports to the Monitoring Board are available on the Trustees' meeting pages. 
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IFRS Advisory Council 

The Advisory Council is the formal advisory body to the International Accounting 
Standards Board (the Board-IASB) and the Trustees of the IFRS Foundation. It consists of 
a wide range of representatives from groups that are affected by and interested in the 
Board's work. 

These include investors, financial analysts and other users of financial statements, as well 
as preparers, academics, auditors, regulators, professional accounting bodies and 
standard-setters. 

43 organizations from across the world are represented on the Advisory Council, with 49 
individual members. 

Three additional organizations are official observers. Members of the Advisory Council 
are appointed by the Trustees. 

The Advisory Council meets at least two times a year for a period of two days, in London. 
The Chairman of the Board, the Director of Technical Activities, the Director of Research, 
the Director of Implementation Activities and Board members and staff who are 
responsible for items on the Advisory Council meeting agenda are normally required to 
attend the meetings. 

IASB staff normally provides an update for the Advisory Council, and invite questions and 
comments from Council members. Depending on the issue, the Chairman of the meeting 
may call for a formal poll to demonstrate to the Board the extent of support within the 
Advisory Council for a particular point of view. 

The Board consults the IFRS Advisory Council on its: 

♦ Technical agenda 

♦ Project priorities 

♦ Project issues related to application and implementation of IFRS Standards 

♦ Possible benefits and costs of particular proposals. 

The Advisory Council also provides advice on single projects with a particular emphasis 
on practical application and implementation issues, including matters relating to existing 
standards that may warrant consideration by the IFRS Interpretations Committee. 

The Advisory Council serves as a sounding board for the Board, and can be used to gather 
views that supplement the normal consultative process. 

If the Board ultimately takes a position on a particular issue that differs from a polled 
expression of the Advisory Council, the Board gives the Advisory Council its reasons for 
coming to a different position. 

 

Financial Reporting Council (UK) 

The FRC is a company limited by guarantee, partly funded by government and the 
industry and its board of directors is appointed by the Secretary of State for Business, 
Innovation and Skills. It and its subsidiaries play crucial roles in the oversight and 
development of corporate governance standards in the UK and the Republic of Ireland, 
such as the UK Corporate Governance Code and standards for the accounting industry. 

The FRC board is supported by three committees: 

♦ Codes & Standards Committee 

♦ Executive Committee 

♦ Conduct Committee 

The Codes and Standards Committee advise the FRC board on matters relating to codes, 
standard-setting and policy questions, through its Accounting, Actuarial and Audit & 
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Assurance Councils (formerly Audit Practices Board). The Conduct Committee advise the 
FRC Board in matters relating to conduct activities to promote high quality corporate 
reporting, including monitoring, oversight, investigative 

and disciplinary functions, through its Monitoring Committee and Case Management 
Committee. The Executive Committee will support the Board by advising on strategic 
issues and providing day-to-day oversight of the work of the FRC. 

 

Accountancy & Actuarial Discipline Board of UK 

The Accountancy & Actuarial Discipline Board is the independent, investigative and 
disciplinary body for accountants and actuaries in the United Kingdom. The AADB was 
formerly known as the Accountancy Investigation & Discipline Board (AIDB). It changed 
its name to the AADB on August 16,2007. The AADB Scheme establishes the framework 
and sets in place the legal formalities of participation between the AADB and the 
Participating Accountancy Bodies i.e. the Institute of Chartered Accountants in England 
and Wales (ICAEW), the Association of Chartered Certified Accountants (ACCA), the 
Chartered Institute of Management Accountants (CIMA), and the Chartered Institute of 
Public Finance and Accountancy (CIPFA), The Institute of Chartered Accountants of 
Ireland, and the Institute of Chartered Accountants of Scotland. 

As of 2010 the AADB has a substantial workload including investigations into the conduct 
of professional firms, such as EY, that had advised Lehman Brothers, JP Morgan, 
Connaught, Aero Inventory, and BAE. 

 

Professional Oversight Board 

The Professional Oversight Board (POB) is a UK regulatory body specializing in the 
accounting, auditing, and actuarial professions. It is a part of the Financial Reporting 
Council (FRC), the independent regulator of corporate governance and reporting in the 
UK. The Board's stated purpose is to support the FRC's goal of investor and public 
confidence in the financial governance of business organizations. The Board provides 
assurance that professional accountancy bodies are properly setting standards and 
enforcing discipline for their members, in accordance with the Companies Act, 2006 and 
other statutory requirements. The POB can carry out inspections on behalf of the FRC, 
but if any shortcomings are found, sanctions can only be imposed by the professional 
bodies. However, if a complaint raises concerns that a professional accountancy or 
actuarial body may have breached significantly its own standard procedures in the 
handling of a complaint about their member, the POB will normally seek the comments 
of the relevant body and look at papers relating to the case as appropriate. The Board 
will then normally write to the complainant to tell them the outcome of their 
consideration of the matter and whether the body proposes to take any action based on 
their comments. The POB does not have the power either to overturn any decision which 
the body has made in a case or to direct how the body should handle a case. 

The Board also operates an Audit Inspection Unit (AIU) that oversees auditing 
organizations and makes recommendations for appropriate regulatory actions by 
governmental and professional authorities. As part of its oversight of the actuarial 
profession, the Board monitors the activities of actuarial organizations with regard to the 
education, discipline, ethical standards and continuing professional development of their 
members. The Board also seeks to provide a framework for the evaluation of the quality 
and effectiveness of actuarial work. 
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European Financial Reporting Advisory Group (EFRAG)? What is the role of the EFRAG 
General Assembly? 

The European Financial Reporting Advisory Group (EFRAG) is a private association 
established in 2001 with the encouragement of the European Commission to serve the 
public interest. Its Member Organizations are European stakeholders and National 
Organizations having knowledge and interest in the development of IFRS and how they 
contribute to the efficiency of capital markets. 

EFRAG's mission is to serve the European public interest by developing and promoting 
European views in the field of financial reporting and ensuring these views are properly 
considered in the IASB standard-setting process and in related international debates. 
EFRAG ultimately provides advice to the 

European Commission on whether newly issued or revised IFRS meet the criteria in the 
IAS Regulation for endorsement for use in the EU, including whether endorsement would 
be conducive to the European public good. 

EFRAG is a member of the European delegation to the IASB Accounting Standards 
Advisory Forum (ASAF), a member of the International Forum of Accounting Standard 
Setters (IFASS) and has bilateral relationships with regional or national groups interested 
and involved in IFRS development. EFRAG also participates in the World Standard Setters 
meeting. The EFRAG Board President is a member of the IFRS Advisory Council. 

Whilst EFRAG's draft comment letters are published as a basis for EFRAG's due process 
in Europe, it is widely acknowledged that they attract interest way beyond Europe. 

EFRAG seeks input from all stakeholders, and obtains evidence about specific European 
circumstances, throughout the standard-setting process and in providing our 
endorsement advice. Its legitimacy is built on transparency, governance, due process 
(which may include field tests, impact analyses and outreaches), public accountability 
and thought leadership. This enables EFRAG to speak convincingly, clearly and 
consistently, and be recognized as the European Voice in financial reporting. 

Role of the EFRAG General Assembly: Alongside fulfilling the legal requirements under 
the Belgian law for international associations and deciding over the statutes, internal 
rules and membership of EFRAG, the EFRAG General Assembly is in charge of: 

♦ Approving the financial statements and the budget of next year. 

♦ Appointing the President, Vice-President and members of the Board. The President 
of the Board is nominated by the European Commission after having heard the Council 
of the European Union and the European Parliament. 

♦ Exercising general oversight over the Board, whilst respecting the Board's exclusive 
responsibility for the positions taken on all financial reporting matters. 

 

American Institute of Certified Public Accountants 

Founded in 1887, the American Institute of Certified Public Accountants (AICPA) is the 
national professional organization of Certified Public Accountants (CPAs) in the United 
States, with more than 

4,18,000 members in 143 countries in business and industry, public practice, 
government, education, student affiliates and international associates. It sets ethical 
standards for the profession and U.S. auditing standards for audits of private companies, 
non-profit organizations, federal, state and local governments. It also develops and 
grades the Uniform CPA Examination. 

History: The AICPA and its predecessors date back to 1887, when the American 
Association of Public Accountants (AAPA) was formed In 1916, the American Association 
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of Public Accountants was succeeded by the Institute of Public Accountants, at which 
time there was a membership of 1,150. The name was changed to the American Institute 
of Accountants in 1917 and remained so until 1957, when it changed to its current name 
of the American Institute of Certified Public Accountants. The American Society of 
Certified Public Accountants was formed in 1921 and acted as a federation of state 
societies. The Society was merged into the Institute in 1936 and, at that time, the 
Institute agreed to restrict its future members to CPAs. 

In January 2012, the AICPA entered into a joint venture with the Chartered Institute of 
Management Accountants (CIMA), a partnership that produced the Chartered Global 
Management Accountant (CGMA) designation. In 2014, the AICPA and the CIMA co-
created the Global Management Accounting Principles (GMAPs). These principles, the 
result of research from across 20 countries in five continents, aim to guide best practices 
in the discipline of management accounting. 

In June 2016, members of both the AICPA and CIMA approved evolving the joint venture 
through the creation of a new international association. The Association of International 
Certified Professional 

Accountants launched in 2017, bringing together the expertise and capabilities of the 
AICPA and CIMA to strengthen the entire accounting profession - both public and 
management accounting - through stronger advocacy, enhanced member resources and 
a broader platform to reach the next generation. The AICPA and CIMA membership 
bodies remain and provide all existing benefits to members. 

 

Australian Accounting Standards Board (AASB) 

The Australian Accounting Standards Board (AASB) is an Australian Government agency 
that develops and maintains financial reporting standards applicable to entities in the 
private and public sectors of the Australian economy. Also, the AASB contributes to the 
development of global financial reporting standards and facilitates the participation of 
the Australian community in global standard setting. The AASB's functions and powers 
are set out in the Australian Securities and Investments Commission Act, 2001. The 
Australian Securities and Investments Commission's (ASIC's) role is to enforce and 
regulate company and financial services laws to protect Australian consumers, investors 
and creditors. The AASB uses a conceptual framework to develop and evaluate 
accounting standards. 

The AASB makes Australian Accounting Standards, including Interpretations, to be 
applied by: 

(a) Entities required by the Corporations Act, 2001 to prepare financial reports; 

(b) Governments in preparing financial statements for the whole of government and 
the General Government Sector (GGS); and 

(c) Entities in the private or public for-profit or not-for-profit sectors that are reporting 
entities or that prepare general purpose financial statements. 

AASB 1053 Application of Tiers of Australian Accounting Standards establishes a 
differential reporting framework consisting of two tiers of reporting requirements for 
preparing general purpose financial statements: 

(a) Tier 1: Australian Accounting Standards and 

(b) Tier 2: Australian Accounting Standards - Reduced Disclosure Requirements. 

AASB Board: The Board comprises 11 members including the Chair. The Chair is 
appointed by the Minister for Superannuation and Corporate Law and members, from a 
variety of backgrounds, are appointed by the Financial Reporting Council (FRC). 
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The AASB is committed to developing, in the public interest, a single set of high quality, 
understandable accounting standards that require transparent and comparable 
information in general purpose financial statements. 

The Minister: The Minister appoints the chairman of the AASB. The Chairman of the 
AASB is accountable to the Minister regarding the operations of the AASB and the Office 
of the AASB. 

Financial Reporting Council (FRC): Responsible to the Minister, the FRC provides broad 
strategic direction and advice to the AASB and has oversight of the process for setting 
accounting standards in Australia. The FRC appoints Board members to the AASB for 
various terms. 

 

Financial Reporting & Assurance Standards Canada  

Canada's financial reporting and assurance standards boards and oversight councils 
comprise the 

Accounting Standards Oversight Council, Accounting Standards Board, Public Sector 
Accounting Board, 

Auditing and Assurance Standards Oversight Council, and Auditing and Assurance 
Standards Board. 

The boards establish and maintain standards on accounting and auditing to serve the 
public interest. The oversight councils appoint board members and oversee and provide 
input into the boards' activities, ensuring that the process for setting standards functions 
as it should. 

Members of the boards and oversight councils are mainly volunteers and represent a 
wide range of individuals with various backgrounds from both the private and public 
sectors, such as financial statement preparers and users, auditors, academics and 
regulators. 

The diverse makeup of the boards and oversight councils' volunteer members ensures 
that differing viewpoints are considered when developing standards. 

This enables the boards and oversight councils to serve the public interest through a 
process free of undue influence from specific professions, organizations and other 
groups. 

 

Canadian Institute of Chartered Accountants 

The Canadian Institute of Chartered Accountants was incorporated by an Act of the 
Parliament of Canada in 1902, which later became known as the Canadian Institute of 
Chartered Accountants Act. 

The CICA developed and supported accounting, auditing and assurance standards for 
organizations in Canada, developed and delivered education programs, and issued the 
professional designation of Chartered Accountant. The CICA was a founding member of 
the International Federation of Accountants and the Global Accounting Alliance. 

It is a non-profit organization for accounting professionals in Canada. CICA has developed 
GAAP (generally accepted accounting principles) for Canadian accounting, and publishes 
guidance and educational materials on a number of accounting-related topics. It is one 
of the founding members of the International Federation of Accountants (IFAC) and the 
Global Accounting Alliance (GAA). 

Founded in 1902, the CICA has grown to become the primary professional organization 
for Chartered Accountants in Canada. The institution was originally known as the 
Dominion Association of Chartered Accountants. As of 2010, the CICA boasts a 



Make 

your 

notes  
 

 
                                                                        
                                                                                 

  
 

13.9 

membership of approximately 75,000 CAs and around 12,000 students both in Canada 
and Bermuda. 

 

Accounting Standards Board of Japan (ASBJ) 

The Financial Accounting Standards Foundation (FASF) a private sector organization to 
include the Accounting Standards Board (ASB) was established to contribute to the sound 
development of financial practices in Japan and sound capital markets by making 
recommendations and contributions to the international accounting system by studying, 
researching, and developing generally accepted accounting standards, and by studying 
and researching disclosure system and various other practices pertinent to business 
finance systems. 

To accomplish these objectives, the FASF will implement the following activities: 

1. To study, research, and develop generally accepted accounting standards. 

2. To study and research disclosure systems, as well as various other practices 
pertinent to business finance systems. 

3. To make recommendations based on the results of activities mentioned in the 
preceding two items. 

4. On a broader level, to help develop and improve international accounting 
standards. 

5. Other businesses necessary to discharge the objectives of the FASF. 
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ADOPTION, CONVERGENCE & INTERPRETATION OF IFRS & ACCOUNTING STANDARDS 
 IN INDIA 

Objective of International Accounting Standards 

The objective of international accounting standards are to improve and harmonize 
company reporting around the world. 

The IAS has following objectives: 

(1) To formulate and publish international accounting standards 

(2) To promote their worldwide acceptance and observation. 

(3) To develop in public interest understandable and enforceable global accounting 
standards that require high quality, transparent and comparable information in financial 
statements. 

(4) To promote the use and rigorous application of those standards. 

(5) To bring about convergence of national accounting standards and international 
accounting standards.  

 

Non-acceptability of international Accounting Standards 

Accounting practices in different countries are different due to their different legislative 
requirement, social and economic condition long standing practices, tax structure and 
organized professional accounting whenever multinational company have different way 
working than national company. Worldwide contradictions of views have been noticed 
in the national standard setting bodies and international bodies. There is a glaring 
diversity in accounting practices in different countries which require harmonization for 
evolving uniform accounting standard for world wide application. 

The above discussed factors are the basic reason for non-acceptability of International 
Accounting Standard throughout the world. 

 

International Financial Reporting Standards (IFRS) 

The world is getting smaller and smaller, globalization has made it possible to accept the 
world as one market. For better understanding of the business reporting and consistency 
in accounting policies, there was an urgent need to align to one global accounting 
language. Application of a single set of accounting requirements would increase the 
comparability of different entities. This is the reason for more than 120 countries to 
follow global accounting standards i.e. International Financial Reporting Standards 
(IFRS). 

The organization communicates its financial position using financial statements and 
reports. For any communication to be effective and efficient, the language must be the 
same. It will be difficult to communicate if the language is different i.e. comparing, 
analyzing, etc. of financial statements of different organization will be difficult. The 
problem of uniform reporting of financial statement had overcome by introduction of 
common set of standards known as Accounting Standards. 

If the financial accounting process is not properly regulated, there is possibility of 
financial statements being misleading, tendentious and providing a distorted picture of 
the business, rather than the true state of affairs. In order to ensure transparency, 
consistency, comparability, adequacy and reliability of financial reporting, it is essential 
to standardize the accounting principles and policies. 

Accounting standards are written policy documents issued by expert accounting body or 
by government or other regulatory body covering the aspects of recognition, 
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IFRS AND IND AS 

measurement, treatment, presentation and disclosure of accounting transactions in the 
financial statements. 

Every country has its own set of local accounting standards for recognition, 
measurement, presentation & disclosure of financial statement. 

In India, local standards are known as Accounting Standards (AS) issued by Accounting 
Standard Board (ASB) in consultation with Institute of Chartered Accountants of India 
(ICAI). 

International Financial Reporting Standards (IFRSs): IFRSs refers to the entire body of 
IASB pronouncements, including standards and interpretations approved by the 
International Accounting Standard Board (IASB) & IASs and SIC interpretations approved 
by the predecessor International Accounting Standards Committee (IASC) 

Broadly, IFRS consist of - 

♦ 9 International Financial Reporting Standard (IFRS) 

♦ 29 International Accounting Standard (IAS) 

♦ 16 International Financial Reporting Interpretation 

♦ 11 Standard Interpretation 

In simple words, IFRS are AS of the World. 

The Accounting Standards (AS) issued by ICAI are prepared on the basis of the Indian 
environment, while International Financial Reporting Standards (IFRS) are prepared by 
considering the global environment as a whole. The Indian environment and Global 
environment are different which leads to a huge gap between AS issued by ICAI & IFRS 
issued by IASB. So as to bridge the gap between AS & IFRS, ICAI issued Indian Accounting 
Standard converged with IFRS (formally known as Ind AS) 

 

Convergence of Indian Accounting Standards (IAS) with International Financial 
Reporting Standards (IFRS). OR 

Roadmap for implementation of Indian Accounting Standards (Ind AS) to achieve 
convergence with IFRS (International Financial Reporting Standards). 

India, being one the important emerging countries has also committed to convergence 
of its Indian Accounting Standards (Indian GAAP) with IFRS in a phased manner. While 
the initial roadmap was to achieve convergence in three phases starting April 2011 and 
ending April 2014, it could not be implemented due to various reasons. 

A revised roadmap for implementation of Indian Accounting Standards (Ind AS) finalized 
by the council of the ICAI (Institute of Chartered Accountants of Indian), at its last 
meeting, held on 20-22nd March, 2014 (wide its press release on 24th March 2014) has 
been submitted to the ministry of corporate affairs (MCA) for its consideration. As stated 
in earlier roadmaps for achieving convergence, there shall be two separate sets of 
Accounting Standards notified under the Companies Act, 1956. First set would comprise 
the Indian Accounting Standards converged with the IFRSs which shall be applicable for 
preparation of consolidated financial statements as defined in the Companies Act, 2013, 
of the specified class of companies. The second set would comprise the existing notified 
Accounting Standards (AS) and shall be applicable for preparation of individual financial 
statements of the companies preparing consolidated financial statement as per Ind AS 
and for financial statement of other companies. 

As per the roadmap, the first set of Accounting Standards i.e. converged Indian 
Accounting Standards (Ind AS) shall be applied to the following specified class of 
companies for preparing their first Indian Accounting Standards (Ind AS) consolidated 
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financial statements for the accounting period beginning on or after 1st April, 2016, with 
comparatives for the year ending 31st March 2016 or thereafter. 

Road Map for the application of Ind AS by MCA: 

Phase 1: Mandatory for accounting periods beginning on or after 1st April 2016 

(A) 

♦ Companies whose equity and/or debt securities are listed 

♦ Companies who are in the process of listing on any stock exchange in India or 
outside India 

♦ Companies having a net worth of ` 500 Crore or more. 

(B) 

♦ Unlisted companies having a net worth of ` 500 Crore or more. 

(C) 

♦ Holding, subsidiary, joint venture or associate companies of companies covered in 

(A) and ♦ Comparative information required for the period ending 31st March 2016 or 
thereafter. 

The roadmap does not mention the net worth criteria for holding, subsidiary, joint 
venture or associate companies covered in (C) above. Accordingly, it appears that even 
smaller sized companies in this category will get covered in Phase 1. 

Phase 2: Mandatory for accounting periods beginning on or after 1st April 2017 

(D) 

♦ Companies whose equity and/or debt securities are listed 

♦ Companies who are in the process of listing on any stock exchange in India or 
outside India 

♦ Companies having a net worth of less than ` 500 Crore. 

(E) 

♦ Unlisted companies having a net worth of ` 250 Crore or more but less than ` 500 
Crore and not covered in any of the other categories. 

(F) 

♦ Holding, subsidiary, joint venture or associate companies of companies covered in 
(D) and (E)  

 

Advantages of International Financial Reporting Standards 

Following are some of the advantages of IFRS: 

♦ Facilitate increased comparability of financial information between companies 
operating in different countries. 

♦ The financial reporting process would become more transparent. 

♦ The standardization of accounting methodology provides creditors and investors 
with the ability to analyze businesses around the world using the same financial 
methods. 

♦ It would also permit international capital to flow more freely. 

♦ It would give investors a better understanding to the financial statements and 
assess the investment opportunities in other countries. 

♦ It would also benefit the accounting professionals as they will be able to sell their 
services in the different parts of the world. 
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All these benefits of IFRS have prompted many countries to pursue convergence of 
national Accounting Standards with IFRS. India has also decided to facilitate the 
convergence of the Indian Accounting Standards with IFRS and in this direction all 
existing Accounting Standards are being revised and converged with corresponding 
IAS/IFRS. Convergence of entire world towards IFRS would benefit the corporate sector, 
investors, regulators and facilitate economic growth as a whole. 

 

Distinguish between: IFRS & IGAAP 

Following are the main points of difference between IFRS & IGAAP: 

Points IFRS IGAAP 

First time 
adoption 

Full retrospective application of IFRS 
to Profit & Loss A/ c and Balance 
Sheet. 

Reconciliation of Profit & Loss A/c 
and Balance Sheet in respect of last 
year reported numbers under 
previous GAAP. 

No needs to prepare reconciliation on 
first time adoption 

Component
s of 
Financial 
Statements 

Comprises of Balance Sheet, Profit & 
Loss A/c, Cash Flow Statement, 
changes in equity and accounting 
policy and notes to Accounts 

Comprises of Balance Sheet, Profit 
and Loss A/c. Cash Flow Statement (if 
applicable), and Notes to Accounts. 

Balance 
Sheet 

No particular format, a current/non-
current presentation of assets and 
liabilities is used. 

As per Format Prescribed in Schedule 
to the Companies Act for Companies, 
adherence to Banking Regulation for 
Banks etc. 

Income 

Statement 

No particular format prescribed (IAS-
1) 

As per Format Prescribed in to the 
Companies Act (AS-1). 

Cash Flow 
Statements 

Mandatory for all entities (IAS-7) Level 3 entities are exempted (AS-3) 

Dividends Liability to be recognized in the 
period when dividend is declared. 
(IAS-10) 

Recognized as an appropriation 
against the profit, and recorded as 
liability at BS date even if declared 
subsequent to reporting period but 
before the approval of Financial 
statements (AS-4) 

Cost of 
major 
repairs and 
overhaul 
expenditure 
on fixed 
assets 

Recognized in carrying amount of the 
assets (IAS-16). 

Expensed off. Only expenses which 
increase the FEB are to be capitalized 
(AS-10). 
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Revaluation Revaluation (if done) to be updated 
periodically so that carrying amount 
does not differ from fair value at the 
end period. Revaluation to be done 
for entire class of assets (IAS-16). 

No specific requirement for 
revaluation. Revaluation can be done 
on systematic basis like for one 
location leaving aside the assets of 
other location (AS-10). 

Change in 
the method 
of 
depreciatio
n 

Considered as a change in 
accounting estimate. To Be applied 
prospectively. (IAS-16 and IAS 8) 

Considered as change in accounting 
policy, retrospective computation 
and excess or deficit is adjusted in 
same period. Required to be 
disclosed (AS-6) 

Earnings Per 
Share 

Disclosure to be made in only 
consolidated financials of the parent 
Co. (IAS-33) 

Disclosure of EPS in both 
consolidated and separate financials. 
(AS-20) 

Intangible 

Assets 

Intangible assets can have indefinite 
useful life and hence such assets are 
tested for impairment and not 
amortized. 

There is no concept of indefinite 
useful life. Assets have definite life, 
(usually 10 years) 

Reporting 

Currency 

Requires the measurement of profit 
using the functional currency. 
Entities may, however, present 
financial statements in a different 
currency. (IAS-21) 

Schedule to the Companies Act 
specifies Indian Rupees as the 
reporting currency. (AS-11) 

 

Points IFRS IGAAP 

Key 

Manageme
nt 

Personnel 

(KMP) 

Includes Executive as well as non-
executive directors (IAS-24) 

Excludes non-executive directors. 
(AS-18) 

Compensati
on to KMP 

Disclosure to be made for total 
compensation such as short term 
employee benefits and post 
employment benefits. 

AS-18 does not require the break-up 
of compensation cost. 

Fringe 
Benefits Tax 

Included as part of related expense 
(fringe benefit) which gives rise to 
incurrence of the tax. 

Disclosed as a separate item after 
profit before tax on the face of the 
income statement. 

Uniform 

Accounting 

Policies 

Prepared using uniform accounting 
policies across all entities in a group. 
(IAS-27) 

Policies may differ due to 
impracticability. (AS-21) 
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Disclosure 
of 
extraordina
ry items 

Prohibits such disclosure (IAS-1). No 
such term in IFRS 

Disclosure to be made in notes (AS-5) 
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BUY -BACK OF SHARES: 

Refer chapter 4 

 

DEBENTURES ISSUE & REDEMPTION 

Refer chapter 7 

 

SEBI REGULATIONS ON ISSUE OF DEBENTURES 

1. Credit rating. It is compulsory in the case of all issues of debenture. If a company has 
obtained more than one rating, all such ratings must be disclosed. If the issue exceeds 
Rs. 200 crores, rating must be obtained from two agencies. 

 

2. Put and call options. If FCDs are to be converted before 18 months, they are 
considered as quasi-equity. If conversion is after 18 months but before 36 months, it is 
treated as deferred equity. In the case of deferred equity, the conversion will be optional 
in the hands of debentureholder. In the case of conversion beyond 36 months, it must 
be made optional with both put and call options. 

 

3. Security for debentures. If secure debentures are issued, a company must obtain 
certificate from the bankers that the assets are free from encumbrances or no objection 
certificate from the bank/financial institution for creating a second charge or pari passu 
charge as per terms of offer of debentures. Normally security must be created within 6 
months. If security is not created within 12 months, a penal interest at 2% is payable to 
debentureholders. If the security is not created, within 18 months, a meeting of the 
debentureholders must be called with 21 days notice to explain the reasons for the delay 
in creating the security and the expected date by which security will be created. 

 

Trustees to debentures will supervise the creation of security. If security is not created, 
the debentures will be unsecured. As stated earlier in such a situation, the debentures 
will be treated as fixed deposits which makes it incumbent to satisfy the requirements of 
Sec. 73 & 74. 

 

4. Debenture trustees. If the maturity of debentures is more than 18 months, the 
company has to appoint debenture trustees to safeguard the interests of the 
debentureholders. The trustees should have requisite powers for protecting the interests 
of the debentureholders including their rights to nominate a director on the board in 
consultation with institutional debentureholders. 

 

The debenture trustees must also ensure the compliance of the following: 

(a) Lead financial institutions / investment institutions should monitor the progress in 
respect of debentures raised for project finance/modernization/ expansion/ 
diversification/ normal capital expenditure. 

 (b) The lead bank must monitor debentures raised for working capital funds. 

 

(c) Obtain a certificate from the company’s auditors during the implementation period 
of the projects and in the case of debentures for working capital at the end of each 
accounting year. 
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(d) Debenture issues by companies belonging to the groups for financing replenishing of 
funds or acquiring shares in other companies should not be permitted. 

(e) The trustees must supervise the implementation of the conditions regarding creation 
of security for the debentures and debenture redemption reserve. 

 

Restrictions on Dividends 

(a) In the case of new company, distribution of dividends shall require the approval of 
trustees to the issue of debentures and lead institution, if any. 

 

(b) In the case of existing companies prior permission of the lead institution for declaring 
dividend exceeding 20% or as per the loan covenants is necessary, if the company does 
not comply with institutional 

condition regarding interest and debt coverage ratio. 

 

(c) Dividends may be distributed out of profits of particular year only after transfer of 
requisite amount in DRR. If residual profits are inadequate to distribute reasonable 
dividends, company may distribute 

dividend out of general reserve. 

 

As mentioned already the two modes of provisioning are (1) the sinking fund method, 
and (2) the insurance policy method. 

 

It is always prudent for a company to save money to be able to redeeming debentures 
on the due date. In the absence of such a provision it becomes difficult for the company 
to find lumpsum amount to repay the debt. This can be done by adopting any of the two 
methods explained below: 

 

Sinking fund method 

Under this method the amount is invested in first class securities with secured and fixed 
returns. Accumulation of interest becomes compounded resulting to produce the 
amount required to redeem the debentures on the due date. This method of providing 
for funds is also called debenture redemption fund method. The sinking fund method for 
redeeming a loan is different from sinking fund method for replacing an asset in the 
following 

ways:  

1. Sinking fund created for replacing an asset is in the nature of accumulated 
depreciation, while sinking fund created for repaying loan is in the nature of accumulated 
profits. It is for this reason that sinking fund’s balance (after the redemption of loan) is 
transferred to general reserve, while that for an asset it is transferred to asset account. 

 

2. Annual installment set aside for the replacement of an asset is a charge and is debited 
to profit and loss account, while that for the redemption of a loan is an appropriation 
and is debited to profit and loss 

appropriation account. 

 

It may be noted that in the final year the amount appropriated from the profits of the 
company and the amount received as interest on sinking fund investment are not 
invested, as the amount would be needed on the 
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following day for the redemption of debentures. 

 

Non-Cumulative Sinking Fund 

A non-cumulative sinking fund differs from the cumulative type of sinking fund only in 
one respect: in noncumulative sinking fund, interest received on sinking fund investment 
is not reinvested, nor is it transferred to sinking fund. Interest on sinking fund investment 
is treated as a simple profit and is kept in the business without earmarking its use and 
the amount is transferred to profit and loss account. 

 

Nevertheless, a careful study of the two types of funds will reveal that there is no 
difference between the two methods. In a non-cumulative type of fund, the 
appropriation from the profits is more, but the excess burden on the profits is corrected 
by the transfer of interest on the investment to profit and loss account. While in the case 
of a cumulative kind of sinking fund method, the appropriation from the profit is less, 
but that amount is made up by crediting to sinking fund the amount of interest earned 
on the investment. 

 

Insurance Policy Method 

Under this method, an insurance policy for the required amount is taken for the 
redemption of debentures at the end of a fixed period. Under this system, the premium 
is paid regularly in installments and the insurance company, in its turn, returns the total 
accumulated money at the expiry of the period. Money so received is used for redeeming 
debentures. This method differs from the sinking fund method only in respect of interest 
on investment. Unlike sinking fund method, the insurance company does not give any 
interest on the instalments received. 

 

DIFFERENT METHODS OF REDEMPTION OF DEBENTURES 

Though discharge of debenture liability is usually done by paying cash to the 
debentureholders for which either of the two methods mentioned above are followed 
to meet the cash requirement at the time of redemption. 

 

However, following are the other methods by which the liability on debentures may be 
extinguished. 

 

Conversion 

The conversion of debentures means that the debentures are converted into preference 
shares or equity shares. 

 

For the purpose of conversion debentures are to be classified as fully convertible 
debentures (FCDs), partly convertible debentures (PCDs), and non-convertible 
debentures (NCDs). A company cannot issue FCDs having 

a conversion period of more than 36 months, unless the conversion is made optional 
with a put and call option. If conversion takes place 18 months after the date of allotment 
but before the 36th months, it is optional for debentureholder to convert them in part 
or whole. If he does not exercise the option it will effectively become an NCD. FCDs with 
conversion period less than 12th months are treated as quasi-equity and at par with the 
equity. 
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FCDs are fully convertible into equity shares either at par or a premium. The premium to 
be charged at conversion must be predetermined and announced in the prospectus. 
PCDs the comprises two parts, namely the convertible portion and the non-convertible 
portion.. It is only the convertible portion that can be converted into shares. 

 

In the case of NCDs the liability will be discharged by making payment in cash or rollover. 
A company can also convert NCDs at a later date into equity shares, but it depend on the 
debentureholder to exercise the option or not that the debentureholder will be issued. 

 

Rollover 

Rollover means the new debentures in the place of the old ones. Rollover must be with 
the written consent of the debentureholder. If he does not given written consent, his 
claim is settled in cash. Also whenever the debenture liability is rolled over the company 
must obtain fresh credit rating. Fresh trust must be executed at the time of rollover. Also 
fresh security must be created in respect of rolled over debentures. Subject to the 
conditions listed rollover can only be done without change in the’ interest rate if the non-
convertible portion of PCDs/ NCDs of a listed company exceeds Rs. 50 lakhs. 

 

Sources of redemption 

From the point of view of sources redemption may be carried out with the help of any of 
the following sources: 

1. Out of capital, 

2. Out of profits, 

3. Conversion or rollover (already discussed), and 

4. Out of provision in the nature of sinking fund. 

We shall now consider each case. 

 

Redemption from out of Capital 

SEBI guidelines require the setting up of a ‘Debenture Redemption Reserve when profits 
are available and the debentures are issued for a period beyond 18 months. If the 
debentures are for a period less than 18 months or profits are not available for the capital 
redemption, debentures may be redeemed out of capital. When redemption is carried 
out of capital only entries are made for redemption and no entry made to transfer profits 
to ‘Debenture Redemption Reserve. 

 

Redemption out of Profits 

Nowadays it is mandatory to set up a ‘Debenture Redemption Reserve’. Earlier 
companies could redeem debentures out of profits without a formal setting up of 
‘Debenture Redemption Reserve’. It were the directors who used to decide as to whether 
the redemption is from capital or profits. 

 

After carrying out the entire redemption the amount to the credit of debenture 
redemption reserve will be transferred to general reserve account. 

 

Conversion or Rollover 

In the case of conversion debentures are converted into equity or preference shares. In 
the case of rollover old debentures or replaced by the issue of new debentures. The new 
shares may be issued at par or premium. 
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Additional accounting entries for conversion or rollover are as below: 

Transaction Debited Credited 

Conversion into shares at 
par 

Deb. redemption/ deb. 
Holders a/c 

Equity/ Preference share 
capital 

Conversion into shares at 
premium 

do Share capital Security 
prem. 

 

Rollover at par do New debentures 

Rollover at a premium do New debentures   

Security prem. 

 

When to be redeemed? 

Time of redemption can be classified in the following three ways: 

1. Redemption by annual drawings even before the maturity of debentures. 

2. Purchases of debentures from the open market and canceling them immediately or 
later. 

3. Redemption is done only on maturity. 

 

Redemption by Annual Drawings 

SEBI guidelines state that the issuing company shall redeem the debentures as per the 
offer document. A company at the time of issue may provide for staggered redemption. 
This can be done in two ways. The 

redemption may be according to a certain amount for each debenture with a schedule 
so that redemption may be completed over a time frame. The other way is to select 
certain number of debentures every year and redeem them fully. The debentures to be 
redeemed are selected by drawing a lot annually. This method is known as ‘Redemption 
by Annual Drawings’. Again whether the redemption is at par, at a premium or discount, 
depends on the terms of offer. 

 

Nowadays it is also common for companies to have a call option which gives them the 
right to redeem the debentures at a predetermined price. This gives them the right to 
cancel but not the obligation to cancel. 

 

Purchase and Cancellation of Own Debentures 

Debentures may also be cancelled before the expiry of the period by purchasing them 
from the open market at the market price, which may be at a premium or discount from 
the book value. It is certainly advantageous to buy when they are selling in the market 
at a discount. Cancellation of debentures may be done immediately or later. In some 
cases such debentures may also be reissued. This method of redemption is known as 
‘purchase and cancellation of own debentures’. 

 

For purchase and cancellation of own debentures, the company has to consider the 
following parameters. 

(1) The company may cancel such debentures immediately or carry them as an 
investment and cancel them at a later date. 
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 (2) Where they are immediately cancelled, a debenture liability is extinguished to the 
extent of par value of the debentures cancelled. From the date of cancellation, interest 
is not payable on cancelled 

debentures. 

Since the debenture liability cancelled is more than the amount paid for such debentures, 
profit on cancellation of debentures should be recorded. If there is a Sinking Fund, such 
profit is transferred to it. 

(3) When debentures are carried as an investment, debenture liability is shown as before 
and at the same time, ‘Investment in own Debentures’ or simply ‘Own Debentures’ 
appears on the assets side of the balance sheet, till they are cancelled. 

(4) In the case of own debentures, interest on own debentures must be reckoned as 
income or set-off against the gross interest payable on the whole of debentures. 

(5) If debentures are purchased between two interest dates, and not immediately after 
the payment of interest, the price paid for debentures would depend on the quotation. 

 

OPTION SCHEME 

Refer chapter  5 

 

Equity Shares with Differential Rights 

According to Section 43 of the Companies Act, 2013, Equity share capital may be Equity 
Share Capital with voting right or Equity Share Capital with differential right as to 
dividend, voting or otherwise. 

 

Rule 4 of the Companies (Share Capital and Debentures) Rules 2014 deals with equity 
shares with differential rights. 

 

Which Company may issue: 

A company limited by shares shall issue equity shares with differential rights as to 
dividend, voting or otherwise, when it complies with the following conditions, namely:- 

(a) The articles of association of the company authorize the issue of shares with 
differential rights. 

(b) The issue of shares is authorized by an ordinary resolution passed at a general 
meeting of the shareholders. Where the equity shares of a company are listed on a 
recognized stock exchange, the issue of such shares shall be approved by the 
shareholders through postal ballot. 

(c) the shares with differential rights shall not exceed twenty-six percent of the total 
post-issue paid up equity share capital, including equity shares with differential rights 
issued at any point of time. 

(d) The company having consistent track record of distributable profits for the last three 
years; 

(e) The company has not defaulted in filing financial statements and annual returns for 
three financial years immediately preceding the financial year in which it is decided to 
issue such shares. 

(f) The company has no subsisting default in the payment of a declared dividend to its 
shareholders or repayment of its matured deposits, or redemption of its preference 
shares, or debentures that have become due for redemption, or payment of interest on 
such deposits, or debentures or payment of dividend. 
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(g) The company has not defaulted in payment of the dividend on preference shares or 
repayment of any term loan from a public financial institution, or State level financial 
institution, or scheduled Bank that has become repayable or interest payable thereon, 
or dues with respect to statutory payments relating to its employees to any authority or 
default in crediting the amount in Investor Education and Protection Fund to the Central 
Government. 

(h) the company has not been penalized by Court or Tribunal during the last three years 
of any offence under the Reserve Bank of India Act, 1934, the Securities and Exchange 
Board of India Act, 1992, the Securities Contracts Regulation Act, 1956, the Foreign 
Exchange Management Act, 1999 or any other special Act, under which such companies 
being regulated by sectoral regulators. 

 

This may be noted here that the, penalty by regulators itself causes no disqualification. 

 

Explanatory Statement Annexed to Notice 

The explanatory statement to be annexed to the notice of the general meeting or of a 
postal ballot shall contain the following particulars, namely:- 

(a) The total number of shares to be issued with differential rights; 

(b) The details of the differential rights; 

(c) The percentage of the shares with differential rights to the total post-issue paid up 
equity share capital, including equity shares with differential rights issued at any point of 
time; 

(d) The reasons or justification for the issue; 

(e) The price at which such shares are proposed to be issued either at par or at a 
premium; 

 (f) The basis on which the price has been arrived at; 

(g) In case of 

(i) Private placement or preferential issue- 

(a) details of total number of shares proposed to be allotted to promoters, directors and 
key managerial personnel; 

(b) details of total number of shares proposed to be allotted to persons other than the 
promoters, directors and key managerial personnel, and their relationship, if any, with 
any of the promoters, director or key managerial personnel; 

(ii) Public issue- 

Reservation, if any, for different classes of applicants including promoters, directors or 
key managerial personnel; 

 

(h) The percentage of voting right which the equity share capital with differential voting 
right shall carry to the total voting right of the aggregate equity share capital; 

(i) The scale or proportion in which the voting rights of such class or type of shares shall 
vary; 

(j) The change in control, if any, in the company that may occur consequent to the issue 
of equity shares with differential voting rights; 

(k) The diluted Earning per Share (EPS) pursuant to the issue of such shares, calculated 
in accordance with the applicable accounting standards; 

(l) The pre- and post-issue shareholding pattern along with voting rights as per clause 35 
of the listing agreement issued by Security Exchange Board of India from time to time. 
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Please note here, Clause 35 is specially made applicable to the company issuing equity 
shares with differential rights for the purpose of these subrules. 

 

No Conversion: 

The company shall not convert its existing equity share capital with voting rights into 
equity share capital carrying differential voting rights and vice versa. 

 

Disclosure in Board’s Reports: 

The Board of Directors shall, inter alia, disclose in the Board’s Report for the financial 
year in which the issue of equity shares with differential rights was completed the 
following are the details : 

(a) The total number of shares allotted with differential rights; 

(b) The details of the differential rights relating to voting rights and dividends; 

(c) The percentage of the shares with differential rights to the total post-issue equity 
share capital with differential rights issued at any point of time and percentage of voting 
rights which the equity share capital with differential voting right shall carry to the total 
voting right of the aggregate equity share capital; 

(d) The price at which such shares have been issued; 

(e) The particulars of promoters, directors or key managerial personnel to whom such 
shares are issued; 

(f) The change in control, if any, in the company resolution from the issue of equity shares 
with differential voting rights; 

(g) The diluted Earning per Share (EPS) pursuant to the issue of each class of shares, 
calculated in accordance with the applicable accounting standards; 

 (h) The pre and post issue shareholdings pattern along with voting rights in the format 
specified under subrule (2) of rule 4. 

 

General Rights available: 

The holders of the equity shares with differential rights shall enjoy all other rights such 
as bonus shares, and rights shares etc., which the holders of equity shares are entitled 
to, subject to the differential rights with which such shares have been issued. 

 

Entry in Register of Members: 

Where a company issues equity shares with differential rights, the Register of Members 
maintained under Section 88 shall contain all the relevant particulars of the shares so 
issued along with details of the 

shareholders. 

 

However, according to the Companies (Share Capital and Debentures) Amendment 
Rules, 2014 of 18th June 2014, it is hereby clarified that equity shares with differential 
rights issued by any company under the provisions of the Companies Act, 1956 (1 of 
1956) and the rules made thereunder, shall continue to be regulated under such 
provisions and rules. This means provisions of earlier Act shall continue to apply. 

 

UNDERWRITING OF SHARES 

Refer Chapter 6 
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Concept of Cost: 

 Cost is the amount of resource given up in exchange for some goods or services. 
The resources given up are money or money’s worth.  

 The chartered institute of Management Accountants (CIMA), London defines cost 
as:-  

  “the amount of expenditure (actual or notional) incurred on or  
  attributable  to a specified thing or activity". 

 

Costing 

 Costing is the techniques and processes of ascertaining costs, these techniques 
consist of principles and rules which govern the procedure of ascertaining cost of 
products or services,  

 the techniques to be followed for the analysis of expenses and the processes of 
different products or services differ from industry to industry.  

 The main object of costing is the analysis of financial records, so as to subdivide 
expenditure and to allocate it carefully to selected cost centers and hence to 
build up a total cost for the departments, processes or jobs or contracts of the 
undertaking. 

 

Cost Accounting 

 Cost accounting may be regarded as a specialized branch of accounting which 
involves classification, accumulation, assignment and control of costs.  

 C.I.M.A. London defines cost accounting as "The establishment of budgets, 
standard costs and actual costs of operations, processes, activities or products, 
and the analysis of variances, profitability or the social use of funds”. 

 

Cost Accountancy 

 Cost Accountancy has been defined as “the application of costing and cost 
accounting principles, methods and techniques to the science, art and practice 
of cost control and the ascertainment of profitability.  

 It includes the presentation of information derived there from for the purpose of 
managerial decision making”. 

 

IMPORTANCE & RELEVANCE OF COST ACCOUNTING 

o The limitations of financial accounting have made the management to realize 
the importance of cost accounting.  

o The management has to avoid the possibility of waste at each stage.  
o It has to ensure that no machine remains idle, efficient labour gets due incentive, 

by-products are properly utilized and costs are properly ascertained.  
o Besides the management, the creditors and employees are also benefited in 

numerous ways by installation of a good costing system.  
o Cost accounting increases the overall productivity of an organization and serves 

as an important tool, in bringing prosperity to the nation.  
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Thus, the importance of cost accounting can be discussed under the following 
headings: 

(a) Costing as an Aid to Management 

Cost accounting provides invaluable aid to management. It provides detailed costing 
information to the management to enable them to maintain effective control over 
stores and inventory, to increase efficiency of the organization and to check wastage 
and losses. It facilitates delegation of responsibility for important tasks and rating of 
employees. For all these, the management should be capable of using the information 
provided by cost accounts in a proper way. The various advantages derived by the 
management from a good system of costing are as follows: 

1. Cost accounting helps in periods of trade depression and trade competition : In 
periods of trade depression, an organization cannot afford to have losses which 
pass unchecked. The management must know the areas where economies may 
be sought, waste eliminated and efficiency increased. The organization has to 
wage a war not only for its survival, but also for its continued growth. The 
management should know the actual cost of their products before embarking on 
any scheme of price reduction. Adequate system of costing facilitates all this. 

2. Cost accounting aids price fixation : Although the law of supply and demand to 
a great extent determines the price of the article, cost to the producer does play 
an important role too. The producer can take necessary guidance from his costing 
records in case he is in a position to fix or change the price charged.  

3. Cost accounting helps in making estimates : Adequate costing records provide a 
reliable basis for making estimates and quoting tenders. 

4. Cost accounting helps in channelizing production on right lines : Proper costing 
information makes it possible for the management to distinguish between 
profitable and non-profitable activities. Profits can be maximized by 
concentrating on profitable operations and eliminating non-profitable ones. 

5. Cost accounting eliminates wastages : As cost accounting is concerned with 
detailed break-up of costs, it is possible to check various forms of wastages or 
losses. 

6. Cost accounting makes comparisons possible : Proper maintenance of costing 
records provides various costing data for comparisons which in turn helps the 
management in formulation of future lines of action. 

7. Cost accounting provides data for periodical Profit and Loss Account : Adequate 
costing records provide the management with such data as may be necessary for 
the preparation of Profit and Loss Account and balance sheet at such intervals as 
may be desired by the management. 

8. Cost accounting helps in determining and enhancing efficiency : Losses due to 
wastage of materials, idle time spent by workers, poor supervision, etc., will be 
disclosed if the various operations involved in the production are studied 
carefully. Efficiency can be measured, costs controlled and various steps can be 
taken to increase the efficiency. 

9. Cost accounting helps in inventory control : Cost accounting furnishes control 
which management requires in respect of stock of materials, work-in-progress 
and finished goods. 
 

(b) Costing as an Aid to Creditors 

Investors, banks and other money-lending institutions have a stake in the success 
of the business concern and are, therefore, benefited immensely by the 
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installation of an efficient system of costing. They can base their judgment about 
the profitability and future prospects of the enterprise on the costing records. 

 

(c) Costing as an Aid to Employees 

Employees too have a vital interest in their employer’s enterprise in which they 
are employed. They are benefited in a number of ways by the installation of an 
efficient system of costing. They are benefited due to continuous employment 
and higher remuneration in the form of incentives, bonus plans, etc. 

 

(d) Costing as an Aid to National Economy 

An efficient system of costing brings prosperity to a business enterprise which in 
turn results in stepping up of the government’s revenue. The overall economic 
development of a country takes place as a consequence increase in efficiency of 
production. Cost control, elimination of wastage and efficiency lead to the progress 
of industry and consequently of the country as a whole. 

 

Objectives of Cost & Management Accounting 

1. To ascertain the cost per unit of the different products manufactured by a 
business concern; 

2. To provide a correct analysis of cost both by process or operations and by 
different elements of cost; 

3. To disclose sources of wastage whether of material, time or expense or in the 
use of machinery, equipment and tools and to prepare such reports which may 
be necessary to control such wastage; 

4. To provide requisite data and serve as a guide for fixing prices of products 
manufactured or services rendered; 

5. To ascertain the profitability of each of the products and advise management as 
to how these profits can be maximised; 

6. To exercise effective control if stocks of raw materials, work-in-progress, 
consumable stores and finished goods in order to minimise the capital locked up 
in these stocks; 

7. To reveal sources of economy by installing and implementing a system of cost 
control for materials, labour and overheads; 

8. To advise management on future expansion policies and proposed capital 
projects; 

9. To present and interpret data for management planning, evaluation of 
performance and control; 

10. To help in the preparation of budgets and implementation of budgetary control; 
11. To organize an effective information system so that different levels of 

management may get the required information at the right time in right form for 
carrying out their individual responsibilities in an efficient manner; 

12. To guide the management in the formulation and implementation of incentive 
bonus plans based on productivity and cost savings; 

13. To supply useful data to the management for taking various financial decisions, 
such as introduction of new products, replacement of labour by machine etc.; 

14. To help in introduction and, supervising biometric as, accounting or data 
processing through computers; 

15. To organize the internal audit system to ensure effective working of different 
departments; 
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16. To organize cost-reduction programmes with the help of different departmental 
managers; 

17. To provide specialized services of cost-audit in order to prevent the errors and 
frauds, and to facilitate prompt and reliable information to management; and 

18. To work out profit or loss to the company by identifying with revenues the costs 
of those products or services whose sells have resulted into profits. 

 

Scope of Cost & Management Accounting 

1. Cost Ascertainment: Cost Accounting helps in the determination of the cost of 
the product, how to control it and in making decisions. It makes use of both past 
and present data for ascertainment of product cost. There is no specific format 
for the preparation of cost accounting statements. 

2. Helpful to Internal Management of the Company: It is used by the internal 
management of the company and usually the cost accountant prepares this to 
ascertain the cost of a particular product taking into account the cost of materials, 
labor and different overheads. 

3. Formation of Rules & Regulation: This makes use of certain rules and regulations 
while computing the cost of different products in different industries. 

4. Proper Matching of Cost with Revenue: In cost accounting manager prepares 
monthly or quarterly statements to reflect the cost and income data identified 
with the sale of that period. 

5. Aids to Management Decision-making: Decision-making is a process of choosing 
between two or more alternatives, based on the resultant outcome of the various 
alternatives. 

6. This involves the preparation of budgets and forecasts to make viable and 
valuable future decisions by the management. Many decisions are taken based 
on the projected figures of the future. 

 

 

“A cost accounting system that simply records costs for the purpose of fixing sale prices 
have limited scope “ 

This statement is correct. Cost accounting aims at systematic recording of expenses and 
analysis of the same so as to ascertain the cost of each product manufactured of service 
rendered by an organization. Information regarding cost of each product or service 
would enable the management to know where to economize on costs, how to fix prices, 
how to maximize profits and so on. However, besides this there are other objectives to 
be fulfilled by costs accounting as under: 

(1) Ascertainment of cost: The primary objective of cost accounting is to ascertain the 
cost of various products, job, services, etc. 

(2) Control of cost: Cost control aims at improving efficiency by controlling and 
reducing cost. This objective is becoming increasingly important because of growing 
competition. 

(3) Facilitating preparation financial and other statements: In order to operate the 
business at a high level of efficiency, it is essential on the part of the management to 
have a frequent review of production, sales and operating results. 

(4) Assisting management in decision making: Cost accounting provides useful 
information for taking various managerial decisions regarding increase in production, 
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introduction of a new product, making or buying of a component, shutting down or 
operating at a loss, selection of most profitable mix etc. 

 

Distinguish between: Financial Accounting & Cost Accounting 

The main point of distinction between financial accounting & cost accounting are as 
follows: 

Points Financial Accounting Cost Accounting 

Meaning American Institute of Certified Public 
Accountant defines financial 
accounting as, "the art of recording, 
classifying and summarizing in 
significant manner and in terms of 
money, transaction and events, which 
are, in part at least, of a financial 
character and interpreting the result 
thereof." 

CIMA, London defines Cost 
Accounting as," the 
establishment of budgets, 
standard costs and actual costs of 
operations, processes, activities 
or products; and the analysis of 
variances, profitability or the 
social use of funds" 

Points Financial Accounting Cost Accounting 

Purpose It is more attached with reporting the 
results and position of business. 

It is an internal reporting system 
for an organization's own 
management for decision making. 

Periodicity Accounts are prepared after 1 year. It is more concerned with short-
term planning and reporting. 

Historical/Fu- 

Touristic 

The financial accounting data is 
historical in nature. 

It not only deals with historic data 
but also has futuristic in 
approach. 

Dependence Financial accounting system can be 
installed without proper cost 
accounting system. 

Cost accounting system cannot be 
installed without proper financial 
accounting system. 

Main object It aims to present true & fair view of 
overall results of the transactions, and 
events. 

It aims to emphasize on cost and 
it deals with collection, analysis, 
relevance, interpretation & 
presentation for managerial 
decision making. 

Monetary 
information 

Monetary information is only used in 
financial accounting. 

It uses with both monetary and 
non-monetary information. 
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Distinguish between: Cost Accounting & Management Accounting 

The main point of distinction between cost accounting & management accounting are as 
follows: 

Points Cost Accounting Management Accounting 

Meaning CIMA, London defines Cost 
Accounting as, "the establishment of 
budgets, standard costs and actual 
costs of operations, processes, 
activities or products; and the 
analysis of variances, profitability or 
the social use of funds" 

CIMA, London defines 
Management accounting is an 
integral part of management 
concerned with identifying, 
presenting and interpreting 
information used for: 

♦ Formulating strategy, 

♦ Planning and controlling 
activities, 

♦ Decision-taking, 

♦ Optimizing the use of resources, 

♦ Disclosure to shareholders and 
other external to the entity, 

♦ Disclosure to the employees, and 

♦ Safe-guarding assets." 

Base It generally serves as a base to the 
tools and techniques of management 
accounting. 

The management accounting data 
is derived from the cost & financial 
accounting. 

Deals with It deals with collection, analysis, 
relevance, interpretation and 
presentation for various problems of 
management. 

It deals with determining policy and 
formulating plans to achieve 
desired objective of management. 

Level in 
hierarchy 

Cost accountant is placed at a lower 
level. 

Management accountant is placed 
at a higher level. 

Short-term/ 
Long -term 

It is more concerned with short-term 
planning. 

It is concerned equally with short 
and long range planning. 

Dependence 
on each other 

Cost accounting system can be 
installed without management 
accounting. 

Management accounting system 
cannot be installed without proper 
financial and cost accounting 
system. 

Installation Cost accounting system is voluntary, 
but at present it has been obligatory 
in certain selected industries. 

The business is free to install 
management accounting system. 
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limitations of cost accounting 

The cost accounting is subject to the following limitations. 

(1) It presents the base for taking the best decisions, but it does not give outright 
solution to the problem. 

(2) Cost varies with purpose. Therefore, cost called for a certain purpose will not be 
suitable for other purposes. 

(3) Cost accounting is not an exact science. It involves inherent elements of judgment. 

(4) It lacks a uniform procedure. 

(5) A suitable system is to be devised for each individual concern and it would be time 
consuming and expensive. 

(6) Existence of numerous methods for apportionment and absorption of overheads, 
segregation of fixed and variable costs, division of costs into controllable and non-
controllable costs, classification of costs into normal and abnormal costs, valuation of 
stocks, provision for depreciation etc. may lead to cost differences and it is difficult to 
ascertain true cost of product or service. 

(7) Most of cost accounting techniques are based on some presumed notions. 

(8) Different views are held for inclusion of certain items of cost in ascertainment of 
total cost. 

(9) Many formalities are to be observed to obtain benefit from costing system. Small 
and medium concerns may not be in a position to install a costing system. 

(10) If the system is not revised as per the changing circumstances, it will become a 
matter of routine forms and statements. 

 

What are the essentials of a good cost accounting system? 

State the steps involved in the installation of a costing system in a large manufacturing 
company. 

Ans.: The cost accounting system will generally differ from industry to industry. 

The following should be ensured before installation of costing system in the organization: 

(1) There should be clear cut organizational set up which clearly defines the authority 
and responsibility- 

(2) Management should extend full support to the system. 

(3) The co-operation of the staff and of the worker should be ensured. 

(4) If financial records can yield all the necessary costing information, it is not 
necessary to have a separate costing department. 

 

Essentials for the installation of a sound costing system: 

♦ The size, layout and organizational structure of the factory should be studied. 

♦ The methods of purchase, receipt, storage and issue of materials should be 
examined. 

♦ The method of paying wages should be studied. 

♦ The management requirements and attitude should be kept in view. 

♦ The cost of installing and operating the system should be economic. 

♦ The nature, method, process and stages of production should be examined. 
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♦ The system should enable prompt reporting. 

♦ The staff should have the ability to produce required cost data. 

♦ The persons using the reports should be able to understand and use the 
information. 

♦ The adoption of cost accounting systems and practices followed by other firms in 
the industry should be taken into consideration. 

♦ A suitable unit of cost should be selected. 

♦ External factors e.g. government regulations, market requirement should also be 
taken into consideration. 

 

What are the practical difficulties that comes while installing a costing system? Also 
suggest some measure to overcome these difficulties. 

You have been asked to install a costing system in a manufacturing company. What 
practical difficulties will you expect and how will you propose to overcome the same. 

Ans.: Practical difficulties in installing a costing system: 

(1) Lack of support from top management: Many a time, the cost accounting system 
is introduced without the support of the top management. It is often introduced without 
consulting the departmental heads. This results in opposition from the various managers 
as they consider it is interference on their activities. 

(2) Resistance from the existing staff: The existing financial accounting staff may resist 
to the costing system because of a feeling of their being declared redundant. 

(3) Non-cooperation at other levels of organization: The supervisors and other staff 
may also resist the additional paper work and may not co-operate in providing the basic 
data, which is essential for success of the system. 

(4) Shortage of trained staff: There may be shortage of cost accountants to handle the 
work of costing system. The work of the costing department cannot be handled with the 
availability of trained staff. 

(5) Heavy costs: The costing system will involve heavy costs unless it has been suitably 
designed to suit specific requirements. 

To overcome these difficulties the following points are suggested: 

(1) Support from top management: Before the installation of a costing system, there 
must be firm commitment to the system on the part of the top management. 

(2) Staff support & Co-operation: The existing accounting staff should be impressed 
about the need to supplement the existing financial accounting system. 

(3) Training of employee: The employees should be properly educated regarding the 
benefits from such a system. The existing staff working in the accounts department must 
be properly trained in costing methods and techniques. 

(4) Costs: The costing system should be installed and operated as per the 
requirements, so that it may not cause heavy cost to the organization. 

(5) Supervision and continuous evaluation: There should be proper supervision and 
continuous evaluation by the cost accountant to make the system successful. 
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Distinguish between: Cost Control & Cost Reduction 

Ans.: Following are the main points of distinction between cost control & cost 
reduction. 

Points Cost Control Cost Reduction 

Meaning Cost control involves 
predetermination of targeted costs, 
measuring the actual costs, 
investigating into the causes of 
variations between the two and 
instituting the corrective action. 

Cost reduction is achievement of real 
and permanent reduction in the unit 
cost of goods manufactured or 
services rendered without impairing 
their suitability or diminution in the 
quality of product. 

Points Cost Control Cost Reduction 

Saving Temporary saving in cost. It is permanent and real saving in 
cost. 

Saving in 
cost 

It is saving in total cost or cost per 
unit. 

It is saving in cost per unit. 

Quality of 
product & 

service 

The quality of product & service 
might be impaired. 

The quality of product & service is 
always retained. 

How it is 
done 

It is achieved by compiling with 
standards. 

It is continuous process and involves 
the analysis as well as challenge of 
standards. 

 

Elements of Cost:-  

1. Material: The substance from which the product is made is known as material. It can 
be direct as well as indirect. 

• Direct Material: It refers to those materials which become a major part of the finished 
product and can be easily traceable to the units. Direct materials include: 

(i) All materials specifically purchased for a particular job/process. 

(ii) All material acquired and latter requisitioned from stores. 

(iii) Components purchased or produced. 

(iv) Primary packing materials. 

(v) Material passing from one process to another. 

• Indirect Material: 

All material which is used for purposes ancillary to production and which can be 
conveniently assigned to specific physical units is termed as indirect materials. Examples, 
oil, grease, consumable stores, printing and stationary material etc. 

(i) All materials specifically purchased for a particular job/process. 

(ii) All material acquired and latter requisitioned from stores. 

(iii) Components purchased or produced. 

(iv) Primary packing materials. 

(v) Material passing from one process to another. 
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2. Labour: 

Labour cost can be classified into direct labour and indirect labour. 

• Direct Labour: 

It is defined as the wages paid to workers who are engaged in the production process 
whose time can be conveniently and economically traceable to units of products. For 
example, wages paid to compositors in a printing press, to workers in the foundry in cast 
iron works etc. 

•Indirect Labour: 

Labour employed for the purpose of carrying tasks incidental to goods or services 
provided, is indirect labour. It cannot be practically traced to specific units of output. 
Examples, wages of store-keepers, foreman, time-keepers, supervisors, inspectors etc. 

 

3. Expenses: Expenses may be direct or indirect. 

o Direct Expenses: These expenses are incurred on a specific cost unit and identifiable 
with the cost unit. Examples are cost of special layout, design or drawings, hiring of 
a particular tool or equipment for a job; fees paid to consultants in connection with 
a job etc. 

o Indirect Expenses: These are expenses which cannot be directly, conveniently and 
wholly allocated to cost centre or cost units. Examples are rent, rates and taxes, 
insurance, power, lighting and heating, depreciation etc. 

 

 
 

MATERIAL COST:- 

 Material is a very important factor of production.  

 It includes physical commodities used to manufacture the final end product.  

 It is inventorial and does not get waste and exhausted with the passage of time, 
as labour is wasted with the passage of time, whether in use or not.  

 Material cost constitutes a major proportion of the total cost of the product.  

All products are made up of one or many materials. So the accurate determination 
of material cost may be direct material cost or indirect material cost. 

ELEMENTS OF 
COST 

MATERIAL

DIRECT INDIRECT 

LABOUR

DIRECT

PRIME COST 

INDIRECT

OVERHEADS 

PRODUCTION 
OVERHEAD

ADMINISTRA
TIVE 

OVERHEAD

SELLING 
OVERHEAD

DISTRIBUTIO
N OVERHEAD

EXEPNSES 

DIRECT INDIRECT
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Whenever a product/component is manufactured out of a material some portion of it 
goes as waste/scrap in the form of chips, risers, etc. In addition to this some 
components/parts may not meet the final specifications essentially needed, such as 
surface finish, dimensions and surface hardness, etc., and are therefore rejected in the 
final inspection process, thus leading to scrap. 

Hence, the material cost chargeable to a component is that in the pre-manufacturing or 
rough state (i.e., raw material). It includes all scrap removed during manufacturing 
process. Mensuration is used to calculate area and volume of the component/parts or 
products. 

 

Procedure for Estimation of Material Cost: 

The procedure for estimation of material cost is as follows: 

1. Break up the final product into simple parts so that their areas and volumes can 
be calculated easily. 

2. Neglect small fillets and rounded comers but take into consideration scrap 
involved. Suitable approximations whenever necessary may be adopted. 

3. By applying the formulas of mensuration calculate area and volume of each part. 
4. In order to determine the volume of the product, add the volumes of the all parts 

calculated above in step 3. 
5. In order to calculate weight of the material constituting the product, multiply the 

product volume by the density of the material of which the product is made. 
6. Lastly determine the material cost by multiplying the cost per unit weight to the 

weight of material. Following table gives the densities of some materials used in 
production required for estimation of weight of material. 

 

Aspects of Material Control 

There are two aspects of material control: 

1. Accounting aspect: This aspect of material control is concerned with maintaining 
documentary evidence of movement of materials of every stage right from the time sales 
and production budgets are approved to the point when materials are purchased and 
actually used in production operation. 

2. Operational aspect: This aspect of material control is concerned with the maintenance 
of material supplies at a level so as to ensure that material is available for use in 
production and production services as and when required by minimizing investment in 
materials. 

 

Objectives of Material Control 

Scientific control of materials should serve the following purposes: 

i. To provide continuous flow of required materials, parts and components for 
efficient and uninterrupted flow of production; 

ii. To minimize investment in inventories keeping in view operating requirements; 
iii. To provide for efficient store of materials so that inventories are protected from 

loss by fire and theft, and handling time, and cost are kept at a minimum; 
iv. To keep surplus and obsolete items to minimum. 

Introduction Material Control: 

It might seem obvious that inventory control remians efficient as long as material level 
goes down. Materials should increase or decrease in amount and time as related to sales 
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requirements and production schedules. Responsibility for control of materials is that of 
the top management, though decisions in this regard might well be based upon the 
combined judgment of the production manager, controller, the sales manager and the 
purchasing manager. This is desired in view of the financial considerations involved in 
the problem and also because of the need for coordinating the different kinds of 
materials and conflicting view points of different departments. For example, sales 
manager, purchasing executive and production manager usually favour, though for 
different reasons, the policy of carrying larger amount of stocks, whereas the financial 
manager will prefer to keep investment in material at the lowest possible level. However, 
in a large number of organizations material control is generally made the specific 
responsibility of purchasing department. 

 

Essentials of Material Control 

1. There should be proper cooperation and coordination among the departments 
involved in purchasing, receiving and inspecting, storage, sales, production and 
accounting so that there may be no inadequate availability of materials which 
may disrupt production and lose sales. 

2. Purchases of materials should be centralized. 
3. There should be proper scheduling of materials. 
4. A good method of classification and codification of materials should be followed. 
5. There should be proper inspection of materials when they are collected by the 

receiving department. 
6. Standard forms for requisitions, orders, issue, transfer of material from one job 

to another, and transfer of material from the job to the stores should be used 
done with India care. 

7. The storage of materials should be well planned to avoid loses. 
8. A good method of issuing the of materials to various job orders or processes 

should be followed so that there is delivery of right type of material. 
9. Perpetual inventory system of material should be operated to facilitate regular 

checking and avoiding closing down factory for stock-taking. 
10. A system of internal check should be introduced to ensure that all transactions 

involving materials are checked by fully authorized and independent persons. 
11. Minimum, maximum and reordering levels for each type of material should be 

fixed to ensure that there is no shortage of materials. 
12. Ordering quantity for each type of material should also be fixed to reduce the 

ordering cost and carrying cost of materials should also be kept under check. 
13. Adequate records to control materials during production should be maintained 

to ensure that there is minimum possible wastage. 
14. Information about availability of materials should be made continuously 

available to the management so that planning of production may be done 
properly. 

 

LABOUR COST:- 

Labour cost is a second major element of cost specially in an organization where using 
more manual operators are involve. Proper control and accounting of labour cost is one 
of the most important problems of a business enterprise. It is the cost of human 
endeavour in the product and requires coordinated efforts for its control. The 
management objective of keeping labour cost as low as possible is achieved by balancing 
productivity with wages. Low wages do not necessarily mean low labour cost. Low labour 
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cost is possible by giving substantial increase in wages against corresponding increase in 
productivity. The gain is reflected in labour cost as well as in overheads expense per unit, 
since overheads are distributed over larger volumes. Again, the productivity of labour is 
quite flexible. Given right type of motivation and incentive, it can reach amazing scale. It 
does not have any limitation like machines. Labour cost is a vital factor not only affecting 
the cost of production but also industrial relations of the organization. No organization 
can expect to attract and attain qualified and motivated employees unless it pays them 
fair remuneration. Employee remuneration therefore influences vitally the growth and 
profitability of the company. For employees remuneration is more than a means of 
satisfying their physical needs. Wages and salaries have significant influence on our 
distribution of income, consumption, savings, employment and prices. Thus employee 
remuneration is a very significant issue from the viewpoint of employer’s employees and 
the nation as whole. 

 

Classification of Labour Cost 

The total labour cost can be classified as follows: 

(a) Direct labour costs; 

(b) Indirect labour costs. 

 

(a) Direct Labour Cost 

It refers to all labour expended in altering the construction, composition, conformation 
or condition of the product. The wages paid to skilled and unskilled workers for their task 
labour can be allocated specifically according to the particular product or the process as 
the case may be. In any manufacturing process or department, the workers employed 
generally belong to following of manufacturing two categories : 

 (i) Those who are directly engaged with the production, or in the carrying out of an 
operation or process; 

(ii) Those who are assisting in the process by supervision looking after maintenance 
transportation of materials, etc. category. 

 

The workers coming under the first category belong to direct labour and the wages paid 
to them are called direct wages. In a factory, where production of a number of products 
is undertaken or in a jobbing concern, 

workers are given job cards on which they note the time devoted to each job or product. 
These job cards are then analyzed jobwise so that the wages attributable to each job can 
be computed. 

 

Direct labour cost is that portion of wages or salaries which can be identified with and 
charged to a single costing unit. It can be easily identified with and charged to a single 
costing unit as there is a direct relationship with the product/process. Direct labour cost 
can be easily calculated and is quite significant in amount. 

 

Example: Labour engaged in making the bricks in a kin is a direct labour because labour 
charges paid for making 1,000 bricks can be conveniently allocated to the cost of 1,000 
bricks. 

(b) Indirect Labour Costs 

It refers to labour expended that does not alter the construction, conformation, 
composition or condition of the product, but which contributes generally to such work 
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and to the completion of the product and its progressive movement and handling it to 
the point of dispatch. In other words, labour employed for the purpose of carrying out 
tasks incidental to goods produced or services provided is regarded as an indirect labour. 

 

Indirect labout costs are not easily identifiable with particular units. Indirect labour cost 
can be classified into two category. One expended in production departments and the 
other in service departments. (bulk of the labour cost in a production department will be 
direct). The classification enable control over surplus costs. 

 

Example : Wages or salaries paid to foremen, supervisors, inspectors, clerks, 
storekeepers, managers, accountants, salesmen, directors, etc., are examples of indirect 
labour cost. 

 

Need for distinguishing between direct and indirect labour costs : 

This distinction has to be made 

(a) for calculating accurate labour cost and thus providing a basis for strict control; 

(b) for facilitating calculation of labour efficiency; 

(c) for proper allocation of overheads; 

(d) for introduction of incentive schemes; 

(e) for interunit comparison; and 

(f) for estimating total labour costs. 

 

Accounting and Control of Labour Cost 

Accounting for labour by a manufacturer usually involves three activities: 

(1) Time-keeping; 

(2) Computation of total payroll; and 

(3) Allocation of payroll costs. 

 

These activities must be performed before the payroll is recorded in the accounting 
records. In a large organization, the control of labour cost involves the coordinated 
efforts of the following departments:– 

(a) Personnel department – This department is responsible for the planning of 
manpower, recruitment, training, maintaining records of staff and workmen, reporting 
to chief inspector of factories and top management on the performance of the labour 
overtime, absenteeism, leave, etc. 

 (b) Industrial engineering department – This department prepares plans and 
specifications for each job, supervises production activities, undertakes time and motion 
studies, performs job analysis, etc. 

(c) Time-office – This department is primarily responsible for the collection of data 
relating to attendance, time spent on jobs or process by the workmen, and providing 
information on attendance and leave to payroll department. 

(d) Payroll department – This department is responsible for computing total and net 
earnings of each worker, preparation of payroll and maintenance of various records 
relating to payroll. 

(e) Cost department – This department collects and classifies all cost data relating to 
labour utilization by departments, and allocates them to respective job or process as per 
available documents. 
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Time Recording 

Recording of time has two purposes - time-keeping and time-booking. It is necessary for 
both type of workers: direct and indirect. It is necessary even if the workers are paid on 
piece-basis. Time-keeping is necessary for 

the purpose of recording attendance and calculating wages. Time-booking means a 
record from the utilization point of view; the purpose is cost analysis and cost 
apportionment. Record-keeping is correct when timekeeping and time-booking tally. 

 

Time-Keeping 

The purpose of time-keeping is to provide basic data for: 

i. payroll preparation; 
ii. finding out the labour cost for a job/product/service; 

iii. attendance records to meet statutory requirements; 
iv. determining productivity and controlling labour cost; 
v. calculating overhead cost of a job, product or service; 
vi. maintaining discipline in attendance; 

vii. distinguishing between normal and overtime, late attendance and early leaving; 
and 

viii. providing internal check against dummy workers. 

 

The time-keeping office records the attendance of workers. Depending on the number 
of workers, a separate department may be established or it may form part of the 
personnel department. 

 

Wages paid on the piece-rate basis also require that attendance be recorded for the 
following reasons: 

a) Records of attendance is necessary for statistical purposes. 
b) If overhead rates are based on labour rates, time recording is necessary. 
c) Output will decrease if attendance is unchecked. Labour spend may be more idle 

time, and may not follow the production schedules. 
d) If some workers are not punctual it is bonus to affect the morale of other workers.. 
e) It is necessary to ensure that production hours judiciously utilized. 
f) It provides data for calculating bonus and overtime. 
g) Labour costs can be allocated on this basis. 
h) For calculating dearness allowance, it is necessary. 
i) For ascertaining payment under certain schemes of benefits, e.g., P.F., Pension, etc. 

it is essential. 
j) For calculating leave with pay, etc. again it is important. 

 

EXPENSES:- 

Expenses may be defined as “the costs of services provided to an undertaking and the 
notional costs of the use of owned assets”. Direct expenses are those expenses which 
are directly chargeable to a job account. There are easily identifiable and attributable to 
the individual units or jobs. All expenses other than the direct material or direct labour 
which are incurred for a particular product or process are termed as direct expenses. 
Expenses which can be identified with a territory, a customer or product can be 
considered as direct expenses. Expenses in relation to a department may be direct, but 
are indirect in relation to the product. 
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DIRECT EXPENSES 

Direct expenses are defined as “costs, other than materials or wages, which are incurred 
for a specific product or salable service.” 

 

There is no hard and fast rule regarding the classification of expenses into direct and 
indirect expenses. Direct expenses are specific charges directly attributable, while the 
indirect expenses are apportioned on suitable basis. Some items by nature are direct but 
treated as Indirect because the amounts chargeable are either of small or negligible 
value, it becomes a difficult and a costly affair to analyze them. Therefore, we treat them 
as indirect expenses, e.g., nuts, screws, thread, glue, etc. Nature of direct expenses is 
directly attributed to cost unit/cost center. It includes all direct cost except the direct 
material and direct labour. 

 

Types of Direct Expenses are as under:  

i. Royalties, if it is charged as a rate per unit. 
ii. Hire charges of the plant if is used for a specific job. 

iii. Subcontract or outside work, if jobs are sent out for some kind of special 
processing. 

iv. Salesman’s commission, if it is based on the value of units sold. 
v. Freight if the goods are handled by an outside carrier whose charges can be 

related to individual units. 
vi. Travelling, hotel and other incidental expenses incurred on a particular contract. 

vii. Cost of making a design or a pattern for a specific job. 
viii. Cost of any special process not forming part of the normal manufacture like water 

proofing for canvas cloth. 

 

Accounting Treatment of Direct Expenses 

Direct expenses are chargeable expenses and are debited to Direct Expenses Account in 
financial books. 

 

The term ‘direct expenses’ has been excluded from prime cost as per latest CIMA 
terminology, i.e., according to CIMA, prime cost is “the total cost of direct material and 
direct labour”. 

 

Accounts are prepared in columnar form so that the analysis can be made and the 
expenses can be related to the specific job/contract. In cost-accounting records, the 
direct expenses account is credited and the concerned account is debited. The cost 
department should verify from the accounts department that the expenses are properly 
booked. These expenses are not be mixed up with overheads. 

 

Control of Direct Expenses 

Items under this head are few. They form a small part of the total cost. Such costs are 
controlled by fixing some standards. The actual should be compared with these standard. 
The causes of variations, if any, may be 

ascertained, and necessary corrective action should be taken.  
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INDIRECT EXPENSES 

Indirect expenses are other than the direct ones. These refer to those expenses which 
cannot be directly, conveniently and wholly allocated to cost centres or cost units. E.g. 
factory rent & insurance, power, general 

repairs, etc. Nature of indirect expenses or costs are “those which are incurred for 
common or joint objectives, and therefore cannot be identified readily and specifically 
with a particular cost unit/cost centre. 

 

A few examples of such expenses are as follows: 

i. Rent, rates and insurance of factory and office. 
ii. Depreciation, repairs and maintenance of plants, machinery, furniture, building, 

etc. 
iii. Power, fuel, lighting, heating of factory and office. 
iv. Advertising, legal charges, audit fees, bad debts, etc. 

 

Expenses excluded from costs 

The following types of items are not included in cost of production or sales: 

(a) Matters of pure finance including interest paid or received, dividend received on 
investments, rent received, profit or loss on sale of investments or company’s property, 
transfer fees received, etc. 

(b) Appropriation of profits including income-tax paid, dividends paid, transfer to 
sinking fund, general reserves, excessive depreciation, goodwill or other fictitious, assets 
written off, etc. 

 

Notional Expenses 

Expenses that are usually incurred should be included in costs even if a particular firm is 
not required to pay for such expenses. Rent for own premises is an example. If a firm 
occupies its own buildings, it does not pay any rent for it, but for costing purposes, an 
appropriate amount of rent is be included in costs. 

 

Accounting Treatment of Indirect Expenses 

Indirect expenses may or may not be allocated. For example, office administrative costs 
are indirect expenses, but they are rarely allocated to anything, unless it is corporate 
overhead and is being allocated to subsidiaries. These types of indirect expenses are 
charged to the expense in the period incurred. Indirect expenses that are factory 
overheads will be allocated to those units produced in the factory during the same period 
that the indirect expenses were incurred, and so will eventually be charged to expense 
when the products to which they were 

allocated are sold. 

 

OVERHEADS:- 

Overheads may be defined as the cost of indirect material, indirect labour and such other 
expenses, including services, which cannot be conveniently charged direct to specific 
cost centres or cost units. It should be noted that direct costs(materials, labour, etc.) are 
associated with individual jobs or products. Indirect expenses or overheads are not 
associated with individual jobs or products; they represent the cost of the facilities 
required for carrying on the operations. 
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CIMA, London defines overheads as “Expenditure on labour, materials or services which 
can not be economically identified with a specific saleable cost unit”. 

 

In modern industrial undertakings, overheads are a very large proportion of the total cost 
and, therefore, good deal of attention has to be paid to them. It will be a big mistake to 
pay attention only to direct cost. The problem in respect of overheads arises from the 
facts that the amount of overheads has to be estimated and that too before the 
concerned period begins (since it is only continuous costing that is found useful) and the 
amount has to be distributed over the various cost units, again on an estimated basis. 

 

Collection of Overheads 

When classification of overheads on some scientific and consistent basis is complete, 
they are regularly collected, i.e., estimated understanding order codes allotted to them. 
In order to collect overhead expenses the 

following are some of the primary documents used:- 

 (i) Stores requisitions 

(ii) Job cards or tickets 

 

Indirect materials originate in store requisitions. Each store requisitions note specifies 
the standing order number and the department for which the materials are drawn from 
stores. The departmentalization is done at 

the sources level. A material-issue analysis sheet is prepared from store requisitions. At 
the end of each month, the total of these items is charged or debited to Factory 
Overhead Control Account and credited to Stores Ledger Control Account. 

 

Indirect labour is obtained in the first place from the time cards and payrolls. Wages paid 
to workers against each standing order number can be obtained from the time-tickets or 
job cards. From the time-tickets, the wages analysis sheet is prepared each month and 
at the end of the month, the total is debited to Factory Overhead Control Account and 
credited to the Wages Account. 

 

Indirect expense can come from several sources, such as cash book, factory journals or 
vouchers. In the case of cash outlays, the entry may come from the cash book. Expenses 
such as depreciation and other adjustment items which do not result from cash outlays 
are taken from subsidiary records. At the end of the period, the total of factory 
overheads would be debited to Factory Overhead Control Account and credited to the 
Cost Ledger Control Account. 

 

Some expenses done one such as power, lighting, heating, rent, etc. may not be solely 
applicable to factory overheads, but should be apportioned between factory expenses, 
selling expenses and administration expenses. Each item of overheads may be seen and 
proper estimate of the amount for the coming period may be prepared. Another more 
expeditious way is to analyze total overheads into fixed and variable expenses, then 
arrive at an estimate by adjusting the variable amount Rs. per the expected change in 
output and in the fixed amount by recruiting more people and giving more increments, 
etc. 
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Classification Of Overheads 

Cost classification is the process of grouping costs according to their common 
characteristics and than establishing a series of special groups according to which costs 
have been classified. The process of classification of overheads involves: 

(a) the determination of the classes or groups in which the costs are subdivided; and 

(b) the actual process of classification of the various items of expenses into one or 
another of the groups. 

 

The classification of overheads expenditure depends upon the type and size of a business 
and the nature of the product or service rendered. 

Generally overheads are classified on the following basis: 

(1) Functional analysis 

(2) Behavioural analysis 

 

1. Functional Analysis 

Overheads can be divided into the following categories on functional basis: 

a) Manufacturing or production or factory overheads: Manufacturing overheads 
includes all indirect costs (indirect material, indirect labour and indirect expenses) 
incurred for operation of manufacturing or production division in a factory. It is also 
know as factory overheads, works overheads, factory cost or works cost, etc. 

b) A dministration overheads: It is the sum of those costs of general management, 
secretarial, accounting and administrative services which cannot be directly related 
to production, marketing, research or development functions of the enterprise. 
Administration overheads include the cost of formulating the policy, directing the 
organization and controlling the operations of an undertaking which is not related 
directly to production, selling, distribution, research or development activity or 
function. 

c) Selling and distribution overheads: Selling overheads is the cost of seeking to create 
and stimulate demand and of securing orders. It comprises the cost of products to 
distributors for soliciting and recurring orders for the articles or commodities dealt 
in and of efforts to find and retain customers. Distribution overhead is the 
expenditure incurred in the process which begins with making the packed product 
available for dispatch and ends with the making the reconditioned returned empty 
package, if any, available for reuse. It includes expenditure incurred in transporting 
articles to central or local storage. It also comprises expenditure incurred in moving 
articles to and from prospective customer as in the case of goods on sale or on return 
basis. In case of gas, electricity and water industries distribution means pipes, mains 
and services which may be regarded as equivalent to packing and transportation.  

d) Research and development overheads: Research overhead is incurred for a new 
product or a new process of manufacturing any product. The development overhead 
is incurred for putting research result on commercial basis 

 

2. Behavioural Analysis 

Under this overheads are classified, depending on their tendency to vary with the 
production/sales volume or activity levels. Some expenses vary directly with the rise and 
fall in the output, some remain constant inspite of change in the activity of the concern, 
whereas there are some other items which are constant only upto a certain level and 
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then change their character to become a variable or vary with the volume of output 
though less proportionately. 

Based on this behaviors, the expenses may be classified into: 

(a) Fixed Overhead 

(b) Variable Overhead 

(c) Semi-Variable Overhead 

 

COST SHEET 

Cost Sheet is statement designed to show the output of a particular accounting period 
along with break-up of costs. The data incorporated in cost sheet are collected from 
various statements of accounts which have been written in cost accounts, either day to 
day or in regular records. 

 

There is no fixed form for the preparation of cost sheet, but in order to make the cost 
sheet more useful, it is generally presented in columns form. The columns show the total 
cost, per unit for the current period, total cost & per unit cost for a preceding period and 
total and per unit cost for the budget period. Cost Sheet is a Memorandum Statement. 

 

Advantages of the cost sheet: 

1. I t discloses the total cost & the cost per unit of the units produced during a given 
period. 

2. It enables a manufacturer to keep a close watch & control over the cost of 
production. 

3. By providing a comparative study of the various elements of current cost with the 
past results & standard costs, it is possible to find out the causes of variations in 
costs & to eliminate the adverse factors & conditions which increase the total 
cost. 

4. It acts as a guide to the manufacturer & helps him in formulating a definite useful 
production policy. 

5. It helps in fixing up the selling price more accurately. 
6. It helps businessmen to minimize the cost of production when there is a cut 

throat competition. 
7. It helps businessmen to submit quotations with reasonable degree of accuracy 

against tenders for the supply of goods. 

 

Preparation of Cost Sheet 

Cost sheet is one of the method of unit costing. The format of cost sheet is as under:- 

Cost Sheet for the Period___________________ 
Production __________ Units 

Particulars Total Cost Amount 

Cost per Unit   
Amount   
Opening Stock of Raw Material   
Add: Purchase of Raw materials   
Add: Purchase Expenses   
Less: Closing stock of Raw Materials   
Raw Materials Consumed   
Direct Wages (Labour)   
Direct Charges   
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Prime cost (1)   
Add: Factory Over Heads:   
Factory Rent   
Factory Power   
Indirect Material   
Indirect Wages Supervisor Salary   
Drawing Office Salary   
Factory Insurance   
Factory Asset Depreciation   
Works cost Incurred   
Add: Opening Stock of WIP   
Less: Closing Stock of WIP   

Works cost (2)   
Add: - Administration Over Heads:-   
Office Rent   
Asset Depreciation   
General Charges   
Audit Fees   
Bank Charges   
Counting house Salary   
Other Office Expenses   

Cost of Production (3)   
Add: Opening stock of Finished Goods   
Less: Closing Stock of Finished Goods   

Cost of Goods Sold   
Add: Selling and Distribution OH:-   
Sales mand Commission   
Sales man salary   
Travelling Expenses   
Advertisement   
Delivery man expenses   
Sales Tax   
Bad Debts   

Cost of Sale (5)   
Profit (balancing figure)   

Sales    

Notes:- 

(1) Factory Over Heads are recovered as a percentage of direct wages 

(2) Administration Over Heads, Selling and Distribution Overheads are recovered as a 
percentage of works cost. 

 

Practicals: 

Que. 1 

Prepare the cost sheet to show the total cost of production and cost per unit of goods 
manufactured by a company for the month of July, 2019. Also find out the Cost of Sales. 

 Rs. 

Stock of raw materials 1.7.2019 3,000 

Raw materials purchased 28,000 
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Stock of raw materials 31.7.2019 4,500 

Manufacturing wages 7,000 

Depreciation on plant 1,500 

Loss on sale of a part of plant 300 

Factory rent 3,000 

Office rent 500 

General expenses 400 

Discount on sales 300 

Advertisement expenses 600 

Income tax paid 2,000 

Sales @ Rs. 15 p. u. 

The number of units produced during July, 2019 was 3,000. The stock of finished goods 
was 200 and 400 units on 1.7.2019 and 31.7.2019 respectively. The total cost of units on 
hand on 1.7.2019 was Rs. 2,800. All these have been sold during the month. 

 

Que. 2 

Following information is available for a factory for the year 2018: 

Direct material Rs. 

3,00,000 

Direct wages 2,50,000 

Factory overheads 1,50,000 

Administrative overheads 1,68,000 

Selling overheads 1,12,000 

Distribution overheads 70,000 

Profit 2,10,000 

A work order has been executed in the year 2018 and the expenses incurred were - 
materials Rs. 4,000; and wages Rs. 2,500. 

Assuming that in the year 2019 the rate of factory overheads has increased by 20%, 

distribution overheads have gone down by 10% and selling and administration overheads 

have each gone up by 12.5%, at what price should the product be sold so as to earn the 

same rate of profit on the selling price as in the year 2018? Factory overheads are based 

on direct wages while other overheads are based on factory cost. 
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INTRODUCTION 

The Companies Act, 2013 empowers the Central Government to make the rules so that 

companies engaged in specified industries, manufacturing, providing goods and 

rendering services are compelled to maintain their 

cost records by getting then audited, vide Section 148. 

 

Thus, it is the “subordinate legislative power” of the Central Government to make rules 

for maintenance of cost records and audit thereof with respect ti specific industries. 

Accordingly, the Central Government has made, from time to time, several 

notifications/orders, ever since the provisions were made in the erstwhile Companies 

Act, 1956, as well as under the current Act of 2013. 

 

RULE 1: SHORT TITLE AND COMMENCEMENT 

(1) These rules may be called the Companies (Cost Records and Audit) Rules, 2014. 

(2) They shall come into force from the date of their publication in the Official Gazette 

issued on 30.06.2014. 

 

RULE 2: DEFINITIONS 

In these rules, unless the context otherwise requires - 

(a) “Act” means the Companies Act, 2013 (18 of 2013); 

(aa) “Central Excise Tariff Act Heading” means the heading as referred to in the 

Additional Notes in the First Schedule to the Central Excise Tariff Act, 1985 [5 of 1986]; 

 

(b) “Cost Accountant in practice” means a cost accountant as defined in clause (b) of sub-

section (1) of  Section 2 of the Cost and Works Accountants Act, 1959 (23 of 1959), who 

holds a valid certificate of practice under Sub-section (1) of Section 6 of that Act and who 

is deemed to be in practice under Sub- Section (2) of Section 2 thereof, and includes a 

firm or limited liability partnership of cost accountants; 

 

(c) “Cost Auditor” means a Cost Accountant in practice, as defined in clause (b), who is 

appointed by the Board; 

 

(d) “Cost Audit Report” means the duly signed Cost Auditor’s report on the cost records 

examined and cost statements which are prepared as per these rules, including 

attachment, annexure, qualifications or observations attached with or included in such 

report; 

 

(e) “Cost Records” means books of account relating to utilization of materials, labour and 

other items of cost as applicable to the production of goods or provision of services as 

provided in Section 148 of the Act and these rules; 
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(f) “Form” means a form annexed to these rules; 

 

(g) “Institute” means the Institute of Cost Accountants of India constituted under the 

Cost and Works Accountants Act, 1959 (23 of 1959); 

 

(h) All other words and expressions used in these rules but not defined, and defined in 

the Act or in the Companies (Specification of Definition Details) Rules, 2014 shall have 

the same meanings as assigned to them in the Act or in the said rules. 

 

COST RECORD 

As per Rule 2(e) the Companies (Cost Records and Audit) Rules, 2014, “Cost Records” 

means books of account relating to utilization of materials, labor and other items of cost 

as applicable to the production of goods or provision of services under the provisions of 

Section 148 of the Act. It is mandatory to keep the cost records for proper supervision 

and control. 

 

Every company specified in item (A) of rule 3 shall get its cost records audited in 

accordance with these rules if the overall annual turnover of the company from all its 

products and services during the immediately preceding financial year is rupees fifty 

crore or more as the aggregate turnover of the individual. 

 

RULE 3: APPLICATION OF COST RECORDS 

For the purposes of Sub-Section (1) of Section 148 of the Act, the class of companies, 

including foreign companies defined in clause (42) of Section 2 of the Act, engaged in the 

production of the goods or in rendering services, having an overall turnover from all its 

products and services of rupees thirty five crore or more during the immediately 

preceding financial year, shall include cost records for such products or services in their 

books of account. 

 

DIAGRAMMATIC REPRESENTATION 
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Companies Engaged in the Production of following Goods or providing following 

Services : 

 

(A) Companies Engaged in Strategic Sectors 

(i) Machinery, mechanical appliances used in defence, space and atomic energy sectors 

such as: (A) Nuclear reactors; fuel elements (cartridges), non-irradiated, for nuclear 

reactors; machinery and apparatus for isotopic separation (B) Steam or other vapour 

generating boilers (other than central heating hot water boilers capable also of 

producing low pressure steam); super -heated water boilers (C) aircraft, spacecraft and 

parts thereof ( D) ships, boats and floating structures;  

(ii) Turbo jets and turbo propellers; 

(iii) Arms and ammunition; 

(iv) Propellant powders; prepared explosives, (other than propellant powders); safety 

fuses; detonating fuses; percussion or detonating caps; igniters; electric detonators; 

(v) Radar apparatus, radio navigational aid apparatus and radio remote control 

apparatus; 

(vi) Tanks and other amoured fighting vehicles, motorized, whether or not fitted with 

weapons and parts of such vehicles that are funded (investment made in the company) 

to the extent of 90% or more by the 

Government or Government Agencies; 

 

(B) Companies Engaged in an Industry Regulated by a Sectoral Regulator or a Ministry 

or Department of Central Government 

(vii) Port services of stevedoring, pilotage, hauling, mooring, remooring, hooking, 

measuring, loading and unloading services rendered by a Port in relation to a vessel or 

Overall Turnover from all of its products & Services ?=Rs. 35 crore 
(Preceding Financial Year)

Engaged in Production of Goods or Providing Services

Regulated & Non - Regulated Sector

Listed in Table of Rule 3

Domestic or Foreign Company

Applicability for Maintenance fo Cost Records
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goods regulated by the Tariff Authority for Major Ports under Section 111 of the Major 

Port Trusts Act, 1963; 

(viii) Aeronautical services of air traffic management, aircraft operations, ground safety 

services, ground handling, cargo facilities and supplying fuel, etc., rendered by airports 

and regulated by Airports Economic Regulatory Authority (“AERA” aeronautical) under 

the Airports Economic Regulatory Authority of India Act, 2008; 

(ix) Telecommunication services made available to users by means of any transmission 

or reception of signs, signals, writing, images and sounds or intelligence of any nature 

(other than broadcasting services) and regulated by the Telecom Regulatory Authority of 

India (“TRAI”) under the Telecom Regulatory Authority of India Act, 1997; 

(x) Generation, transmission, distribution and supply of electricity regulated by the 

Central Electricity Regulatory Commission (CERC) under The Electricity Act, 2003, other 

than for captive generation (as defined under The Electricity Rules); 

(xi) Roads and other infrastructure projects that are recipients of concessions; 

(xii) Active pharmaceutical ingredients or bulk drugs & formulations; 

(xiii) Fertilizers under administered price mechanism (urea) or subsidized; 

(xiv) Sugar and industrial alcohol; 

(xv) Petroleum products under administered price mechanism (Diesel, PDS Kerosene, 

Domestic LPG and Cooking Gas) or subsidized; 

(C) Other Companies 

(xvi) Railway or Tramway locomotives, rolling stock, railway or tramway fixtures and 

fittings, mechanical (including electro mechanical) traffic signaling equipment’s of all 

kind; 

(xvii) Mineral products; 

(xviii) Ores; 

(xix) Mineral Fuels, mineral oils; 

(xx) Base metals; 

(xxi) Inorganic chemicals, organic or inorganic compounds of precious metals, of rare-

earth metals, of radioactive elements or isotopes; 

(xxii) Aircraft, spacecraft that are funded (investment made in the company) to the 

extent of 90% or more by the Government or Government Agencies; 

(xxiii) Vehicles, aircraft, vessels and associated transport equipment, that are funded 

(investment made in the company) to the extent of 90% or more by the Government or 

Government Agencies; 

 (xxiv) Jute and Jute Products; 

(xxv) Edible Oil under Administrative Price Mechanism; 

(xxvi) Construction Industry where there is any government concession or grant in any 

form; 

(xxvii) Provision of healthcare services including check-up and preventive services, 

diagnostic services, disease management and patient care services including in corporate 

hospitals. 
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RULE 4: APPLICABILITY FOR COST AUDIT 

The companies required to include cost records in their books of account in accordance 

with subrule (1), shall be required to get such cost records audited by a cost auditor. 

 

Every company specified in item (A) of rule 3 shall get its cost records audited in 

accordance with these rules if the overall annual turnover of the company from all its 

products and services during the immediately preceding financial year is rupees fifty 

crore or more and the aggregate turnover of the individual product or products or service 

or services for which cost records are required to be maintained under rule 3 is rupees 

twenty five crore or more. 

 

Every company specified in item (B) of rule 3 shall get its cost records audited in 

accordance with these rules if the overall annual turnover of the company from all its 

products and services during the immediately preceding financial year is rupees one 

hundred crore or more and the aggregate turnover of the individual product or products 

or service or services for which cost records are required to be maintained under rule 3 

is rupees thirty five crore or more. 

 

The requirement for cost audit under these rules shall not apply to a company which is 

covered in rule 3; and 

(i) whose revenue from exports, in foreign exchange, exceeds seventy five per cent of its 

total revenue; or 

(ii) which is operating from a special economic zone; 

(iii) which is engaged in generation of electricity for captive consumption through Captive 

Generating Plant. For this purpose, the term “Captive Generating Plant” shall have the 

same meaning as assigned in rule 3 of the Electricity Rules, 2005”. Even for regulated 

sectors like Telecommunication, Electricity, Petroleum and Gas, Drugs and Pharma, 

Fertilizers and Sugar cost audit requirement has been made subject to a turnover based 

threshold of Rs. 50 crores for all product and services and Rs. 25 crores for individual 

product or services. For non-regulated sector the threshold is Rs. 100 crores and Rs. 35 

crores, respectively. 
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RULE 4: DIAGRAMMATIC REPRESENTATION 

 
 

RULE 5: MAINTENANCE OF COST RECORDS 

(1) Every company under these rules including all units and branches thereof, shall in 

respect of each of its financial year commencing on or after the 1st day of April, 2014, 

will maintain cost records in form CRA-1. 

 

Provided that company is covered in serial number 12 and serial numbers 24 to 32 of 

item (B) of rule 3, the requirement under this rule shall apply in respect of each of its 

financial year commencing on or after 1st day 

of April, 2015. 

 

Applicability of Cost Audit

(Rule 4)

Regulatory 
Sector

(A) 

Overall 
Annual 

Turnover 
during 

immediatel
y preceding 

financial 
year >=Rs 
50 crore

Aggregate 
turnover of 

the 
individual 
product or 
products or 

services 
>=25 crore

Required 
Cost Audit 
under Rule 

4

If Revenue 
from 

Export 
(Foreign 

Exchange)>
=75% of 

total 
revene

Rule 4 will 
not apply 

only Rule 3 
will apply

If 
operating 

from 
Special 

Economic 
Zone (SEZ)

Rule 4 will 
not apply 

only Rule 3 
will apply

Non-Regulatory 
Sector

(B)

If Revenue 
from 

Export 
(Foreign 

Exchange)>
75% of 
total 

revenue

Rule 4 will 
not apply 

only Rule 3 
will apply

If 
Operating 

from 
Special 

Economic 
Zone (SEZ)

Rule 4 will 
not apply 

only Rule 3 
will apply

Overall 
Annual 

Turnover 
during 

Immediatel
y Preceding 

Financial 
year > 
=1000 
crore

Aggregate 
turnover of 

the 
individual 
product or 
products or 
services >= 
35 crore

Required 
Cost Audit 
under Rule 

4
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(2) The cost records referred to in the sub-rule (1) shall be maintained on regular basis in 

such a manner as to facilitate calculation of per unit cost of production or cost of 

operations, cost of sales and margin for each of its products and activities for every 

financial year on monthly or quarterly or half yearly or annual basis. 

 

 (3) The cost records shall be maintained in such a manner so as to enable the company 

to exercise, as far as possible, control over the various operations and costs to achieve 

optimum economies in utilization of resources and these records shall also provide 

necessary data which is required to be furnished under these rules. 

 

RULE 6: COST AUDIT 

(1) The category of companies specified in rule 3 and the thresholds limits laid down in 

rule 4, shall within one hundred and eighty days of the commencement of every financial 

year, appoint a cost auditor. 

 

Provided that before such an appointment is made, the written consent of the cost 

auditor, and a certificate from him, as provided in sub-rule (1A), shall be obtained 

(1A) The cost auditor appointed under the sub-rule (1) shall submit a certificate that─ 

(a) the individual or the firm, as the case may be, is eligible for appointment and is not 

disqualified for appointment under the Act, the Cost and Works Accountants Act, 1959 

(23 of 1959) and the rules or regulations made thereunder; 

(b) the individual or the firm, as the case may be, satisfies the criteria provided in Section 

141 of the Act, so far as may be applicable; 

(c) the proposed appointment is within the limits laid down by or under the authority of 

the Act; and 

(d) the list of proceedings against the Cost Auditor or audit firm or any partner of the 

audit firm pending with respect to professional matters of conduct, as disclosed in the 

certificate, is true and correct.” 

 

(2) Every company referred to in the sub-rule (1) shall inform the cost auditor concerned 

of his appointment as such and file a notice of such appointment with the Central 

Government within a period of thirty days of the Board meeting in which such 

appointment is made, or within a period of one hundred and eighty days of the 

commencement of the financial year, whichever is earlier, through electronic mode, in 

form CRA-2, along with the fee as specified in Companies (Registration Offices and Fees) 

Rules, 2014. 

 

(3) Every cost auditor appointed as such shall continue in such capacity till the expiry of 

one hundred and eighty days from the closure of the financial year or till he submits the 

cost audit report, for the financial year for which he has been appointed. 
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Provided that the cost auditor appointed under these rules may be removed from his 

office before the expiry of his term, through a Board resolution after giving a reasonable 

opportunity of being heard to the Cost Auditor and recording the reasons for such 

removal in writing; 

 

Provided further that the Form CRA-2 to be filed with the Central Government for 

intimating appointment of another Cost Auditor shall enclose the relevant Board 

Resolution to the effect; 

 

Provided also that nothing contained in this sub-rule shall prejudice the right of the cost 

auditor to resign from such office of the company. 

 

(3A) Any casual vacancy in the office of a Cost Auditor, whether due to resignation, death 

or removal, shall be filled by the Board of Directors within thirty days of the occurrence 

of such vacancy and the company shall inform the Central Government in Form CRA-2 

within thirty days of such appointment of cost auditor. 

 

(3B) The cost statements, including other statements to be annexed to the cost audit 

report, shall be approved by the Board of Directors before they are signed on behalf of 

the Board by any of the director authorized by the Board, for submission to the Cost 

Auditor to report thereon . 

 

(4) Every Cost Auditor, who conducts an audit of the cost records of a company, shall 

submit the cost audit report along with his or its reservations or qualifications or 

observations or suggestions, if any, in form CRA-3. 

(5) Every Cost Auditor shall forward his duly signed report to the Board of Directors of 

the company within a period of one hundred and eighty days from the closure of the 

financial year to which the report relates and the Board of Directors shall consider and 

examine such report, particularly any reservation or qualification contained therein. 

 

(6) Every company covered under these rules shall, within a period of thirty days from 

the date of receipt of a copy of the cost audit report, furnish the Central Government 

with such report along with full information and explanation on every reservation or 

qualification contained therein, in Form CRA-4 in Extensible Business Reporting Language 

(XBRL) format in the manner as specified in the Companies (Filing of Documents and 

Forms in Extensible Business Reporting language) Rules, 2015 along with fees specified 

in the Companies (Registration Offices and Fees) Rules, 2014.” 

 



Make 

your 

notes  
 

 
                                                                        
                                                                                 

  
 

17.9 
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PURPOSE OF COST AUDIT 

The primary purpose of Cost Audit is to express an opinion on the cost  

accounts of the company whether these have been properly maintained and compiled 

according to the cost accounting system followed by the 

enterprise or not. However, the purposes of Cost Audit may be segregated into general 

and social objectives.  

 

The general objectives can be described to include the following: 

(1) Verification of cost accounts with a view to ascertaining that these have been properly 

maintained and compiled according to the cost accounting system followed by the 

enterprise. 

(2) Ensuring that the prescribed procedures of cost accounting records rules are duly 

adhered to. 

(3) Detection of errors and fraud. 

(4) Verification of the cost of each “cost unit” and “cost centre” to ensure that these have 

been properly ascertained. 

COST AUDIT 

(RULE 6)

BOARD MEETING

(Appointment within 180 days of the commencement of Financial Year)

The Company shall inform the Cost Auditor 
concerned of his or its appointment

Whichever is earlier

File a notice of such appointment 
within a period of 30 days of 
Board meeting in which such 

appointment is made.

Auditor shall continue in office till the expiry of 180 days from the 
closure of Financial year or till the submit the report

Casual vacancy can be filled by BOD within 
30 days

Inform the CG in CRA -2  within 30 days of 
such appointment

Submit Cost Audit Report by Cost Auditor 
in CRA - 3

Cost Audit report submit to BOD within 180 
days

Company within 30 days from the date of receipt of a 
copy of Cost Audit Report furnished to the CG in CRA -

4

File a notice fo such appointment 
with a CG within a period of 180 
days from the commencement of 

the Financial year
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(5) Determination of inventory valuation. 

(6) Facilitating the fixation of prices of goods and services. 

(7) Periodical reconciliation between cost accounts and financial accounts. 

(8) Ensuring optimum utilization of human, physical and financial resources of the 

enterprise. 

(9) Detection and correction of abnormal loss. 

(10) Inculcation of cost consciousness. 

(11) Advising management, on the basis of interfirm comparison of cost records, as 

regards the areas where performance calls for improvement. 

(12) Promoting corporate governance through various operational disclosures. 

 

Social Purposes of Cost Audit 

The following deserve special mention: 

1. Facilitate in fixation of reasonable prices of goods and services produced by the 

enterprise. 

2. Improvement in productivity of human, physical and financial resources of the 

enterprise. 

3. Channelize enterprise resources to most optimum, productive and profitable areas. 

4. A vailability of audited cost data as regards contracts containing escalation clauses. 

5. Facilitate in settlement of bills in the case of cost-plus contracts entered into by the 

Government. 

6. Pinpointing areas of inefficiency and mismanagement, if any for the benefit of 

shareholders, consumers, etc., such that necessary corrective action could be taken in 

time. 

 

CRA-1: FORMS IN WHICH COST RECORDS SHALL BE MAINTAINED 

The form CRA-1 prescribes the form in which cost records shall be maintained. The form 

categorizes the requirement of maintaining proper details as per 30 headings. The 

headings are as follows: 

(1) Material Cost 

(2) E mployee Cost 

(3) Utilities 

(4) Direct Expenses 

(5) Repair and Maintenance 

(6) Fixed Assets and Depreciation 

(7) Overheads 

 (8) Administrative Overheads 

(9) Transportation Cost 

(10) Royalty and Technical Know-how 

(11) Research and Development expenses 

(12) Quality Control Expenses 
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(13) Pollution Control Expenses 

(14) Service Department Expenses 

(15) Packing Expenses 

(16) Interest and Financing Charges 

(17) Any other item of Cost 

(18) Capacity Determination 

(19) Work-in-progress and finished stock 

(20) Captive Consumption 

(21) By - Products and Joint Products 

(22) Adjustment of Cost Variances 

(23) Reconciliation of Cost and Financial Accounts 

(24) Related Party Transactions 

(25) Expenses or Incentives on Exports 

(26) Production records 

(27) Sales records 

(28) Cost Statements 

(29) Statistical Records 

(30) Records of Physical Verification. 

 

CRA-2: FORM OF INTIMATION OF APPOINTMENT OF COST AUDITOR BY THE COMPANY 

TO CENTRAL GOVERNMENT 

(1) Corporate Identity Number (CIN) or Foreign Company Registration Number (FCRN) of 

the company  

(2) General Information 

(3) Product(s)/Service(s) to which Cost Audit relates 

(4) Details of all the Cost Auditor(s) appointed 

(5) Financial year to be covered under the Cost Audit 

(6) Details of previous Cost Auditor which has not been reappointed 

(7) Attachments 

– Copy of the Board resolution of the company 

– Optional attachment - if any 

 

CRA-3: FORM OF COST AUDIT REPORT 

Clause (vii) have been added to auditor’s report as under: 

Detailed unitwise and product/servicewise cost statements and schedules thereto In 

respect of the product/ services under reference of the company duly audited and 

certified by me/us are/are not kept in the company. 

 

Annexure to Cost Audit Report 

 

Annexure has been reclassified into Four Parts as under : 
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Part-A General Information, 

General Details of Cost Auditors, 

Cost Accounting Policy, 

Product/Service Details – of the company as a whole. 

 

Part-B for Manufacturing Sector 

Quantitative Information, Abridged Cost Statement, Details of Materials 

Consumed, Details of Utilities Consumed, Details of Industry Specific Operating 

Expenses. 

 

Part-C for Service Sector 

Quantitative Information, 

Abridged Cost Statement, 

Details of Materials Consumed, 

Details of Utilities Consumed, 

Details of Industry Specific Operating Expenses. 

 

Part-D Product and Service Profitability Statement, Profit 

RECONCILIATI ON, VALUE ADDITION AND 

DISTRIBUTION OF EARNINGS, 

Financial Position and Ratio Analysis, 

Related Party Transactions, 

Reconciliation of Indirect taxes. 

 

CRA-4: FORM FOR FILING COST AUDIT RE PORT WITH THE CENTRAL GOVERNMENT  

1. Corporate Identity Number (CIN) or Foreign Company Registration Number (FCRN) of 

the company. 

2. General Information 

3. Details of industries/ sectors/product(s)/ service(s) (CETA headling level, wherever 

applicable as per Rules for Regulated and Non-regulated sector) for which cost audit 

report is being submitted. 

4. Details of industries/ sectors/product(s)/ service(s) (CETA headling level, wherever 

applicable as per Rules for Regulated and Non-regulated sector) not cover in cost audit 

report. 

5. Details of cost auditor(s) appointment. 

6. Details of observation of cost audit report. 

7. Attachments : 

• XBRL document in respect of the cost audit report and Company’s information and 

explanation on every qualification and reservation contained therein. 

• Optional attachment, if any. 
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Exam questions: 

Que. 1.  Write a note on ‘social objectives’ of Cost Audit. 

(5 marks) [CMAFG-IV] 

Answer: 

The social objectives of Cost Audit are enumerated below: 

(i) Facilitation in fixation of reasonable prices for goods and services produced by the 

enterprise. 

(ii) Improvement in productivity of human, physical and financial resources of the 

enterprise. 

(iii) Channelising of the enterprise resources to most optimum, productive and profitable 

areas. 

(iv) Availability of Audited Cost data as regards Contracts containing escalation clauses. 

(v) Facilitation in settlement of bills in the case of Cost-plus contracts entered into by 

the Government. 

(vi) Pinpointing areas of inefficiency and mis-management if any for the benefit of 

shareholders, consumers and society in large. 

(vii) Hospitalisation, schooling, roads and transportation facilities to own employees 

as well as neighbouring people and cost benefit analysis. 

 

Que. 2  What are the duties of the Cost Auditor? 

(6 marks) [CMAFG-IV] 

Answer: 

The duties of cost auditor are similar to those of statutory auditor of the company. In 

addition to those duties certain additional duties are also cast on cost auditors which are 

as follows: 

1. Cost auditor shall verify and ensure that proper books of accounts as required by Cost 

Accounting Records Rules have been kept by the company. He is also duty bound to 

verify the returns of those branches which are not visited by him. 

2. Cost auditor shall ensure that the Cost Audit Report and the detailed cost statements 

are in the form prescribed by the Cost Audit Report Rules. 

3. Cost auditor’s report shall be based on data which is verified by him. 

4. Cost auditor is duty bound to include observations in his report only after company 

has been given a chance of commenting on the same. 
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5. Auditor is duty bound to ensure that the indirect expenses are properly allocated and 

are absorbed on a reasonable basis. 

6. To qualify report if there is any need and to give reasons for any qualification in his 

report. 

7. To forward the cost audit report within the prescribed time period. 

 

Que. 3 Under what circumstances will the appointment of Cost Auditor for conducting 

of cost audit be appointed in firm's name. Who will authenticate such reports and. how 

? (4 marks) [CMAFG-IV] 

Answer: 

The appointment of cost auditor under a firm’s name will be subject to the following 

conditions: 

1. All the partners of the firm are full time cost accounting practitioners within the 

meaning of Sections 6 and 7 of the Cost and Works Accountants Act, 1959. 

2. The firm must have been constituted with the previous approval of CG or of the 

Central Council of ICWAI as per amended regulation 113 of the Cost and Works 

Accountants Act, 1959. 

The Cost Audit Report shall be signed by 

1. Any one of the partners of the firm responsible for the conduct of the cost audit in 

his own hand for and on behalf of the firm; 

2. A proprietary firm can also be appointed as Cost Auditor and in such cases the report 

shall be signed by the proprietor himself. 

 

Que. 4 Define Cost Audit and state its purposes. 

(4 marks) [CMAFG-IV] 

Answer : 

Cost audit means audit of cost accounting records. According to CIMA London, cost audit 

is “the verification of the correctness of cost accounts and of the adherence to the cost 

accounting plan” 

The ICWAI on the other hand, defines cost audit as “a system of audit introduced by the 

Government of India for the review, examination and appraisal of the cost accounting 

records and attendant information, required to be maintained by specified industries.” 

The purpose of cost audit can be understood by the definition itself. In India cost audit is 

more specific and lays emphasis on the evaluation of the efficiency of operations and the 

propriety of management actions. 
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Que. 5 What are the Social objectives of Cost Audit ? 

(6 marks)[CMAFG-IV] 

Answer: Refer Que. 1 

 

Que. 6  What review should be made by a Cost Auditor of Cost Accounting Records?

 (8 marks)[CMAFG-IV] 

Ans. The cost auditor during the course of audit reviews the Cost Accounting Records of 

the company. Such review may include: 

1. The manner in which cost centers are identified and established. 

2. The accounting procedures followed for raw materials, packing materials, and spares, 

etc. 

3. Method of accounting of wastes, rejections and defectives. 

4. Methods of costing used by the company - batch, job, process etc. 

5. The accounting system for recording of wages, salaries and overtime and their 

allocation. 

6. The manner in which overheads are allocated/ apportioned of utilities and service 

departments. 

7. The Method of accounting for depreciation, sales & purchases and charging 

depreciation to cost centeres. 

8. The basis for reapportioning of service department expenses to production 

departments. 

9. Internal audit system implemented by the management. 

10. The procedure of stock-taking. 

11. The method of valuation of inventories and WIP. 

 

Que. 7 How can a Cost Auditor be appointed in a company? 

Answer: 

Refer Rule 6 page 12.8 

 

Que. 8 As per Rule 4 of Companies Act 2013 explain the applicability of Cost Audit? 

Answer: 

Refer page 12.5 Rule 4: Applicability for Cost Audit 

 

Que. 9 Describe the objectives of Cost Audit. 
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Answer: 

Purpose of Cost Audit 

Refer page 12.11 

 

Que. 10 As per rule 5 of Companies Act, 2013 explain maintenance of Cost Record., 

Answer: 

Rule 5: Maintenance of Cost Records 

Refer page 12.7 
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BUDGET 

A budget is a precise statement of the financial and quantitative policy to follow a course 

of action that management decide to follow in the immediate next period of time. 

 

As per Chartered Institute of Management Accountants (CIMA), London, budget is ,” A 

financial or quantitative statement, prepared and approved prior to a defined period of 

time of the policy to be pursued during that period for the purpose of attaining a given 

objective. It may include Income, Expenditure and Employment of Capital.” The budget 

is a blue-print of the projected plan of action expressed in quantitative terms for a 

specified period of time. 

 

It translate the policy into a concrete from. In order to implement it successfully the 

company adheres to a system of control. 

 

Budget is 

(a) The quantitative expression of a proposed plan of action by management for a 

specified period, and 

(b) An aid to coordinate what needs to be done in order to implement the plan. 

 

A budget is a method for translating the goals and strategies of an organization into 

operational terms. 

 

Essentials of Budget 

(a) I t is a statement expressed in monetary and/or physical units prepared for the 

implementation of policy formulated by the management. 

(b) Objectives and degree of responsibility should be clearly stated and communicated 

to the management. 

(c) A budget is prepared in advance and is based on the future plans of actions. 

(d) It relates to a future period and is based on objectives to be obtained. 

(e) A budget should be monitored periodically. 

(f) Different types of budgets are prepared by an industrial concern for different 

purposes. 

 

FORECAST AND BUDGET 

A forecast is an assessment of probable future events. Budget a financial plan of a 

business enterprise to .. its operations. At the planning stage it is necessary to forecast a 

probable course of action for the business. Budget is a sort of commitment or a target 

which the management seeks to attain on the basis of the forecasts made. Forecasts are 

made regarding sales, production cost and financial requirements of the business. A 

forecast denotes some degree of flexibility while a budget denotes a definite target. 

 

        BUDGET, BUDGETING AND BUDGETARY CONTROL 18 
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The following points of distinction can be noted between a forecast and budget: 

FORECAST BUDGET 

Forecasting may be defined as analysis 

and interpretation of the future 

conditions in relation to operations of the 

enterprise. It involves looking ahead and 

projecting the future course of events. 

A budget is a financial or quantitative 

statement, prepared and approved prior 

to a defined period of time of the policy to 

be pursued during that period for the 

purpose of attaining a given objective. it 

may include income, expenditure and 

employment of capital. 

Forecast is a mere estimate of what is 

likely to happen. it is a statement of 

probable events which 

are likely to happen under anticipated 

conditions during a specified period of 

time. 

Budget displays the that policy and 

programme to be followed in a future 

period under planned conditions. 

Forecasts, being statements of future 

events, do not connote any sense of 

control. 

A budget is a tool of control since it 

represents actions which can be shaped 

according to will so that it would suit the 

conditions which may unexpectedly come 

up. 

Forecasting is a preliminary step for 

budgeting. 

It ends with the forecast of likely events. 

it begins where forecasting ends. 

Forecasts get converted into budgets. 

Forecasts have wider scope, since it can 

be made in those spheres also where 

budgets can not interfere. 

Budgets have limited scope. they it can be 

made of phenomena not capable of being 

expressed quantitatively. 

 

BUDGETING 

Budgeting is the complete process of designing, implementing and operating budgets. 

The main emphasis in budgeting process involved the provision of resources to support 

plans which are being implemented. 

 

BUDGETARY CONTROL 

CIMA, London, defines budgetary control as “the establishment of budgets relating to 

the responsibilities of executives to the requirements of a policy, and the continuous 

comparison of actual with budgeted results, either to secure by individual action the 

objective of that policy or to provide a basis for its revision”. 

 

It is the system of management control and accounting in which all operations are 

forecasted and planned so far as possible beforehand, and the actual results are 

compared with the forecasted and planned ones. Thus, budgetary control involves: 
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(a) Establishment of budgets; 

(b) Continuous comparison of actual result with the previous made budget for the 

achievement of targets; thereby placing the responsibility for failure; and 

(c) Revision of budget in the light of changed circumstances. 

 

Budgetary control involves continuous comparison of actual results with the budgets and 

taking appropriate remedial action promptly. A budgetary control system, in this sense 

is also a control system. It is an excellent system for decent exert of the authority without 

losing control over the operations of the firm. 

 

In short, budgetary control means laying down in momentary and quantitative terms 

what exactly has to be done and how it has to be done in the coming period; and to 

ensure that actual results do not diverge from the planned course of implementation 

more than necessary. 

 

OBJECTIVES OF BUDGETARY CONTROL 

The objectives of budgetary control are the following : 

(1) To use different levels of management in a cooperative endeavour to achieve of the 

objectives of the firm. 

(2) To facilitate centralized control with delegated authority and responsibility. 

(3) To achieve maximum profitability by planning income and expenditure through 

optimum use of the available resources. 

(4) To ensure adequate working capital in other resources for efficient operation of 

business. 

(5) To reduce losses and wastes to the minimum. 

(6) T o bring out clearly where effort is needed to remedy the situation. 

(7) To see that the firm is not deflected from marching towards its long-term objectives 

without being overwhelmed by emergencies. 

 (8) Various activities like production, sales and purchase of materials are coordinated 

with the help of budgetary control. 

 

Advantages of Budgetary Control  

Budgetary control offers many advantages. It uncovers unprofitable in operations, 

weaknesses in the organizational structure, and minimizes wasteful spending. It acts as 

a friend, philosopher and guide to the management. Its advantages can be summarized 

as follows: 

1. It brings efficiency and economy in the working of the business enterprises. 

2. It establishes divisional and departmental responsibility. 

3. It coordinates the various divisions of a business, and therefore results in smoother 

operation of the entire organization. 

4. It guards against undue optimism leading to over expansion. 
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5. It acts as a safety signal for the management. It serves as an automatic check on the 

judgement of the executives as losses are revealed in time which is a caution to the 

management to stop wastage. 

6. Uniform policy without the disadvantage of a military kind of a business organization 

can be pursued by all divisions of the business by centralizing budgetary control. 

7. It helps the management in obtaining the most profitable combination of different 

factors of production. This results in more economical use of capital. 

8. It is the only means of predetermining when and to what extent financing will be 

necessary, avoiding the possibility of both over and under capitalization as well. 

9. It provides a clear definition of the objective and policies of the concern and the tool 

for periodic examination the policies periodically. 

 

Limitations of Budgetary Control 

(1) Budgetary control starts with the formulation of budgets which are mere estimates. 

Therefore, the adequacy or otherwise of budgetary control system, to a very large 

extent, depends upon the adequacy or accuracy with which estimates are made. 

(2) Budgets are meant to deal with business conditions which are constantly changing. 

Therefore, budgets estimates lose much of their usefulness under changing conditions 

because of their rigidity. It is necessary that budgetary control system should be kept 

adequately flexible. 

(3) The system of budgetary control is based on quantitative data and represents only an 

impersonal appraisal to the conduct of business activity unless it is supported by proper 

management of personal administration. 

(4) It has often been found that in practice the organization of budgetary control system 

become top heavy and costly, specially from the point of view of small terms. 

(5) Budgets and budgetary control have given rise to a very unhealthy tendency to be 

regarded as the solvent of all business problems. This has resulted in a very lukewarm 

human effort to deal with such problems and consequently the budgetary control system 

ends in failure. 

(6) It is human nature to resent any kind of control which constricts the authority of 

executives is also resentd. 

 

Steps in Budgetary Control 

Budgetary control requires the following steps to be taken: 

 

 (1) Organisation for Budgeting 

The setting up of a definite plan of organization is the first step to be taken prior to 

beginning the real work of installing budgetary control. The responsibility of each 

executive must be clearly defined. There should be no uncertainty regarding the point 

where the jurisdiction of one executive ends and that of another begins. 
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(2) Budget Manual 

The budget manual is a booklet specifying the objectives of an organization in relation to 

its spending strategy. The budget is made to decide how much an organization spend 

and in what manner. In the budget the organization sets its priorities too. 

 

CIMA, London, defines it as, “a document which sets out the responsibilities of the 

persons engaged in, the routine of, and the forms and records required for, budgetary 

control. 

 

Following are some of the important matters covered in a budget manual : 

(a) A statement regarding the objectives of the organization and how they can be 

achieved through budgetary control; 

(b) A statement about the functions and responsibilities of each executive the both 

regarding preparation and execution of budgets; 

(c) Procedures to be followed for obtaining the necessary approval of budgets. The 

authority of granting approval should be stated in explicit terms. Whether, one two or 

more signatures are required on each document should be clearly stated; 

(d) Time tables for all stages of budgeting; 

(e) The manner of scrutiny and the personnel to carry it out; 

(f) Reports, statements, forms and other record to be maintained; 

(g) The accounts classification to be employed. It is necessary that the framework within 

which the costs, revenue and other financial accounts are classified must be identical 

both in the accounts and budget department; 

(h) The reporting of the remedial action; 

(i) The manner in which budgets, after acceptance and issuance, are to be revised or the 

matter amended these are included in budgets and on which action can be taken only 

with the approval of top management. 

 

The main idea behind the budget manual is to inform line executives beforehand about 

procedures to be followed rather than issuing frequent instructions from the controller’s 

office regarding procedures and forms to be used. Such frequent instructions can be a 

source of friction between the line and staff management. 

 

But there are many advantages attached to the use of the budget manual. It is a formal 

record defining the functions and responsibilities of each executive. The methods and 

procedures of budgetary control are standarized. There is synchronization of the efforts 

of all in an organization which result in maximization of profits. 

 

Advantages of Budget Manual- The following are the advantages of Budget Manual: 

1. A n overall well coordinated plan, provided by budgetary control system shows what 

role each manager is expected to play in maximizing the profits. 
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2. Any problem arising in the working of a budgetary control system can be settled 

through the manual. 

3. New employees get acquainted with the procedure involved in the operation of the 

system by referring to manual. 

4. Methods and procedures become standardized. 

5. Since coordination is maintained, there is no overlapping of instructions. There is in 

other words synchronization of all efforts which leads to the attainment of the objectives 

with minimum of friction. 

 

(3) Responsibility for Budgeting 

(a) Budget Controller 

The Chief Executive is ultimately responsible for the budget programme but it will be 

better if the large part of the supervisory responsibility is delegated to an official 

designated as BUDGET CONTROLLER OR DIRECTOR. 

 

The budget controller should have knowledge of the technical side of the business and 

should report to the president. 

 

(b) Budget Committee 

The budget committee is a group of representatives of various functions in an 

organization. As all functions are inter-related and as any change in one’s target will have 

its impact on that of the other, it is necessary to discuss the targets so that a mutually 

agreed programme is finally decided. This is what is called coordination in budget-

making. It is a powerful force in knitting together various activities of the business and 

enforcing real control over operations. 

 

The budget manual should specify the responsibilities and duties of the budget 

committee, which should include the following: 

(1) Receive and review budget estimates from the respective divisions or departments 

and make recommendations. 

(2) Recommend decisions or budget matters where there may be conflicts among 

departments or divisions. 

(3) Recommend changes and approval of the revised budget. 

(4) Receive, study and analyse periodic reports comparing the budget with actual 

performance. 

Consider policies with respect to follow-up procedures. 

(5) Consider and make recommendations for the revision of the budget when conditions 

warrant. 

(6) Consider recommendations for changes in budget policies and procedures. 

(7) Make recommendations for the budget manual. 
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(c) Fixation of Budget Period 

Budget Period means the period for which a budget is prepared and employed. 

The budget period will depend upon: 

– the nature of the business, and 

– the costing technique to be employed. 

It refers to the period of time covered by a budget. The broad classification in this regard 

has already been stated as “long-term budget” and “short-term budget”. 

 

The short-term budget itself could be bifurcated into yearly and quarterly budgets. Long-

term budgets provide the perspective, since one would be able to have a view of what is 

likely to be achieved and what the chief problems are likely to be, such as competition 

from new products. Short-term budgets, say, for a year are quite exact and those for a 

quarter even more so. These are particularly suitable for control purposes. A short-term 

budget need not necessarily be for one year. It is generally long enough to cover one 

season or a business year. 

 

For example, in case of mass production industries it is necessary to compare 

continuously the actual expenses with the budget; and therefore, the budget period 

should be a short one. Similar would be the case of a garment  manufacturer, as his 

business depends upon tastes and fashion which change very fast. But in case of a 

structural or heavy engineering works a long period budget period will be suitable. 

 

(4) Budget Procedure 

After the establishment of budget organization and fixation of the budget period the 

actual work of the budgetary control begins. The procedure followed in designing and 

operating a budgetary control system largely depends upon the nature of the business. 

The usual pattern is as follows : 

 

(a) Determination of Key Factor 

Key factor is that factor the extent of whose influence must first be assessed in order to 

ensure that functional budgets ( relating to different functions of the business) are 

reasonably capable of fulfillment. It is also termed as limiting factor or governing factor. 

 

It budget key factor or principal budget factor is described by the CIMA London 

terminology as: “a factor which will limit the activities of an undertaking and which is 

taken into account in preparing budgets”. 

 

It is essential to consider this factor before preparing the budgets. In some concerns, the 

key factor may be sales, while in other cases it may be production, material, labour, 

machinery or capital. This most important factor which governs the whole process of 

preparation of budgets should be predetermined. The budget relating to this particular 
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factor should be prepared first and other budgets should be based upon it. A coordinated 

plan should then be finally approved. 

 

If a limiting factor cannot be got over by any means, the whole budget involving all 

functions will have to be built around that factor. For instance, if the production capacity 

is 50,000 units and it cannot be increased in the short run, all budgets, say, the sales 

budget and raw materials purchase budget, will have to be based on the production of 

50,000 units. To achieve maximum profitability, a key factor must be overcome, if not, 

at least efforts should be made to minimize its adverse effect. 

 

These factors are not of permanent nature and they can be overcome by the 

management in the long run if an effort is made in this direction by selecting optimum 

level of production, dealing in more profitable products, 

introducing new methods, changing material mix, working overtime or extra shifts, 

providing incentives to workers, hiring new machinery, etc. 

 

Examples of Principal Budget Factors (or key Factors) 

Item Budget Factor (or key Factor) 

Materials: • Availability of supplies.    

• Restrictions imposed by the Government like quotas. 

Labour: • Shortage in certain key processes.   

Plant and machinery: • Insufficient capacity for lack of space.   

• Bottlenecks in certain key processes.    

Sales: • Market demand low.   

• Insufficient advertising due to lack of funds. 

Finance: • Long-term finance.   

• Short-term funds. 

Management: • Lack of managerial time for additional work. 

It would be desirable to prepare first the budget relating to this particular factor, and 

then the other budget. An illustrative list of key factors in certain industries in given 

below: 

 

Examples of key factors in specific Industries : 

INDUSTRY KEY FACTOR 

Motor Car Sales demand 

Aluminium Power 

Petroleum Refinery Supply of crude oil 

electro-optics Skilled technicians 

Hydro power generation Monsoon 
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 (b) Making of Forecasts 

Forecast means an estimate about the probable events at a given period of time. It differs 

from a budget. Budget is an operating and financial plan of a business enterprise. It is a 

sort of commitment or a target which the management seeks to attain on the basis of 

the forecasts made. 

 

(c) Consideration of Alternative Combination of Forecasts 

Alternative combinations of forecast are considered with a view to obtain the most 

efficient overall plan so as to maximize profits. When the optimum combination of 

forecast is selected, it should be regarded as being finalized. 

 

(d) Preparation of Budgets 

After finalization the forecast, budgets are prepared. Production budget will be prepared 

on the basis of sales budget and also after taking into consideration the available 

productive capacities. Different cost of production budgets will be prepared on the basis 

of main production budget. Financial budget will be prepared on the basis of sales 

forecast and production budget. All these budgets will be combined and coordinated into 

one Master Budget. These budgets may be revised from time to time taking into account 

the current developments. 

 

PREPARATION & MONITORING OF VARIOUS TYPES OF BUDGETS 

Depending upon the various bases adopted, budgets may be classified into different 

categories. They may be classified on the basis of – 

(i) the coverage or scope they encompass 

– Functional Budget 

– Master budget 

(ii) the capacity or efficiency to which they are related 

– Fixed Budget 

– Flexible Budget 

(iii) the conditions on which they are based and 

– Basic Budget 

– Current Budget 

(iv) the periods which they cover 

– Long-Period Budget 

– Short-Period Budget 
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TYPES OF BUDGETS 
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TYPES OF BUDGETS 

Fixed Budget 

Fixed budget is one that remains unchanged irrespective of level of activity or output. 

Fixed budgets are simple to prepare but has limited application and is ineffective as a 

tool for cost control. Fixed budget may be useful when there is no significant variation in 

output. 

 

Flexible Budget 

CIMA defines a flexible budget as, "a budget which is designed to change in accordance 

with levels of activity attained". It is a budget, which considers the difference between 

fixed, semi-variable and variable costs to change in relation to level of activity attained. 

Variable items such as materials, labour and variable overheads are shown in the budget 

as per the level of activity. 

Fixed costs will be shown at the same amount irrespective of the level of activity. 

Key features of flexible budgets: 

(1) They are prepared for a range of activity instead of a single level of activity. 

(2) Under this method, a series of budgets would be prepared at varying levels of 

activity, e.y. 70%, 80%, 90% & 100% capacity. 

(3) It helps in making variance analysis which will enable the management to take 

appropriate action. 

(4) It facilitates the ascertainment of cost, fixation of selling price and submission of 

quotations. 

(5) It provides a meaningful basis of comparison of the actual performance with the 

budgeted targets. 

 

Distinguish between: Flexible Budget & Fixed Budget 

Ans.: Following are the main points of distinction between flexible budget & fixed budget 

Points Flexible Budget Fixed Budget 

Meaning CIMA defines a flexible budget as, "a 

budget which is designed to change in 

accordance with levels of activity 

attained". 

Fixed budget is one that remains 

unchanged, whatever irrespective of 

level of activity or output. 

Levels of 

activity 

Under this method, a series of budgets 

would be prepared at varying levels of 

activity, e.g. 70%, 80%, 90% & 100% 

capacity. 

It does not change with actual volume 

of activity achieved. Thus it is known as 

a rigid or inflexible budget. 

Costs It is most suited for variable costs. It is most suited for fixed costs. 
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Variance It helps in making variance analysis 

which will enable the management to 

take appropriate action. 

It does not consider the variances due 

to change in the volume. 

Price 

fixation 

It helps in fixation of price. Fixation of prices becomes difficult. 

 

Zero Base Budgeting   

Zero base budgeting is so called because it requires each budget to be prepared and 

justified from zero, instead of simply using last year's budget as a base. Zero base 

budgeting may be defined as, "planning and budgeting processes which requires each 

managers to justify his entire budget request in details from scratch (hence zero base) 

and shifts the burden of proof to each manager to justify why he should spend any 

money at all. 

Characteristics of Zero-base budgeting: 

(1) It deals with all the elements of the budget proposals. 

(2) A critical evaluation of all the activities is also done afresh together with new 

proposals. 

(3) It is superior to the traditional based budgeting. 

(4) It provides a systematic approach for the evaluation of different activities. 

(5) It ensures that the functions undertaken are critical for the achievement of the 

objectives. 

(6) It provides an opportunity for the management to allocate the resources to various 

activities after a proper cost benefit analysis. 

(7) It helps in the identification of wasteful expenditure and then their elimination. 

(8) It helps in the introduction of management by objectives  

Disadvantage of ZBB: 

(a) It requires more paper work and more personnel is needed which in turn increases 

the cost for setting up zero based budgeting system. 

(b) It is more time consuming than traditional budgeting system and therefore it is 

resisted by various department heads. 

(c) The work involved in making ZBB is much more and hence may be acceptable from 

cost benefit analysis. 

 

Distinguish between: Budget Period & Control Period 

Following are the main points of distinction between budget period & control period: 

Points Budget Period Control Period 

Meaning Budget period is a period for which 

the budget is prepared. 

Control period is a period for which 

various reports are submitted to take 



Make 

your 

notes  
 

 
                                                                        
                                                                                 

  
 

18.13 

corrective actions by the 

management. 

Period Budget period may be monthly, 

quarterly or yearly. 

Control period is generally specified 

by management. 

Nature Budget period may be short term or 

long term. 

Control period is generally consists of 

short term. 

 

What is sales budget? How is it prepared? 

If the sale is the limiting factor, sales budget is first prepared and then production budget 

is prepared taking the opening and closing stock of finished goods into consideration. In 

many types of business, the sales budget is the commencement of budgeting. The sales 

budget is a forecast of total sales of all the products expressed in terms of physical 

quantities, prices and values in respect of each product for a future budget period. The 

sales manager should be made responsible for the sales budget and he is assisted by the 

market research officer. The choice of method to employ for forecasting sales is 

influenced by a number of external as well as internal factors. The degree of competition, 

the nature of the product, the methods of distribution, the size of the business, plant 

capacity and financial aspects are some of the consideration. While preparing the sales 

budget, the sales manager has to bear in mind the following factors: 

(1) Market research: The purpose of market research is to find out which of the 

company's products can be sold in a period and in what quantities at what prices and in 

which market. Such an analysis is made to assess the potential demand according to 

customers, territories, salesmen, channels of distribution, size of orders or terms of sales. 

(2) Analysis of past sales and trends of past sales: Details of sales over past periods of 

5 to 10 years will play an important role in preparation of sales budget. The details of 

sales are to be collected and prepared under the following heading. 

- by products or class of products. 

- by territories - national and international. 

- by branches analyzed by salesmen. 

- by type of customers - wholesale, retail, government, foreign, etc. 

In studying the trend of past sales, the factors affecting the figures, e.g., long-term trend, 

seasonal fluctuations, trade cycles, growth of market, growth of business, etc., should be 

borne in mind. 

(3) Opinions and field estimates of salesmen 

(4) Plant capacity and other production facilities. 

(5) General trade prospects - demand for and supply of the product. 

(6) Potential market: Purchasing power and capacity should be estimated. 

(7) Product mix, i.e. proposed expansion or discontinuance of products. 

(8) Proposed alteration in quality and price. 
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(9) Long-term trends, trade cycles and seasonal fluctuations. 

(10) Availability of men, materials and machines. 

(11) Profits desired by the management. 

(12) External factors such as Government policy, imports and exports policy of 

Government, economic cycle of the nation, change in buying habits of customers, change 

in fashion trend of public, monopoly conditions, competitions, competitors, substitutes 

in market, inventions, new products in the market, etc. 

(13) Special conditions: Introduction of special discounts, a new design of the product, 

new or additional advertisements, improved deliveries, after-sales service, term of 

payment including extension of credit periods, guarantee terms, etc., will also have the 

influence on the sales budget. 

(14) Financial aspects: Sales expansion, extension of credit, purchase of new plant, 

opening of new sales officers, and new or additional advertising campaigns, etc., will 

involve capital outlay. Hence, sales budget will require to be kept within the financial 

limits. The sales budget should be prepared in such a manner that it will produce an 

adequate return on capital employed. 

A preliminary sales budget is prepared product-wise and then a detailed budget is also 

prepared on the basis of Salesmen's estimates. Both are to be compared and adjusted 

for preparation of final sales budget after considering the top management policy. It is 

worthwhile to make up the sales budget against (a) by products, (b) by territory, and (c) 

by types of customers. Then, the sales budget will be submitted to the budget committee 

for approval and incorporation in the master budget. In order to show responsibilities, 

the budget is divided into sales areas and sales quotas showing the responsibilities of 

individual salesman. 

What is a production budget? What are the steps involved in the preparation of a 

production budget? 

The production budget is concerned with estimating the probable output of each 

product in the forthcoming budget period. It shows the quantity of products to be 

manufactured. Output may be shown in tons, kilograms, liters or meters. In case of non-

standard work, it may be expressed in Standard Hours. Standard hour refers to the 

quantity of work that can be performed in one hour. Production budget is prepared by 

the production manager on the basis of: 

♦ Sales budget 

♦ Plant capacity 

♦ Opening inventory of finished goods 

♦ Required closing inventory of finished goods - depending on the future sales 

potential; manufacturing capacity; storage space; optimum inventory level at which the 

total of manufacturing costs and carrying costs is at a minimum 

♦ Policy of the management. 

Production budget is prepared for each product and manufacturing department and 

divided into monthly budget for the purpose of production planning. 
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Production planning plays a very important role in preparation of production budget. In 

production planning, the following factors are considered: 

♦ Economic batch quantity. 

♦ Delivery schedules. 

♦ Seasonal conditions. 

♦ Optimum utilization of plant capacity 

♦ Optimum utilization of labour without much overtime and idle time. 

♦ Reduction of bottlenecks such as shortage of men, material, etc. 

♦ Stock requirement. 

♦ Work in progress. 

Integration with sales budget: There should be a very good co-ordination and 

integration with the Sales Budget. Production should be planned on the basis of delivery 

schedules, seasonal conditions and stock requirements. It is to be seen that the delivery 

schedules are complied with. Otherwise, customer's goodwill is lost. Differences, if any, 

between sales manager and production manager are to be resolved by budget 

committee. Attention should be paid to produce the largest volume with profitable 

product mix compatible with maximizing profit and achieving long-term financial 

stability. 

Advantages of a production budget: 

(1) Optimum utilization of plant and machinery. 

(2) Optimum utilization of labour force. 

(3) Maintenance of low inventory of finished goods which obviates risk of 

obsolescence and fall in price. 

(4) Production of finished goods according to delivery schedules. 

(5) Routing and scheduling requirement of labour. 

(6) Reduction in costs as a result of uniformity in production. 

(7) Assistance in setting the purchase budget which enable economic buying of raw 

material. 

(8) When the production is completed, it forms the basis of production cost budget 

comprising direct material, consumption cost budget, direct labour cost budget, 

manufacturing & administration overheads budget. 

 

Purchase Budget 

The production budget is the starting point for determining the estimated quantities of 

direct materials to be purchased. 

Multiplying these quantities by the expected unit purchase price determines the total 

cost of direct materials to be purchased. 

Two important considerations that govern purchase budgets are as follows: 

(i) Economic order quantity. 

(ii) Re-order point with safety stocks to cover fluctuations in demand. 
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The direct material purchases budget helps management maintain inventory levels 

within reasonable limits, For this purpose, the timing of the direct materials purchases 

should be coordinated between the purchasing and production departments. 

 

Labour Cost Budget 

Once sales budget and production budget are compiled and thereafter plant utilisation 

budget is settled, detailed amount of the various machine operations involved and 

services required can be arrived at. This will facilitate preparation of an estimate of 

different grades of labour required. 

From this the standard hours required to be worked can be prepared. The total labour 

complement thus budgeted can be divided into direct and indirect. Standard rates of 

wages for each grade of labour can be introduced and then the direct and indirect labour 

cost budget can be prepared. 

Merits/advantages: 

♦ It defines the direct and indirect labour force required. 

♦ It enables the personnel department to plan ahead in recruitment and training of 

workers so that labour turnover can be reduced to the minimum. 

♦ It reveals the labour cost to be incurred in the manufacture, to facilitate 

preparation of manufacturing cost budgets and cash budgets for financing the wage bill. 

 

Master Budget 

Master budget, otherwise called budgeted profit and loss account, is a summary of 

functional budgets and, thus, it shows the overall budget plan and profit or loss during 

the budget period. After preparation of initial Master Budget, budget officer should test 

whether it is within the realms of possibility. Common faults are to be rectified and final 

master budget is prepared and submitted to the budget committee. Budget committee 

will discuss in a meeting and submit it to the board of directors for final approval. At this 

point, the budget becomes the official management plan. 

Explanatory note will be submitted to the board of directors explaining the reasons for 

variances in regard to the sales, cost of production and profit on the basis of information 

readily available in the functional budgets. 

Budgeted balance sheet: Budgeted balance sheet is the forecast balance sheet as at the 

end of the budget period and is prepared on the basis of the following items. 

♦ Last balance sheet 

♦ Master budget for profit or loss carried to balance sheet 

♦ R &D budget 

♦ Capital expenditure budget 

♦ Working capital budget 

♦ Cash budget 

♦ Management policy in regard to issue of and calls on share debentures, 

investments, repayment of loans, etc. 
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Performance Budgeting 

Performance budgeting provide a meaningful relationship between estimated inputs and 

expected outputs as an integral part of the budgeting system. 'A performance budget' is 

one which presents the purposes and objectives for which funds are required, the costs 

of the programmes proposed for achieving those objectives, and quantities data 

measuring the accomplishments and work performed under each programme. Thus PB 

is a technique of presenting budgets for costs and revenues in terms of functions. 

Programmes and activities are correlating the physical and financial aspect of the 

individual items comprising the budget. 

Traditional Budgeting Vs. Performance Budgeting: 

1. The Traditional Budgeting (TB) gives more emphasis on the financial aspect than 

the physical aspects or performance. PB aims at establishing a relationship between the 

inputs and the outputs. 

2. Traditional budgets are generally prepared with the main basis towards the objects 

or items of expenditure i.e. it highlights the items of expenditure, namely, salaries, stores 

and materials, rates rents and taxes and so on. In the PB latter the emphasis is more on 

the functions of the organization, the programmes to discharge these function and the 

activities which will be involved in undertaking these programmes. 

Steps in Performance Budgeting: According to the Administrative Reforms Commission 

(ARC) the following steps are the basic ones in PB: 

(a) Establishing a meaningful functional programme and activity classification of 

government operations. 

(b) Bring the system of accounting and financial management in accord with this 

classification 

(c) Evolving suitable norms, yardsticks, work units of performance and units costs, 

wherever possible under each programme and activity for their reporting and evaluation. 

The Report of the ARC use the following terms in an integrated sequence: 

Function —> Programme —> Activity —> Project 

The team 'function' is used in the sense of 'objective'. For achieving objectives 

'programmes' will have to be evolved. In respect of time horizon, it is essentially a 

replacement of traditional annual fiscal budgeting by a more output-oriented, but still 

an annual, exercise. For an enterprise that wants to adopt PB, it is thus imperative that: 

(a) The objectives of the enterprise are spelt out in concrete terms. 

(b) The objectives are then translated into specific functions, programmes, activities 

and tasks for different levels of management within the realities of fiscal; constraints 

(c) Realistic and acceptable norms, yardsticks or standards and performance indicators 

should be evolved and expressed in quantifiable physical units. 

(d) A style of management based upon decentralized responsibility structure should 

be adopted, and 

(e) An accounting and reporting system should be developed to facilities monitoring, 

analysis and review of actual performance in relation to budgets. 
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List the eight functional budget prepared by a business. 

Following functional budgets are generally prepared by a business: 

♦ Sales budget 

♦ Production budget 

♦ Plant utilisation budget 

♦ Material purchase budget 

♦ Labour cost budget 

♦ Factory overhead budget 

♦ Production cost budget 

♦ Selling & distribution cost budget 

♦ Capital expenditure budget 

♦ Cash budget 

 

'long term budget' & 'short term budget' 

Long term budget: A long term budget can be defined as a budget which is prepared for 

periods longer than a year. These budgets help in business forecasting and forward 

planning. Capital expenditure budgets and research developments budgets are just 

examples of long term budgets. 

Short term budget: This budget is defined as a budget which is prepared for a period less 

than a year and is very useful to lower levels of management for control purposes. In an 

ideal situation a short-term budget should perfectly fit into a long-term budget. 

 

'Budget Variance'? Also state the importance and limitation of Budget Variance. 

A budget variance is the difference between the budgeted amount of expense or 

revenue, and the actual amount. The budget variance is favourable when the actual 

revenue is higher than the budget or when the actual expense is less than the budgeted 

expense. 

A budget variance is frequently caused by bad assumptions or improper budgeting, so 

that the baseline against which actual results are measured are not reasonable. Those 

budget variances that are controllable are usually expenses, which are committed 

expenses, though a large portion of expenses are those expenses which cannot be 

altered in short run, whereas controllable expenses are discretionary expenses, which 

can be eliminated without an immediate adverse impact on profits. 

Budget versus actual analysis can provide insight as to what really happened in your 

business against what was expected. Budget is never going to be exact. Budgets typically 

uses rounded and estimated figures, i.e. these are simply forecast. Analysis of budget 

helps us to provide insight for positive or negative variance. Negative variances can be 

caused by an efficiency problem, utilization problem, or due to unexpected or 

unavoidable occurrence whereas positive variance can provide insight why you did so 

well and what processes are working for your business. 

Managerial uses of variance analysis are: 
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1. Costs can be controlled as it brings into focus controllable and uncontrollable costs 

along with their causes. 

2. The causes of variance are highlighted making it possible to take remedial measures 

in time. Importance of Budget Variance Analysis: 

(1) It aids efficient budgeting activity as management wishes to have lower deviations 

from the planned budget. 

(2) It acts as a control mechanism and helps management look into possible ways of 

how such deviation can be avoided. 

(3) It facilitates assigning responsibility on departments where it is required. 

(4) It helps in identifying needed changes in the overall strategies i.e. to revaluate the 

company's product line or target customer base. 

(5) Without a variance analysis, a budget ceases to be a working document. 

Limitations of Budget Variance Analysis: If the budgeting is not made taking into 

consideration the detailed analysis of each factor, the budgeting exercise may be loosely 

done which is bound to deviate from actual numbers. 

 

BUDGET RATIOS 

Control ratio used for performance evaluation. 

These ratios provide information about the performance level, i.e., the extent of 

deviation of actual performance from the budgeted performance and whether the actual 

performance is favourable or unfavorable. If the ratio is 100% or more, the performance 

is considered as favourable and if ratio is less than 100% the performance is considered 

as unfavourable. 

The following ratios are usually used by the management to measure development from 

budget. 

Activity Ratio = Standard Hours/Budgeted Hours x 100 

Efficiency Ratio = Standard Hours/Actual Hours x 100 

Capacity Ratio = Actual Hours/Budgeted Hours x 100 

 

CASH BUDGET 

Que. 1 

ABC Company Ltd. has given the following particulars, you are required to prepare a cash 

budget for the three months ending 31st December 2018: 

(i) Months Sales Material Wages Overheads 

 Rs. Rs. Rs. Rs. 

August 20,000 10,200 3,800 1,900 

September 21,000 10,000 3,800 2,100 

October 23,000 9,800 4,000 2,300 
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November 25,000 10,000 4,200 2,400 

December 30,000 10,800 4,500 2,500 

(ii) Credit terms are: 

Sales/debtors -10% sales are on cash basis. 50% of credit sales are collected next month 

and the balance in the following month. 

Creditors - Material 2 month 

- Wages 1/5 month 

- Overheads 1/2 month 

(iii) Cash balance on 1st October 2018 is expected to be Rs. 8,000 

(iv) A machinery will be installed in Aug 2018, at a cost Rs. 1,00,000. The monthly 

instalment of Rs. 5,000 payable from October onward. 

(v) Dividend at 10% on Preference share capital of Rs. 3,00,000 will be paid on 1st 

December 2018. 

(vi) Advance to be received for sale of vehicle of Rs. 20,000 in December. 

(vii) Income tax (advance) to be in December Rs. 5,000. 

 

Que. 2 

From the following forecast of income and expenditure prepare a Cash Budget for the 

three months ending on June, 2015: 

Month Sales Purchase Wages Misc. 

2008 (Rs.) (Rs.) (Rs.) (Rs.) 

February 1,20,000 84,000 10,000 7,000 

March 1,30,000 1,00,000 12,000 8,000 

April 80,000 1,04,000 8,000 6,000 

May 1,16,000 1,06,000 10,000 12,000 

June 88,000 80,000 8,000 6,000 

Additional information: 

(i) Sales: 20% realized in the month of sales, discount allowed 2%, balance realized 

equally in two subsequent months. 

(ii) Purchases: These are paid in the month following the month of supply. 

(iii) Wages: 25% paid in arrears following month. 

(iv) Misc. Expenses: Paid a month in arrears. 

(v) Rent: Rs. 1,000 per month paid quarterly in advance due in April. 

(vi) Income Tax: First instalment of advance tax Rs. 25,000 due on or before 15th June 

to be paid within the month. 
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(vii) Income from Investment: % 5,000 received quarterly in April, July etc. 

(viii) Cash in Hand: Rs. 5,000 in April 1, 2015. 

 

FLEXIBLE BUDGET 

Que. 3 

The following are the budget estimates of a repairs and maintenance department which 

are to be used to construct a flexible budget for the ensuing year: 

 Planned at 6,000 Planned at 9,000 

 Direct repair hours Direct repair hours 

 (Rs.) (Rs.) 

Employees salaries 28,000 28,000 

Indirect repair materials 42,000 63,000 

Miscellaneous costs 16,000 20,500 

(i) Prepare a flexible budget for the department up to activity level of 10,000 direct repair 

hours using increments of 1,000 units. 

(ii) What would be the budget allowance for 9,500 direct repairs hours? 

 

Que. 4 

Galaxy Pvt. Ltd. is engaged in production of certain TV Parts, 100% capacity being 10,000 

units. Given are the information for January and February 2009: 

Months January February 

Parts produced (in units) 6,000 9,000 

Elements of overhead costs: Rs. Rs. 

Salaries 3,000 3,000 

Power 3,000 3,900 

Consumable stores 3,000 4,500 

Repairs 4,000 4,600 

Shop labours 1,500 2,250 

Depreciation 2,500 2,500 

Inspection 1,000 1,300 
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Rate of production per hour 10 units. Direct material costs are Rs. 2 per unit and direct 

labour costs per hour Rs. 8. 

You are required to compute: 

(a) Cost of production at 50%, 80% and 100% capacity respectively showing separately 

the fixed, semivariable and variable expenses in the flexible budget and 

(b) Show the overhead absorption rate per unit at 100% capacity. 

 

Que. 5 

BMS LTD. has prepared annual budget for the year ending 31.3.2007 on the basis of 60% 

capacity utilization. 

Summarized budget is given below: 

I. Sales (Rs. in lakhs) 150.00 

II. Direct materials 36.50 

 Direct labour 22.82 

 Direct expenses 8.68 

III. Semi variable expenses:  

 Repairs & maintenance 5.30 

 Indirect labour 7.70 

 Supervision 6.00 

 Heating & lighting 3.00 

IV. Fixed Expenses:  

 Salaries - managerial 9.50 

 Rent, rates & taxes 6.60 

 Depreciation 7.40 

 Audit fees 6.50 

V. Total cost of sales 120.00 

VI. Budgeted profit 30.00 

Construct a flexible budget for 50%, 75% and 90% capacity utilization, showing (a) 

Variable & semi variable cost (b) Cost of sales and (c) Profit - with the help of the following 

assumptions: 

(i) Fixed expenses remain constant at all levels of activity. 
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(ii) Semi-variable expenses remain constant between 45% and 64% capacity, 

increasing by 10% between 65% and 80% capacity, and by 20% above 80% capacity. 

 

Que. 6 

The following data are available for a manufacturing company for a year: 

Fixed expenses: (Rs. in lakhs) 

Wages & salaries 9.5 

Rent, rates and taxes 6.6 

Depreciation 7.4 

Sundry administrative expenses Semi variable expenses (at 50% of 

capacity) 

6.5 

Maintenance 3.5 

Indirect labour 7.9 

Sales department salaries etc. 3.8 

Sundry administrative expenses Variable expenses (at 50% of 

capacity) 

2.8 

Material 21.7 

Labour 20.4 

Other expenses 7.9 

Total cost 98.0 

Assume that the fixed expenses remains constant at all levels of production, semi 

variable expenses remains constant between 45% and 65% of capacity, increases by 10% 

between 65% and 80% capacity and by 20% between 80% and 100% capacity. 

Sales at various levels are: 

 (Rs. in lakhs) 

60% Capacity 120 

75% Capacity 150 

90% Capacity 180 

100% Capacity 200 
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Prepare a flexible budget for the year at 60%, 75%, 90% & 100% capacities and estimate 

the profit at these levels of output. 

 

Que. 7 

The following information is obtained from the records of manufacturing company for a 

budgeted production of 10,000 units per annum: 

Direct material (Rs. per 

unit) 

120.00 

Direct labour 60.00 

Variable overheads 50.00 

Fixed overheads 30.00 

Variable expenses (direct) 10.00 

Selling expenses (10% fixed) 30.00 

Administrative expenses (Rs. 1,00,000 - rigid for all levels of production) 10.00 

Distribution expenses (20% fixed) 10.00 

Total cost of sales (per unit) 320.00 

You are required to prepare a budget for production level of 6,000, 7,000 and 8,000 units 

respectively, showing distinctly marginal cost and total cost. 

 

Que. 8 

A single product company estimated its sales for the next year quarter wise as under: 

Quarter Sales units 

I  30,000 

II  37,500 

III  41,250 

IV  45,000 

The opening stock of finished goods is 10,000 units and the company expects to maintain 

the closing stock of finished goods at 16,250 units at the end of the year. The production 

pattern in each quarter is based on 80% of the sales of the current quarter and 20% of 

the sales of the next quarter. 

The opening stock of raw materials in the beginning of the year is 10,000 kg. and the 

closing stock at the end of the year is required to be maintained at 5,000 kg. Each unit of 

finished output requires 2 kg. of raw material. 

The company proposes to purchase the entire annual requirement of raw materials in 

the first three quarters in the proportion and at the prices given below. 
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Quarter Purchase of raw materials % to total annual 

requirement in quantity 

Price per kg 

I 30% 2 

II 50% 3 

TIT 20% 4 

You are required to present the following for the next year, quarter wise. 

(i) Production budget in units 

(ii) Raw materials consumption budget in quantity {Hi) Raw material purchase in quantity 

and value  

 

Que. 9 

A company is drawing its production plan for the year 2018-20 its products 'Gama' and 

'Delta'. The company's policy is not to carry any closing WIP at the end of month 

However, its policy is to hold a closing stock of finished goods at 50 /o of the anticipated 

quantity of sales of the succeeding month. For the year 2018-2019 the company's 

budgeted production is 20,000 units of 'Gama' and 25,000 units of 'Delta'. The following 

is the estimate cost data: 

 Gama Delta 

 Rs. Rs. 

Direct material per unit 50 80 

Direct labour per unit 20 30 

Other manufacturing expenses (apportioned on 

production basis) 

2,00,000 3,75,000 

The estimated units to be sold in the first 7 months of the year 2018-2019 are as under: 

  April  May  June  July  Aug  Sept  Oct  

Gama  900 1,100 1,400 1,800 2,200 2,200 1,800 

Delta   2,900 2,900 2,500 2,100 1,700 1,700 1,900 

You are required to: 

(a) Prepare a production budget showing month's wise number of units to be 

manufactured. 

(b) Present a summarized production cost budget for the half-year ending 30.9.2018 
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CONTROL RATIOS 

Que. 10 

Calculate from the following figures: 

(i) Efficiency ratio 

(ii) Activity ratio and 

(iii) Capacity ratio 

Budgeted production 880 units 

Standard hours per unit 10 

Actual production 750 units 

Actual working hours 6,000 

Ans.: 

Particulars Budgeted Standard Actual 

Units 880 750 750 

Hours 8,800 7,500 6,000 

Activity Ratio = Standard hours/Budgeted hours x 100 = 7,500/8,800 x 100 = 85.23% 

Efficiency Ratio = Sadd hours /Actual hours x 100 = 7,500 / 6,000 x 100 = 125% 

Capacity Ratio = Actual hours/Budgeted hours × 100 = 6,0008,800 02 × 100 = 68.18% 

Activity Ratio = Efficiency Ratio x Capacity Ratio 

85.23% = 125 x 68.18% 

 

Que. 11 

Calculate efficiency and capacity ratio from the following figures: 

Budgeted production 80 units 

Actual production 60 units 

Standard time per unit 8 hours 

Actual hours worked 500 

Ans.: 

Particulars Budgeted Standard Actual 

Units 80 60 60 

Hours 640 480 500 

Activity Ratio = Standard hours /Budgeted hours x 100 = 480 /740 x 100 = 75% 

Efficiency Ratio = Standard hours/Actual hours x 100 = 480/500 x 100 = 96% 

Capacity Ratio = Actual hours/Budgeted hours x 100= 500 /640 x 100 = 78.125% 

Activity Ratio = Efficiency Ratio x Capacity Ratio 

75% = 96% x 78.125% 
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Que. 12 

The activity ratio of a concern is 95.6% whereas the capacity ratio is 105%. What is the 

efficiency ratio? 

Ans.: Efficiency ratio = Activity ratio/Capacity ratio x 100 = 95.6/105 x 100 = 91.05% 

 

Que. 13 

Computeronix Ltd. produced two products, viz. Product A and Product B, in one of its 

departments. Each unit takes 5 hours and 10 hours respectively as production time. 

1,000 units of product A and 600 units of Product B were produced during March, 2001. 

Actual man hours spent in the production were 10,000. Monthly budgeted hours are 

8,000. Compute the various control ratios. 

[CS (Inter) - June 2002] (5 Marks) 

Ans.: Standard hours to produce A & B - (1,000 x 5) + (600 x 10) 5,000 + 6,000 = 11,000 

Particulars Budgeted Standard Actual 

Hours 8,000 11,000 10,000 

 

Activity Ratio = Standard hours /Budgeted hours × 100 = 11,000/800 x 100 - 137.5% 

Efficiency Ratio = Standard hours/Actual hours x 100 = 11,000/10,000 x 100 = 110% 

Capacity Ratio = Actual hours/Budgeted hours x 100 = 10,000/8,000 x 100 = 125% 

Activity Ratio = Efficiency Ratio x Capacity Ratio 

137.5% = 110 x 125% 
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INTRODUCTION 

Financial Statement Analysis involves the examination of the relationship between 
financial statement numbers and the trends in those numbers over a period of time. 
From an investor’s point of view, predicting the future is what financial statement 
analysis is all about, while a management’s standpoint, financial statement analysis is 
useful in helping anticipate future conditions and, more importantly, as a for starting 
point in planning actions that will improve the firm’s future performance. 

 

FINANCIAL STATEMENT ANALYSIS 

It is defined as the process of identifying the financial strengths and weaknesses of a firm 
by adeptly establishing a relationship between the details of the Balance Sheet and the 
Profit & Loss Account of the enterprises. 

 

It is a study of the relationship among various financial factors active in a business, as 
disclosed by a single set of statement. Moreover, a series of statements helps the 
analyses to study the trends of these factors. 

 

OBJECTIVE OF FINANCIAL STATEMENT ANALYSIS 

1. To help in preparing budgets and analyse the past results with respect to respect of 
earnings and financial position of the enterprise. 

2. To make interfirm comparison of two or more firms easy. 

3. To study the short-term and long-term solvency of the firm with the help of financial 
statement analysis. Short-term solvency is useful for creditors and long-term solvency is 
useful for debentureholders etc. 

4. To enable the calculation of present earning capacity as well as future earning capacity 
of the enterprise. 

5. To enable the management to find out the overall as well as department wise 
department of the firm on the basis of available financial information. 

6. To provide reliable information about the available resources of the enterprise. 

7. To provide financial information regarding economic resources and obligations of a 
business enterprise. 

 

NEED FOR FINANCIAL STATEMENT ANALYSIS 

The preparation of financial statements is just the starting point of the process. After the 
statements are prepared, they are analyzed. Analysis of the summary information in the 
financial statement doesn’t usually provide detailed answers to the management’s 
questions but it does identify the areas in which further data should be generated. 
Decisions are then made and implemented, and the accounting system captures the 
results of these decisions so that new set of financial statements can be prepared. The 
process then repeats itself. 

 

Steps involved are 

1) Prepare Financial Statements 

2) Analyze Financial Statements 

3) Gather Additional Information 

4) Make Decisions 

        RATIO ANALYSIS 19 
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– Operating 

– Investing 

– Financing 

5) Implement Decisions and Observe Results 

 

USERS OF FINANCIAL STATEMENTS 

The important objective of financial statement is to provide information for the use of 
following categories of persons  

1 

Techniques/Sources of Financial Statement Analysis 

Financial statements are prepared on the basis of 

a) Recorded facts 

b) Accounting conventions 

c) Postulates 

d) Personal judgements 

e) Accounting standards and guidance notes 

 

A number of analytical tools are used in order to simplify complex financial information 
and make the financial statements more useful and reliable. 

 

Following techniques are used for analyzing financial statements. 

a) Comparative Statements 

b) Common – Size Statements 

c) Trend Analysis 

d) Ratio Analysis 

e) Fund Flow Analysis 

f) Cash Flow Analysis 

 

Comparative Statements 

Comparison of financial statements requires the comparative study of different items of 
financial statements of the same firm over two or more accounting periods are known 
as intra-firm comparison, and comparison with the financial data of another firm is 
known as inter-firm comparison. 

 

Comparison and analysis of financial statements can be achieved by using: 

a) Comparative Income Statement 

Users of Financial Statements

Share 
Holders

Lenders Management Public Government Labour 
& Trade 

Union 



Make 

your 

notes  
 

 
                                                                        
                                                                                 

  
 

19.3 

Under comparative income statement analysis each item stated is represented as a 
percent of net sales. 

 

b) Comparative Balance Sheet 

Comparative balance sheets analysis is the study of the trend of the same item or group 
of items in two or more balance sheets of the same firm on different dates. 

 

Common Size Statement 

In common size financial statements, all items on the statement are expressed as a 
percentage of the base item. Common size statements are useful for seeing how 
significant the components of the individual items of the statements are. 

 

Trend Analysis/ Ratios 

Trend ratios can be defined as index numbers of the movements of the various financial 
items in the financial statements for a number of periods. It is a statistical device applied 
to  the analysis of financial statements to reveal the trend of the items with the passage 
of time. Trend ratios show the nature and rate of movements in various financial factors. 
They provide a horizontal analysis of comparative statements and reflect the behaviour 
of various items with the passage of time. 

 

Fund Flow Analysis 

Fund Flow Statement also referred to as statement of “Source and Application of Funds” 
presents the movement of funds and helps to understand the changes in the structure 
of assets, liabilities and equity capital. Whereas, the Balance Sheet provides only a 
summary of the assets and liabilities at a particular point of time. It reveals the financial 
state of any organization the assets side of a balance sheet shows the deployment of 
resources, while the liabilities side indicates its obligations. The statement of Profit and 
Loss shows the operating result 

of the business during a specified period. Both the statements provide the essential basic 
information about the financial activities of the business, but their usefulness is limited 
to analysis and planning process. From the management point of view, the usefulness of 
information provided by these income statements functions effectively and efficiently. 

 

Cash Flow Analysis 

When it is required to explain to management the sources of cash and its uses during a 
particular period of time, a statement known as Cash Flow is prepared. The statement of 
cash flow reports the inflows (receipts) and outflows (payments) of cash and its 
equivalents of an organization during a particular period. It provides important 
information that compliments Statement of Profit & Loss and balance sheet. The 
statement of cash flow reports cash receipts and payments classified according to the 
entities’ major activities - operating, investing and financing during the period. This 
statement reports a net cash inflow or net cash outflow for each activity and for the 
overall business. It also reports from where cash has come and how it has been spent. It 
explains the causes for the changes in the cash balance. In substance, the cash flow 
statement summarizes a myriad of specific cash transactions into a few categories for a 
business entity. The statement of cash flow reports the cash receipts, cash payments, 
and net changes in cash resulting from operating, investing and financing activities of an 
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enterprise during a period in a format that reconciles the beginning and ending of cash 
balances. 

 

RATIO ANALYSIS 

The relationship between two accounting figures is known as ratio. Ratio analysis is a 
process of comparison of one figure with another, which helps to make proper analysis 
about the strengths and weaknesses of the firm’s 

operations. 

 

The calculation of ratios are a relatively easy and simple task, but the proper analysis and 
interpretation of the ratios is an important task. Ratio analysis is a very powerful 
analytical tool useful for measuring performance of an organization. It is extremely 
helpful in providing valuable insight onto company’s financial picture. 

 

OBJECTIVES OF RATIO ANALYSIS 

• To show the firm’s relative strengths and weaknesses. 

• To help to analyze the past performance of the firm and to make future projections. 

• To allow interested parties like shareholders, investors, creditors and the government 
to analyze and make evaluation of certain aspects of firm’s performance. 

• To concentrate on inter-relationship among the figures appearing in the financial 
statements. 

• To provide an easy way to compare present performance with the past. 

• To depict the areas in which the business is competitively advantageous and 
disadvantageous. 

• To determine the financial condition and performance of the firm. 

• To help to make suitable corrective measures when the financial conditions and 
financial performance are unfavourable to the firm. 

 

ADVANTAGES OF RATIO ANALYSIS 

1. Simplifies Financial Statements 

Ratio analysis simplifies the comprehension of financial statements. Ratios tell the whole 
story of changes in the financial condition of a business. 

 

2. Analyze Past and Forecast Future 

It helps to analyze and understand the financial health and trend of a business, indicating 
past performance and making it possible to forecast the future trends. 

 

3. Decision-Making and Cost Control 

It serves as a useful tool in management control process for decision-making and cost 
control purpose. 

 

4. Summaries Accounting Figures 

It makes the accounting figures easy to understand and highlight the inter-relationship 
between various segments of the business. 

 

5. Overall Profitability 
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Different users of accounting information make use of specific ratios to meet or satisfy 
their requirements. But the management is always interested in overall profitability and 
efficiency of the business enterprise. 

 

 

6. Liquidity Position 

The short-term creditors are more interested in the liquidity position of a firm in the 
sense that their money would be repaid on due dates. The ability of the firm to pay short-
term obligations can be found by computing liquidity ratios. 

 

7. Long-term Solvency 

T his is required by long-term creditors, security analyst and the present and potential 
shareholders of the company. The help of capital structure ratios kept the above in 
assessing the financial status of the organization. 

 

 

LIMITATIONS OF RATIO ANALYSIS 

The ratio analysis is not a full-proof method in financial statement analysis. It suffers from 
a number of limitations. 

Some of the important one are : 

1. Ratios ignore qualitative factors 

Ratios are obtained from the figures expressed in monetary terms. In this way, 
qualitative factors, which may be important are ignored. 

 

2. Trends are not the actual ratios 

The different ratios calculated from the financial statements of a business enterprise for 
one single year are of limited value. It would be more useful to calculate the important 
figures in the case of income, dividends, working capital, etc., for a number of years. Such 
trends are more useful than absolute ratios. 

 

3. Defective accounting information 

The ratios are calculated from accounted data in the financial statements. It means if the 
information is defective then the calculation of ratios would be wrong. Thus, the 
deliberate omissions would affect the 

ratios too. 

 

4. Change in accounting procedures 

A comparison of result of two firms becomes difficult when we find that the firms are 
using different procedures related to certain items, such as inventory valuation and 
treatment of intangible assets. 

 

5. Variations in general operating conditions 

While interpreting the results based on ratio analysis, all business enterprises have to 
work within given general economic conditions, state of the industry in which the firms 
are operating and the position of the individual companies within the industry. For 
example, if the firm is forced by the government to sell their products at a fixed price, its 
comparison with other firms would become impossible. 
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6. Single ratio not sufficient 

It is very necessary to take into account the combined effect of various ratios so that the 
results are correctly interpreted regarding the financial condition and the profit-making 
performance of the business. Each ratio plays a part in interpreting the financial 
statement. 

 

7. The use of standard ratio 

The financial statements represent historical data and, therefore, the ratios based on 
them would only disclose what happened in the past. 

 

 

CLASSIFICATION OF RATIOS 

 

Functional Classification 

The classification of ratios according to the purpose of its computation is known as 
functional classification. 

On this basis ratios are categorized as follows: 

Profitability Ratios: Profitability ratios gives some yardstick to measure the profit in 
relative terms with reference to sales, assets or capital employed. These ratios highlight 
the end result of business activities. The 

main objective is to judge the efficiency of the business. 

 

Turnover Ratios or Activity Ratios: These ratios are used to measure the effectiveness 
of the use of capital/ assets in the business. These ratios are usually calculated on the 
basis of sales or cost of goods sold, and are expressed in integers rather than as 
percentages. 

 

Financial Ratios or Solvency Ratios: These ratios are calculated to judge the financial 
position of the organization from short-term as well as long-term solvency point of view. 
Thus, it can be subdivided into: (a) Short-term Solvency Ratios (Liquidity Ratios), and (b) 
Long-term Solvency Ratios (Capital Structure Ratios). 

 

Market Test Ratios: These are, of course, some profitability ratios, having a bearing on 
the market value of the shares. 

The ratio analysis in made under the following categories 

FINANCIAL RATIOS ACTIVITY RATIOS PROFITABILITY 
RATIOS 

MARKET TEST 
RATIO 

Short-term Solvency 
ratios 
 • Current Ratio 
 • Liquidity Ratio 
 • Cash Ratio long-
term Solvency ratios 
 • Debt – Equity 
Ratio 
 •Capital Gearing 
Ratio 

•Stock Turnover Ratio 
•Debtors Turnover ratio 
•Creditors Turnover ratio 
•Fixed Assets Turnover  
ratio 
• Total Assets Turnover 
ratio 
•Working Capital 
turnover 

•Gross Profit 
Ratio 
•Net Profit Ratio 
•Cash Profit 
Ratio 
•Return on 
Investment 
•Return on Net 
Worth 

•Earning Per 
Share 
 •Price Earning 
Ratio 
 •Dividend 
Payout 
 •Dividend 
Yield Ratio 
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 •Fixed Asset Ratio 
 •Proprietary Ratio 
 •Interest Cover 
 • Dividend Cover 

•Sales to Capital 
Employed 

•Debt service 
Coverage 

 

FINANCIAL RATIOS 

 

Short-Term Solvency Ratios 

Liquidity or short-term solvency means ability of a business to pay its short-term 
liabilities. Inability to pay off short-term liabilities affects its credibility as well as its credit 
rating. Short-term lenders and creditors of a business are very much interested to know 
its state of liquidity because of the states they have in the business. Two ratios are used 
to highlight the business ‘liquidity’. These are current ratio and quick ratio. 

 

1. Current Ratio 

This ratio is calculated as follows 

 Current Ratio =  
Current Assets

Current Liabilities
 

 

The ideal current ratio is taken as 2 :1 (The ideal Current Ratio preferred by Banks is 1.33 
: 1) 

This ratio measures the short-term solvency of the company. 

Current Assets are the assets which can be converted into cash within a year 

Current Liabilities are the liabilities that are payable within a year. 

 

Significance : A very high ratio will have adverse impact on the profitability of the 
organization. A high current ratio may be due to high level of inventory, inefficiency in 
collection of debtors, high balance in cash and bank accounts without proper 
investments. 

 

2. Liquid Ratio / Quick Ratio / Acid Test Ratio 

This ratio is calculated as follows 

Liquid Ratio =
Liquid Assets

Current Liabilites
 

 

The ideal liquid ratio is taken as 1:1 

Liquid Assets would include cash in hand, cash at bank, sundry debtors excluding bad 
debts and readily marketable securities. Prepaid expenses and stock are not taken as 
liquid assets. 

 

Bank overdraft and credit facilities are excluded from current liabilities in such a case. 
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Long-Term Solvency Ratios 

1. Debt-Equity Ratio 

It is calculated in following ways 

Debit − Equity Ratio =
Long Term Debts

Equity
            or 

=
Total Liabilities

Shareholder′sFund
 

 

The ideal ratio is 2:1 if calculated by first formula; and 0.67:1 if calculated by second 
formula 

 

Significance : The debt-equity ratio is used to ascertain the soundness of long-term 
financial policies of the business. The main purpose of this ratio is to determine the 
relative stakes of outsiders and shareholders. 

 

2. Capital-Gearing Ratio 

It is calculated as follows 

𝐶apital − Gearing Ratio =
Fixed Income/Dividend Bearing Funds

Equity Shareholders Funds
 

 

Fixed Income Bearing Funds = Debentures + Long Term Loans + Preference Share Capital. 

 

Equity Shareholders Funds = Equity share capital + Reserves & Surplus – Debit balance 
of P&L – Fictitious Assets 

 

Significance: It is a very important ratio. Gearing should be kept in such a way that the 
company is able to maintain a steady rate of dividend. High gearing ratio is not good for 
a new company or a company for which future earnings are uncertain. 

 

3. Fixed Assets Ratio 

It is shown as a proportion to long-term funds 

Fixed Asset Ratio =
Fixed Assets

Long Term Funds
 

 

Significance: This ratio indicates the proportion of long-term funds deployed in fixed 
assets. The higher the ratio indicates the safer the funds are available in case of 
liquidation. It also indicates the proportion 

of long-term funds that is invested in working capital. 

 

4. Proprietary Ratio 

I t expresses the relationship between net worth and total assets 

Proprietary Ratio =
Proprietary Funds

Total Assets
 

 

Proprietary Funds = Equity share capital + Preference share capital + Reserves – Fictitious 
Assets 
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Total Assets = Fixed Assets + Current Assets (Excluding Fictitious Assets) 

 

Significance: A high proprietary ratio is indicative of strong financial position of a 
business. The higher the ratio, the better it would be. 

 

5. Interest Cover / Debt Service Ratio 

Interest Cover are Ratio =
Earnings Before Interest And Taxes (EBIT)

Interest Expenses
 

 

An interest cover of 7:1 is considered reasonable by financial institution. 

 

Significance: The Interest Coverage Ratio shows how many times interest charges are 
covered by funds that are available for payment of interest. A very high ratio indicates 
that the firm is conservative in using the debt, and a very low ratio indicates excessive 
use of debt. 

 

6. Dividend Cover 

Dividend Cover =
Profit After Tax (PAT)

Dividend
 

 

This ratio indicates the number of times the dividend is covered by net profit. This 
highlights the amount retained by a company for financing its future operations. 

 

Profitability Ratios 

1. Gross Profit Ratio 

The ratio measures the gross profit margin on the total net sales made by the company. 

It is calculated as follows : 

Gross Profit Ratio =
Gross Profit

Sales
 × 100 

 

 

 

2. Net Profit Ratio 

This ratio measures the efficiency of operation of the company. The net profit is arrived 
at from gross profit after deducting administration, selling and distribution expenses. The 
ratio is calculated as follows: 

Net Profit Ratio =
Profit after Tax (PAT)

Sales 
× 100 

 

3. Return on investment 

This ratio shows how much a company is earning on its investment i.e. capital employed. 
This ratio reflects the overall efficiency with which capital is used. Return on investment 
is an important measure of profitability and is useful for inter-firm comparison. 

Return on Investment =
Operating Profit (EBIT)

Capital Employed
 × 100 
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4. Return On Assets 

It is calculated as follows: 

Return on Assets =
Profit After Tax (PAT)

Net Assets
 × 100 

 

The profitability of the firm is measured by establishing the relation of net profit with the 
total assets of the organization. This ratio indicates the efficiency of utilization of assets 
in generating revenue. 

 

5. Return on Net Worth 

It is calculated as follows: 

Return on Net Worth =  
Profit after Tax (PAT)

Net Worth
 × 100 

 

6. SALES TO CAPITAL EMPLOYED RATIO  

This ratio indicates the efficiency in utilization of capital employed in generating revenue. 

Sales to Capital employed ratio =
Sales

Capital employed
 

 

 

MARKET TEST RATIOS 

1. Earning Per Share (EPS) 

This ratio is calculated to judge the overall profitability of the organization. The ratio 
measures the profit available for the equity shareholders on a per share basis. 

 

It also helps in determining the market price of the equity share of the company and the 
company’s capacity to pay dividend. The more the earning per share, the better are the 
performance and prospects of the company. 

Earning Per Share (EPS) =
Profit available for Equity Shareholders

No. of Equity Shares
 

 

2. Price-Earning Ratio (P/E Ratio) 

This ratio measures the number of times the earning of the latest year, at which the share 
price of the company is quoted. P/E ratio is the barometer of the market sentiment. 

 

A high P/E ratio reflects high earnings potential, and a low P/E ratio reflects lower 
earnings potential. 

P

E
Ratio =

Market Price

EPS
 

 

3. Dividend Payout Ratio 

T his ratio expresses the relationship between what is available as earning per share and 
what is actually paid in the form of dividends out of the available earnings. 

 

A higher pay out ratio means a lower retention and ploughing back of profits, a 
deteriorating liquidity position an increase in the profit earning capacity of the company. 
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Dividend Payout Ratio =
Dividend Per Share (DPS)

EPS
 

 

4. Dividend Yield Ratio 

This ratio reflects the percentage yield that an investor receives on his investment at the 
current market price of the shares. This measure is useful for investors who are 
interested in yield per share rather than capital appreciation. 

Dividend Yield Ratio =
Dividend Per Share

Market Price
 × 100 

 

TURNOVER RATIOS 

Turnover ratios are useful to measure how effectively the firms employ its resources. 

 

1. Stock Turnover Ratio / Stock Velocity 

T his ratio measures how many times a company’s inventory has been sold during the 
year. If inventory turnover ratio is low, it means either the inventory is growing or the 
sale are dropping. 

Stock Turnover Ratio =
Cost of goods sold

Average Stock
 

 

OR 

 

=
Raw Material Consumed

Average stock of Raw Material
 

 

Average Stock =
Opening Stock + Closing Stock

2
 

 

Stock Velocity =
Average Stock

Cost of goods sold 
 × 365 days or 12 months 

 

2. Debtors Turnover Rtio / Debtors Velocity 

It measures whether the resources tied up in debtors is reasonable and whether the 
company has been efficient in converting debtors into cash. 

Debtors Turnover Ratio =
Credit Sales

Average accounts receivables
 

 

Accounts receivables include debtors and bills receivables 

The higher the ratio, the better the position 

Debtors velocity =  
Average Accounts Receivables

Credot Sales
 × 365 days or 12 months 

 

The lower the velocity, the better is the position 
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3. Creditors Turnover Ratio / Creditors Velocity 

Creditors Turnover Ratio =
Credit Purchases

Average Accounts payable
 

 

A ccounts payable include creditors and bills payable 

Creditors velocity =
Average Accounts Payable

Credit Purchases
 × 365 days or 12 months 

 

L onger credit period or velocity is considered better, because it means that the 
company’s operations are financed interest free by the suppliers. 

 

4. Working Capital Turnover Ratio 

This ratio indicates the extent of working capital turnover in achieving sales of the firm: 

Working capital Turnover Ratio =  
Sales

Working Capital
 

 

5. Fixed Asset Turnover Ratio 

This ratio indicates the number of times fixed assets are being turned over in a year : 

Fixed Assets Turnover Ratio =
Sales

Fixed Assets
 

 

6. Total Assets Turnover Ratio 

T his ratio indicates the number of times total assets are being turned over in a year: 

Total Assets Turnover Ratio =
Sales

Total Assets
 

 

OPERATING RATIO 

Operating Ratio =
Operating Cost

Sales
 × 100 

 

Operating cost = Material cost + Labour cost +Factory overheads + office & selling 
expenses 

 

Illustration 1 

From the following information, prepare the balance sheet of Copper company: 

Fixed assets Rs 10,50,000 
Fixed asset turnover ratio (on cost of sales) 2 
Finished goods turnover ratio (on cost of sales) 6 
Gross profit on sales 25% 
Net profit (before interest) to sales 8% 
Fixed charge cover (debenture interest 7%) 8 
Debt collection period 1.5 Months 
Material consumed to sales 30% 
Stock of raw material 
(in term of months consumption) 

3 

Current ratio 2.4 
Quick ratio 1 
Reserve to capital ratio 0.21 
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Illustration 2. 

From the following information, calculate the value of 

a) Sales 

b) Debtors 

c) Closing stock 

d) Creditors 

 

Debtors velocity            3 months 

Stock velocity                6 months 

Creditors velocity           2 months 

Gross Profit                     20% 

Gross profit for the year is Rs 5,00,000. Stock of the year is Rs 20,000 more than what it 
was in the beginning. Bills receivables & bills payable were Rs 60,000 & Rs 336,667, 
respectively. 

 

Illustration 3. 

Closing debtors Rs 2,00,000, cash sales 25% of credit sales , excess of closing debtors over 
opening debtors Rs 80,000 , Total sales Rs 12,00,000. 

 

Calculate debtors turnover ratio and average collection period. 

 

Illustration 4. 

Calculate Debt – Equity Ratio 

Debentures                            Rs 4,00,000 

Creditors                               Rs 1,00,000 

Long-term loans                     Rs 8,00,000 

Share capital                         Rs 2,00,000 

Reserve fund                         Rs 1,20,000 

Preliminary expense               Rs 20,000. 

 

Illustration 5. 

From the following information calculate stock at the end: 

opening stock                               62,000 

purchases                                    4,20,000 

sales                                            6,00,000 

gross profit                                  33.33% 

(on cost) 

 

 

Illustration 6. 

Balance sheet and income statement of AG Ltd for the year ended 31.03.2017 are as 
under: 
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Income Statement of Ag Ltd. 

 (in ‘000) 

Sales 1600 

Less: COGS (1310) 

Gross Margin 290 

Less: Selling & Distribution expenses (40) 

EBIT 250 

Less: Interes (45) 

EBT 205 

Less: Tax (82) 

Net profit 123 

 

BALANCE SHEET OF AG LTD 

LIABILITIES (in ‘000) 

Paid up capital  

Equity share capital of Rs 10 each 400 

Retained earnings 120 

Debentures 700 

Creditors 180 

Bills payable 20 

Other current liabilities 80 

 1500 

ASSETS  

Net fixed assets 800 

Inventories 400 

Debtors 175 

Marketable securities 75 

Cash 50 

 1500 

 

Price per share Rs 15 

 

INDUSTRY ’S AVERAGE RATIOS 

Current ratio                             2.4 

Quick ratio                                1.5 

Sales to stock                           8 times 

Avg collection period                36 days 

Debt to assets                          40% 

Debt equity                               2:1 

Interest earned                        6 times 

Net profit                                 7% 

Price to earnings                       15 

Return to total assets              11% 
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From the above information 

a) Calculate all the relevant ratios and as a company secretary interpret them to identify 
the problematic areas, clearly and bring out the reason in respect of identified problem. 

 

SELF TEST QUESTIONS 

 

Q1. Explain the different ratios that are commonly used and show how they are useful in 
financial analysis? 

 

Q2. Write short notes on the following : 

a) Financial Statement Analysis 

b) Profitability Ratio 

c) T urnover Ratio 

 

Q3. What are the objectives of ratio analysis? 

 

Q4. Calculate Return on Share Capital 

10% Preference Share Capital                                   Rs 2,00,000 

32,000 Equity Shares of Rs 10 each                          Rs 3,20,000 

R eserves & Surplus                                                   Rs 12,80,000 

Net profit after tax                                                  Rs 4,75,000 

 

Q5. Calculate 

a) Current ratio 

b) Net profit ratio 

c) Gross profit ratio 

Net sales                                                            Rs 1,40,000 

Gross profit                                                       Rs 10,000 

Net profit                                                          Rs 6,000 

Bills receivables                                                 Rs 2,000 

Debtors                                                              Rs 8800 

Stock                                                                 Rs 10,000 

Cash                                                                   Rs 6,000 

Creditors                                                           Rs 12,000 

Bills payable                                                       Rs 8800 

 

Q6. Calculate the creditors turnover ratio and debt payment period : 

Total purchases                                            Rs 9,80,000 

Cash purchases                                             Rs 1,85,000 

Opening creditors                                         Rs 61,400 

Closing creditors                                           Rs 56,600 

Purchase returns                                           Rs 10,200 

Bills payable in the beginning                         Rs 45,000 

Bills payable at the end                                 Rs 57,000 
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Q7. Prepare Balance Sheet and Profit and Loss Account from the following information: 

Capital                                                           4,00,000 

Working capital                                              1,80,000 

Bank overdraft                                                 30,000 

There is no fictitious asset. Current assets contain only stock, debtors and cash. 

The following additional data is also available: 

(i) Closing stock is 20% higher than opening stock 

(ii) Current ratio - 2.5 

(iii) Quick ratio - 2.0 

(iv) Proprietary ratio - 0.6 (Fixed assets: Proprietary fund) 

(v) Gross profit ratio - 20% (of sales) 

(vi) Stock velocity - 5 

(vii) Debtor’s velocity - 73 days 

 (viii) Net profit ratio - 10% (to average capital employed). 

 

Q8. Calculate working capital turnover ratio from the following information: 

Current ratio = 5:3 

Quick ratio = 3:5 

Inventory turnover ratio = 5 times 

Closing Stock was Rs 1,92,000 less than opening stock 

Gross profit = 25% on cost 

Average debt collection period = 3 months 

Cash sales = 25% of Total sales 

Opening debtors = Rs 2,80,000 

Closing debtors = Rs 3,20,000 

 

Q9. From the following information you are required to calculate- 

(i) Sales; 

(ii) Sundry Debtors; 

(iii) Sundry Creditors; 

(iv) Closing stock; 

D ebtors velocity ratio                             3 months 

Stock velocity ratio                                  6 months 

Creditors velocity ratio                            2 months 

Gross profit ratio                                     25% 

 

The gross profit for the year ended 31st March 2018 was Rs 5,00,000. Stock for the same 
period was Rs 20,000, more than it was in the beginning of the year. Bills receivable and 
bills payable were Rs 1,50,000 and Rs 83,333, respectively. 

 

Q10. Calculate 

a) Debt – equity ratio 

b) Return on capital employed 

c) Interest coverage ratio 

d) Capital gearing ratio 

Earning before tax                                    Rs 15,00,000 
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Preference shares                                     Rs 3,00,000 

Equity share capital                                   Rs 60,00,000 

10% Debentures                                        Rs 15,00,000 

 

EXTRA QUESTIONS FOR RATIO ANALYSIS: 

Que. 1 

JB Ltd. has the following profit and loss account for the year ended 31st March 2015 and 
the balance sheet as on that date: 

 P & L Account   

 For year 
ended 31st 
March 15’ 

  

 (Rs.)  (Rs.) 

To Opening stock To 
Purchase 

1,75,000 

10,75,000 

By Sales: Credit : Cash 12,00,000 

3,00,000 

To Gross profit 4,00,000 

16,50,000 

By Closing stock 1,50,000 

16,50,000 

To Administrative 
expenses 

35,000 By Gross profit 4,00,000 

To Selling expenses 25,000 By Other income 9,000 

To Depreciation 50,000   

To Interest 47,000   

To Income tax 1,26,000   

To Net profit 1,26,000   

4,09,000  4,09,000 

To Preference dividends 
paid 

20,000 By Reserves at the beginning 1,46,500 

To Equity dividends paid 52,500 By Net profit during the year 1,26,U00 

To Reserves at the close of 
year 

2,00,000  2,72,500 

 2,72,500  

Balance Sheet As on 31st March 2015 
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Liabilities (Rs.)  Assets (Rs.) 

Equity shares for Rs. 10 each 3,50,000  Plant and machinery 10,00,000 

10% Preference shares 2,00,000  Less: Depreciation (2,50,000) 

Reserves & surplus 2,00,000  Net plant and machinery 7,50,000 

12% Long-term loan 1,00,000  Goodwill 1,40,000 

14% Debentures 2,50,000  Stock 1,50,000 

Creditors 60,000  Debtors 1,00,000 

Bills payable 20,000  Pre-paid expenses 20,000 

Accrued expenses 20,000  Marketable securities 75,000 

Provision for tax 60,000  Cash 25,000 

 12,60,000 12,60,000 

The market price of the share of JB Ltd. on 31st March, 2015 is Rs. 45. Compute 
following ratios. 

 

Financial Ratios: (13) Working capital turnover ratio  

Short Term Solvency Ratios: (14) Sales to capital employed ratio  

(1) Current ratio Profitability Ratios:  

(2) Liquidity ratio (15) Gross profit ratio  

Long Term Solvency Ratios: (16) Net profit ratio  

(3) Debt equity ratio (17) Return on investment (ROI)  

(4) Capital gearing ratio (18) Return on assets  

(5) Fixed assets ratio (19) Return on net worth  

(6) Proprietary ratio Market Test Ratios:  

(7) Debt service ratio/Interest cover (20) Earning per share (EPS)  

(8) Dividend cover (21) Price earning ratio (P/E ratio)  

Turnover Ratios: (22) Dividend payout ratio  

(9) Stock turnover ratio (23) Dividend yield ratio  

(10) Debtors turnover ratio (24) Operating ratio  

(11) Creditors turnover ratio 
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(12) Fixed assets turnover ratio 

[CS (Professional) - June 2002 (20 Marks)] [Modified] 

Ans.: Analysis of income statements 

Particulars Rs. 

Gross profit 4,00,000 

(-) Operating expenditure:  

- Administrative expenses (35,000) 

- Selling & distribution expenses (25,000) 

- Depreciation (50,000) 

Operating profit 2,90,000 

(+) Non operating income  

- Other income 9,000 

(-) Non operating expenditure - 

Earnings before interest & tax (EBIT) 2,99,000 

(-) Interest (47,000) 

Profit before tax (PBT) 2,52,000 

(-) Income tax (1,26,000) 

Profit after tax (PAT) 1,26,000 

(-) Preference dividend (20,000) 

Earnings available for equity shareholder 1,06,000 

(-) Equity dividend (52,500) 

Balance C/F to balance sheet 53,500 

Analysis of balance sheet (Assets Approach) 

Particulars Rs. 

Cash 25,000 

Marketable securities 75,000 

Debtors 1,00,000 

Liquid assets 2,00,000 
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Stock 1,50,000 

Prepaid expenses 20,000 

Current assets (1) 3,70,000 

Creditors 60,000 

Bills payable 20,000 

Accrued expenses 20,000 

Provision for taxation 60,000 

Current liabilities & Provisions (2) 1,60,000 

Working capital (1) - (2) 2,10,000 

Goodwill 1,40,000 

Fixed assets 7,50,000 

Capital employed 11,00,000 

Other assets - 

Net assets 11,00,000 

Less: Long term debt (3,50,000) 

Shareholders funds 7,50,000 

Less: 10% Preference share capital (2,00,000) 

Equity shareholders funds 5,50,000 

Computation of ratios: 

Liquid Ratio = Liquid Assets Current Liabilities = 2,00,000/1,60,000 = 1.25 

 

Current Ratio = Current Assets/Current Liabilities = 3,70,000/1,60,000 = 2.31 

 

Debt Equity Ratio = Long Term Debt/Equity Shareholders Funds = 3,50,000/5,50,000 = 
0.64 

 

Capital Gearing Ratio = Fixed Income Bearing Funds/Equity Shareholder Funds = 
5,50,000/5,50,000= 1.00 

 

Fixed income bearing funds = Long term debt + Preference share capital 

 

Fixed Assets Ratio = Fixed Assets/Long Term Debt = 7,50,000/3,50,000 = 2.14 
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Proprietary Ratio = Proprietary Funds/Net Assets available for Shareholder = 
7,50,000/11,00,000 = 0.68 

Proprietary funds = Shareholders funds 

 

Debt Service Ratio (Interest Cover) = EBIT/Interest = 2,99,000/47,000 = 6.36 

 

Dividend Cover (for Preference Shareholder) = Profit After Tax (PAT)/Preference 
Dividend = 1,26,000/20,000 = 6.36 

Dividend Cover (for Equity Shareholder) = Profit available for equity shareholder/Equity 
Dividend = 1,06,000/52,500 = 2.02 

 

Stock Turnover Ratio = Total Sales/Average Stock = 15,00,000/1,62,500 =9.23 

 

Debtors Turnover Ratio = Credit Sales/Accounts Receivable = 12,00,000/1,00,000 = 12 

Note: Accounts receivable = Debtors 

 

Debtors Velocity = Debtors/Credit Sales x 12 = 1,00,000/12,00,000 x 12 = 1 month i.e. 30 
days 

 

Creditors Turnover Ratio = Credit Purchase/Accounts Payable = 10,75,000/80,000 = 13.44 

Accounts Payable = Creditors + Bills Payable 

Creditors Velocity = Accounts Payable/Credit Purchase x 12 = 80,000/10,75,000 x 12 = 
0.89 month i.e. 27 days 

 

Fixed Assets Turnover Ratio = Total Sales/Fixed Assets = 15,00,000/7,50,000 = 2 

 

Working Capital Turnover Ratio = Total Sales/Working Capital = 15,00,000/2,10,000 = 
7.14 

 

Sales to capital employed ratio = Total sales/Capital employed 1 =  15,00,000/1,00,000 =  
1.36 

 

Gross Profit Ratio = Gross Profit/Sales x 100 = 4,00,000/15,00,000 x 100 = 26.67% 

 

Net Profit Ratio = Net Profit (PAT)/Sales x 100 = 1,26,000/15,00,000 = 8.4% 

 

Return on Investment (ROI) = Operating Profit/Capital Employed x 100 = 
2,90,000/11,00,000 x 100 = 26.36% 

 

Return on Net Worth (for equity & pref. shares) = PAT/Shareholders Funds x 100 = 
1,26,000/7,50,000 x 100 = 16.8% 
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Return on Net Worth (for equity shares) = Profit available for equity shareholder/Equity 
Shareholders Funds x 100 = 1,06,000/5,50,000 x 100 = 19.27% 

 

Earnings Per Share (EPS) = Profit available for equity shareholder/No. of Equity Shares x 
100 = 1,06,000/35,000 = 3.03 per share 

 

P/E Ratio = Market Price/EPS = 45/3.03 = 14.85 

 

Dividend Payout Ratio = Dividend Per Share (DPS)/EPS = 1.5/3.03 = 0.495 or  49.5% 

 

Dividend Yield Ratio = DPS/Market Price x 100 = 1.5/45 x 100 = 3.33% 

 

Operating Ratio = Operating Cost/Sales  x 100 = 12,10,000/15,00,000 x 100 = 80.67% 

 

Cost of Goods Sold + Operating Expenses = Operating Cost 11,00,000 + 1,10,000 = 
12,10,000 

 

Que. 2 

From the following particulars prepare the balance sheet of Shri Mohan Ram & Co. Ltd. 

Current ratio 2 

Working capital Rs. 4,00,000 

Capital block to current assets 3:2 

Fixed assets to turnover 1:3 

Sales cash/ credit 1:2 

Debenture/ share capital 1:2 

Stock velocity 2 months 

Creditors velocity 2 months 

Debtors velocity 3 months 

Gross profit ratio 25% (to sales) 

Net profit 10% of turnover 

Reserve 2.5% of turnover 

 

[CS (Inter) - Dec 1992] (10 Marks) 
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Ans.: Balance Sheet 
Liabilities 

 Rs. Assets  Rs. 

Capital Block:   Fixed Assets  8,00,000 

- Share Capital 6,00,000  Current Assets   

- Net Profit 2,40,000  - Stock 3,00,000  

- Reserve & Surplus 60,000  - Debtors 4,00,000  

- Debenture 3,00,000 12,00,000 - Cash & Bank (Bal. 
Fig.) 

1,00,000 8,00,000 

Current Liabilities      

- Creditors 3,00,000     

- Other Current Liabilities 1,00,000 4,00,000    

  16,00,000   16,00,000 

Calculation of current assets & current liabilities: 

Current Ratio = Current Assets/Current Liabilities 

2= x/y 

2 y = x 

CA - CL = WC x - y = 4,00,000 2y - y = 4,00,000 y = 4,00,000 

x = 4,00,000 x 2 = 8,00,000  

 

Calculation of Capital block: 

Capital Block to Current Assets = Capital Block/Current Assets 

3/2= x/8,00,000 

x = Capital Block = 12,00,000 

 

Calculation of fixed assets: 

Capital Block + Current Liabilities = Total Assets 

12,00,000 + 4,00,000 = 16,00,000 

Total Assets - Current Assets = Fixed Assets 

16,00,000 - 8,00,000 = 8,00,000  

Calculation of turnover: 

Fixed Assets To Turnover = Fixed Assets/Turnover 

1/3 = 8,00,000/x 

x = Turnover (Sales) = 24,00,000 

 

Sales Cash/ Credit  

1/2 = x/y 
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y = 2x 

Cash Sales + Credit Sales = Total Sales 

x + y = 24,00,000 

x + 2x = 24,00,000 

3x = 24,00,000 

x = Cash sales = 8,00,000 

Credit sales = 16,00,000 

 

Calculation of stock: 

Sales 24,00,000 

(-) Gross profit 25% (6,00,000) 

Cost of goods sold 18,00,000 

Stock Velocity = Stock/Cost or goods sold x 12 

2 = x/18,00,000 x 12 

x = Stock = 3,00,000  

 

Calculation of debtors: 

Debtors velocity = Debtors/Credit sales x 12 

3 = x/16,00,000 x 12 

x = Debtors = 4,00,000  

 

Calculation of creditors: 

Creditors Velocity = Creditors/Cost of goods sold x 12 

* Since, credit purchase figure is not available; creditors 

are calculated on the basis of cost of goods sold. 

2 = x/18,00,000 x 12 

x = Creditors = 3,00,000  

 

Calculation of net profit: 

Sales x 10% = Net profit 

24.00.000 x 10% = 2,40,000  

 

Calculation of reserve & surplus: 

Sales x 2.5% = Reserve & surplus 

24.00.000 x 2.5% = 60,000 

 

Calculation of capital & debenture: 

Debenture/Share Capital = Debenture/Share Capital 

1/2 = y/x 
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x = 2 y 

Capital + Net Profit + Reserve & surplus + Debenture = Capital block x + 2,40,000 + 60,000 
+ y = 12,00,000 

2 y + 2,40,000 + 60,000 + y = 12,00,000 

3 y = 9,00,000 

y = Debenture = 3,00,000 x = Share capital = 6,00,000 

 

RATIO ANALYSIS 

MCQ ON THEORY 

1. Which of the following assets is not a quick current asset for the purpose of 
calculating acid test ratio? 
(a) Short term bills receivables. 
(b) Cash  
(c) Stock  
(d) Debtors less provision for bad and doubtful debts. 

2. Dividing net sales by average debtors would yield ---------------- 
(a) Acid test ratio. 
(b) Return on sales ratio. 
(c) Debtors turnover ratio. 
(d) Debtors velocity. 

3. Which of the following liabilities are taken into account for acid test ratio? 
(1) Trade creditors 
(2) Bank overdraft 
(3) Bills payable 
(4) Outstanding expenses 
(5) Redeemable debentures 
(a) 1,2,3, 4 and 5 
(b) 1,3,and 4 
(c) 1,2,3,and4. 
(d) 1,3,4 and 5 

4. ROI – Return on investment is equal to ---------------------- 
(a) PAT / Tangible Net Worth 
(b) PAT / Net tangible Assets. 
(c) PAT / Paid up capital. 
(d) Gross Profit / Gross Assets. 

5. Capital gearing ratio is ---------------------- 
(a) Market test ratio 
(b) Long – term solvency ratio 
(c) Liquid ratio 
(d) Turnover ratio 

6. ----------- is also known as working capital ratio. 
(a) Current ratio 
(b) Quick ratio  
(c) Liquid ratio 
(d) Debt-equity ratio. 

7. What ratio can be used to inefficient buying habits? 
(a) Inventory turnover ratio. 
(b) Gross margin ratio. 
(c) Equity multiplier. 
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(d) Debt ratio. 

8. A ratio that compares investors’ and creditors’ stake in a company is --------------- 
(a) Debt ratio  
(b) Debt equity ratio. 
(c) Equity ratio 
(d) I9nvestor creditor ratio. 

9. The ratio that explains how efficiently companies use their assets to generate 
revenue is -------------------- 
(a) Revenue assets ratio 
(b) Receivable turnover ratio 
(c) Income ratio 
(d) Asset turnover ratio 

10. What does the accounts receivable turnover ratio tell us? 
(a) How often account receivable received. 
(b) How many times account receivable is collected. 
(c) Account receivable balance at the end of the period. 
(d) Bad debt balance at the year end. 

11. The best ratio is evaluate short-term liquidity is ----------------------------- 
(a) Working capital turnover ratio 
(b) Current ratio 
(c) Creditors velocity  
(d) All of the above. 

12. The Du-Pont Analysis uses the following ratios except -------------------- 
(a) Debt ratio  
(b) Profit margin 
(c) Total asset turnover 
(d) Financial leverage 

13. Which best describes the gross margin ratio? 
(a) Leverage ratio 
(b) Liquidity ratio 
(c) Coverage ratio 
(d) Profitability ratio. 

14. Inventory turnover ratio evaluates --------------------- 
(a) Company’s ability to move inventory 
(b) Company’s inventory purchasing efficiency. 
(c) Both (a) & (b) 
(d) Neither of the above. 

15. The quick ratio formula uses which of the following? 
(a) Total assets 
(b) Cash  
(c) Total current assets. 
(d) Inventory  

16. Ratio analysis expresses the relationship of one number to another number. 
To add meaning to a ratio it can be compared to --------------------- 
(a) Budgeted ratios 
(b) Ratios of prior years or accounting periods. 
(c) Industry averages 
(d) All of the above. 

17. All of the following statements are true regarding ratio that measure a 
company’s ability to pay current liabilities except ------------ 
(a) Working Capital = Current Assets – Current Liabilities. 
(b) A higher current ratio is always preferred to a lower current ratio. 
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(c) Inventory and prepaid expenses are included in the numerator of the current 
ratio, but not in the numerator of the acid-test ratio. 

(d) In most industries, a current ratio of 2.0 is considered adequate. 

18. A company can improve (lower) its debt-to-total assets ratio by doing which of 
the following? 
(a) Borrow more. 
(b) Shift short-term to long-term debts. 
(c) Shift long-term to short-term debt 
(d) Sell common stock. 

19. Match the following: 
(1) Test of liquidity A. ROI 
(2) Test of Profitability                                       B. Debtors turnover 
(3) Test of Solvency                                          C. Acid test ratio 
(4) Test of Activity                                              D. Debt equity ratio 

(1)                   (2)                (3)                    (4) 
(a) (A)                  (D)                (B)                   (C) 
(b) (D)                  (A)                (C)                   (B) 
(c) (B)                  (C)                 (A)                  (D) 
(d) (C)                  (A)                 (D)                  (B) 

20. A firm’s equity multiplier is an indication of its --------------------- position. 
(a) Liquidity  
(b) Debt  
(c) Asset utilization 
(d) Inventory 

21. Which of the following would NOT improve the current ratio? 
(a) Borrow short term to finance additional fixed assets. 
(b) Issue long-term debt to buy inventory 
(c) Sell common stock to reduce current liabilities. 
(d) Sell fixed assets to reduce accounts payable. 

22. The gross profit margin is unchanged, but the net profit margin declined over 
the same period. This could have happened if ---------------------- 
(a) Cost of goods sold increased relative to sales. 
(b) Sales increased relative to expenses. 
(c) The Indian government increased the tax rate. 
(d) Dividends were decreased. 

23. P ltd. has a debt-to-equity ratio of 1.6 compared with the industry average of 
1.4. This means that the company --------------- 
(a) Will not experience any difficulty with its creditors. 
(b) Has less liquidity than other firms in the industry. 
(c) Will be viewed as having high creditworthiness. 
(d) Has greater than average financial risk when compared to other firms in its 

industry. 

24. All of the following statements are true regarding ratios that measure a 
company’s ability to sell inventory and collect receivables except ---------------- 
(a) An increased accounts receivable turnover ratio indicates an increased ability to 

collect cash from credit customers. 
(b) The formula for the inventory turnover ratio is sales / average inventory. 
(c) An increased inventory turnover ratio indicates a company is selling 

merchandise more quickly than in previous accounting periods; in general, this 
transalates into more merchandise being sold and higher profitability. 

(d) A decreased days sales in receivables ratio indicates the company is collecting 
cash from credit customers more quickly. In general, this results in greater cash 
inflows. 



Make 

your 

notes  
 

      

  
 

19.28 

RATIO ANALYSIS 

25. Which of the following statement (in general) is correct? 
(a) A low receivables turnover is desirable. 
(b) The lower the total debt-to-equity ratio, the lower the financial risk for a firm. 
(c) An increase in net profit margin with no change in sales or assets means a poor 

ROI. 
(d) The higher the tax rate for for a firm, the lower the interest coverage ratio. 

26. An examination of the sources and uses of funds statements is part of ----------
---- 
(a) A forecasting technique 
(b) A funds flow analysis. 
(c) A ratio analysis. 
(d) Calculations for preparing the balance sheet. 

27. The DuPont Approach breaks down the earning power on shareholders’ book 
value (ROE) as follows: ROE =----------------------------- 
(a) Net profit margin x Total asset turnover x Equity multiplier. 
(b) Total asset turnover x Gross profit margin x Debt ratio. 
(c) Total asset turnover x Net profit margin. 
(d) Total asset turnover x Gross profit margin x Equity multiplier. 

28. Which group of ratios measure a firm’s ability to meet short-term obligation? 
(a) Liquidity ratios 
(b) Debt ratios 
(c) Coverage ratios 
(d) Profitability ratios. 

29. Which group of ratios relate the financial charges of a firm to its ability to 
service them? 
(a) Liquidity ratios 
(b) Debt ratios 
(c) Coverage ratios 
(d) Profitability ratios. 

30. All of the following statements are true regarding ratios that analyse a stock 
investment except ---------------------- 
(a) In general, an increased P/E ratio indicates investor confidence in the future of 

the company. 
(b) Shareholders who invest primarily to receive dividends pay special attention to 

the dividend yield ratio. 
(c) Many experts argue that book value is the most useful ratio for investment 

analysis. 
(d) Two ways for shareholders to earn a return on a share investment are receiving 

dividends and selling the stock investment at a gain. 

31. Which group of ratios relate profits to sales and investment? 
(a) Liquidity ratios. 
(b) Debt ratios. 
(c) Coverage ratios. 
(d) Profitability ratios. 

32. In Ratios Analysis, the term capital Employed refers to ---------------- 
(a) Equity share Capital 
(b) Net Worth 
(c) Shareholders’ Funds. 
(d) None of the above. 

33. Dividend Payout  Ratio is ------------------- 
(a) PAT /Capital 
(b) DPS /EPS 
(c) Pref. Dividend / PAT 
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(d) Pref. Dividend / Equity Dividend 

34. DUPONT Analysis deals with ----------------------- 
(a) Analysis of Current Assets. 
(b) Analysis of Profit 
(c) Capital Budgeting 
(d) Analysis of Fixed Assets 

35. In Net Profit Ratio, the denominator is ------------------------ 
(a) Net Purchases 
(b) Net Sales 
(c) Credit sales. 
(d) Cost of goods sold. 

36. Return on investment may be improved by ----------------------- 
(a) Increasing Turnover 
(b) Reducing Expenses 
(c) Increasing capital Utilization 
(d) All of the above. 

37. Which group of ratios shows the extent to which the firm is financed with debt? 
(a) Liquidity ratios 
(b) Debt ratios 
(c) Coverage ratios 
(d) Profitability ratios. 

38. Debt-Equity Ratio help to study --------------------- 
(a) Solvency  
(b) Liquidity  
(c) Profitability  
(d) Turnover. 

39. Which of the following is considered a profitability measure? 
(a) Days sales in inventory. 
(b) Fixed asset turnover. 
(c) Price-earnings ratio 
(d) Return on Assets. 

40. If the trend of the current ratio is increasing, while the trend of the acid-test 
ratio is decreasing over a period of time, this could be a warning that the firm is --
------------------ 
(a) Depleting its inventories. 
(b) Having trouble collecting its receivables. 
(c) Purchasing too much treasury stock. 
(d) Carrying excess inventories. 

41. Return on investment is computed as ------------------- 
(a) Net income divided by average total assets. 
(b) Net income divided by average total owners’ equity 
(c) Net income divided by total sales. 
(d) Sales divided by average total owners’ equity. 

42. Which of the following is not a category of financial statement ratios? 
(a) Financial leverage 
(b) Liquidity 
(c) Profitability  
(d) Reliability  

43. The dividend payout ratio describes ---------------- 
(a) The proportion of earnings paid as dividends. 
(b) The relationship of dividends per share to market price per share. 
(c) The percentage change in dividends this year compared to last year. 
(d) Dividends s a percentage of the price /earnings ratio. 
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44. What type of ratios measure the liquidity of specific assets and the efficiency 
of managing assets? 
(a) Profitability Ratios. 
(b) Liquidity Ratios. 
(c) Leverage Ratios. 
(d) Activity Ratios. 

45. Which of the following statements is false? 
(a) Financial ratios can serve as screening devices. 
(b) No rules of thumb apply to the interpretation of financial ratios. 
(c) Financial ratios are predictive. 
(d) Financial ratios can indicate areas of potential strength and weakness. 

46. Which of the following ratios would be useful in assessing short-term liquidity? 
(a) Current ratio, quick ratio, cash-flow liquidity ratio. 
(b) Average collection period, debt ratio, return on assets. 
(c) Quick ratio, accounts receivable turnover, return on assets. 
(d) Current ratio, inventory turnover, fixed asset turnover. 

47. What does a decreasing inventory turnover ratio usually indicate about a firm? 
(a) The firm is selling more inventory. 
(b) The firm is managing its inventory well. 
(c) The firm is inefficient in the management of inventory. 
(d) Both (a) and (b). 

48. What relationship exists between the average collection period and accounts 
receivables turnover? 
(a) As average collection period increases (decreases) the amounts receivable 

turnover decreases (increases). 
(b) There is a direct and proportional relationship. 
(c) Both ratios are expressed in number of days. 
(d) Both ratios are expressed in number of times receivables are collected per year. 

49. Company J and Company K each recently reported the same EPS. Company J’s 
stock, however, trades at a higher price. Which of the following statements is most 
correct? 
(a) Company J must have a higher P/E ratios. 
(b) Company J must have a higher market to book ratio. 
(c) Company J must be riskier. 
(d) All of the statements above are correct. 

50. Which of the following statements is most correct? 
(a) If a company increases its current liabilities by Rs. 1,000 and simultaneously 

increases its inventories by Rs. 1,000, its current ratio must rise. 
(b) If a company increases its current liabilities by Rs. 1,000 and simultaneously 

increases its inventories by Rs. 1,000, its quick ratio must rise.  
(c) A company’s quick ratio may never exceed its current ratio. 
(d) (b) & (c) is correct. 

51. Which of the following statements is most correct? 
(a) If two companies have the same return on equity, they should have the same 

stock price. 
(b) If company A has a higher profit margin and higher total assets turnover relative 

to Company B, then Company A must have a higher return on assets. 
(c) If Company A and Company B have the same debt ratio, they must have the 

same times interest earned ratio. 
(d) None of the above is correct. 

52. Which of the following ratios is (are) useful in assessing a company’s aility to 
meet current manufacturing or short-term obligations? 
      Acid-test Ratio                                        Debt to Total Assets ratio 
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(a) No                                      No 
(b) No                                      Yes 
(c) Yes                                                                    Yes  
(d) Yes                                     No  

53. Which of the following ratios should be used in evaluating the effectiveness 
with which the company uses its assets? 
       Receivables Turnover                               Payout Ratio 
(a) No                                                                       No  
(b) No                                                                       Yes 
(c) Yes                                                                     Yes  
(d) Yes                                                                      No  

54. Activity ratios are measured with the help of ----------------------- 
(a) Fixed assets 
(b) Sales  
(c) Profit  
(d) Expenses  

55. Which of the following is not activity ratio? 
(a) Sales to inventory. 
(b) Net profit to Sales. 
(c) Sales to Debtors. 
(d) Assets turnover. 

56. Debt equity ratio is --------------------- 
(a) Profitability Ratio 
(b) Solvency Ratio. 
(c) Activity Ratio 
(d) Operating Ratio 

57. In capital gearing ratio numerator is -------------------- 
(a) Variable income securities. 
(b) Fixed income securities. 
(c) Both (a) & (b) 
(d) Wither (a) or (b) 

58. Issue of shares at cash will -------------- current ratio. 
(a) Reduce 
(b) Improve 
(c) Not change 
(d) Can’t say 

59. Purchase of stock for cash will ------------ current ratio. 
(a) Reduce 
(b) improve 
(c) Not change  
(d) can’t say 

60. Which of the following is market test ratio? 
(a) Basic Defence Interval. 
(b) Debt service Coverage 
(c) Dividend Yield Ratio 
(d) All of the above. 

61. Proprietary Ratio assess ---------------------- 
(a) Long Term Solvency 
(b) Short Term Solvency 
(c) Profitability  
(d) Activity 

62. Proprietary Funds = ------------------------ 
(a) Equity Share Capital + Reserves – Fictitious Assets + Current Assets. 
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(b) Equity Share Capital + preference Share capital + Fixed Assets – Fictitious Assets. 
(c) Equity share Capital + Preference Share capital = Reserves – Fictitious Assets 
(d) All of the above are correct. 

63. Interest cover is also known as ----------------------- 
(a) Debt Equity Ratio 
(b) Debt Service Ratio 
(c) Debt Ratio 
(d) Interest to debt ratio. 

64. While calculating dividend cover for preference shares numerator should be 
taken as ----------------- 
(a) EBIT 
(b) Profit available for equity shareholder 
(c) PAT 
(d) PAT + Depreciation 

65. ----------------- ratios are used to measure how effectively the firm employs its 
resources. 
(a) Turnover. 
(b) Profitability  
(c) Market test 
(d) Short term solvency. 

66. Which of the following statement is correct? 
(a) The higher the debtors turnover ratio betters the positions. 
(b) Lower the velocity betters the position. 
(c) Both (a) & (b) 
(d) None of the above. 

67. The ---------------- reflects the market’s confidence in the company’s equity. 
(a) P/E ratio 
(b) Net profit ratio 
(c) Cash profit ratio 
(d) Total assets turnover ratio 

68. ---------------- is a good measure of the dividend policy of the company. 
(a) Dividend Payout Ratio 
(b) Price Earnings Ratio 
(c) Earnings Per Share 
(d) None of the above. 

69. Explain the important ratio that would be used in following situations: 
A bank is approached by a company for a loan of Rs. 50 lakh for working capital 
purposes. 
(a) Capital Structure /leverage Ratios 
(b) Profitability Ratios 
(c) Liquidity Ratios 
(d) Activity Ratios 

PRACTICAL MCQ 

70. A Ltd. financial statement shows the following data: 
Opening stock Rs. 1,75,000, Total purchase Rs. 10,75,000 including cash purchase 
Rs. 1,75,000, total sales Rs. 15,00,000 out of which 20% are on cash basis. closing 
stock is Rs. 1,50,000. Stock turnover ratio =? 
(a) 7.67 
(b) 6.77 
(c) 7.76 
(d) 7.66 

71. A Ltd. financial statement shows the following data: 
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Equity Rs. 5,67,500, Reserve & Surplus Rs. 3,87,80, total debt Rs. 5,88,778 out of 
which Rs. 2,88,778 are long term debt, fixed assets are Rs. 11,44,128. 
Current Ratio =? 
(a) 2.48 
(b) 1.92 
(c) 3.68 
(d) 1.33 

72. Company’s EBIT is Rs. 2,99,000 which includes miscellaneous income Rs. 9,000. 
Its capital employed is Rs. 11,00,000. ROI =? 
(a) 27.18% 
(b) 26.36% 
(c) 26.18% 
(d) 27.36% 

73. KJ Ltd. Pat is Rs. 1,06,000. Its equity share capital is Rs. 3,50,000 of Rs. 10 each. 
The market price is Rs. 45. 
P/E Ratio =? 
(a) 12.87 
(b) 15.84 
(c) 14.85 
(d) 150 

74. EBIT of NS Ltd. is Rs. 2,99,000 which includes miscellaneous income Rs. 9,000. 
Its capital structure consists of following long term debts: 
12% Long-term loan Rs. 1,00,000. 
14% Debentures Rs. 2,50,000 
Interest Cover =? 
(a) 6.33 
(b) 3.36 
(c) 3.66 
(d) 6.36 

75. Current assets of Z Ltd. are Rs. 3,70,000 which includes stock Rs. 1,000,000 and 
repaid expense Rs. 70,000. Its current liability are Rs. 1,60,000 which includes 
provision for tax Rs. 60,000.  
Liquid Ratio =? 
(a) 1.25 
(b) 1.52 
(c) 1.22 
(d) 0.95 

76. KT Ltd. opening stock was Rs. 2,50,000 and closing stock was Rs. 3,75,000. Sales 
during the year was Rs. 13,00,000 and gross profit ratio was Rs. 25% on sales. 
Average account payables are Rs. 80,000. Creditors Turnover Ratio =? 
(a) 13.75 
(b) 14.33 
(c) 13.33 
(d) 14.44 

77. Total sales of OLX Ltd. are Rs. Rs. 31,248 out of which 25% are cash sales. 
Closing balance of debtors are Rs. 9,468. Debtors velocity =? 
(a) 4.2 months 
(b) 157 days 
(c) 148 days 
(d) 4.43 months  

78. Profit after tax of FB Ltd. was Rs. 3,40,000. Total assets are Rs. 5,94,70,000 out 
of which 3,57,00,000 was finance from loan funds. 
Return on equity =? 
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(a) 1.34% 
(b) 0.57% 
(c) 1.43% 
(d) 1.57% 

Use the following information to answer to answer next 4 questions. 

MNP Ltd. has made plans for the next. The company will employ total assets of 
Rs. 25,00,000; 30% of assets being financed by debt at an interest cost of 9% p.a. 
The direct costs for the year are estimated at Rs. 15,00,000 and all other  
operating expenses are estimated at Rs. 2,40,000. The sales revenue are 
estimated at Rs. 22,50,000. Tax rate is assumed to be 4-%. 

79. Net Profit margin ratio =? 
(a) 10.62% 
(b) 11.8% 
(c) 15.17% 
(d) 11.86% 

80. Return on Assets =? 
(a) 12.46% 
(b) 15.17% 
(c) 11.86% 
(d) 10.62% 

81. Asset Turnover Ratio =? 
(a) 0.9 
(b) 1.1 
(c) 1.9 
(d) 1.33 

82. Return on equity =? 
(a) 12.46% 
(b) 15.17% 
(c) 11.86% 
(d) 12.46% 

83. N Ltd. gives the following information: 
Current Ratio 2.8 

Total Assets Rs. 60,00,000 

Fixed Assets Rs. 32,00,000 

Current liabilities =?  

Current liabilities =? 
(a) 28,00,000 
(b) 10,00,000 
(c) 18,00,000 
(d) 12,00,000 

84. N Ltd. gives the following information: 
Liquid Ratio 1.6 

Current assets Rs. 28,00,000 

Current Liabilities Rs. 10,00,000 

Stock =? 
(a) 28,00,000 
(b) 10,00,000 
(c) 18,00,000 
(d) 12,00,000 

85. S Ltd. gives the following information: 
Net Working Capital Rs. 2,80,000 

Current Ratio 2.4 
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Liquid Ratio 1.6 

Current Assets =? 
(a) 2,00,000 
(b) 2,80,000 
(c) 4,80,000 
(d) 3,60,000 

86. Z ltd. gives the following information: 
Capital block to current assets = 3.2 
Current Assets = Rs. 8,00,000 
Debenture /share capital = 1:2 
Net profit = 10% of turnover. 
Reserve = 2.5% of turnover 
Total Sales = Rs. 24,00,000 
Share capital =? 
(a) 3,00,000 
(b) 6,60,000 
(c) 4,00,000 
(d) 6,00,000 

87. N ltd. gives the following information: 
Fixed assets = Rs. 10,50,000 
Fixed assets turnover ratio (on costs of sales) = 2 
GP rate on sales = 25% 
Sales =? 
(a) 21,00,000 
(b) 25,00,000 
(c) 26,00,000 
(d) 28,00,000 

88. NS Ltd. gives the following information: 
Current Ratio = 2: 4 
Quick Ratio = 1.0 
Stock = Rs. 5,60,000 
Current Assets =? 
(a) 9,60,000 
(b) 6,90,000 
(c) 4,00,000 
(d) 4,60,000 

89. SZ Ltd. gives the following information: 
Fixed assets = 10,50,000 
Current assets = 9,60,000 
Current liabilities = 4,00,000 
Debenture = 4,00,000 
Reserve to capital = 0.21 
Reserve =? 
(a) 10,00,000 
(b) 12,10,000 
(c) 2,10,000 
(d) 1,10,000 

90. Gross profit ratio = 20%, Stock velocity = 6 months Gross profit or the year 
ended amounts to Rs. 5,00,000. Stock of the year is Rs. 20,000 more than what it 
was at the beginning of the year.  
Closing stock =? 
(a) 10,00,000 
(b) 9,90,000 
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(c) 10,10,000 
(d) 10,20,000 

91. Debtors velocity = 3 months 
Ales = 25,00,000 
Bills receivable & Bills payable were Rs. 60,000 and Rs. 36,667 respectively. 
Sundry debtors =? 
(a) 6,25,000 
(b) 5,25,000 
(c) 5,65,000 
(d) 6,65,000 

92. Creditors velocity = 2 months. 
Cost of goods sold = Rs. 20,00,000 
Opening stock = Rs. 9,90,000 
Closing stock = Rs. 10,10,000 
Bills receivable & Bills payable were Rs. 60,000 and Rs. 36,667 respectively. 
Creditors =? 
(a) 3,36,667 
(b) 3,66,333 
(c) 3,30,367 
(d) 3,00,000 

93. Capital gearing ratio = 0.625 
Long term debts = Rs. 5,00,000 
Reserve to capital = 0.6 
Reserve =? 
(a) 8,00,000 
(b) 5,00,000 
(c) 3,00,000 
(d) 4,00,000 

94. Property ratio = 0.6 
[Fixed Assets / Proprietary Funds] 
Current Assets = Rs. 2,00,000 
Current Liabilities = Rs. 80,000 
Fixed assets =? 
(a) 3,00,000 
(b) 1,60,000 
(c) 1,80,000 
(d) 2,40,000 

Use the following information to answer next 5 questions. 

Gross profit 25% of sales 

Gross profit = Rs. 1,20,000 

Shareholders equity = Rs. 20,000 

Credit sales to total assets = 80% 

Total turnover to total assets = 4 times 

Cost of sales to inventory = 10 times 

Average collection period = 5 days, assume 365 days in a year. 

Current ratio = 1.5 

Sundry creditor = Rs. 60,000 

95. Stock =? 
(a) 36,000 
(b) 32,000 
(c) 40,000 
(d) 42,000 
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96. Debtors =? 
(a) 5,260 
(b) 5,620 
(c) 6,520 
(d) 2,650 

97. Current assets =? 
(a) 1,20,000 
(b) 1,10,000 
(c) 1,00,000 
(d) 90,000 

98. Cash =? 
(a) 48,470 
(b) 48,740 
(c) 44,870 
(d) 47,470 

99. Total of Balance sheet =? 
(a) 1,20,000 
(b) 1,40,000 
(c) 1,30,000 
(d) 1,25,000 

100. When the current ratio is 2:5, and the amount of current liabilities is Rs. 25,000, 
what is the amount of current assets? 
(a) Rs. 62,500 
(b) Rs. 12,500 
(c) Rs. 10,000 
(d) Nonr of the above. 

101. When quick ratio is 1:5:1 and th amount of quick assets Rs. 30,000, what is the 
amount of quick liabilities? 
(a) Rs. 20,000 
(b) Rs. 50,000 
(c) Rs 45,000 
(d) Rs. 30,000 

102. When opening stock is Rs. 50,000, closing stock Rs. 60,000, and the cost of 
goods sold Rs. 2,20,000, the stock turnover ratio is -------------------- 
(a) 2 times 
(b) 3 times 
(c) 4 times 
(d) 5 times 

103. When net sales for the year are Rs. 2,50,000 and debtors Rs. 50,000, the 
average collection period is ------------------------ 
(a) 60 days 
(b) 45 days 
(c) 42 days 
(d) 73 days 

104. Given net profit Rs. 150,000, preference dividend Rs. 25,000, taxes Rs. 10,000 
and number of equity shares 1,00,000. What is the Earning per Share (EPS)? 
(a) Rs. 1.50 
(b) Rs. 1.25 
(c) Rs. 1.15 
(d) None of these. 

105. When net profit is Rs. 2,25,000, taxes Rs. 25,000 and net worth Rs. 10,00,000. 
What is the rate of return on shareholders’ equity? 
(a) 22.5% 
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(b) 20% 
(c) 25% 
(d) Cannot be calculated 

106. Accounting information given by a company: 
Total assets turnover                     3 times 
Net profit margin                            10% 
Total assets                                     Rs. 1,00,000 
The net profit is ---------------- 
(a) Rs. 10,000 
(b) Rs. 15,000 
(c) Rs. 25,000 
(d) Rs. 30,000 

107. Balance Sheet of a company indicates that its current ratio is 1.5. Company’s 
net working capital is Rs. one crore. The Current would amount to ---------------- 
(a) Rs. 3 crore. 
(b) Rs. 1.5 crore. 
(c) Rs. 4 crore. 
(d) Rs. 2.5 crore. 

108. Earnings after Interest and tax is Rs. 20 crore, interest is Rs. 4 crore. Income tax 
is Rs. 16 crore. Interest Coverage Ratio would be ---------------------- 
(a) 10.00 
(b) 9.00 
(c) 7.50 
(d) 5.00 

109. For the financial year ended as on March 31, 2013 the figures extracted from 
the balance sheet of X Ltd. as under: 
Opening Stock Rs. 29,000: Purchase Rs. 2,42,000; Sales Rs. 3,20,000; Gross profit 
25% of sales. 
Stock Turnover Ratio will be ---------------- 
(a) 8 times 
(b) 6 times 
(c) 9 times 
(d) 10 times 

110. If credit sales for the year Rs. 5,40,000 and debtors at the end of year is Rs. 
90,000 the average Collections period will be? 
(a) 30 days 
(b) 61 days 
(c) 90 days 
(d) 120 days 

111. Given the following information: 

 Rs. 

Cash 29,000 

Accounts Receivable 1,14,000 

Inventory 1,13,000 

Prepaid Expenses 6,000 

Total capital assets 5,25,000 

Total current liabilities 1,42,000 

Long-term debt 2,89,000 

Total shareholders’ equity 3,56,000 

Net sales 8,58,000 

Cost of goods sold 5,13,000 

Gross margin 3,45,000 
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Net Income 48,000 

The acid test ratio =? 
(a) 75% 
(b) 1.85 times 
(c) 1.01 times 
(d) 55% 

112. Given the following information: 

 Rs. 

Cash 29,000 

Accounts Receivable 1,14,000 

Inventory 1,13,000 

Prepaid Expenses 6,000 

Total capital assets 5,25,000 

Total current liabilities 1,42,000 

Long-term debt 2,89,000 

Total shareholders’ equity 3,56,000 

Net sales 8,58,000 

Cost of goods sold 5,13,000 

Gross margin 3,45,000 

Net Income 48,000 

Inventory turnover ratio =? 
(a) 8.62 
(b) 5.56 
(c) 7.52 
(d) 4.54 

113. Determine a firm’s total asset turnover if its net profit margin is 5%, total assets 
is Rs. 80,00,000 and ROI is 8% 
(a) 1.60 
(b) 2.05 
(c) 2.50 
(d) 4.00 

114. X Ltd. has an 8% return on total assets of Rs. 3,00,00 and a net profit margin of 
5%. What are its sales? 
(a) Rs. 37,50,000 
(b) Rs. 4,80,000 
(c) Rs. 3,00,000 
(d) Rs. 15,00,000 

115. K ltd. had sales last year of Rs. 26,50,000, including cash sales of Rs. 2,50,000. 
If its average collection period was 36 days, its ending accounts receivable balance 
is closest to ---------- (Assume a 365 day year). 
(a) 2,40,000 
(b) 2,36,712 
(c) 2,53,127 
(d) 2,40,721 

116. K ltd. has debt-to-total assets 0.4. What is its debt-to-equity ratio? 
(a) 0.2 
(b) 0.6 
(c) 0.667 
(d) 0.333 

117. Firm A has a Return on Equity equal to 24%, while firm B has an ROE of 15% 
during the same year. Both firms have a total debt ratio equal to 0.8. Firm A has an 
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asset turnover ratio of 0.9, while frim B has an asset turnover ratio equal to 0.4. 
From this we know that ------------- 
(a) Firm A has a higher profit margin than firm B 
(b) Firm B has a higher profit margin than firm A. 
(c) Firm A and B have  the same profit margin. 
(d) Firm A has a higher equity multiplier than firm B. 

Use the following information to answer next 5 questions: 

XL Ltd. gives the following data: 

 Rs. 

Current assets 65,000 

Current liabilities 60,000 

Accounts receivable 15,000 

Inventories 20,000 

Accounts payable 40,000 

Net sales 3,65,000 

Cost of goods sold 2,80,000 

 

118. Current Ratio =? 
(a) 2.1 
(b) 1.1 
(c) 0.1 
(d) 0.9 

119. Acid test Ratio =? 
(a) 0.9 
(b) 1.1 
(c) 0.75 
(d) 0.87 

120. Debtors Velocity =? 
(a) 9 days 
(b) 24 days 
(c) 4 days 
(d) 15 days 

121. Inventory Turnover Ratio =? 
(a) 7 
(b) 14 
(c) 18 
(d) 9 

122. Net trade cycle is ------------------- 
(a) 35 days 
(b) 5 days 
(c) 20 days 
(d) 11 days 

Use the following information to answer next 4 questions: 

Debtors velocity 3 months 

Stock velocity 6 months 

Creditors velocity 2 months 

Gross profit ratio 20% 

Gross profit for the year amounts to Rs. 10,00,000. Closing stock of the year is Rs. 
40,00,000 above the opening stock. Bills receivable amount to Rs. 1,20,000 and 
Bills payable to Rs. 73,333. 
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123. Sales =? 
(a) 52,50,000 
(b) 47,50,000 
(c) 40,00,000 
(d) 50,00,000 

124. Sundry debtors =? 
(a) 12,50,000 
(b) 11,50,000 
(c) 11,30,000 
(d) 12,30,000 

125. Closing stock =? 
(a) 19,80,000 
(b) 20,20,000 
(c) 19,60,000 
(d) 20,40,000 

126. Sundry Creditors =? 
(a) 6,93,333 
(b) 6,66,667 
(c) 6,00,000 
(d) 5,73,667 

127. From the information given below calculate the amount of fixed assets. 
Fixed assets to proprietors fund = 0.75 
Net Working Capital = Rs. 6,00,000 
(a) 17,50,000 
(b) 18,00,000 
(c) 17,00,000 
(d) 18,50,000 

128. If a firm has Rs. 100 in inventories, a current ratio equal to 1.2, and a quick ratio 
equal to 1.1, what is the firm’s Net Working Capital? 
(a) Rs. 10 
(b) Rs. 100 
(c) Rs. 200 
(d) Rs. 1,200 

129. Given the following information, calculate the company’s long-term debt. 
Current Assets Rs. 1,25,000 

Current Liabilities Rs. 85,000 

Net fixed assets Rs. 2,50,000 

Total equity Rs. 2,00,000 

 
(a) Rs. 3,75,000 
(b) Rs. 50,000 
(c) Rs. 2,85,000 
(d) Rs. 90,000 

130. G Ltd. has total liabilities of Rs. 2,000 and an inventory of Rs. 1,000. If its current 
ratio is 2.5, then what is its quick ratio? 
(a) 2.0 
(b) 2.5 
(c) 3.0 
(d) 3.5 
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ANSWERS 

 

1.  (c) 31.  (d) 61.  (a) 91.  (c) 121.  (b) 

2.  (c) 32.  (d) 62.  (c) 92.  (d) 122.  (d) 

3.  (b) 33.  (b) 63.  (b) 93.  (c) 123.  (d) 

4.  (b) 34. (b) 64. (c) 94.  (c) 124. (c) 

5.  (b) 35. (b) 65.  (a) 95.  (a) 125.  (b) 

6.  (a) 36. (d) 66.  (c) 96.  (a) 126.  (c) 

7.  (a) 37.  (b) 67.  (a) 97.  (d) 127.  (b) 

8.  (b) 38.  (a) 68.  (a) 98.  (b) 128.  (c) 

9.  (d) 39.  (d) 69.  (c) 99.  (a) 129.  (d) 

10.  (b) 40.  (d) 70.  (b) 100.  (c) 130.  (a) 

11.  (b) 41.  (a) 71.  (d) 101.  (a) 

12.  (a) 42.  (d) 72.  (b) 102.  (c) 

13.  (d) 43.  (a) 73.  (c) 103.  (d) 

14.  (c) 44.  (d) 74.  (d) 104.  (c) 

15.  (b) 45.  (c) 75.  (a) 105.  (b) 

16.  (d) 46.  (a) 76.  (a) 106.  (d) 

17.  (b) 47.  (c) 77.  (c) 107.  (a) 

18.  (d) 48.  (a) 78.  (c) 108.  (a) 

19.  (d) 49.  (a) 79.  (b) 109.  (a) 

20.  (c) 50.  (d) 80.  (d) 110.  (b) 

21.  (a) 51.  (b) 81.  (a) 111.  (a) 

22.  (c) 52.  (d) 82.  (b) 112.  (d) 

23.  (d) 53.  (d) 83.  (b) 113.  (a) 

24.  (d) 54. (b) 84.  (d) 114. (b) 

25.  (b) 55. (b) 85.  (c) 115. (b) 

26.  (b) 56.  (b) 86.  (d) 116. (c) 

27.  (d) 57.  (b) 87.  (d) 117.  (b) 

28.  (a) 58.  (b) 88.  (a) 118.  (b) 

29.  (c) 59. (c) 89.  (c) 119.  (c) 

30.  (c) 60.  (c) 90.  (c) 120. (d) 
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20.1 

 

INTRODUCTION 

Accounting is an information system that attempts to pass on information in the form of 

reports, statements, charts and graphs to help the management in taking appropriate 

decisions. Management needs information for arriving at decisions and for evaluating 

the company performance to run the business effectively. The required information can 

be made available to the management by means of reports. 

 

Reports can be defined as means of communication, usually in the written form, of facts 

which should be brought to the attention of the various levels of management that can 

use them to take suitable actions for proper control. For proper control the reports have 

to be prepared and presented in an appropriate manner. A systematic reporting system 

should be adopted for smooth flow of business. 

 

Importance of Reporting 

1. Provides Information: The very purpose of preparing a report is to providing 

information to various levels of management. The term management includes Foreman, 

Chairman, Department Manager, General Manager and Special Officer. These people get 

information about the trend of the business, cash flow and fund flow, etc. 

 

2. Helps in Selection: Out of the several points available, only relevant information is 

included in the report. A report brings many alternatives out of which a management has 

to choose one profitable alternative. 

 

3. Role in Control System: A target is fixed well in advance in an organization. The 

management has to see whether the employees are working according to the targets 

and predetermined standards. The reports are prepared in such a way so as to evaluate 

the actual performance with the budgeted targets. If there are any unfavorable 

variances, the reasons are found out and remedial or corrective actions are taken by the 

management. In this way, a report is used as a control tool. A management can control 

the enterprises with the help of this tool. 

 

4. Helpful in Profitable Operations: A report highlights the direction in which the 

business should move and the level of operation should he decided. On the basis of such 

report, a management can give clear cut instructions as how to increase the profitability 

to its organization.. 

 

5. Follow the Principle of Management by Exception: A management has very little time 

to exercise the control. Hence, the activities, which are not carried out according to 

planning and budgeting, are highlighted before the management. This is called the way 

of following the principle of management by exception. 
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6. Helpful in Achieving Overall Objectives: Report motivates the executives and 

employees to take necessary steps towards increasing the earnings of the organization 

significantly. In this way, the management reaps achieving the maximum profit with the 

help of right kind of reporting system. 

 

LEVEL OF MANAGEMENT AND REPORTING 

The fundamental principle of the system of reporting is that the information contained 

therein should meet the requirements of its recipient. Reports are prepared for each 

executive from the bottom to the highest level of management keeping in view his status 

and responsibility in the organization, so that he may be able to get timely information 

about the performance of persons working under him. 

 

In any organization, there are three distinct levels of managements - first line 

managements, middle line management and top management. 

 
The information presented and the method of reporting should meet the specific 

requirements of all these levels of management. 

 

The three Guiding Principles to be followed are : 

1) The lower the level of management, the more detailed should the report; the higher 

the level of management, more summarized should the report be. 

 

2) The lower the level of management, should get the report its more frequently whereas 

the higher level of management should get the reports less frequently. Middle 

management requires more detailed reporting with a great frequency in reporting as 

compared to the top management, because the former is concerned with day to day 

operations requiring timely action for making improvements. 

 

3) Lower the level of management, less should be number of reports; higher the level of 

management, large should be the number report. The Board of Directors will receive a 

large number of reports because the control every function n the organization. Person 

included in middle management and lower management will receive only those reports 

which relate to their departments. 

 

MEANING OF MANAGEMENT REPORTING : 

First Line Management

Middle Management

Top Management
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The Management Reporting System is essentially a mechanism for monitoring the 

‘mission’ of an organization in terms of objectives set out evolved by the organization 

with a formal planing. 

 

It the formal plan is imprecise or inadequate, and facts to take into account the actuality 

of the real-life situation, 

the de facto points of decision-making, and the recipient personnel, the monitoring 

system becomes openended and ineffective. Designers of the reporting system must, 

therefore, take into account the impact on it of such constraints. Merely a good 

management reporting system does not an organization successful. It is the people 

working in that organization work towards its success. Yet, a lack of a proper reporting 

system which could perculate at all level would allow the management to take remedial 

action. 

 

The Need for Management Reporting 

Inefficient reporting processes that yield inaccurate and outdated information normally 

cause more harm than good. A strong management reporting is a necessity to produce 

timely and reliable information in order to make high-quality business decisions about 

the future of the company. Insight gathered from reporting allows for deeper analysis to 

understand problems, provides accurate comparisons against competitors and 

implement controls to hold employees accountable for budgets. 

 

Effective processes uncover material financial misstatements prior to circulating 

information with investors and other stakeholders, and identify and address problem 

areas before they elevate to unmanageable levels. Without management reporting, 

employees may know there is a problem, but would be unable to identify its origin. 

Reporting identifies the problem’s source, so you can begin working toward a solution. 

It also allows you to understand your current financial position compared to your 

competitors, in order to focus or realign business strategies to improve specific operating 

activities. 

 

Often, businesses attempt to develop reporting processes, but miss the mark in achieving 

desired results. Common challenges in way include: 

• Selecting appropriately and correctly using the right system to develop and deliver 

reports. 

• Manipulating data in order to display the best metrics to make better business 

decisions and understand the company’s current position. 

• Implementing an inefficient accounting close process that does not allow for timely 

report delivery to stakeholders. 

• Ensuring the integrity of the data. 

• Adopting management reporting processes at the incorrect stakeholder levels 

throughout the rganization. 
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ESSENTIAL COMPONENTS TO MANAGEMENT REPORTING 

A successful management reporting process contains several key elements. Your 

programme should begin with an accurate healthy data and metrics to support core 

business strategies and initiatives to specific stakeholders. Data should support both the 

long- and short-term visions for the company, and should be trustworthy and from a 

reliable source. For example, failing to remove data for a discontinued product will 

negatively skew the remaining pool of data and your ultimate reporting information. 

 

Developing a Successful Management Reporting Programme 

As with any key process, executive buy-in and vision are required upfront, in order to 

effectively implement and change management reporting in an organization. After that 

has been attained, you can begin taking steps toward implementing an effective 

management reporting programme. These include: 

 
 

Discovery: Identify and involve stakeholders early on, and effectively communicate the 

vision across the organization and to the appropriate stakeholders. Identify and access 

the data sources available to meet your 

specific data needs. 

 

Analysis: Understand the level of effort involved in creating each report. Develop data 

definitions to ensure everyone interprets it the same way. Keep the data tight and 

prioritize your information, in order to keep from 

overwhelming the data recipient, and understand what the data says, and further 

encourage quick decisionmaking abilities the recipient. 

 

Discovery

Analysis

Report 
Creation & 
Delivery

Implementa
tion

Access 
Point

Feedback

Inhouseit 
Cabalities
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Report creation and delivery: Create the reports and determine the appropriate delivery 

method of the data. Reports should be concise and comprehensive, but not 

overwhelming. Pay close attention while formatting and reporting, considering the 

specific needs of your users. 

 

Implementation: Develop each report separately, and establish a governance process 

and policies to ensure data health across the organization. Define access control 

requirements, detailing who should have rights to access information. Minimize work by 

leveraging implemented software to create repeatable processes and automate report 

jobs for predetermined times throughout the month. 

 

Access point: Create a common place for users to access data, such as a Web portal or 

SharePoint site. 

 

Feedback: Collect comments and suggestions from users to discover ways to 

continuously improve the data and process. 

 

In-house IT capabilities: Ensure that in-house Information Technology (IT) personnel can 

manage necessary systems and issues if they arise. 

 

GENERAL PRINCIPLES OF REPORT PRESENTATION 

In order to make a report which is trustworthy and easily understandable, certain general 

principles are to be followed while reporting. A good report will help the management 

in taking the expected action to improve the performance of the organization. The basic 

principles to be kept in mind while preparing and submitting the report are as follows: 

1) The report should have a proper title to describe the subject matter reported. It should 

be in a good format and should have subheadings and paragraph divisions. The name of 

recipient of the report should be written on the top of report. 

 

2) The report should relate to certain period, and the period of time should be indicated 

on the top of report. 

3) The report should he factual. 

4) The report should be brief and concise but clear. 

5) The report should be prompt because information delayed is information denied. 

6) A report should distinguish between controllable and non-controllable factors and 

should report them separately. It is because management can take suitable actions 

regarding controllable factors. 

7) Appropriate remarks should be given in the report. It saves valuable time of the 

management and ensures prompt attention. 

8) A report should be periodically reviewed. 

9) The report must be correct within the permissible degree of inaccuracy. The margin 

of error allowed will depend upon the purpose for which the report is prepared. 
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10) The report should draw manager’s attention immediately to exceptional matters so 

that management by exception may be carried out effectively. 

11) Visual reporting through graphs, charts and diagrams should be preferred to 

descriptive reports because visual reporting attracts the eye more quickly and leaves 

impression on the mind lasting. 

12) While doing comparisons in the report, it should be ensured that the comparisons 

between the same matters. 

13) Detailed analysis should be given for all the result so that there can be comparison 

between the actual and the budgeted. 

14) The format of report should remain unchanged from period to period. 

 

FORMS OF PRESENTATION OF INFORMATION 

Information may be presented in the following forms: 

1) Verbal (or oral): Group meetings, seminars, conferences, or interviews may be 

organized where employees from various levels can meet to discuss and exchange their 

ideas. 

2) Written: This is the most usual form of reporting and here the information takes the 

form of a written report. 

 

CLASSIFICATION OF REPORTS 

Reports can be classified by their forms, contents and frequency as follows: 

 
FORMS OF REPORTING 

1. DESCRIPTIVE RE PORTING : These types of reports are written out in a descriptive 

style. They usually do not take the help of tables and graphs. They may include tables 

and graphs in order to lay emphasis on some of the points discussed. The language used 

is very important in such reports. It should be simple and correct and may convey the 

idea of the reporter to the management. The report should have suitable heading and it 

should be suitably paragraphed. The main report should be summarized, so that its 

recipient is able to know the exceptional matters, and the recommendation of the report 

without going into details its. 

 

2. TABULAR REPORTS: Such reports are presented in the form of comparative 

statements. This form of reporting is applied in case of periodical reports covering 

Reports

Forms

descriptive tabular graphical

Contents

production sales cost fomamce

Frequency

routine or 
irregular 

special 
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production, costs, sales and finance. These reports should use same standard form of 

statements or tables from period to period so that proper comparison may be made 

between the present and past performance. 

 

3. GRAPHIC PRESENTATION: It is very important method of presenting information to 

the management. It is a pictorial and attracts the eye of the recipient more quickly and 

forcibly. Recently graphs and diagrams have become very popular because they make 

comparisons of fairly long periods within a short space. This method of presenting 

information can effectively depict production costs, fluctuations in inputs and outputs, 

position & movement of stocks, variances, components of cost of production. 

 

FREQUENCY OF REPORTING 

Routine reports are rendered at periodic intervals. The intervals at which routine reports 

are to be presented should be fixed for each report. Production reports should be 

rendered at shorter intervals because delayed reporting on production may lead to a 

continuing loss for a longer period. Thus, an effort should be made to take note of 

production losses as early as possible so that the corrective measures may be taken to 

eliminate the losses. 

 

SPECIAL REPORTS 

Special reports are to be presented after thoroughly investigation of the problem which 

requires to be scrutinized. 

The following matters may the covered by special reports before presenting them to the 

management: 

1. The effect of idle capacity on the cost of production of different products. 

2. Make or buy decision. 

3. Whether to replace labour by machines or not. 

4. Whether to explore the new market at a selling price which is below the cost of 

production. 

5. Whether to continue the sale of the product at a very low rate during depression. 

6. Cost reduction schemes. 

7. The most suitable method of raising funds. 

8. The most suitable method of investing surplus cash. 

9. Whether to purchase on higher fixed assets. 

10. Research and development expenditure problems. 

11. The effect of labour disputes on production and consequently on the cost of 

production. 

12. The effect of a high rate of labour turnover. 

13. Price fixation problems. 

14. The effect of providing a particular facilities to workers. 

15. Feasibility study for a project. 
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16. Report on new taxation policy and its effect on company’s profits. 

17. Report on important development in the industry. 

18. Report on general economic forecast. 

19. Report on whether to operate a casting system or not. 

20. Report on company’s financial position and profitability. 

21. Report on the effect of a change in the government’s policy 

 

SELF TEST QUESTIONS 

1. What is reporting? What are the essential requisites for a report to make it useful to 

management? 

 

2. What do you understand by the term “reporting to the management”? Discuss briefly 

the matter that how you would deal with a matter while reporting to the Board of 

Directors? 

 

3. “Reporting is an essential means for cost control.” Comment on this statement and 

state what types of reports you would consider necessary in regard to advertisement 

cost? 

 

4. You are entrusted with the work of collection and arrangement of data for the 

presentation of results for management action. Outline and briefly explain the reporting 

structure in this organization. 

 

5. “Reports should be as brief as consistent with clarity”. “Reports should be accurate 

and presented in time”. Discuss these statements considering the requirements of the 

recipients of the reports. 

 

6. What is the need of Management Reporting in a company? 

 

7. Explain the process of developing a successful management reporting programmes? 
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MARGINAL COSTING 

The term ‘marginal cost’ is defined as the amount at any given volume of output by 

which aggregate costs are changed, if the volume of output is increased or decreased 

even by one unit. It is a variable cost of one unit of a product or a service, i.e., a cost 

which could be avoided if that unit was not produced or provided. 

 

Marginal costing is a principle whereby variable costs are charged to cost units and the 

fixed costs attributable to the relevant period is written off in full against the contribution 

for that period. Marginal costing is the 

ascertainment of marginal cost and the effect on profit becuase of changes in volume or 

type of output by differentiating between fixed costs and variable cost. In Marginal 

costing, costs are classified into fixed and variable costs. The concept of Marginal costing, 

is based on the behaviour of costs that vary with the volume of output. Marginal costing, 

is known as ‘variable costing’in which only variable costs are accumulated and cost is 

ascertained only on the basis of variable costs. 

 

Features of Marginal Costing 

• All costs are categorized into fixed and variable costs. Variable cost per unit is same at 

any level of activity. Fixed costs remain constant in total regardless of changes in volume. 

• Fixed costs are considered period costs and are not included in product cost, only 

variable costs are considered as product costs. 

• Stock of work-in-progress and finished goods are valued at marginal cost of production. 

• In Marginal costing products transferred from one process to another are valued at 

marginal costs only. 

• Prices are determined with reference to marginal cost and contribution margin. 

• Profitability of departments, products, etc., is determined with reference to their 

contribution margin. 

• In accounting, marginal cost, the Overhead Control Account in the Cost Ledger 

represents only the variable overhead. Fixed costs are taken as expenses in the Profit 

and Loss Account and, thus excluded form costs. 

• Presentation of data is oriented to highlight the total contribution and contribution 

from each product. 

• The difference in the magnitude of the opening stock and closing stock does not affect 

the unit cost of production since all the product costs are variable costs. 

 

P/V ratio 

The profit volume ratio (P/V Ratio) is the relationship between contribution and sales. It 

is also termed as 'contribution to sales ratio'. 
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Significance of P/V Ratio: 

♦ P/V Ratio is considered to be the basic indicator of the profitability of the business. 

♦ The higher the P/V Ratio, the better it is for a business. In the case of a firm enjoying 

 steady business conditions over a period of years, the P/V Ratio will also remain 

 stable and steady. 

♦ If P/V Ratio is improved, it will result in better profits. 

 

Improvement of P/V ratio: 

♦ P/V Ratio can be improved by the following means. 

♦ By reducing the variable cost. 

♦ By increasing the selling price. 

♦ By increasing the share of products with higher P/V Ratio in the overall sales mix. 

 

Uses of P/V ratio: 

(1) To compute the variable costs for any volume of sales. 

(2) To measure the efficiency or to choose a most profitable line. The overall 

profitability of the firm can be improved by increasing the sales/output of a product 

giving a higher P/V ratio. 

(3) To determine break-even point and the level of output required to earn a desired 

profit. 

(4) To decide more profitable sales-mix. 

 

Contribution  

Contribution is the sales less marginal cost of sales or sales less variable cost. It 

contributes towards fixed cost and profit. That is, contribution less fixed cost will be 

profit. If the fixed cost is more than contribution, it will result into loss. 

Contribution = Sales - Variable Cost Contribution = Fixed Cost + Profit 

 

contribution & Profit   

Following are the main points of distinction between contribution & profit. 

Contribution Profit 

Contribution is the difference between sales 

and variable cost. 

Profit is the sales value less total cost. 

It included fixed cost and profit C = F + P It does not include fixed cost. 

Contribution analysis requires knowledge of 

breakeven concept. 

It does not require any such concept. 
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If we divide fixed cost by contribution per 

unit, we get BEP in units. 

If we divide profit by contribution per unit, 

we get MOS in units. 

Contribution above BEP is profit. Profit is expected only after covering 

variable cost and fixed cost 

 

Margin of safety 

Margin of safety is the difference between the actual sales and break-even sales. Margin 

of safety represents the strength of the organization. A high margin of safety gives 

confidence to the organization. On the other hand, an undertaking with low margin of 

safety may wipe off the profit and turn into a loss with a drop in sales. 

Formula: 

Margin of safety = Actual sales - BEP sales 

 

Profit=Margin of safety (Units) X Contribution per unit  

 

Margin of safety and BEP are complement of each other; that is to say if BEP is 60% of 

Sales Margin of Safety is 40% of sales and so on. 

If the margin of safety is small, any fall in sales revenue may touch BEP and finally results 

into a loss which is a serious matter to be considered. 

 

Improvement in Margin of Safety: 

(1) Increase in the selling price, provided the demand is inelastic so as to absorb the 

increased prices. 

(2) Reduction in fixed expenses. 

(3) Reduction in variable expenses. 

(4) Increasing the sales volume provided capacity is available. 

(5) Substitution or introduction of a product mix such that more profitable. 

 

Operating Leverage and Margin of Safety Ratio 

Margin of safety is the excess of total sales over the break even sales. MOS defines the 

amount up to which level sales can decline before occurring loss. Therefore, 

Margin of Safety = Actual Sales - Break Even Sales 

Margin of Safety Ratio = Sales - Break Even Sales/Sales 

Contribution margin is related to operating leverage also. Operating leverage is 

calculated as Contribution -H Operating profit and contribution margin plays an 

important role in it. If sales are expected to increase, higher operating leverage will result 

in higher profit. When sales are expected to decrease, lower operating leverage will 

result in higher profit. Higher variable cost and lower fixed cost will result into higher 

MOS and risk will be lower and vice versa. So like Operating leverage, MOS is a measure 

of risk as to what extent an organisation is exposed to change in sales volume. 
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CVP analysis  

Cost-Volume-Profit analysis is analysis of three variables i.e. cost, volume and profit 

which explores the relationship existing amongst costs, revenue, activity levels and the 

resulting profit. It aims at measuring variations of profits and costs with volume, which 

is significant for business profit planning. CVP analysis makes use of principles of marginal 

costing. It is an important tool of planning for making short term decisions. 

 

CVP Analysis has the following objectives: 

1. It helps to forecast the profit fairly and accurately. 

2. It acts as an effective tool of profit planning to the management. 

3. It helps in ascertaining the BEP of the product produced and sold. 

4. It is very much useful in setting up the flexible budget, which ascertains cost, profit 

and sales at different levels of activity. 

5. It assists the management in the process of performance evaluation for the 

purpose of control. 

6. It helps in formulating the price policies by projecting the effect of different price 

structures on the costs and profits. 

7. It helps in determining the amount of overhead cost to be charged to the product 

at different levels of operation, as overhead rates are generally predetermined on the 

basis of a selected volume of production. 

 

Assumptions of cost-volume-profit analysis 

The following assumptions are made in BEP Analysis: 

♦ All costs are divisible into fixed and variable. 

♦ All fixed costs remain constant at all levels of output within the installed capacity. 

♦ The variable costs vary along with production. 

♦ The selling price is assumed to be constant. 

♦ The volume of production influences the cost. 

♦ There is synchronization between production and sales, which would help deciding 

the break-even point. 

 

Cost Indifferent Point & Break Even Point 

Following are the main points of difference between cost indifferent point & break-even 

point: 

Points Cost Indifferent Point Break Even Point 

Meaning It is the point at which total cost 

lines under the two alternatives 

intersect each other. In other 

Break-even point is point at which total 

cost line and total revenue line intersect 

each other. In other words, sales equals 
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words, when cost under two 

alternatives equals it is known as 

cost indifferent point. 

total cost; hence it is no profit no loss 

situation. 

Formula Difference in fixed costs Fixed Cost Difference in fixed cost 

Difference in variable cost P / V Ratio 01 Difference in P / V Ratio 

Activity 

level 

The cost indifference point is the 

activity level at which total cost 

under two alternatives are 

equal. 

Whereas break-even point is the activity 

level at which the total revenue from a 

product mix is equal to its cost. 

Use Cost indifference point is used to 

choose between two alternative 

processes for achieving the 

same objective. 

The choice depends on the estimated 

activity level. Break-even point is used for 

profit planning. 

 

Case:  

"Selling price is always based on total costs" Comment. 

Selling at or below marginal cost: During periods of recession, or in case of competition, 

the firm may sell the product at or below the marginal cost. If the products are sold at 

marginal cost, the firm will not be able to recover the fixed costs and incur the losses to 

this extent. If they are sold below the marginal cost, the firm will not only be unable to 

recover the fixed costs but also part of the variable cost. Then, the losses will be further 

higher and the firm has to take action to reduce the losses. Reduction of prices even 

below the marginal cost may be justified for a short while due to several other reasons 

as indicated below: 

♦ To introduce a new product or to popularize it. 

♦ To eliminate the weaker competitors. 

♦ To explore the foreign market and earn the foreign exchange. 

♦ When there is recession in the market. 

♦ When the employees cannot be retrenched and production is to be maintained. 

♦ When the sale of one product will push up the sale of another co-product which is 

making a considerable profit. 

♦ To dispose off perishable goods. 

 

Key Factor 

A key factor is defined as the factor in the activities of an undertaking which, at a 

particular point of time or over a period, will limit the volume of output. It is also known 

as limiting factor, principal budget factor and scarce factor. Limiting factors are governed 

by both internal and external factors. It may be actual or potential. If a factor of 
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production is in short supply, then the best-paying product becomes that which yields 

the highest contribution per unit of limiting factor. 

Formula: 

Profitability = Contribution/Key factor 

Thus, contribution per unit of key factor may be ascertained and maximized according to 

the priority. Typical examples of key factors are: 

Materials Scarce raw material. 

Restrictions imposed by licences, quotas, etc. 

Labour General shortage of workers 

Shortage in skilled labour e.g. 1st class welders. 

Plant Imbalance in plant and equipment. 

Insufficient capacity due to shortage in supply. Insufficient capacity due to lack of 

capital. 

Insufficient capacity due to lack of space. 

Bottlenecks in certain process, operations or departments. 

Sales Market demand 

Inefficient or Insufficient advertising. Shortage of good salesmen. Inadequate sales 

capacity. 

 

MARGINAL COSTING v ABSORPTION COSTING 

Only variable costs are charged to cost units, the fixed costs attributable to a relevant 

period being written off in full against the contribution for that period. 

Marginal costing is also known as Contributory Costing, Variable Costing & Comparative 

Costing. 

 

Absorption Costing 

According to CIMA, Absorption costing is a principle whereby fixed as well as variable 

costs are allotted to cost units. As per this system, fixed as well as variable costs are 

allotted to cost units and total overheads are absorbed by actual and normal activity 

level. Since costs are ascertained after they have been incurred. Absorption costing is 

also called historical costing. 

 

Profit under variable costing differ from that of absorption costing 

Fixed costs must be' incurred and absorption costing allows for this fact by including all 

relevant costs, fixed and variable, in the cost of production at which closing stock of 

finished goods is valued. This leads to under or over-absorption of overheads. Under 

marginal costing, closing stock of finished goods is valued at marginal cost and fixed costs 

are written off to P & L A/c as deduction from contribution in order to arrive at the profit. 

There is no problem of under or over-absorption of fixed overheads in 
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marginal costing. The basic difference between the two systems is that marginal costing 

distinguishes between fixed and variable costs whereas absorption costing does not. 

Hence, profits revealed under both the systems will differ to the extent mentioned 

below: 

(1) When there is no opening and closing stock, there will not be any difference in the 

profits revealed under both systems. 

(2) Closing stock more than opening stock i.e. production exceeds sales, higher profit 

in absorption costing system. 

(3) Closing stock less than opening stock, i.e. sales exceed production higher profit in 

marginal costing system. 

(4) When there is no change in opening stock and closing stock, i.e. production and 

sales are the same, there will not be any difference in profits. 

 

Distinguish between: Absorption Costing & Marginal Costing 

The following are main points of distinctions between absorption & marginal costing: 

Points Absorption Costing Marginal Costing 

Meaning According to CIMA, Absorption 

costing is a principle whereby fixed as 

well as variable costs are allotted to 

cost units. 

According to CIMA marginal costing is 

a principle whereby marginal costs of 

cost units are ascertained. 

Stock 

valuation 

Stock is valued at total cost which 

includes fixed cost as well. 

Stock is valued at marginal cost only. 

Under/over 

absorption 

Problem of under or over absorption 

of fixed overheads. 

No such problem in marginal costing. 

Fixed cost Fixed cost is charged to cost of 

production. 

Fixed cost is treated as period cost. 

The profitability is judged by P/V 

ratio. 

 

Distinguish between: Differential Costing and Marginal Costing 

The following are main points of distinctions between differential costing and marginal 

costing: 

Differential Costing Marginal Costing 

It consists of variable and fixed costs. It consists of variable cost only. 

It is a change in the cost at two levels. It is not necessary for marginal costing to 

have two levels for being worked out. 

Differential Costing — 
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Marginal Costing 

Differential cost analysis applied to both 

absorption costing and marginal costing. 

Marginal costing analysis will not apply to 

absorption costing. 

It is not different type of costing and, 

hence, its analysis is kept outside the books 

of account. 

It is a different type of costing. 

Difference in cost is important. Contribution is important. 

Differential revenue, differential cost and 

differential profit are the main yard-stick 

for decision-making. 

Contribution, P/ V ratio, contribution per 

key factor, CVP analysis are the main yard-

sticks for decision-making. 

 

Distinguish between: Direct Costing and Marginal Costing 

In general, the terms marginal costing and direct costing are used as synonymous. 

However, direct costing differs from marginal costing in that some fixed costs considered 

direct are charged to operations, processes or products, whereas in marginal costing only 

variable costs are considered. Marginal costing is mainly concerned with providing of 

information to management to assist in decision making and for exercising control. 

Marginal costing is considered to be a technique with a broader meaning than direct 

costing. Marginal costing is also known as Variable costing' or 'out of pocket costing'. 

 

USES & LIMITATION OF MARGINAL COSTING 

Make or buy decisions 

Marginal costing helps the management in decision-making in respect of the following 

vital areas: 

(1) Make or Buy decision: The decision is to be taken whether to manufacture a 

product or component within the organization or buy it from outside supplier. 

(2) Expand or contract: When capacity is limited, additional machinery is acquired and 

component is produced, if it is cheaper compared to buying it from outside. 

(3) Comparing machines and hand labour: Products manufactured by hand labour 

may be cheaper. But, Machines may produce the products on a mass scale. Taking the 

interest as opportunity cost and depreciation into consideration, the total cost per unit 

of output may still be lower than that of the hand product. Then, installation of machines 

will be profitable. Likewise, decisions may be taken by the management. 

(4) Replacement of existing machinery by new and improved ones: The differential 

cost or savings in the cost and incremental revenue will play an important role in taking 

such decisions. 

(5) Diversification of products: Management may think of introducing a product to 

utilizes the idle capacity or capture a new market provided it fetches the profit after 

meeting the variable cost and specific fixed costs, if any, relating to the new product. 
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(6) Product mix, profit planning and profit maximization: A product which is incurring 

losses or having low P/V ratio is discontinued and another product with high P/V ratio is 

introduced so that such product-mix will improve the profitability. To achieve this 

objective, the factors such as, selling price, sale volume, cost control, product-mix, etc, 

are to be studied carefully and decision is to be taken. 

(7) Price: In order to earn foreign exchange and goodwill in the foreign market, any 

price over and above the marginal cost is generally accepted though it is very much lower 

than the indigenous prices. 

(8) Suspending activities, i.e. closing down the factory for a temporary period or to run 

the operations at a loss. 

(9) Determination of selling price, sales volume and desired profit. 

(10) Determination of optimum output level. 

(11) Decision making and profit maximization based on the key factor. 

(12) Cost control and to find out break even point. 

 

Limitations of marginal costing 

(1) Difficulty in classifying fixed and variable cost: It is difficult to classify exactly the 

expenses into fixed and variable cost category. Most of the expenses are neither totally 

variable nor wholly fixed. 

(2) Scope for low profitability: Sales staff may mistake marginal cost for total cost and 

sell at a price; which will result in loss or low profits. 

(3) Faulty valuation: Overheads of fixed nature cannot altogether be excluded 

particularly in large contracts, while valuing the work-in-progress. In order to show the 

correct position fixed overheads have to be included in work-in-progress. 

(4) Unpredictable nature of Cost: Some of the assumptions regarding the behaviour 

of various costs are not necessarily true in a realistic situation. For example, the 

assumption that fixed cost will remain static throughout is not correct. Fixed cost may 

change from one period to another. 

(5) Marginal costing ignores time factor and investment: The marginal cost of two 

jobs may be the 

same but the time taken for their completion and the cost of machines used may differ. 

The true cost of a job which takes longer time and uses costlier machine would be higher. 

This fact is not disclosed by marginal costing. 

 

BREAK EVEN CHART 

In its simplest form, the break-even chart is a graphical representation of costs at various 

levels of activity shown on the same chart as the variation of sales with the same 

variation in activity. The point at which neither profit nor loss is made is known as the 

"break-even point" and is represented on the chart below by the intersection of the two 

lines: 
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Cash Break Even Chart: In cash break-even chart, only cash fixed costs are considered. 

Non-cash items like depreciation etc. are excluded from the fixed cost for computation 

of break-even point. It depicts the level of output or sales at which the sales revenue will 

equal to total cash outflow. It is computed as under: 

Cash BEP (Units) = Cash Fixed Cost/Contribution per unit 

 

Angle of incidence  

It is the angle of intersection between the sales and the total cost lines. It indicates the 

profit earning capacity of the concern at a certain level of sales production. The larger 

the angle of incidence the more is the profit earning capacity and vice versa. It also 

provides an indication as to what extent the output and sales price may be varied to 

attain a desire level of profit. It gives an easy and clear idea to the profitability under 

different levels of activities and also for different product mix and is a simple visual aid 

to find out profit earning capacity without going in for any calculation. 

 

Volume of Sales (Unit ’000) 
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Discuss the relationship between: Angle of incidence, break-even level and margin of 

safety. 

Angle of Incidence: It is the angle of intersection between the sales and the total cost 

lines. It indicates the profit earning capacity of the concern at a certain level of sales 

production. The larger the angle of incidence the more is the profit earning capacity and 

vice versa. It also provides an indication as to what extent the output and sales price may 

be varied to attain a desire level of profit. 

Break Even Level: It is that level of sales at which the sales revenue exactly equals total 

costs. In other words, it is level of activity at which the firm neither earns a profit nor 

suffers a loss. 

Margin of Safety: It is the difference between actual sales and break-even sales. In other 

words margin of safety is the amount of sales above the break-even point. 

Relationship between angle of incidence, break-even level and margin of safety: 

1. If the break-even point is low and angle of incidence is large. The margin of safety 

is large and the business enjoys financial stability. A low break-even point indicates that 

the business could be run profitably even if there is a fall in sales, unless the sales are 

very low. 

2. If the break-even point is low and angle of incidence is small, the conclusions are 

the same as in 1 above except that the rate of profit earning capacity is not so high as in 

1. 

3. If the break-even point is high and angle of incidence is small. The margin of safety 

is low. The business is very vulnerable, even a small reduction in activity may result in a 

loss. 

4. If the break-even point is high and angle of incidence is large. This shows that the 

margin of safety is low. The business is likely to incur losses through a small reduction in 

activity. However, after the break-even point, the business makes the profit at a high 

rate. 

 

Limitations of break even chart? 

♦ The variable cost line need not necessarily be a straight line because of the 

possibility of operation of law of increasing costs or law of decreasing returns. 

♦ The selling price will not be a constant factor. Any increase or decrease in output is 

likely to have an influence on the selling price. 

♦ When a number of products are produced, separate break-even charts have to be 

drawn. This poses a problem of apportionment of fixed expenses to each product. 

♦ Break-even charts ignore the capital employed in business which is one of the 

important guiding factor in the determination of profitability. 

♦ The preparation of break-even chart presumes that costs can be reliably divided 

into fixed and variable component. This is very difficult in practice. 
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Curvilinear CVP Analysis. 

In CVP analysis, the usual assumption is that the total sales line and variable cost line will 

have linear relationship, that is, these lines will be straight lines. However, in actual 

practice it is unlikely to have a linear relationship for two reasons, namely: 

1. After the saturation point of existing demand the sales value may show a 

downward trend. 

2. The average unit variable cost declines initially, reflecting the fact that, as output 

increases the firm will be able to obtain bulk discounts on the purchase of raw materials 

and can also benefit from division of labour. When the plant is operated at further higher 

levels of output, due to bottlenecks and breakdowns the variable costs per unit will tend 

to increase. Thus the law of increasing costs may operate and the variable cost per unit 

may increase after reaching a particular level of output. 

3. In such cases, the contribution will not increase in linear proportion on the 

phenomenon of diminishing marginal productivity, the total cost line will not be straight, 

as assumed but will be of curvilinear shape. This situation will give rise to two break even 

points. The optimum profit is earned at the point where the distance between sales and 

total cost is the greatest. 

In the diagram A: and A2 are the two break-even points. 

 

FORMULAS 

Contribution = Sales - Variable cost Profit = Contribution - Fixed cost P/V Ratio 

P/V ratio = Contribution/Sales x 100 

P/V ratio = Change in profit/Change in sales x 100 

P/V ratio = Change in contribution/Change in sales x 100 

Break Even Point 

At break-even point -> Contribution = Fixed cost 

Break-even point (in units) = Fixed cost/Contribution per unit 

Break even point (in value) = Fixed cost/P/V ratio 

Margin of safety 

Margin of safety = Actual sales - Break even sales 

Margin of safety (in units) = Profit/Contribution per unit 
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Margin of safety (in value) = Profit/Other Formulas 

Indifferent sales volume to earn equal profit = Change in fixed cost/Change in P/V ratio 

 

PRACTICALS TO BE SOLVED IN CLASS: 

Que. 1]  

following information is submitted to you by HM Ltd. 

 (Per unit; 

  

Selling price 100 

Direct material 40 

Direct labour 20 

Variable overhead 15 

Annual fixed cost: Rs. 2,00,000 

No. of units produced & sold: 12,500 

You are required to calculate: 

(1) Profit for the current year 

(2) P/V ratio 

(3) Break even point in value and in units 

(4) Margin of safety in value and in units  

 

Que. 2]  

A company earned a profit of Rs. 30,000 during the year 2011-2012. If the marginal cost 

and selling price of a product are Rs. 8 and Rs. 10 per unit respectively, find out the 

amount of 'Margin of safety'. 

 

Que. 3] 

If margin of safety is Rs. 2,40,000 (40% of sales) and P/V ratio is 30% of AB Ltd. calculate 

its: 

(1) Break-even sales 

(2) Amount of profit on sales of Rs. 9,00,000. 

 

Que. 4]  

X Ltd. has earned contribution of Rs. 2,00,000 and net profit of Rs. 1,50,000 on sales of 

Rs. 8,00,000. What is its margin of safety? 
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Que. 5]  

A company produces single product which sells for Rs. 20 per unit. Variable cost is Rs. 15 

per unit and Fixed overhead for the year is Rs. 6,30,000. 

Required: 

(i) Calculate sales value needed to earn a profit of 10% on sales. 

(ii) Calculate sales price per unit to bring BEP down to 1,20,000 units. 

(iii) Calculate margin of safety sales if profit is Rs. 60,000. 

 

Que. 6]  

A company had incurred fixed expenses of Rs. 4,50,000 with sales of Rs. 15,00,000 and 

earned a profit of Rs. 3,00,000 during the first half year. In the second half, it suffered a 

loss of Rs. 1,50,000. 

Calculate: 

(i) The profit-volume ratio, break-even-point and margin of safety for the first half 

year. 

(ii) Expected sales-volume for the second half year assuming that selling price and 

fixed expenses remained unchanged during the second half year. 

(iii) The break-even point and margin of safety for the whole year. 

 

Que. 7] 

The ratio of variable cost to sales is 70%. The break-even point occurs at 60% of the 

capacity sales. Find the capacity sales when fixed costs are 190,000. Also compute profit 

at 75% of the capacity sales. 

 

Que. 8]  

Raj Ltd, manufactures three products, X, Y and Z. The unit selling prices of these products 

are ^ 100, Rs. 160 and Rs. 75 respectively. The corresponding unit variable costs are Rs. 

50, Rs. 80 and Rs. 30. The proportions (quantity wise) in which these products are 

manufactured and sold are 20%, 30% and 50% respectively. The total fixed costs are Rs. 

14,80,000. Calculate overall break-even quantity and the product wise break up of such 

quantity. 

 

Que. 9]  

Fill in the blanks for each of the following independent situation: 

Situations A B c D E 

Selling price per unit Rs. Rs. 50 Rs. 20 7 Rs. 30 

Variable cost as % of selling 

price 

60 ? 75 75 ? 
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No. of units sold 10,000 4,000 ? 6,000 5,000 

Marginal contribution Rs. 20,000 Rs. 

80,000 

? Rs. 

25,000 

Rs. 

50,000 

Fixed costs Rs. 12,000 ? Rs. 

1,20,000 

Rs. 

10,000 

? 

Profit/loss ? Rs. 

20,000 

Rs. 

30,000 

? Rs. 

15,000 

Que. 10]  

A company has two plants at Locations I and II, operating at 100% and 75% of their 

capacities respectively. The company is considering a proposal to merge the two plants 

at one location to optimize available capacity. The following details are available in 

respect of the two plants, regarding their present performance/operations: 

Location I Location II Sales 200 75 

Variable cost 140 54 

Fixed cost 30 14 

For decision making purposes you are required to work out the following information: 

(a) The capacity at which the merged plant will break-even. 

(b) The profit of the merged plant working at 80% capacity. 

(c) Sales required if the merged plant is required to earn an overall profit of Rs. 22 

lakhs. 

 

Que. 11]  

The following costs of and sales of a manufacturing company for the first half and second half of 

2006-2007 are given: 

  (Rs.) 

 First half Second half 

Sales 24,00,000 30,00,000 

Total costs 21,80,000 26,00,000 

You are asked to determine: 

(i) Contribution/ sales ratio of the firm 

(ii) Annual fixed costs 

(iii) Break-even point 

(iv) Margin of safety as percentage of sales 

 

Que. 12]  
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A company earned a profit of Rs. 2,00,000 on a sale volume of Rs. 14,00,000 during the first half 

of a year, the fixed cost being Rs. 5,00,000. However during the second half of the year it incurred 

a loss of Rs. 1,00,000 although unit variable cost, selling price and fixed cost remained the same. 

Required: 

(i) Profit volume ratio, break-even point and margin of safety for the first half of the year. 

(ii) Sales volume for the second half. 

(iii) Breakeven point and margin of safety for the whole year. 

 

Que. 13]  

A company has a project to install a new machine exclusively for the manufacture of a new 

product which is expected to have good demand and reasonably high margin. Maximum possible 

annual sales may not exceed Rs. 50 lakhs and if there is competition it may fall considerably. The 

company has obtained quotations and short listed two offers for the new machine. Details in 

respect of the two models are given below: 

 M M2 

Maximum possible sales per year Rs. 50 lakhs Rs. 50 lakhs 

Fixed costs per year Rs. 5 lakhs Rs. 8 lakhs 

Estimated profit for maximum sales Rs. 15 lakhs Rs. 17 lakhs 

You are required to calculate: 

(i) Break even sales of each machine. 

(ii) Sales at which both models will give the same profit. 

(iii) Range of sales over which one model is better than the other. 

 

Que. 14]  

Two plants manufacturing the same product decide to merge. Particulars of operation of the two 

plants before the merger were as follows: 

  Plant A Plant B 

Capacity utilized 80% 60% 

Sales  Rs. 4.80 Crore Rs. 2.40 Crore 

Variable cost Rs. 3.52 Crore Rs. 1.80 Crore 

Fixed cost Rs. 0.80 Crore Rs. 0.40 Crore 

You are required to work out: 

(i) Break even capacity of the merged plant. 

(ii) Profit earned at 75% capacity of the merged plant. 

(iii) Sales required to earn a profit of Rs. 1 Crore. 

 

Que 15]  
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Two firms A & Co. and B & Co. sell the same type of product in the same market. Their budgeted 

profit and loss account for the year ending 31st March, 2009 are as follows: 

 

Sales  

 

Variable costs 

 

 

 

4,00,000 

A & Co.  

5,00,000 

 

 

 

4,00,000 

B & Co.  

6,00,000 

Fixed costs 

Net profit Required: 

30,000 (4,30,000) 

70,000 

70,000 (4,70,000) 

1,30,000 

(1) Calculate at which sales volume of both the firms will earn equal profit. 

(2) State which firm is likely to earn greater profits in condition of: 

(i) Heavy demand for the product, 

(ii) Low demand for the product. Give reason. 

 

Que. 16 

PQ Ltd. reports the following cost structure at two capacity levels: 

Overheads 100% Capacity 2,000 units 1,500 units 

Production Overhead I Production 

Overhead II 

Rs. 3 per unit Rs. 2 per 

unit 

Rs. 4 per unit Rs. 2 

per unit 

If the selling price, reduced by direct material and labour is 18 per unit, what would be 

its break-even point? 

 

Que. 17 

A Company sells two products, J & K. The sales mix is 4 units of J and 3 units of K. The 

contribution margins per unit are Rs. 40 for J and Rs. 20 for K. Fixed costs are Rs. 6,16,000 

per month. Compute the break-even point. 

 

Que. 18 

A company sells it product at Rs. 15 p.u. In a period if it produces and sells 8,000 units, it 

incurs a loss of Rs. 5 p.u. If the volume is raised to 20,000 units it earns a profit of Rs. 4 

p.u. Calculate breakeven point both in terms of rupees as well as in units.[CS (Inter) - 

Dec 2002] (3 Marks) 

 

Que. 19 

(a) Given the following, find the margin of safety sales: 

(i) Profit earned Rs. 24,000 

(ii) Selling price per unit Rs. 10 (iii) Marginal cost per unit Rs. 7 

(b) Given the following, calculate P/V ratio and profit when sales are Rs. 20,000: 

(i) Fixed cost Rs. 4,000. 
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(ii) Break even point Rs. 10,000. [CS (Inter) - June 1997] (5 + 5 = 10 Marks) 

 

Que. 20 

A company had incurred fixed expenses of Rs. 2,25,000 with sales of Rs. 7,50,000 and 

earned a profit of Rs. 1,50,000 during the first half year. In the second half year, it 

suffered a loss of Rs. 75,000, Calculate - 

(i) The profit volume ratio, break-even point and margin of safety for the first half. 

(ii) Expected sales-volume for the second half year assuming that selling price and 

fixed expenses remained unchanged during the second half year. [CS (Inter) - June 1998] 

(3 + 2 = 5 Marks) 

 

Que. 21 

From the following information, you are required to find out: 

(i) Margin of safety, and 

(ii) Volume of sales required to earn profit of 10% on sales: 

Total fixed cost (Rs.) 4,500  

Total variable 

cost 

(Rs.) 7,500  

Total sales (Rs.) 15,000  

Sales (units) 5,000 [CS (Inter) - June 2000, 2002] (5 Marks) 

 

Que. 22 

From the following data, you are required to calculate the break-even point and net sales 

value at that point: 

Direct materials cost per unit (Rs.) 8 

Direct labour cost per unit (Rs.) 5 

Fixed overheads (Rs. ) 24,000 

Selling price per unit (Rs. ) 25 

Trade discount (%) 4 

Variable overheads @ 60% on direct labour 

If sales are 15% and 20% above the break-even volume, determine the net profits. 

[CS (Inter) - June 2001] (9 Marks) 

Que. 23 

Your company manufacturing a single product sells it at a price of Rs. 80 per unit. The 

variable cost per unit is Rs. 48 and the annual fixed cost amounts to Rs. 18 lakh. Based 

on these data, you are required to work out the following. 

(i) Present P/V ratio and break-even sales. 
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{ii) Increase in the volume of sales required if the profit is sought to be increased by Rs. 

3.6 lakh. 

(iii) Percentage increase/decrease in sales volume: 

(a) to off set an increase of Rs. 4 per unit in variable cost; and 

(b) an increase in selling price by 10% without affecting the quantum of existing profit. 

[CS (Inter) - Dec 2001] (3 + 3 + 3 = 9 Marks) 

 

Que. 24 

Calculate the 'break-even-point' in units and in rupees and also arrive at 'margin of safety 

ratio' from the following information: 

  Rs. 

Estimated sales (1,00,000 units) 20,00,000 

Less: Variable cost 12,00,000 

Fixed cost 4,00,000  

  16,00,000 

Net profit 4,00,000 

[CS (Inter) - June 2003] (3 Marks) 

 

Que. 25 

The cost structure of an article, the selling price of which is Rs. 45,000, is as under: 

Direct material cost  50%  

Direct labour cost  20%  

Overheads  30% r 

An increase of 15% in cost of material and of 25% in the cost of labour is anticipated. 

These increased costs in relation to present selling price would cause a 25% decrease in 

the amount of present profit per article. 

You are required to prepare: 

(i) The statement of profit per article at present 

(ii) The revised selling price to produce the same percentage of profit to sales as before. 

[CS (Inter) - June 2003] (9 Marks) 

 

Que. 26 

Dinesh Ltd. has provided following information: 

Sales price : Rs. 20 per unit 

Variable cost : Rs. 14 per unit 

Fixed overheads : Rs. 7,92,000 p.a. 

How many units must be sold to earn 10% on sales? [CS (Inter) - Dec 2003] (3 Marks) 
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Que. 27 

An analysis of Matrix Ltd. reveals the following information 

 Variable cost Fixed cost 

 (% of sales) (Rs.) 

Direct materials 32.8% - 

Direct labour 28.4% - 

Factory overheads 12.6% 1,89,900 

Distribution overheads 4.1% 58,400 

General administration overheads Budgeted sales are 

Rs. 18,50,000 You are required to determine: 

(i) Break-even sales value. 

(ii) Profit at the budgeted sales value (iii) Profit, if 

actual sales - 

1.1% 66,700 

(a) Drop by 10% and 

(b) Increase by 5% from the budgeted sales. [CS (Inter) - June 2004] (5 Marks) 

 

Que. 28 

The profit volume ratio of Ulysis Manufacturers Ltd., is 40% and the margin of safety is 

also 40%. Work out the following if the sales volume is Rs. 1.50 Crore: 

(i) Break-even point 

(ii) Net profit 

(iii) Fixed cost 

(iv) Sales required to earn a profit of Rs. 30 lakh. [CS (Inter) - Dec 2004] (4 Marks) 

 

Que. 29 

A company is producing an identical product in two factories. The following are the 

details in respect of both the factories. 

Particulars  Actual BEP Sales to earn profit of Rs. 

30 lakh 

Level  100% 60%  

Sales 100% 1,50,00,000 90,00,000 1,65,00,000 

Less: Variable cost (60%) (90,00,000) (54,00,000) (99,00,000) 

Contribution 40% 60,00,000 36,00,000 66,00,000 



Make 

your 

notes  
 

 
                                                                        
                                                                                 

  
 

21.21 

Less: Fixed cost  (36,00,000) (36,00,000) (36,00,000) 

Net Profit  24,00,000 Nil 30,00,000 

 Factory X Factory Y 

Selling price per unit (Rs. ) 50 50 

Variable cost per unit (Rs. ) 40 35 

Fixed cost (Rs. ) 2,00,000 3,00,000 

Depreciation included in fixed cost (Rs. ) 40,000 30,000 

Sales (units) 30,000 20,000 

Production capacity (units) 

You are required to determine: 

40,000 30,000 

(i) Break even point (BEP) for each factory individually. 

(ii) Which factory is more profitable. 

(iii) Cash BEP for each factory individually. 

(iv) BEP for company as a whole, assuming the present product mix of Factory X & 

Factory Y is 3:2 

 

Que. 30 

A company produces a single product and sells it at Rs. 200 each. The variable cost of the 

product is Rs. 120 per unit and the fixed cost for the year is Rs. 96,000. 

Calculate: 

(i) P/V ratio 

(ii) Sales at break even point 

(iii) Sales units required to earn a target net profit of Rs. 1,20,000. 

(iv) Sales units required to earn a target net profit of Rs. 1,00,000 after income tax, 

assuming income tax rate to be 50%. 

(v) Profit at sales of Rs. 7,00,000 [CS (Inter) - June 2007] (10 Marks) 

 

MARGINAL COSTING VS ABSORPTION COSTING 

Que. 31 

W Ltd. manufactures a single product, ZEST. The following figures relate to ZEST for a one-year period: 

Activity Level 50% 100% 

Sales and production (units) 400 800 

Sales Rs. 8,00,000 Rs. 16,00,000 
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Production Costs: 

- Variable Rs. 3,20,000 Rs. 6,40,000 

- Fixed Rs. 1,60,000 Rs.1,60,000 

Selling & Administration Costs: 

- Variable Rs. 1,60,000 Rs. 3,20,000 

- Fixed Rs. 2,40,000 Rs. 2,40,000 

The normal level of activity for the year is 800 units. Fixed costs are incurred evenly throughout the year, 

and actual fixed costs are the same as budgeted. There were no stocks of ZEST at the beginning of the year. 

In the first quarter, 220 units were produced and 160 units were sold. 

Required: 

(a) What would be the fixed production costs absorbed by ZEST if absorption costing is used? 

(b) What would be the under/over-recovery of overheads during the period? 

(c) What would be the profit using absorption costing? 

(d) What would be the profit using marginal costing? 

 

DECISION INVOLVING ALTERNATIVE CHOICES 

Que. 32 

Z Ltd. is manufacturing three household products A, B & C and selling them in competitive market. Details 

of current selling price and cost structure are given below: 

  Product A Product B Product C 

Expected demand (units) 10,000 12,000 20,000 

Selling price per unit (Rs.) 20 16 10 

Variable cost per unit (Rs.)    

- Direct material (Rs. 10/kg) 6 4 2 

- Direct labour (Rs. 15/hr) 3 3 1.50 

- Variable Overhead  2 1 1 

- Fixed O/H p.u. 5 4 2  

The company is frequently affected by acute scarcity of raw material and high labour turnover. During the 

next period it is expected to have one of the following situations: 

(a) Raw material available will be only 12,100 kg. 

(b) Direct labour hours available will be only 5,000 hrs. 

(c) It may be possible to increase sales of any one product 25% without any additional fixed cost by 

spending Rs. 20,000 on advertisement. There will be no shortage of material or labour. 

Required: 

Suggest the best production plan in each case and the resultant profit that the company would earn 

according to your suggestion. 
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Que. 33 

A firm can produce three different products from the same raw material using the same production 

facilities. The requisite labour is available in plenty at Rs. 8 per hour for all products. 

The supply of raw material, which is imported at Rs. 8 per kg is limited to 10,400 kg for the budget period. 

The variable overheads are Rs. 5.60 per hour. The fixed overheads are Rs. 50,000. The selling commission 

is 10% on sales. 

(a) From the following information, you are required to suggest the most suitable sales mix, which will 

maximize the firm's profits. Also determine the profit that will be earned at that level. 

 

 

Products Market demand 

(units) 

Selling price per 

unit (Rs.) 

Labour hours required per 

unit 

Raw material required 

Per unit (kg) 

X 8,000 30 1 0.7 

Y 6,000 40 2 0.4 

Z 5,000 50 1.5 1.5 

(b) Assume, in above situation, if additional 4,500 kg of raw material is made available for production, 

should the firm go in for further production, if it will result in additional fixed overheads of Rs. 20,000 and 

25% increase in the rates per hour for labour & variable overheads. 

 

Que. 34 

A company manufactures and markets three products P, Q & R. All the three products are made from the 

same set of machines. Production is limited by machine capacity. 

From the data given below, indicate priorities for products P, Q and R with a view to maximizing profits: 

  PRODUCT  

 P Q R 

Raw material cost per unit (Rs.) 11.00 16.25 21.00 

Direct labour cost per unit (Rs.) 2.50 2.50 2.50 

Other variable cost per unit (Rs.) 1.50 2.25 3.50 

Selling price per unit (Rs.) 25.00 30.00 35.00 

Standard machine time required per unit in minutes 40 20 25 
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Fund Flow Statement (Statement of changes in financial position) 

Fund flow statement is also called statement of sources & application of funds and statement of changes 

in financial position. 

The funds flow statement contains all the details of the financial resources which have become available 

during an accounting period and the ways in which those resources have been used up. This statement 

discloses the amounts rose from various sources of finance during a period and then explains how that 

finance has been used in the business. This statement is valuable in interpretation of the accounts. 

It is a very useful tool in analysis of financial statements i.e. Profit & Loss A/c and Balance Sheet, which 

analyses the changes taking place between two balance sheet dates. The statement analyses the changes 

between the opening and closing balance sheets for the period. 

A balance sheet sets out the financial position at a particular point of time, setting liabilities from which 

funds have been raised against assets acquired by the use of those funds. A Funds Flow Statement analyses 

the changes, which have taken place in the assets and liabilities during certain period as disclosed by a 

comparison of the opening and closing balance sheets. 

 

Importance of fund flow statement 

(1) To determine financial consequences of operations: Funds flow analysis determines the financial 

consequences of business operations. In the following cases, funds flow analysis helps the management 

to understand the movement of funds and in effective funds management. 

(a) Many times, a company in spite of earning large profits may have unsatisfactory liquidity position. 

The reason for such a position and the financial consequences of business operations can be ascertained 

with the help of funds flow statement. 

(b) The company may be incurring losses but its liquidity position is sound or the firm will be investing in 

fixed assets despite losses. 

(c) The firm may declare dividend in spite of losses or low profits. 

(d) The profit earned by the firm from different sources is not easily understood by the management. 

(e) There may be sufficient cash in the business. But how such high liquidity exists is not known. 

(2) To fill financial blind spots: The funds flow statement is designed to fill financial blind spots of the 

operating statement. It translates the economic consequences of operations into financial information as 

a basis for action. 

(3) Working capital utilization: The funds flow statement helps the management in assessing the 

activity of working capital and whether the working capital has been effectively used to the maximum 

extent in business operations or not. The statement also depicts the surplus or deficit in working capital 

than required. This helps the management to use the surplus working capital profitably or to locate the 

sources of additional working capital in case of scarcity. 

(4) Helps in securing new finances: A statement of changes in financial position is useful for the creditor 

in considering the company's request for new term loan. 

(5) Helps in allocation of financial resources: Funds flow analysis helps the management in taking 

decisions regarding allocation of the limited financial resources among different projects on priority basis. 

(6) Helps in deciding the urgency of a problem: Funds flow analysis helps to relate the time factor to 

financial planning. This enables the management to identify critical points throughout the passage of time. 

(7) Helps in evaluation of operational issue: The Funds Flow Statement functions as an analytical guide 

for evaluating operational issues. The statement enables the management to ascertain in which the study 

of trends of success or failure of operations and available resources. 

 

Limitations of fund flow statement 

Drawbacks of fund flow analysis are mentioned under: 

FUND FLOW STATEMENT 
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(1) Historical nature: The funds flow statement is historical in nature like any other financial statement. 

It does not estimate the resources & application of funds for the near time. 

(2) Structural changes are not disclosed: The funds flow statement does not disclose the structural 

changes in financial relationship in a firm nor it discloses the major policy changes with regard to 

investment in current assets and short term financing. Significant additions to inventories financed by 

short term creditors are not furnished in the statement as they are offset by each other while computing 

net changes in working capital. 

(3) New items are not disclosed: The funds flow statement does not disclose any new or original items 

which affect the financial position of the business. The Funds Flow Statement simply rearranges the data 

given in conventional financial statements and schedules. 

(4) Not relevant: A study of changes in cash is more relevant than a study of changes in funds for the 

purpose of managerial decision making. 

(5) Not fool proof: The funds flow statement is prepared from the data provided in the balance sheet 

and profit and loss account. Hence, the defects in financial statements will be carried over to funds flow 

statement also. 

 

Distinguish between: Fund Flow Statement & Balance Sheet 

Following are the main points of differences between a funds flow statement and a balance sheet: 

Point Fund Flow Statement Balance Sheet 

Objective The fund flow statement is prepared to know 

the total sources and their uses in a year. 

Balance sheet is prepared to know the 

financial position of a company on a 

particular date. 

Basis The hand flow statement is prepared with the 

help of the balance sheets of two consecutive 

years. 

The balance sheet is prepared on the basis of 

different accounts in the ledger. 

Point Fund Flow Statement Balance Sheet 

Nature The nature of a funds flow statement is 

dynamic as it reveals the changes in the value 

of fixed assets and their effects on flow of 

funds. 

Balance Sheet shows the assets and liabilities 

as on a particular date. As such it is a static 

statement. 

Usefulness Funds flow statement is useful for the 

management for internal financial 

management. 

A balance sheet is useful not only for the 

management but also to the shareholders, 

creditors, outsiders and government 

agencies etc. 

Treatment 

of CA&CL 

In funds flow statements current assets and 

current liabilities are used to find out increase 

or decrease in working capital. 

In balance sheet, current assets and current 

liabilities are shown item wise. 

Legal 

necessity 

Preparation of a funds flow statement is at the 

discretion of the management. 

Preparation of the balance sheet is a 

statutory obligation. 

 

Distinguish between: Fund Flow Statement & Profit & Loss Account 

Following are main points of differences between a funds flow statement & profit & loss account: 

Points Fund Flow Statement Profit & Loss Account 
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Objective The main objective of preparing a funds flow 

statement is to ascertain the funds generated 

from operations. The statement reveals the 

sources of funds and their uses. 

The main objective of preparing a Profit & 

Loss A/c is to ascertain the net profit 

earned/loss incurred by the company out of 

the business operations at the end of a 

particular period. 

Basis The funds flow statements is prepared based 

on the financial statements of two 

consequences years. 

A Profit & Loss Account is prepared on the 

basis of nominal accounts. 

Usefulness The fund flow statement is useful for creditors 

and management. 

The Profit & Loss Account is useful not only 

to creditors and management but also to the 

shareholders and outside parties. 

Type of 

data used 

The fund flow statement takes into account 

not only the funds available from trading 

operations but also the funds available from 

other sources like issue of share capital/ 

debentures, sale of fixed assets etc. 

Whereas the Profit & Loss Account uses only 

income and expenditure transactions 

relating to trading operations of a particular 

period. For instance, when shares are issued 

for cash, the same is shown in funds flow 

statement as a source of funds whereas in 

Prof it & Loss Account it is not shown as 

income. 

Legal 

necessity 

Preparation of fund flow statement is not a 

statutory obligation and is left to the discretion 

of management. 

Preparation of Profit & Loss Account is a 

statutory obligation 

 

Descriptive:"A fund flow statement is a better substitute for an income statement". Elucidate. 

The Funds flow statement is a statement of changes in financial position of a concern between two balance 

sheet dates. It is based on the net working capital concept of the term 'Funds'. The income statement of a 

concern, which is the Profit & Loss A/c displays revenue items of income and expenses which are earned 

and which are incurred in the course of business operations. The income statement is not the same as the 

Funds flow statement through it is necessary to make use the information contained in the income 

statement for the preparation of funds flow statement. The income statement reports the results of 

business activities and indicates the reasons for profitability or lack thereof. It does not highlight the 

changes in the financial position of the business. It does not reveal the inflows and outflows of funds in 

business during a particular period. 

Though a funds flow statement and income statement have different functions to perform, a Funds flow 

statement is better substitute for an income statement due to the following reasons: 

(1) The income statement discloses the operating results of the business activities, i.e. the profit or loss 

which the concern has earned or lost during a specified period, while a funds flow statement deals with 

financial resources required for running the business activities. It is not uncommon to find in many cases 

that the income statement might disclose attractive figure of net income but sufficient cash is not available 

in the business. A funds flow statement which is essentially a statement of resources provided and applied 

would provide a clear picture of what has become of net income and other sources of resources during 

the period. It translates the economic consequences of operations into their financial information as a 

basis for action. 

(2) An income statement is not very reliable as items shown in income statement can be easily 

manipulated by management. The determination of periodic income is necessarily based on number of 

estimates, judgment and allocations. However, a Funds flow statement is more reliable as items shown in 

this cannot be easily manipulated by the management. 

(3) The business transactions shown in the income statement are merely in the forms of revenue and 

expenses which are not of much assistance. Income statement is based on accrual concept. As a 
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consequence, the income statement is deficient in that it fails to present a factual history of firm's cash 

transactions. However, a Funds flow statement provides a complete record of transactions involving cash. 

(4) An income statement is prepared at the end of the accounting period for the period covered by it, 

while a funds flow statement is prepared as and when management wants it. 

(5) An income statement is static in as much as it gives information on what has happened during the 

period covered by it. For managerial purposes, Funds flow statement may be prepared much before 

business operations and act as an instrument of planning and control. It is dynamic and present financial 

information in the form of a flow. 

Proforma of funds flow statement & statement of changes in working capital 

Funds Flow Statement 

For the year ended  

Sources Rs. Applications Rs. 

Funds from operations XXX Funds lost in operation XXX 

Issue of share capital XXX Redemptions of preference share capital XXX 

Issue of debentures XXX Redemption of debentures XXX 

Raising of long-term loans XXX Repayment of long-term loans XXX 

Sale of fixed assets XXX Purchase of fixed assets XXX 

Dividends received XXX Purchase of long-term investments XXX 

Sale of long-term investments XXX Non-trading payments XXX 

Net decrease in working capital XXX Payments of dividends XXX 

 XXX Payment of tax XXX 

  Net increase in working capital XXX 

 XXX  XXX 

Statement of changes in working capital: 

Particulars Last Year Current 

Year 

Current Assets: XXX XXX 

Cash in Hand XXX XXX 

Cash at Bank XXX XXX 

Bills Receivables XXX XXX 

Sundry Debtors XXX XXX 

Closing Stock XXX XXX 

Short Term Investments XXX XXX 
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Prepaid Expenses XXX XXX 

Other Current Assets XXX XXX 

(A) XXX XXX 

Current Liabilities: XXX XXX 

Bills Payable XXX XXX 

Sundry Creditors XXX XXX 

Outstanding Expenses XXX XXX 

Bank Overdraft XXX XXX 

Short-Term Loans Taken XXX XXX 

Other Current Liabilities XXX XXX 

(B) XXX XXX 

Working capital (A) - (B) XXX XXX 

Formats of various accounts required for preparation of fund flow statements: 

Dr.  Equity Share Capital A/c  Cr. 

   By Balance b/d XXX 

   By Bank A/c (Issue of shares) XXX 

   By Plant & Machinery A/c XXX 

To Balance c/d  XXX By Stock A/c XXX 

  XXX  XXX 

Dr. Securities Premium A/c  Cr. 

   By Balance b/d XXX 

To Balance c/d  XXX By Bank A/c XXX 

   (Premium on issue of shares)  

  XXX  XXX 

Dr. Preference Share Capital A/c  Cr. 

To Bank A/c  XXX By Balance b/d XXX 

(Redemption pref. shares)   By Bank A/c XXX 

To Balance c/d  XXX (Issue of share capital)  

  XXX  XXX 
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Dr. Premium on Redemption of Pref. Share A/c  Cr. 

To Bank A/c  XXX By Profit & Adjustment A/c XXX 

  XXX  XXX 

Dr.  General 

Reserve 

A/c 

 Cr. 

   By Balance b/d XXX 

To Balance c/d  XXX By Profit & Adjustment A/ c XXX 

  XXX  XXX 

 

Dr. Capital Reserve A/c Cr. 

  By Balance b/d XXX 

  By Fixed Assets A/c XXX 

To Balance c/d XXX (profit on revaluation)  

 XXX  XXX 

Dr. ...% Debenture A/c Cr. 

To Bank A/c XXX By Balance b/d XXX 

(Redemption of debenture)  By Bank A/c XXX 

To Balance c/d XXX (Issue of debenture) 

 XXX  XXX 

Dr. Premium Payable on Redemption of Debenture A/c Cr. 

To Bank A/c XXX By Profit & Adjustment A/c XXX 

 XXX  XXX 

Dr. Bank Loan A/c Cr. 

 

To Bank A/c XXX By Balance b/d XXX 

(Repayment of bank loan)  By Bank A/c XXX 

To Balance c/d XXX (Bank loan taken)  

 XXX  XXX 

Dr. Provision For Taxation A/c Cr. 
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To Bank A/c XXX By Balance b/d XXX 

(Tax paid during the year)  By Profit & Loss Adj. A/c XXX 

To Balance c/d XXX (Provision for current year)  

 XXX  XXX 

When both 'Advance Tax A/c' & 'Provision For Taxation' are given then they will appear as follows: 

Dr. Advance Tax A/c Cr. 

To Balance b/d XXX By Provision for Tax A/c XXX 

To Bank A/c XXX By Bank (Refund) XXX 

(Tax paid during the year)  By Balance c/d XXX 

 XXX  XXX 

Dr. Provision For Taxation A/c Cr. 

To Advance Tax A/ c XXX By Balance b/d XXX 

To Balance c/d XXX By Profit & Loss Adj. A/c XXX 

  (Provision for current year)  

 XXX  XXX 

Note: If no adjustment appears for the "provision for taxation" & "proposed dividend" then generally 

following standard adjustment is done. 

- Pay last year balance 

- Make provisions for amount equal to closing balance. 

Dr. Proposed Dividend A/c Cr. 

To Bank A/c XXX By Balance b/d XXX 

(Dividend paid during the year)  By Profit & Loss Adj. A/c XXX 

To Balance c/d XXX (Provision for year)  

 XXX  XXX 

Dr. Fixed Assets A/c Cr. 

To Balance b/ d XXX By Bank (Sale) XXX 

To Bank A/c XXX By Profit & Loss Adj. A/c XXX 

(Purchased during the year)  (Loss on sale)  

To Profit & Loss Adj. A/c XXX By Accumulated Depreciation A/ c XXX 

(Profit on sale)  (Depreciation on assets sold)  
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  By Balance c/d XXX 

 XXX  XXX 

Dr. Accumulated Depreciation A/c Cr. 

To Fixed Assets A/c XXX By Balance b/d XXX 

  By Profit & Loss Adj. A/c XXX 

To Balance c/d XXX (Depreciation for the year)  

 XXX  XXX 

Calculation of profit/loss on sale of fixed assets: 

Particulars Rs.   

Original cost xxxx   

Accumulated depreciation (XXX)   

WDV/book value xxxx   

Profit/ (loss) on sale xxxx   

Sale price xxxx   

Dr. Investment A/c Cr. 

To Balance b/ d XXX By Bank (Sale price) XXX 

To Bank A/c XXX By Bank (Pre-acquisition dividend) XXX 

(Purchased during the year)  By Profit & Loss Adj. A/c XXX 

To Profit & Loss Adjustment A/c XXX (Loss on sale)  

(Profit on sale)  By Balance c/d XXX 

 XXX  XXX 

Dr. Preliminary Expenses A/c Cr. 

To Balance b/d XXX By Profit & Loss Adj. A/c XXX 

  (Written off during year)  

  By Balance c/d XXX 

 XXX  XXX 

Dr. Profit & Loss Adjustment A/c Cr. 

To Depreciation on fixed assets XXX By Balance b/d XXX 
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To Fixed assets written-off XXX By Profit on sale of fixed assets XXX 

To Loss on sale of fixed assets XXX By Dividend received on investment XXX 

To Investment Written-off XXX By Funds from operation XXX 

To Provision for taxation XXX   

To Transfer to general reserve XXX   

To Interim dividend XXX   

 

To Goodwill written off XXX   

To Preliminary expenses written-off XXX   

To Premium on redemption of preference 

share 

XXX   

To Premium on redemption of debenture XXX   

To Proposed dividend XXX   

To Balance c/d XXX   

 XXX  XXX 

 

PROBLEMS & SOLUTIONS 

Problem No. 1] The following are the balance sheets of HM Ltd as on 30th June 2018 & 30th June 2019. 

 30.6.2018 30.6.2019 

EQUITIES & LIABILITIES   

Equity Share Capital 2,00,000 2,50,000 

9% Preference Share Capital 50,000 - 

General Reserve 20,000 30,000 

Profit & Loss Account 12,000 32,000 

Non-Current Liabilities   

Bank Loan 20,000 15,000 

Current Liabilities   

Sundry Creditors 56,000 61,000 

Bills Payable 40,000 30,000 

Provision for Taxation 20,000 23,000 
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 4,18,000 4,41,000 

ASSETS   

Non-Current Assets   

Goodwill 10,000 5,000 

Machineries 60,000 55,800 

Furniture 10,000 9,000 

Motor Car 30,000 24,000 

Current Assets   

Stock 98,000 1,06,000 

Debtors 1,20,000 1,32,000 

Cash at Bank 90,000 1,09,200 

 4,18,000 4,41,000 

Additional information: 

(1) Preference dividend was duly paid. Dividend on equity capital for the last year was paid at 10%. 

(2) At the end of the year preference shares were redeemed at premium of 5%. 

(3) Machineries were purchased for Rs. 10,000 and machineries having book value of Rs. 8,000 were 

sold for Rs. 7,000. 

You are required to prepare funds flow statement. 

Ans.: Funds Flow Statement for the year ended 30.06.2019 

 

Sources Rs. Applications Rs. 

Funds from operations 99,200 Net increase in working capital  44,200 

Equity share capital raised 50,000 9% Preference share 

redeemed 

 50,000 

Machineries sold 7,000 Premium paid on redemption  2,500 

  Bank loan repaid  5,000 

  Tax paid  20,000 

  Machineries purchased  10,000 

  Preference dividend paid  4,500 

  Equity dividend paid  20,000 

 1,56,200   1,56,200 
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Statement of changes in working capital: 

Particulars 30.6.201

8 

30.6.201

9 

Current Assets:     

Stock   98,000 1,06,000 

Debtors   1,20,000 1,32,000 

Cash at Bank   90,000 1,09,200 

  (A) 3,08,000 3,47,200 

Current Liabilities:     

Sundry Creditors   56,000 61,000 

Bills Payable   40,000 30,000 

  (B) 96,000 91,000 

Working Capital (A) - (B)   2,12,000 2,56,200 

Increase in Working Capital = (2,56,200 - 2,12,000) = 44,200 

Dr. Equity Share Capital A/c  Cr. 

  By Balance b/ d  2,00,000 

  By Bank A/c (Bal. Fig.)  50,000 

To Balance c/d 2,50,000    

 2,50,000   2,50,000 

Dr. 9% Preference Share Capital A/c  Cr. 

To Bank A/c (Bal. Fig.) 50,000 By Balance b/d  50,000 

 50,000   50,000 

Dr. Premium on Redemption A/c  Cr. 

To Bank A/c (50,000 x 5%) 2,500 By Profit & Loss Adj. A/c  2,500 

 2,500   2,500 

Dr. General Reserve A/c  Cr. 

  By Balance b/ d  20,000 

To Balance c/d 30,000 By Profit & Loss Adj. A/c (Bal. Fig.) 10,000 

 30,000   30,000 
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Dr. Bank Loan A/c 

To Bank A/c (Bal. Fig.) 

5,000 By Balance b/d 20,000 

To Balance c/d 15,000   

 20,000  20,000 

Dr. Provision for Taxation A/c Cr. 

To Bank A/c 20,000 By Balance b/d 20,000 

To Balance c/d 23,000 By Profit & Loss Adj. A/c 23,000 

 43,000  43,000 

Dr. Goodwill A/c Cr. 

To Balance b/d 10,000 By Profit & Loss Adj. A/c (Bal. Fig.) 5,000 

  By Balance c/d 5,000 

 10,000  10,000 

Dr. Machineries A/c Cr. 

To Balance b/d 60,000 By Bank A/c 7,000 

To Bank A/c 10,000 By Profit & Loss Adj. A/c 1,000 

  By Depreciation A/c 6,200 

  By Balance c/d 55,800 

 70,000  70,000 

Dr. Furniture A/c Cr. 

To Balance b/d 10,000 By Depreciation A/c (Bal. Fig.) 1,000 

  By Balance c/d 9,000 

 10,000  10,000 

Dr. Motor Car A/c Cr. 

To Balance b/d 30,000 By Depreciation A/c (Bal. Fig.) 6,000 

  By Balance c/d 24,000 

 30,000  30,000 

Dr. Preference Dividend A/c Cr. 

To Bank A/c (50,000 * 9%) 4,500 By Profit & Loss Adj. A/c 4,500 

 4,500  4,500 
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Dr. Equity Dividend A/c Cr. 

To Bank A/c (2,00,000 x 10%) 20,000 By Profit & Loss Adj. A/c 20,000 

 20,000  20,000 

Dr.   Profit & Loss Adj. A/c Cr. 

To Preference Dividend A/c 4,500 By Balance b/d 12,000 

To Premium on Redemption A/c 2,500 By Funds from operation (Bal. Fig.) 99,200 

To Loss on sale of machineries 1,000   

To Equity Dividend A/c 20,000   

To Provision for Taxation A/c 23,000   

To Goodwill written off 5,000   

To Depreciation on machineries 6,200   

To Depreciation on furniture 1,000   

To Depreciation on Motor Car 6,000   

To General Reserve A/ c 10,000   

To Balance c/d 32,000   

 1,11,200  1,11,200 

 

Problem No. 2] From the following balance sheets of Sneha Ltd. as on 31.3.2019 and 31.3.2020 prepare a 

statement of sources and applications of funds and a schedule of changes in working capital for the year 

ending 31.3.2020: 

LIABILITIES 31.3.2019 31.3.202

0 

ASSETS 31.3.2019 31.3.2020 

      

Equity share capital 13,00,000 16,90,000 Goodwill 65,000 42,500 

Profit & loss account 4,90,100 8,77,500 Building 11,70,000 11;37,500 

10% Debentures 16,25,000 13,00,000 Machinery 16,18,500 21,38,500 

Creditors 9,00,000 10,00,000 Non-trade investments 5,07,000 3,93,250 

Bills payable 42,500 1,70,000 Debtors 4,16,000 11,70,000 

Provision for tax 2,60,000 9,75,000 Stock 5,07,000 7,99,500 

Dividend payable - 42,250 Cash 2,60,000 2,92,500 

   Prepaid expenses 42,250 52,000 
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   Debenture discount 31,850 29,000 

 46,17,600 60,54,750  46,17,600 60,54,750 

(i) The following additional information is given: 

 Building Machinery 

   

Accumulated depreciation 31.3.2019 4,87,500 15,92,500 

Accumulated depreciation 31.3.2020 5,20,000 15,66,500 

Depreciation for 2019-2020 32,500 1,36,500 

Profit & loss account for 2019-2020 is as follows:  Rs. 

Balance as on 31.3.2019  4,90,100 

Add: Profit for 2019-2020  4,71,900 

9,62,000 

Less: Dividend  (84,500) 

8,77,500 

(iii) During 2019-2020 machinery costing Rs. 2,92,500 was sold for Rs. 97,500. 

(iv) Investments which were sold for 11,17,000 had cost Rs. 97,500. 

(v) Provision for taxation and dividend are to be taken as non-current liabilities. 

Ans.:  

Funds Flow Statement 

For the year ended 31.3.2020 

Sources Rs. Applications Rs. 

Funds from operations 18,33,000 Net increase in working capital 8,61,250 

Equity shares issued 3,90,000 10% Debenture redemption 3,25,000 

Machinery sold 97,500 Tax paid 2,60,000 

Non Trade Investment sold 1,17,000 Dividend paid 42,250 

  Machinery purchased 7,86,500 

  Debenture interest paid 1,62,500 

24,37,500 24,37,500 

Statement of changes in working capital: 

Particulars 31.3.2019 31.3.2020 

Current Assets:   
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Debtors 4,16,000 11,70,000 

Stock 5,07,000 7,99,500 

Cash 2,60,000 2,92,500 

Prepaid Expenses 42,250 52,000 

(A) 12,25,250 23,14,000 

Current Liabilities:   

Creditors 9,00,000 10,00,000 

Bills Payable 42,500 1,70,000 

(B) 9,42,500 11,70,000 

Working Capital (A) - (B) 2,82,750 11,44,000 

Increase in Working Capital = 11,44,000 - 2,82,750 = 8,61,250 

Working Notes: 

Dr. Equity Share Capital A/c Cr. 

To Balance c/d 16,90,000 By Balance b/d  

By Bank A/c (Bal. Fig.) 

13,00,000 

3,90,000 

 16,90,000  16,90,000 

Dr. 10% Debenture A/c Cr. 

To Bank A/c (Bal. Fig.)  

To Balance c/d 

3,25,000 

13,00,000 

By Balance b/d 16,25,000 

 16,25,000  16,25,000 

Dr. Provision For Tax A/c Cr. 

To Bank 2,60,000 By Balance b/d 2,60,000 

To Balance c/d 9,75,000 

12,35,000 

By Profit & Loss Adj. A/c 9,75,000 

12,35,000 

Note: If no adjustment appears for the "provision for taxation " then generally following standard 

adjustment is done. 

- Pay last year balance; 

- Make provisions for amount equal to closing balance. 

Dr. Dividend Payable A/c Cr. 

To Bank (Bal. Fig.)  

To Balance c/ d 

42.250 

42.250 

By Balance b/d  

By Profit & Loss Adj. A/c 

84,500 
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FUND FLOW 

STATEMENT 

84,500 84,500 

Dr. Goodwill A/c Cr. 

To Balance b/ d 65,000 By Profit & Loss Adj. A/c (Bal. Fig.) 22,500 

  By Balance c/d 42,500 

 65,000  65,000 

Dr. Building A/c Cr. 

To Balance b/d 

(11,70,000 + 4,87,500) 

16,57,50

0 

By Balance c/d 

(11,37,500 + 5,20,000) 

16,57,500 

16,57,50

0 

16,57,500 

Dr. Accumulated Depreciation on Building A/c Cr. 

  By Balance b/d 4,87,500 

To Balance c/d 5,20,000 By Profit & Loss Adj. A/c 32,500 

 5,20,000  5,20,000 

Dr. Machinery A/c Cr. 

To Balance b/d 32,11,00

0 

By Bank A/c 97,500 

(16,18,500 +15,92,500)  By Accumulated Depreciation A/c 1,62,500 

To Bank A/c (Bal. Fig.) 7,86,500 By Profit & Loss Adj. A/c 32,500 

  By Balance c/d 37,05,000 

  (21,38,500 +15,66,500)  

 39,97,50

0 

 39,97,500 

Dr. Accumulated Depreciation on Machinery A/c Cr. 

To Machinery A/c (Bal. Fig.) 1,62,500 By Balance b/d 15,92,500 

To Balance c/d 15,66,50

0 

By Profit & Loss Adj. A/c 1,36,500 

 17,29,00

0 

 17,29,000 

Calculation of profit/loss on sale of machinery:   

Original cost 2,92,500   
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(-) Accumulated depreciation (1,62,50

0) 

  

Written down value (WDV) 1,30,000   

(-) Loss on sale (32,500)   

Sale price 97,500   

Dr. Non Trade Investment A/c Cr. 

To Balance b/d 5,07,000 By Bank A/c 1,17,000 

To Profit & Loss Adj. A/c 19,500 By Profit & Loss Adj. A/c (Bal. Fig.) 16,250 

  (Investment written off)  

  By Balance c/d 3,93,250 

 5,26,500  5,26,500 

Dr. Debenture Discount A/c Cr. 

To Balance b/d 31,850 By Profit & Loss Adj. A/c (Bal. Fig.) 2,850 

  By Balance c/d 29,000 

 31,850  31,850 

Dr. Debenture Interest A/c Cr. 

To Bank A/c (16,25,000 * 10%) 1,62,500 By Profit & Loss Adj. A/c (Bal. Fig.) 1,62,500 

 1,62,500  1,62,500 

Note: It is assumed that debentures are redeemed at the end of the year and hence interest is paid on 

the opening balance of debentures. 

Dr. Profit & Loss Adj. A/c Cr. 

To Dividend 

84,500 By Balance b/d 4,90,100 

To Depreciation on Building 32,500 By Profit on sale of investment 19,500 

To Depreciation on Machinery 1,36,500 By Funds from operation (Bal. Fig.) 18,33,000 

To Loss on sale of machinery 32,500   

To Investment written off 16,250   

To Provision for tax 9,75,000   

To Goodwill written off 22,500   

To Debenture discount written-off 2,850   

To Debenture interest 1,62,500   
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FUND FLOW 

STATEMENT 

To Balance b/d 8,77,500   

 23,42,600  23,42,600 

Note: Current year profit of Rs. 4,71,900 will not have any effect. (Once you take opening and closing 

balance of profit, then third figure of profit should not be considered while preparing fund flow statement.) 
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Activity based costing 

Activity based costing (ABC) is a technique which involves identification of cost with each cost driving 

activity and making it as the basis for apportionment/assignment of costs over different cost objects /jobs 

/ products / customers / services. 

 

Cost Object & Cost Driver 

(1) Cost Object: It is an item for which cost measurement is required e.g. Product, job or a customer. 

(2) Cost Pool: Costs are grouped into pools according to the activities, which drive them. In this all costs 

associated with procurement i.e. ordering, inspection, storing etc. would be included in this cost pool and 

cost driver identified. 

(3) Cost Driver: In an ABC system, the allocation bases that are used for applying costs to services or 

procedures are called cost drivers. It is a factor that causes a change in the cost of an activity. 

(a) Resource Cost Driver: It is a measure of the quantity of resources consumed by an activity. It is used 

to assign the cost of a resource to an activity or cost pool. 

(b) Activity Cost Driver: It is a measure of the frequency and intensity of demand placed on activates 

by cost objects. It is used to assign activity costs to cost objects. 

Examples of cost drivers: 

Function Cost Drivers 

Research & development No. of research projects Personnel hours on a project 

Technical complexities of protects 

Customer service No. of service calls 

No. of products received 

Hours spent on servicing products 

Design of products, services & processes No. of products in design No. of parts per product No. 

of engineering hours 

Marketing No. of advertisements/ insertions No. of sales 

personnel Sales revenue 

Distribution No. of items distributed No. of customers Weight of 

items distributed 

 

Classification of activities in Activity Based Costing 

Activities are classified as follows in Activity Based Costing: 

1. Unit Level: This type of activity must be done for each unit of production. The machine-related 

activity cost pool represents a unit-level activity since every product requires machine time. 

2. Batch Level: These activities must be performed for each batch of products, rather than each unit. 

Batch-level activities include the setup, purchasing, material handling, quality assurance, and packing/ 

shipping activity cost pools. 

3. Product Sustaining Level: This category includes activities that are needed to support an entire 

product line but are not performed every time a new unit or batch of products is produced. Engineering 

design costs as a product-sustaining-level activity cost pool. 

4. Facility (or general operations) Level: Facility-level activities are required in order for the entire 

production process to occur. Examples of such activity costs include plant management salaries, plant 

depreciation, property taxes, plant maintenance and insurance. 

ACTIVITY BASED COSTING 
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ACTIVITY BASED 

COSTING 

This classification of activities into unit-level, batch-level, product-sustaining-level, and facility-level 

activities is called a cost hierarchy. 

 

How costs are classified in Activity Based Costing? 

(1) Unit Level Cost: Traditionally, cost drivers were viewed only at the unit level. These drivers create unit-

level costs meaning that they are caused by the production or acquisition of a single unit of product or the 

delivery of a single unit or service. 

For any given product, unit-level costs change in a more-or-less linear fashion with the number of units 

produced. 

(2) Batch Level Cost: Costs that are caused by a group of things being made, handled or processed at a 

single time are referred to as batch level costs. 

These costs change in a more-or-less linear fashion with the number of batches run. Machine setup costs 

are often batch-level costs. The time required to prepare a machine to run one batch of product is usually 

independent of the number of units in the batch: the same time is required to prepare the machine to run 

a batch of 100 units as a batch of 50 units. Hence, batch-level costs do not necessarily vary in a linear 

fashion with the number of units produced. 

Other Examples: Tasks such as placing purchase orders, setting up equipment, and arranging for shipments 

to customers are batch-level activities. 

(3) Product Level Cost: A cost caused by the development, production or acquisition of different items 

is called a product level or process level cost. These include engineering change orders, equipment 

maintenance, product development and scrap, if related to product design. 

These costs are usually fixed and direct with respect to a given product. An example is the salary of a 

product manager with responsibility for only one product. The product manager's salary is a fixed cost to 

the company for a wide range of production volume levels. However, if the company drops the product 

entirely, the product manager is no longer needed. 

Other Examples: Designing a product, advertising a product, and maintaining a product manager and staff 

are all product-level activities. 

(4) Facility Level Cost: Some costs cannot be related to a particular product line. These are instead 

related to providing a facility. For e.g. Cost of maintaining a building or plant security or advertisement 

promoting the organization. Facility level costs cannot be traced to individual products or services but 

support the organization as a whole. 

These costs are usually fixed and direct with respect to the facility. An example is property taxes on the 

facility, or the salaries of front office personnel such as the receptionist and office manager. 

Some of the examples of facility level costs are: Managing factory, heating factory, providing factory safety 

and security, maintaining general-purpose equipment, cleaning executive offices, arranging for loans, 

closing books each month, preparing annual reports to shareholders, providing a computer network, etc. 

(5) Product Sustaining Costs: These are costs of activities undertaken to support individual products 

regardless of the number of units or batches in which the units are produced. 

(6) Service Sustaining Costs: These are costs of activities undertaken to support individual services. 

(7) Organizational Level Cost: Certain costs are incurred at organizational level for the single purpose 

of supporting continuing facility operations. These organizational level costs are common to many 

different activities and products and services that can be prorated among services and products on an 

arbitrary basis only. These costs are not product related, thus they should be subtracted from net product 

revenues instead of an arbitrary and illogical apportionment. 

 

Steps/stages involved in activity based costing 

The various steps involved in computation of ABC Absorption rates are: 

Step 1: Identify the various activities within the organization. 

Step 2: Relate the overheads to the activities using resource cost drivers. 

Step 3: Apportion the costs of support activities over the primary activities on suitable basis. 
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Step 4: Determine the activity cost drivers for each activity/cost pool. Activity cost driver rates are 

computed for each activity, just like overhead absorption rates. 

Activity cost driver rate = Total cost of activity/Activity cost driver 

Step 5: The rates will be multiplied by the different amounts of each activity that each product/other cost 

object to ascertain its cost. 

 

Benefits of Activity Based Costing? 

The purposes and benefits of ABC are: 

(1) To link the costs to its causal factor i.e. the cost driver. 

(2) To identify costs of activities rather than cost centers. 

(3) To ascertain product costs with greater accuracy by relating overheads to activities. 

(4) To overcome the inherent limitations of traditional absorption costing and use of blanket overhead 

rates. 

 

Distinguish between: Absorption Costing & Activity Based Costing 

Ans.: Following are the main points of distinction between absorption costing & activity based costing: 

Points Absorption Costing Activity Based Costing 

Meaning Absorption costing can be defined as a 

managerial accounting cost method of 

expensing all costs related to manufacturing 

of a specific product, which involves the use 

of total direct costs and overhead costs 

related to the manufacturing of a product as 

the cost base. 

Activity based costing (ABC) is a technique 

which involves identification of cost with 

each cost driving activity and making it as the 

basis for apportionment/assignment of costs 

over different cost objects/jobs/products/ 

customers/services. 

Relation of 

overheads 

Overheads are first related to departments/ 

cost centers production and service cost 

centers 

Overheads are first related to activities or 

grouped into cost pools. 

Activities Only two types of activities viz. unit level 

activities and facility level activities are 

identified. 

All levels of activities in the manufacturing 

cost hierarchy viz. unit level, batch level, 

product level and facility level, are identified. 

Realistic This method relates overheads to cost 

centers i.e. locations. It is not realistic of the 

behaviour of costs. 

This method relates overheads to the causal 

factor i.e. cost driver. Thus, it is more realistic 

of cost behaviour. 

Used Overhead rates can be used to ascertain cost 

of products only. 

Activity cost driver rates can be used to 

ascertain cost of products and also cost of 

other cost objects such as customers/ 

customer segments, distribution channels 

etc. 

 

Various areas in which activity based information is used for decision making. 

The areas in which activity based information is used for decision making are as under: 

(1) Activity Costs: ABC is designed to track the cost of activities, so we can use it to see if activity costs 

are in line with industry standards. If not, ABC is an excellent feedback tool for measuring the ongoing cost 

of specific services as management focuses on cost reduction. 
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ACTIVITY BASED 

COSTING 

(2) Customer Profitability: Though most of the costs incurred for individual customers are simply 

product costs, there is also an overhead component, such as unusually high customer service levels, 

product return handling, and cooperative marketing agreements. An ABC system can sort through these 

additional overhead costs and determine which customers are actually providing a reasonable profit. This 

analysis may result in some unprofitable customers being turned away, or more emphasis being placed on 

those customers who are contributing more in profits. 

(3) Distribution Cost: Organisation uses a variety of distribution channels to sell its products, such as 

retail, Internet, distributors, and mail order catalogues. Most of the structural cost of maintaining a 

distribution channel is overhead, so if we can make a reasonable determination of which distribution 

channels are using overhead, we can make decisions to alter how distribution channels are used, or even 

to drop unprofitable channels. 

(4) Make or Buy: ABC enables the manager to decide whether he should get the activity done within 

the firm or outsource the same. Outsourcing may be done if the firm is incurring higher overhead costs as 

compared to the outsourcer or vice versa. 

(5) Margins: With proper overhead allocation from an ABC system, we can determine the margins of 

various products, product lines, and entire subsidiaries. This can be quite useful for determining where to 

position company resources to earn the largest margins. 

(6) Minimum Price: Product pricing is really based on the price that the market will bear, but the 

marketing manager should know what the cost of the product is, in order to avoid selling a product that 

will lose company money on every sale. ABC is very good tool for determining which overhead costs should 

be included in this minimum cost, depending upon the circumstances under which products are being sold. 

(7) Production Facility Cost: It is usually quite easy to segregate overhead costs at the plant-wide level, 

so we can compare the costs of production between different facilities. 

 

Limitations of Activity Based Costing 

(ABC Pitfalls) 

Activity based costing help managers in decision making. However activity based costing has certain 

limitations or disadvantages which as are under: 

♦ Implementation of ABC system requires substantial resources, which is costly to maintain. 

♦ Activity Based Costing is a complex system which needs lot of record for calculations. 

♦ In small organisation managers are accustomed to use traditional costing systems to run their 

operations and traditional costing systems are often used in performance evaluations. 

♦ Activity based costing data can be easily misinterpreted and must be used with care when used in 

decision making. Managers must identify which costs are really relevant for the decisions at hand. 

♦ Reports generated by ABC systems do not conform to generally accepted accounting principles (GAAP). 

Consequently, an organization involved in activity based costing should have two cost systems - one for 

internal use and one for preparing external reports. 

 

PROBLEMS & SOLUTIONS 

Problem No. 1] A company produces three products A, B and C with standard cost and quantities per unit 

are as follows: 

Products A B C 

Units produced 15,000 30,000 45,000 

Direct material per unit (T ) 50 40 50 

Direct labour per unit (Rs. ) 30 40 30 
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Labour hours required per unit 3 4 5 

Machine hours required per unit 4 4 7 

 

 

Products A B C 

Number of purchase requisitions 1,800 2,700 3,000 

Number of set ups 360 390 450 

Production overhead split by departments: 

Dept. 1- Rs. 16,50,000 Dept. 2- Rs. 22,50,000 

Department 1 is labour intensive and department 2 is machine intensive. 

Total labour hours in Dept. 1 - 3,90,000 while total machine hours in Dept. 2 - 4,95,000. Production 

overhead split by activity: 

Receiving/inspecting = Rs. 21,00,000 

Production scheduling/machine set up = Rs. 18,00,000 

Number of batches received/inspected: 7,500 number of batches for scheduling & set up = 1,200 You are 

required to prepare product cost statement under Traditional & Activity Based Costing. Ans.:Product cost 

statement under Traditional Absorption Costing: 

Particulars A B C Total 

Direct material 

 Direct labour 

 

 Prime cost 

Overheads: 

- Dept. 1 (Labour hr ratio)  

Note 1 

- Dept. 2 (Machine hr ratio)  

Note 2 Total overheads 

 

Total cost Units produced 

Cost per unit (Total cost/Units) 

7.50,000 

4.50,000 

12,00,000 

12,00,000 

22.50,000 

13.50,000 

42.00.000 

30.00.000 

12,00,000 24,00,000 36,00,000 72,00,000 

1,90,385 

2,72,727 

5,07,692 

5,45,455 

9,51,923 

14,31,818 

16.50,000 

22.50,000 

4,63,112 10,53,147 23,83,741 39,00,000 

16,63,112 

15,000 

110.87 

34,53,147 

30,000 

115.10 

59,83,741 

45,000 

132.97 

1,11,00,000 

Product cost statement under Activity Based Costing: 

Particulars A B C Total 

Direct Material 7,50,000 12,00,000 22,50,000 42,00,000 

Direct Labour 

 Prime cost  

Overheads: 

4,50,000 12,00,000 13,50,000 30,00,000 

12,00,000 24,00,000 36,00,000 72,00,000 
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COSTING 

- Receiving/inspecting (18:27: 30) = 75 5,04,000 7,56,000 8,40,000 21,00,000 

- Production scheduling (36 : 39 :45) = 120  

Total overheads  

Total cost 

5,40,000 5,85,000 6,75,000 18,00,000 

10,44,000 13,41,000 15,15,000 39,00,000 

22,44,000 37,41,000 51,15,000 1,11,00,000 

Quantity produced 15,000 30,000 45,000 _ 

Cost per unit (Total cost/Qty) 149.6 124.7 113.67 - 

Note 1: Calculation of labour hours: 

Particulars A B C Total 

Quantity produced 15,000 30,000 45,000 - 

Labour hours required per unit 3 4 5 - 

Total labour hours (Qty X Labour hrs p.u.) 45,000 1,20,000 2,25,000 3,90,000 

Note 2: Calculation of machine hours: 

Particulars A B c Total 

Quantity produced 15,000 30,000 45,000 - 

Machine hours required per unit 4 4 7 - 

Total machine hrs (Qty x Machine hrs p.u.) 60,000 1,20,000 3,15,000 4,95,000 

 

Problem No. 2] A company manufacturing two products furnishes the following date for the year: 

Products Annual output Total machine Total No. of purchase Total No. 

 units hours orders ups 

A 5,000 20,000 160 20 

B 60,000 1,20,000 384 44 

The annual overheads are as under: 

Volume related activity costs Rs. 5,50,000 Set up related costs Rs. 8,20,000 

Purchase related costs Rs. 6,18,000 

You are required to calculate the cost per unit of each product A and B based on: 

(a) Traditional method of charging overheads & 

(b) Activity based costing method  

Ans.: Total overheads = 5,50,000 + 8,20,000 + 6,18,000 = 19,88,000  

Traditional Absorption Costing: 
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Particulars Product A Product B Total 

Machine hours 20,000 1,20,000 1,40,000 

Overheads 2,84,000 17,04,000 19,88,000 

Units 5,000 60,000 - 

Overhead cost per unit 56.8 28.4 - 

Activity Based Costing: 

Particulars Ratio Product A Product B Total 

Volume related activity costs (Machine hours) 78,571 4,71,429 5,50,000 

Set up related costs (No. of set up) 2,56,250 5,63,750 8,20,000 

Purchase related costs (No. of purchase orders) 1,81,765 4,36,235 6,18,000 

Total overheads  5,16,586 14,71,414 19,88,000 

Units  5,000 60,000 - 

Overhead cost per unit (Total overheads/Units) 103.32 24.52 - 

 

Problem No. 3] Family Store wants about the profitability of individual product line - Soft Drinks, Fresh 

produce and Packaged food, Family Store provides the following date for a financial year for each product 

line. 

 Soft Drinks Fresh Produce Packaged Food 

Revenues Rs. 7,93,500 Rs. 21,00,600 Rs. 12,09,900 

Cost of goods sold Rs. 6,00,000 Rs. 15,00,000 Rs. 9,00,000 

Cost of bottles returned Rs. 10,000 NIL NIL 

Number of purchase orders placed 360 840 360 

Number of deliveries received 300 2,190 660 

Hours of shelf stocking time 540 5,400 2,700 

Items sold 1,26,000 11,04,000 3,06,000 

Family Store also provides the following information for the financial year: 
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Activity Description of activity Total cost 

(Rs.) 

Cost allocation base 

Bottles returns Returning of empty bottles to store 12,000 Direct tracing to soft-drink 

line 

Ordering Placing of orders for purchases 1,56,000 1,560 purchase orders 

Delivery Physical delivery and receipt of goods 2,52,000 3,150 deliveries 

Shelf stocking Stocking of goods on store shelves and on-

going restocking 

1,72,800 8,640 hours of shelf-

stocking time 

Customer 

support 

Assistance provided to customers including 

check-out 

3,07,200 15,36,000 items sold 

Required: 

(a) Family Store currently allocates all support cost (all costs other than cost of goods sold) to products 

lines on the basis of cost of goods sold of each product line. Calculate the operating income and operating 

income as a % of revenues for each product line. 

(b) If Family Store allocates support cost (all costs other than cost of goods sold) to product line using 

an activity based costing system, calculate the operating income and operating income as a % of revenues 

for each product line. 

[CA (PE-II) - May 2003] (3 + 7 + 2 = 12 Marks) 

Ans.:Total overheads = 12,000 + 1,56,000 + 2,52,000 + 1,72,800 + 3,07,200 = 9,00,000  

Statement showing the operating income for each product line: 

Particulars Soft Drinks Fresh 

Produce 

Packaged 

Food 

Total 

Revenues 7,93,500 21,00,600 12,09,900 41,04,000 

Less: Cost of goods sold (6,00,000) (15,00,000) (9,00,000) (30,00,000) 

Gross revenue 1,93,500 6,00,600 3,09,900 11,04,000 

Less : Overheads (Cost of goods sold ratio) (1,80,000) (4,50,000) (2,70,000) (9,00,000) 

Operating income 13,500 1,50,600 39,900 2,04,000 

Operating income as % of revenue 1.70% 7.17% 3.30% " 

Statement showing the operating income for each product line under ABC: 

Particulars Ratio Soft Drinks Fresh 

Produce 

Packaged 

Food 

Total 

Revenues  7,93,500 21,00,600 12,09,900 41,04,000 

(-) Cost of goods sold  (6,00,000) (15,00,000) (9,00,000) (30,00,000) 

Gross revenue  1,93,500 6,00,600 3,09,900 11,04,000 

Overheads:   
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- Bottles returns Direct to soft drink 12,000 - - 12,000 

- Ordering Purchase orders 36,000 84,000 36,000 1,56,000 

- Delivery Deliveries 24,000 1,75,200 52,800 2,52,000 

- Shelf stocking Hrs of shelf-stocking 10,800 1,08,000 54,000 1,72,800 

- Customer support Items sold 25,200 2,20,800 61,200 3,07,200 

Total Overheads  1,08,000 5,88,000 2,04,000 9,00,000 

Operating income  85,500 12,600 1,05,900 2,04,000 

Operating income as % of revenue 10.79% 0.60% 8.75% - 

 

Problem No. 4] HM Ltd. has decided to analyze the profitability of its five new customers. It buys bottled 

water at Rs. 90 per case and sells to retail customers at a list price of Rs. 108 per case. The data pertaining 

to five customers are: 

Customers A B C D E 

Cases sold 4,680 19,688 1,36,800 71,550 8,775 

List selling price Rs. 108 Rs. 108 Rs. 108 Rs. 108 Rs. 108 

Actual selling price Rs. 108 Rs. 106.20 Rs. 99 Rs. 104.40 Rs. 

97.20 

Number of purchase orders 15 25 30 25 30 

Number of customers visits 2 3 6 2 3 

Number of deliveries 10 30 60 40 20 

Kilometers travelled per delivery 20 6 5 10 30 

Number of expedited deliveries 0 0 0 0 1 

Its five activities and their cost drivers are: 

Activity Cost driver rate 

Order taking Rs. 750 per purchase order 

Customer visits Rs. 600 per customer visit 

Deliveries Rs. 5.75 per delivery (kilometer travelled) 

Product handling Rs. 3.75 per case sold 

Expedited deliveries Rs. 2,250 per expedited delivery. 

(a) Compute the customer level operating income of each of five retails customers now being 

examined. (A, B, C, D and E). Comment on the results 

(b) What insights are gained by reporting both the list selling price and the actual selling price for each 

customer. 
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ACTIVITY BASED 

COSTING 

(c) What factors HM Ltd. should consider in deciding whether to drop one or more of five customers? 

Ans.: Computation of customer level operating income: 

Particulars A B C D E Total 

Cases sold 4,680 19,688 1,36,800 71,550 8,775 2,41,493 

Actual selling price 108 106.20 99 104.40 97.20 - 

Sales 5,05,440 20,90,866 1,35,43,200 74,69,820 8,52,930 2,44,62,256 

Bottle cost (4,21,200) (17,71,920) (1,23,12,000) (64,39,500) (7,89,750) (2,17,34,370) 

Gross margin 84,240 3,18,946 12,31,200 10,30,320 63,180 27,27,886 

Overheads:       

- Order taking cost 11,250 18,750 22,500 18,750 22,500 93,750 

(Purchase order x 700)       

- Customer visits cost 1,200 1,800 3,600 1,200 1,800 9,600 

(Customer visit x 600)       

- Deliveries cost 1,150 1,035 1,725 2,300 3,450 9,660 

(Deliveries * KM x 

5.75) 

      

- Product handling 17,550 73,830 5,13,000 2,68,313 32,906 9,05,599 

(Case sold x 3.75)       

- Expedited deliveries - - - - 2,250 2,250 

Total overheads 31,150 95,415 5,40,825 2,90,563 62,906 10,20,859 

Operating income 53,090 2,23,531 6,90,375 7,39,757 274 17,07,027 

Comment: (1) Customer D has been most profitable both in terms of amount of operating income and in 

percentage. (2) Customer C was expected to given the maximum profit. However, due to discount and cost 

factors, the actual amount of profit reduced. (3) Customer E has been given the maximum discount of 10 

% which has totally eroded the operating income (profit). (4) No adverse variance is noted for Customer 

A. 
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A. VALUATION OF GOODWILL 

INTANGIBLE ASSETS 

Organizations frequently expend resources, or incur liabilities, on the 

acquisition, development maintenance or enhancement of intangible resources 

such as; 

 scientific or technical knowledge,  

 design and implementation of new processes or systems,  

 licenses,  

 intellectual property,  

 market knowledge and trademarks (including brand names and 

publishing titles) 

 

Common examples of Items encompassed by these broad headings are:  

 computer software,  

 patents,  

 copyrights,  

 motion picture films,  

 customer lists,  

 mortgage servicing rights,  

 fishing licenses,  

 import quotas,  

 franchises,  

 customer or supplier relationships,  

 customer loyalty,  

 market share 

 marketing right 

Goodwill is another example of an item of intangible nature which either 

arises on acquisition or is internally generated. 

 

IDENTIFIABILITY OF INTANGIBLE ASSETS 

 The definition of an intangible asset requires that an intangible asset be 

identifiable,  

 To be identifiable, it is necessary that the intangible asset is clearly 

distinguished from goodwill. 

 An intangible asset can be clearly distinguished from goodwill if the 

asset is separable,  

 An asset is separable if the enterprise could rent, sell, exchange or 

distribute the specific future economic benefits attributable to the 

asset without also disposing of future economic benefits that flow from 

other assets used in the same revenue earning activity, 
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But separability is not a necessary condition for identifiability since an 

enterprise may be able to identify an asset in some other way. 

Goodwill arising on an amalgamation in the nature of purchase represents a 

payment made by the acquirer in anticipation of future economic benefits. 

 

 
 

RECOGNITION AND INITIAL MEASUREMENT OF AN INTANGIBLE 

ASSET 

 An enterprise should assess the probability of future economic 

benefits  

 using reasonable and supportable assumptions  

 that represent best estimate of the set of economic conditions  

 that will exist over the useful life of the asset  

 An intangible asset should be measured initially at cost 

 

ACQUISITION OF INTANGIBLE ASSETS AS PART OF AN 

AMALGAMATIOIN 

Judgment is required to determine whether the cost (i.e. fair value) of an 

intangible asset acquired in an amalgamation can be measured with sufficient 

reliability for the purpose of separate recognition.  

A. ACTIVE MARKET: Quoted market price in an active market provide 

the most reliable measurement of fair value. 

B. NO ACTIVE MARKET: If no active market exists for an asset, its 

cost reflects the amount that the enterprise would have paid, at the 

date of the acquisition, for the asset in an arm’s length transaction 

between knowledgeable and willing parties, based on the best 

information available. 

 

ACQUISITION OF INTANGIBLE ASSETS BY WAY OF GOVRNMENT 

GRANT 

In some cases,  

 an intangible asset may be acquired free of charge, or for nominal 

consideration, by way of a government grant 

 when a government transfers or allocates to an enterprise intangible 

assets such as airport landing rights, licenses to operate radio or 

television stations, import licenses or quotas or rights to access 

other restricted resources 

 Such an intangible asset is recognized at a nominal value or at the 

acquisition cost, as appropriate,  

identifiable
clearly 

distinguished
separable

could rent, 
sell, exchange
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 any expenditure that is directly attributable (IF VALUED AT 

ACQUISITION COST) to making the asset ready for its intended use 

is also included in the cost of the asset 

 

AMORTISATION ON INTANGIBLE ASSETS 

Amortization Period 

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

systematic basis over the best estimate of its useful life. There is a 

rebuttable presumption that the useful life of an intangible asset will not 

exceed ten years from the date when the asset is available for use.  

Amortization should commence when the asset is available for use. 

Given the history of rapid changes in technology, computer software and 

many other intangible assets are susceptible to technology obsolescence. 

Therefore, it is likely that their useful life will be short. 

 

Residual Value  

The residential value of an intangible asset should be assumed to be zero 

unless: 

a. There is a commitment by a third party to purchase the asset at the end 

of its useful life; or 

b. There is an active market for the asset and; 

i. Residual value can be determined by reference to that market; and 

ii. It is probable that such a market will exist at the end of the asset’s 

useful life. 

 

Goodwill 

Goodwill may be described as the aggregate of those intangible attributes of 

a business which contribute to its superior earning capacity over a normal 

return on investment. It may arise from such attributes of business as good 

reception, a favourable location, the ability and zeal of its employees and 

management, nature of its products, etc. 

Goodwill is an intangible assets. The real value is indeterminable for a non – 

purchased goodwill and based on arbitrary measurement. The valuation of 

goodwill is often based on the customs of the trade and generally calculated 

as number of year’s purchase of average profits or super – profits. 

Valuation of purchase goodwill: 

(1) Average profit method: Under this method average profits is 

calculated on the basis of the past few year’s profits. At the time of 

calculating average profit abnormal profit or loss will be ignored. After 

calculating average profit, it is multiplied by a number (3 or 4 years), as 

agreed. The product will be the value of the goodwill. 
Goodwill = Average Profit × No. of year purchase 
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(2) Weighted average profit method: To obtain the average profit, the 

profit of the year must be multiplied by its weightage and the grand total 

should be divided by the aggregate number of weights. After calculating 

average profit, it is multiplied by a number (3 or 5), as agreed. The product 

will be the value of the goodwill. 
Goodwill = Weighted Average Profit × No. of year purchase 

(3) Super – profit method: Super profit is the excess of actual profit 

over the normal profit. Under this method, super profits are taken as the 

basis for calculating goodwill in place of average profit. Goodwill is 

calculated as follows: 

A. Actual Capital Employed XX 

B. Normal Rate of Return (NRR) % 

C. Normal Profits (A X B) XX 

D. Average Actual Profits (As discuss in a 

above) 

XX 

E. Super Profits (D – C) XX 

F. Number of years of purchase XX 

G. Goodwill (E X F)     XXX 

 

Sliding Scale Valuation of Super Profit 

This method is a variation of the super profit method. This has been 

advocated by A.E. Cutforth and is based upon the theory that the greater 

the amount of super profit, the more difficult it would be to maintain. In this 

method the super profit is divided into two or three divisions. Each of these 

is multiplied by a different number of years’ purchase, in descending order 

from the first division. For example, if super profit is estimated at Rs. 

2,25,000, goodwill be calculated as follows: 

       Rs. 

First Rs. 75,000 say 5 years    3,75,000 

Second Rs. 75,000 say 4 years    3,00,000 

Third Rs. 75,000 say 3 years    2,25,000 

Total goodwill      9,00,000 

 

(4) Annuity method: Under this method super profits should be 

discounted using appropriate discount factor. When uniform annual super 

profit is expected, annuity factor can be used for discounting the future 

values for converting into the present value. 

Discounting or Annuity Method: Super Profits x Annuity Factor at given 

interest rate 
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(5) Capitalization method : Under this method, the firm is valued by 

applying the following formula: 

A. Average Actual Profits (As discuss in a 

above) 
XX 

B. Normal Rate of Return (NRR) % 

C. Normal Capital Employed(A/B) XX 

D. Actual Capital Employed XX 

E. Goodwill (C-D) XX 

 

(6) Capitalization of super profits method: Under this method, goodwill 

is calculated by capitalizing super – profits at agreed rate. The goodwill is 

calculated directly by applying the following formula: 

Goodwill =  
Super profit

Capitalization rate
× 100 

 

Types of Goodwill 

Goodwill is generally of two types: (a) Purchased Goodwill; and (b) Non 

purchased or Inherent Goodwill. 

a. Purchased Goodwill 

Purchased Goodwill arises when one business buys another and the 

purchase consideration paid is more than the value of the net tangible 

assets receives. 

It is the accepted practice to recognize only the purchase goodwill in 

the accounting system. 

Following are the important features of purchased goodwill: 

i. It arises on an acquisition 

ii. It is demonstrated by a purchase transaction 

iii. Price paid for goodwill depends upon the purchaser’s expectation of 

future profits. 

iv. It is recognized in financial statements. 

 

b. Non purchased or Inherent Goodwill 

Non-purchased or inherent goodwill is referred to as internally 

generated goodwill and it arises when a business may over the years 

generate its own goodwill. 

Following are the features of non-purchased goodwill: 

i) It is internally generated. 

ii) A cost cannot be placed on these types of goodwill. 

iii) Valuation depends on subjective judgment of the valuer. 
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Positive and Negative Goodwill 

Since goodwill is the difference between the value of a business as a whole 

and the fair value of its separate net assets, goodwill can be both positive 

and negative. 

Non-purchased goodwill exists in all businesses. Positive goodwill arises when 

the value of the business as a whole is more than the fair value of the 

separate net assets. If the real worth of the business is less than the sum 

of the fair values of the separate net assets, it represents negative goodwill. 

 

Accounting for Goodwill 

Following are the methods of accounting for goodwill: 

i. Carry it as an asset and write it off over a period of years through the 

Profit and Loss Account. 

ii. Eliminate it against reserves immediately. 

iii. Retain it as an asset with no write-off unless a permanent reduction in 

value becomes evident. 

iv. Write it off against profits immediately. 

v. Show it as a deduction from shareholders' funds which may be amortized 

or carried forward indefinitely. 

Non-purchased goodwill should not be shown in financial statements. 

Purchased goodwill should normally be eliminated from the accounts 

immediately on acquisition or may be amortised over its useful economic life. 

 

Valuation of Non-purchased Goodwill 

Goodwill is a significant asset, but subject to the suspicion of arbitrations 

since its valuation depends on assumptions made by the valuer. Methods to be 

adopted in valuing goodwill will depend upon the circumstances of each 

particular case. Therefore, the figure computed as goodwill cannot be an 

exact one. 

There are several ways by which an accountant can compute goodwill. The 

valuation of goodwill is often based on the customs of the trade and generally 

calculated as number of years’ purchase of average profits or super profits.  

 

Valuation of Purchased Goodwill 

The method of valuation of purchased goodwill compares the value of the net 

tangible and identifiable intangible assets with the bargained purchase price 

of the business which is acquired. The difference is the value of the goodwill. 

Therefore, purchased goodwill is the residual or the excess of the cost over 

the fair value of the identifiable net assets acquired.  
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Characteristics of goodwill are as follows 

(1) It belongs to the category of intangible assets which includes other 

items such as patents, trademarks and copyrights. Goodwill along with 

these other intangibles are non – physical, fixed assets and are included 

on the balance sheet. 

(2) It is a valuable asset. 

(3) It contributes to the earning of excess profits. This existence of 

goodwill is often key to a business earning profits over and above the 

levels for similar businesses in the same industry. 

(4) Its value is liable to constant fluctuations. 

(5) Its value is only realised when a business is sold or transferred. 

(6) It is difficult to place an exact value on goodwill and it will always involve 

expert judgment. 

 

Key factors affecting goodwill 

 The nature of the business. 

 Favorable location. If a business is situated in a good location it will 

generally have a positive effect on the value of goodwill. 

 Longevity of the business. If a business has been trading for a long 

period it may have had more time to develop a good solid reputation, 

and more goodwill. 

 Possession of licenses or technical know – how. 

 After sales services and general customer care. 

 Business risk involved. 

 Future competition and new entrants into a specific business 

marketplace. 

 Management’s attitude towards the fulfilment of commitments. 

 

Methods of valuation of intangible assets. 

Valuation of intangible assets is a complex exercise, as the non-physical form 

of intangible assets pose the difficulty of identifying the future economic 

benefits that the enterprise can expect to derive from them. There are 

three main approaches for valuing intangible assets: 

(1) Cost approach: In cost approach, historical expenditure incurred in 

developing the asset is aggregated. Cost is measured by purchase price, 

where the asset has been acquired recently. 

(2) Market value approach: In comparable market value approach, intangible 

assets are valued with reference to transactions involving similar assets that 

have cropped up recently in similar markets. This approach is possible when 

there is an active market in which arm’s length transactions have occurred 

recently involving comparable intangible assets and adequate information of 

terms of transactions is available. 
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(3) Economic value approach: This approach is based on the cash flows or 

earnings attributable to those assets and the capitalization thereof, at an 

appropriate discount rate or multiple. Some of the key parameters used in 

this approach are projected revenues, projected earnings, discount rate, rate 

of return etc. The information required can be derived from either internal 

sources, external sources or both. Under this approach, the valuer has to 

identify cash flows or earnings directly associated with the intangible assets 

like the cash flows arising from the exploitation of a patent or copyright, 

licensing of an intangible asset etc. This approach can be put to practice only 

if cash flows arising from the intangible assets are identifiable from the 

management accounts and budgets, forecasts or plans of the company. In 

most situations of valuation of intangible assets, the economic based 

approach is used, because of the uniqueness of intangible assets and the lack 

of comparable market data for the use of market value approach. 

 

NORMAL RATE OF RETURN 

Normal rate of return is the rate of return that the investors in general 

expect on their investments in a particular industry. This rate differs from 

industry to industry. The normal rate of return is required to be adjusted in 

the light of certain circumstances, i.e. 

(i) Risk attached to the investment: If a business is having more risk the rate 

of return should also be more. Risk may be due to high borrowings or by the 

nature of business. 

(ii) Period of investment: The longer the period of investment, the higher is 

the rate of return. 

(iii) Higher bank rate: An increase in bank rate gives higher expectations to 

the investors. 

(iv) Boom period: When there is a boom in the industry, the investors have 

higher expectations and the normal rate of return is to be increased. 
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PROBLEMS TO BE SOLVED IN CLASS 

Que. 1:  

The net profits after tax of HM Ltd. for the past 5 years are as follows: 

Year Profit 

2007 – 2008 2,56,000 

2008 – 2009 2,64,000 

2009 – 2010 3,76,000 

2010 – 2011 4,86,000 

2011 – 2012 5,30,500 

The capital employed in the business will be Rs.16,00,000. 

Reasonable rate of return of 15% is expected. 

Calculate the value of the goodwill of the business on the basis of: 

1. Average profit method at 2 years purchase. 

2. Weighted average profit method at 2 years purchase assuming weight to 

be 1, 2, 3, 4, 5. 

3. Super profits basis at 4 years purchase. Super profit to be calculated on 

the basis of average profit. 

4. Annuity method on super profits basis, taking the present value of an 

annuity of Re. 1 for the 4 years at 15% as Rs.2,855. 

5. Capitalization of future maintained profit. 

6. Capitalization of super profit method (Capitalization rate 15%) 

 

Que. 2: 

The balance sheet of HM Ltd. Ltd. disclosed the following financial position 

as at 31st March, 2014: 

Equities and Liabilities Rs. 

Shareholders’ Funds:  

30,000 Equity share capital (paid of Rs.10 each fully paid 3,00,000 

Capital reserve 20,000 

Profit and loss Account 66,000 

Current liabilities  

Sundry creditors 71,000 

Provisions for taxation 55,000 

 5,12,000 

Non-current assets:  

Goodwill at cost 30,000 

Land and Buildings at cost 1,75,000 

Plant and Machinery at cost 90,000 

Current assets:  

Stock 1,15,000 

Book debts 95,000 
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Cash at bank 7,000 

 5,12,000 

You are asked to value the goodwill of the HM Ltd. Ltd. on the basis of 5 

years’ purchase of super profits, for which purpose the following information 

is supplied: 

1. Adequate provision has been made in the accounts for income tax and 

depreciation. 

2. The rate of income tax may be taken at 50%. 

3. The average rate of dividend declared by the company for the past five 

years was 15%. 

4. The reasonable return on capital invested in the class of business done 

by the company in 12%. 

 

Que. 3: 

The following is the balance sheet of HM Ltd. as on 31st March, 2012: 

Equities and Liabilities Rs. 

Shareholders’ Funds:  

Equity share capital (paid of Rs.10 each) 5,00,000 

Profit and Loss Account 1,00,000 

General reserve 60,000 

Non-current liabilities  

10% Debenture 1,30,000 

Current liabilities  

Sundry Creditors 50,000 

Bills payable 35,000 

Outstanding expenses 12,000 

 8,87,000 

Assets  

Non-current assets  

Land and Building 2,00,000 

Plant and Machinery 2,81,500 

Furniture 47,000 

Trading Investments at cost 40,000 

Non trading investments 1,20,000 

Current assets  

Stock 75,000 

Debtors 1,05,000 

Cash at bank 18,500 

 8,87,000 

Additional information: 
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1. Standard rate of return on capital employed in this type of business is 

12%. 

2. Profits and weight to be considered for last 4 years are as follows: 

Year Weight Rs. 

2007 – 08 1 1,28,000 

2008 – 09 1.5 1,44,000 

2009 – 10 2 1,72,000 

2010 – 11 2.5 1,80,000 

3. Above net profit included a fixed income on non trading investment of 

Rs.8,000 per year. 

4. At the end of year 2008 – 09 closing stock was overvalued by Rs.25,000. 

Calculate goodwill on weighted average super profit basis at 3 years 

purchase. Ignore taxation. 

 

Que. 4:  

The net profit of a business after providing for taxation, for the past five 

years are: 

Rs.40,000; Rs.42,500; Rs.46,000; Rs.52,500 and Rs.59,000. The capital 

employed in the business is Rs.4,00,000. The normal rate of return expected 

in this type of business is 10%. It is expected that the company will be able 

to maintain its super profit for the next 5 years. 

Calculate the value of goodwill on the basis of: 

1. Five year’s purchase of super profits. 

2. Annuity method, taking the present value of annuity of Re. 1 for five years 

at 10% as 3.78. 

3. Capitalization of super profits.                 

 

Que. 5:  

X Ltd. proposed to purchase the business carried on by B and Co. Goodwill for 

this purpose is agreed to be valued at three years purchase of the weighted 

average profits for the past four years. 

The appropriate weights and profits for the past four years are as under: 

Year Weight Profit 

(Rs. in Lakhs) 

1997 – 1998 1 110 

1998 – 1999 2 115 

1999 – 2000 3 145 

2000 – 2001 4 180 

On scrutiny of the accounts, the following information is gathered: 

1. On 1st December, 1999, major repairs were carried out on building 

incurring Rs.30 lakh which were charged to revenue. The above mentioned 
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sum was agreed to be capitalized for goodwill calculation subject to 

adjustment of depreciation @ 10% p.a. under written down value method. 

2. The closing stock for the year 1999 – 2000 was undervalued by Rs.10 

lakhs. 

3. To cover management cost, an annual charge of Rs.20 lakh is to be 

considered for the purpose of valuation goodwill. 

Compute the value of goodwill of the firm.  

 

Que. 6: 

P Ltd. proposed to purchase the business carried on by F Pvt. Ltd. The 

goodwill for this purpose is agreed to be valued at five years purchase of the 

weighted average profit for the past four years Profits and weights for the 

past four years are as follows: 

Year Profit Weight 

1999 – 2000 2,52,500 1 

2000 – 2001 3,10,000 2 

2001 – 2002 2,50,000 3 

2002 – 2003 3,50,000 4 

On scrutiny of the books of account, the following matters were revealed: 

1. On 1st December, 2001, a major repair was made in respect of the plant 

incurring Rs.75,000 which was charged to revenue. The major sum is 

agreed to be capitalized for goodwill calculation subject to adjustment of 

depreciation @ 10% on reducing balance method. 

2. The closing stock for the year 2000 – 2001 was overvalued by Rs.30,000 

3. To cover management costs, an annual charge of Rs.60,000 should be 

made for the purpose of valuation of goodwill. 

You are required to compute the value of goodwill.   

 

Question 7 (PM) 

Find out the average capital employed of India Ltd. from its Balance sheet 

as at 31st 

March, 2006: 

Liabilities  (Rs. In 

lakhs) 

Assets  (Rs. In 

lakhs) 

Share Capital:  Fixed Assets:  

Equity shares of Rs.10 each 100.00  Land and buildings 50.00 

9% Pref. shares fully paid up 20.00 Plant and machinery  160.5 

Reserve and Surplus:  Furniture and fixture 11.00 

General reserve  24.00  Vehicles  10.00 

Profit and Loss  40.00  Investments  20.00 

Secured loans:   Current Assets:  

16% debentures  10.00  Stock  13.5 
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16% Term loan  36.00  Sundry Debtors  9.80 

Cash credit  26.60  Cash and bank  20.80 

Current Liabilities and 

Provisions:  

 Preliminary expenses  1.00 

Sundry creditors  5.40   

Provision for taxation  12.80   

Proposed dividend on:    

Equity shares  20.00   

Preference shares  1.80   

 296.60   296.60 

Non-trade investments were 20% of the total investments. 

Balances as on 1.4.2005 to the following accounts were: 

Profit and Loss account Rs. 16.40 lakhs, General reserve Rs. 13.0 lakhs. 

 

Question 8 (PM) 

On the basis of the following information, calculate the value of goodwill of 

Ganesh Ltd. at three years’ purchase of super profits, if any, earned by the 

company in the previous four completed accounting years 

Balance Sheet of Ganesh Ltd. as at 31st March, 2015 

 

Liabilities  Rs. in 

lakhs  

Assets  Rs. in 

lakhs 

Share Capital:   Goodwill  210 

Authorised  10,000  Land and Buildings  1950 

Issued and Subscribed   Machinery  4,760 

    5 crore equity shares 

of Rs.   10 each, fully 

paid up 

7,000 

 

Furniture and Fixtures 

Patents and Trade Marks 

15 

32 

Capital Reserve  260  9% Non-trading 

Investments 

600 

General Reserve  543  Stock  873 

Surplus i.e. credit balance 

of Profit and Loss 

(appropriation) A/c 

477 

 

Debtors 

Cash in hand and at Bank 

1,114 

46 

Trade Creditors  468  Preliminary Expenses  20 

Provision for Taxation 

(net)  

122   

Proposed Dividend for 

2002-2003  

750   _____ 

 9,620   9,620 
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The profits before tax of the four years have been as follows: 

Year ended 31st March   Profit before tax in lakhs of 

Rupees 

2011      3,190 

2012      2,500 

2013      3,108 

2014      2,900 

The rate of income tax for the accounting year 2010-2011 was 40%. 

Thereafter it has been 38% for all the years so far. But for the accounting 

year 2014-2015 it will be 35%. 

In the accounting year 2010-2011, the company earned an extraordinary 

income of Rs. 1 crore due to a special foreign contract. In August, 2011 there 

was an earthquake due to which the company lost property worth Rs. 50 lakhs 

and the insurance policy did not cover the loss due to earthquake or riots. 

9% Non-trading investments appearing in the above mentioned Balance Sheet 

were purchased at par by the company on 1st April, 2012. 

The normal rate of return for the industry in which the company is engaged 

is 20%. 

Also note that the company’s shareholders, in their general meeting have 

passed a resolution sanctioning the directors an additional remuneration of 

Rs. 50 lakhs every year beginning from the accounting year 2015-2016. 

 

Question 9 (PM) 

From the following particulars of three companies, ascertain the value of 

goodwill. 

Terms and conditions are as follows: 

(i) Assets are to be revalued. 

(ii) Goodwill is to be valued at four years’ purchase of average super profits 

for three years. Such average is to be calculated after adjustment of 

depreciation at ten per cent on the amount of increase/decrease on 

revaluation of fixed assets. Income tax is to be ignored. 

(iii) Normal profit on capital employed is to be taken at 10 percent, capital 

employed being considered on the basis of net revalued amounts of 

tangible assets.  

The summarized Balance Sheets and relevant information are given below: 

(Rs. in Lakhs) 

Liabilities  P Ltd.  Q Ltd.  R Ltd. 

Equity shares of Rs.10 each  24.0  28.0  12.0 

Reserves  4.00  2.00  4.00 

10 percent debentures  8.00  -  4.00 

Expenses and creditors  8.00  6.00  4.00 
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 44.00  36.00  24.00 

Assets    

Goodwill  -  2.0  - 

Net tangible block  32.00  24.00  20.00 

Current assets  12.00  10.00  4.00 

 44.00  36.00  24.00 

 

 P Ltd. 

Rs. 

Q Ltd. 

Rs. 

R Ltd. 

Rs. 

Revaluation of tangible block  40,00,000  20,00,000  24,00,000 

Revaluation of current assets  14,00,000  5,60,000  3,20,000 

Average annual profit for three 

years before charging debenture 

interest 

7,20,000  576,000  272,000 

 

Question 10 (PM) 

The following are the summarized Balance Sheets of two Companies, A Ltd 

and B Ltd as on 31.03.2010 – 

Liabilities  A Ltd  B Ltd  Assets  A Ltd  B Ltd 

Equity 

Shares of 

Rs. 10 each 

15,00,000  10,00,000 Goodwill  2,00,000  

 

1,00,000 

Reserves  3,00,000  2,00,000 Tangible 

Block 

17,00,000  14,00,000 

10% 

Debentures  

6,00,000  4,00,000  Current 

Assets 

8,00,000  6,00,000 

Creditors  3,00,000  5,00,000    

 27,00,000  21,00,000   27,00,000  21,00,000 

Additional Information — 

1. Assets are to be revalued as follows — 

 A Ltd    B Ltd 

Revaluation of Tangible Block   21,00,000   12,00,000 

Revaluation of Current Assets   10,00,000   4,00,000 

2. Average Annual Profits for three years before charging Debenture 

Interest, A Ltd Rs.4,50,000; B Ltd Rs. 3,10,000. 

3. Goodwill is to be valued at four year’s purchase of Average Super Profits 

for three years. Such average is to be calculated after adjustment of 

depreciation at 10% on the amount of increase/decrease on revaluation of 

fixed assets. In the case of B Ltd, a claim of Rs. 10,000 which was omitted, 

is to be adjusted against its average profit. Income tax is to be ignored. 
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4. Normal profit on Capital Employed is to be taken at 15%, capital employed 

being considered on the basis of net revalued amount of tangible assets. 

Ascertain the value of Goodwill of A Ltd and B Ltd. 

 

Que. 11 (Module) 

U.K. International Ltd. is developing a new production process. During the 

financial year ending 31st March, 2017, the total expenditure incurred was 

Rs.50 lakhs. This process met the criteria for recognition as an intangible 

asset on 1st December, 2016. Expenditure incurred till this date was Rs. 22 

lakhs. Further expenditure incurred on the process for the financial year 

ending 31st March, 2018 was Rs.80 lakhs. As at 31st March, 2018, the 

recoverable amount of know-how embodied in the process is estimated to be 

Rs. 72 lakhs. This includes estimates of future cash outflows as well as 

inflows. 

You are required to calculate: 

(i) Amount to be charged to Profit and Loss A/c for the year ending 31st 

March, 2017 and carrying value of intangible as on that date. 

(ii) Amount to be charged to Profit and Loss A/c and carrying value of 

intangible as on 31st March, 2018. Ignore depreciation. 

Solution: 

(a) As per AS 26 ‘Intangible Assets’ 

(i) For the year ending 31.03.2017 

(1) Carrying value of intangible as on 31.03.2017: 

At the end of financial year 31st March 2017, the production process will be 

recognized (i.e., carrying amount) as an intangible asset at a cost of Rs. 28 

lakhs (expenditure incurred since the date the recognition criteria were met, 

i.e., on 1st December 2016). 

 

(2) Expenditure to be charged to Profit and Loss Account: 

The Rs. 22 lakhs is recognized as an expense because the recognition criteria 

were not met until 1st December 2017. This expenditure will not form part of 

the cost of the production process recognized in the balance sheet. 

 

(ii) For the year ending 31.03.2018 

(1) Expenditure to be charged to Profit and Loss account:      (Rs. in lakhs) 

Carrying Amount as on 31.03.2017                                                         28 

Expenditure during 2017–2018                                                              80 
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Total book cost                                                                                    108 

Recoverable Amount                                                                               72 

Impairment loss                                                                                      36 

Rs. 36 lakhs to be charged to Profit and Loss Account for the year ending 

31.03.2008. 

 

(2) Carrying value of intangible as on 31.03.2018:                   (Rs. in lakhs) 

Total Book Cost                                                                                    108 

Less : Impairment loss                                                                           36 

Carrying amount as on 31.03.2018                                                           72 

 

Que. 12 (Module) 

Dell International Ltd. is developing a new production process. During the 

financial Year 31st March, 2016, the total expenditure incurred on this 

process was Rs. 40 lakhs. The production process met the criteria for 

recognition as an intangible asset on 1st December 2015. Expenditure 

incurred till this date was Rs.16 lakhs. 

Further expenditure incurred on the process for the financial year ending 

31st March 2017 was Rs.70 lakhs. On 31-03-2017, the recoverable amount of 

know-how embodied in the process is estimated to be Rs. 62 lakhs. This 

includes estimates of future cash outflows as well as inflows. 

You are required to work out: 

(a) What is the expenditure to be charged to the Profit and Loss Account for 

the financial year ended 31st March 2016? (Ignore depreciation for this 

purpose) 

(b) What is the carrying amount of the intangible asset as at 31st March 

2016? 

(c) What is the expenditure to be charged to the Profit and Loss Account for 

the financial year ended 31st March 2017? (Ignore depreciation for this 

purpose) 

(d) What is the carrying amount of the intangible asset as on 31st March 

2017? 

Solution: 

(a) Rs. 16 lakhs 

(b) Carrying amount as on 31-03-2016 will be expenditure incurred after 01-

12-2015 = Rs. 24 lakhs 
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(c) Book cost of intangible asset as on 31-03-2017 is as follows 

Total Book cost = Rs.(70 + 24) lakhs = Rs. 94 lakhs 

Recoverable amount as estimated = Rs. 62 lakhs 

Difference to be charged to Profit and Loss account = Rs. 32 lakhs 

(d) Rs. 62 lakhs 

 

Que. 13 (Module) 

A Pharma Company spent Rs. 33 lakhs during the accounting year ended 31st 

March, 2016 on a research project to develop a drug to treat “AIDS”. 

Experts are of the view that it may take four years to establish whether the 

drug will be effective or not and even if found effective it may take two to 

three more years to produce the medicine, which can be marketed. The 

company wants to treat the expenditure as deferred revenue expenditure. 

Comment. 

Solution: 

As per para 41 of AS 26 ‘Intangible Assets’, no intangible asset arising from 

research (or from the research phase of an internal project) should be 

recognized. Expenditure on research (or on the research phase of an internal 

project) should be recognized as an expense when it is incurred. 

 

Thus the company cannot treat the expenditure as deferred revenue 

expenditure. The entire amount of Rs. 33 lakhs spent on research project 

should be charged as an expense in the year ended 31st March, 2016. 

 

Que. 14 (Module) 

From the following data compute the ‘Intrinsic’ value of each category of 

equity shares of Ankit Ltd.: 

 

Shareholders funds 

100,000 ‘A’ Equity shares of Rs.10 each, fully paid 

100,000 ‘B’ Equity shares of Rs.10 each, Rs. 8 paid 

100,000 ‘C’ Equity shares of Rs.10 each, Rs. 5 paid 

Retained Earnings Rs.9,00,000 

Solution: 

Computation of Net assets 

(i) Worth of net assets is equal to shareholders’ fund, i.e., 
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Paid up value of ‘A’ equity shares 100,000 x Rs. 10 = 10,00,000 

Paid up value of ‘B’ equity shares 100,000 x Rs. 8 = 8,00,000 

Paid up value of ‘C’ equity shares 100,000 x Rs. 5 = 5,00,000 

Retained earnings = 9,00,000 

Net assets = 32,00,000 

Add: Notional calls (100,000 x 2 + 100,000 x Rs. 5) = 7,00,000 

Intrinsic Value of each equity share of Rs. 100 fully paid up =39,00,000 / 

300,000 = Rs. 13 

 

(ii) Intrinsic values of each category of equity shares 

‘A’ equity shares of Rs. 10 fully paid up Rs 13 

‘B’ equity shares of Rs. 10 each, out of which Rs. 8 paid up(13-2)= Rs 11 

Value of ‘C’ Equity shares of Rs. 10 each, out of which Rs. 5 paid up (13-5)= Rs 

8 
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B. VALUATION OF SHARES 

 

Valuation of shares  

 A share represents an interest in a company.  

 There are a number of ways in which the shares of a company may be 

valued.  

 It can be valued either as an entitlement to a share of future profits, 

or as an interest in the net assets that comprise the company.  

 Therefore, the choice of method of valuation is often governed by the 

reasons for the investment.  

 The majority of share-holders of a company are interested in 

dividends.  

 On the other hand, a majority of share-holders may be interested in 

the realisable value of the company's net assets since they can 

liquidate a company.  

 The valuation of the shares of a company involves use of judgment, 

experience and knowledge.  

 

Purposes (Need) of share valuation 

(1) Assessments under the Wealth Tax Law. 

(2) Purchase of a block of shares for acquiring a controlling interest in 

the company. 

(3) Purchase of shares by employees of the company where the 

retention of such shares is limited to the period of their employment. 

(4) Formulation of schemes of amalgamation, absorption, etc. 

(5) Acquisition of interest of dissenting share-holders under a scheme 

of reconstruction. 

(6) Compensating share-holders, on the acquisition of their shares, by 

the Government under a scheme of nationalization. 

(7) Conversion of preference into equity shares. 

(8) Advancing a loan on the security of shares. 

 

Why valuation is Necessary? 

(1) Shares are unquoted. 

(2) Shares relate to private limited companies. 

(3) The Court directs for valuation by an expert. 

(4) Articles of Association or relevant agreements so provide. 

(5) Large block of shares is under transfer. 

(6) The law/applicable statue so requires. 
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Factors Affecting Valuation of Shares 

(1) The nature of the company's business. 

(2) Percentage of dividend declared on the shares. 

(3) The demand and supply of shares. 

(4) The income yielding capacity of the company. 

(5) The availability of sufficient assets over liabilities. 

(6) General economic conditions, e.g., availability of raw materials, 

possibility of new competition. 

(7) Financial, political and other factors affecting the business. 

(8) The fact that there is no free market for unquoted shares. 

 

Methods of Valuation of Share 

There are two widely applied methods for the valuation of shares: 

A. The Assets Backing Method 

B. The Yield Valuation Method  

C. Fair value of shares (Dual Method of value of share) 

D. Productivity Factor Method 

E. Market Price or P/E ratio Method 

 

A. Intrinsic value of shares / Net asset value of shares 

According to this method, value of equity share is determined as follows: 

Value per share                                                           

(Fully paid up 

share) 

Net assets availabe for equity shareholder

No. of shares
 

Value per share 

(Partly paid up 

share)                                                 

 

Value of fully paid up share – Unpaid call per share 

 

Calculation of Net Asset Value per share 

Particulars Rs. 

Capital employed (as per share-holders funds approach) 

Less: 

Preference share capital 

Arrear of dividends 

Proposed preference dividend 

Add: 

National call on partly paid up equity shares 

Goodwill 

Non – trading investment 

XXXX 

 

(XXX) 

(XXX) 

(XXX) 

 

XXXX 

XXXX 

XXXX 

Net assets available to equity share-holders XXXX 
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Notes: If the objective is to determine ex-dividend value of equity 

shares, proposed dividend on equity shares is also to be deducted. 

 

#IMP POINTS TO CONSIDER IN NET ASSETS METHOD: 

(1) This method is also known as Asset-Valuation Method or Intrinsic 

Value Method 

(2) Under this method, the share's value is simply the net assets, or 

equity, divided by the number of shares 

(3) In ascertaining the amount of net assets, the value of goodwill as well 

as the value of any contingent assets should also be taken into 

consideration.  

(4) The fixed assets of the company should be revalued at their net 

realizable value. 

(5) Inventory should be taken at current market prices 

(6) Investments should also be taken at Current market prices. (These 

can be taken at cost if the fall in the market value is believed to be 

temporary) 

(7) Other current assets like Bills Receivables or Sundry Debtors should 

be valued at their expected net realizable value. 

(8) All fictitious assets appearing in the Balance Sheet are to be 

eliminated. 

(9) Goodwill may be valued on the basis of super profits. 

(10) All unrecorded assets and liabilities are to be taken into 

consideration. 

(11) All external liabilities are to be deducted to arrive at the net assets 

figure. The external liabilities include Sundry Creditors, Bills Payable. 

Loans. Debentures. etc. 

(12) If the preference share-holders have priority to dividend as well as 

to capital on a winding-up, they will be valued at par if they expect the 

same rate of dividend as specified in the shares. But if the required 

rate of return is more than the specified rate, they are to be valued 

above part to cover both capital and dividend. 

(13) After deducting the value of preference shares as calculated above 

from the net assets, the balance will be divided by the number of 

equity shares. The resultant figure will be the value of each equity 

share. 

 

The Assets Backing Method is generally applied under the following 

circumstances: 

(1) For formulating schemes of amalgamation; 

(2) For acquiring majority of the shares and controlling the company; 

(3) When there is a liquidation. 
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B. Yield based valuation of shares 

 This method is also known as Market Value Method 

 The word ‘yield’ means a rate of return relating cash invested to 

cash received (or expected to be received) 

 Yield based valuation may take the form of valuation based on rate 

of return.  

 Yield may be ‘Earning yield’ or ‘Dividend yield’ 

 Thus, rate of return may imply rate of earning or rate of dividend. 

 When only a few shares are sold: The rate of dividend basis will 

be appropriate. 

 When controlling shares are to be sold: The rate of earning should 

be the basis 

 

i) Earning Yield 

 A company cannot grow and can never be in a position to increase its 

dividends, if it distributes all of its profits as dividends.  

 There are also legal restrictions by the Companies Act for distribution 

of profits as dividends.  

 Therefore a shareholder will have interest both in the retained profits 

as well as distributed profits.  

 Under this method, shares are valued on the basis of the earnings 

expected by using an average of recent years as the best indicator of 

what future earnings of the company will be.  

 Under this method value of each share is calculated by applying the 

following formula: 

 

Value per share = 
𝐄𝐱𝐩𝐞𝐜𝐭𝐞𝐝 𝐑𝐚𝐭𝐞 𝐨𝐟 𝐄𝐚𝐫𝐧𝐢𝐧𝐠𝐬 (𝐄𝐑𝐄)∗

𝐍𝐨𝐫𝐦𝐚𝐥 𝐑𝐚𝐭𝐞 𝐨𝐟 𝐑𝐞𝐭𝐮𝐫𝐧 (𝐍𝐑𝐑)∗∗
𝑋 Face Value of share 

 

OR 

 

Value per share = 
𝐄𝐏𝐒

𝐍𝐨𝐫𝐦𝐚𝐥 𝐑𝐚𝐭𝐞 𝐨𝐟 𝐑𝐞𝐭𝐮𝐫𝐧 (𝐍𝐑𝐑)∗∗
x100 

 

Where-as;  

*Expected Rate of Earnings (ERE) =  Profit after Tax      x 100 

                 Paid-up Value of Shares  

**While fixing the normal rate of return, the degree of risk involved and 

the current rate of interest on gilt-edged securities should also be taken 

into consideration. 
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ii) Dividend Yield 

There may be circumstances where the shareholder has little or no 

influence over dividend policy. In such cases, it may be more appropriate 

to value the shares based on dividends than earnings. 

 

Particulars Rs. 

Profit before interest & tax 

(-) Interest 

XXXX 

(XXX) 

Profit before tax 

(-) Tax 

XXXX 

(XXX) 

Profit after tax 

(-) Transfer to general reserve 

(-) Preference dividend  

XXXX 

(XXX) 

(XXX) 

Net profit available for equity shareholder XXXX 

 𝐄𝐱𝐩𝐞𝐜𝐭𝐞𝐝 𝐝𝐢𝐯𝐢𝐝𝐞𝐧𝐝 =  
Net profit available for equity shareholder

Paid up equity capital
× 100 

 

 𝐕𝐚𝐥𝐮𝐞 𝐩𝐞𝐫 𝐬𝐡𝐚𝐫𝐞 =  
Expected dividend 

Normal rate of return
× Paid up value of share 

 

The following matters must be taken into consideration while making an 

estimate of the expected future profits available for equity share dividends: 

a. The average past profits of the company require an adjustment, if 

necessary, should any special factor (s) cause the future profits to 

differ from the past. 

b. Adequate provision should be made for depreciation, taxation and 

other liabilities. 

c. The amount of profit to be set aside for preference share dividend. 

General points for Yield Method: 

In connection with the valuation of shares on the yield basis, the following 

points may be given due consideration. 

a. Depending on the circumstances, the average rate of return is 

generally taken for three to five years. 

b. During a period of time, if the profit fluctuate violently, it is better to 

eliminate abnormal periods, where the profits earned are too high or 

too low. 

c. The rate of dividend is dependent on the liquid position of the company. 

If the liquidity position of the company is not satisfactory, it will not 

be in a position to declare adequate rate of dividend though the 

company earned adequate rate of earnings. 
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C. Fair value of shares (Dual Method of value of share) 

Fair value is the average of the intrinsic value and yield value.  

It is argued that average of boos value and yield based value incorporates 

the advantages of both the methods.  

That is why such average is called the fair value of share. 

𝐕𝐚𝐥𝐮𝐞 𝐩𝐞𝐫 𝐬𝐡𝐚𝐫𝐞 =  
Intrinsic value + Yield value

2
 

 

D. Market Price or P/E ratio Method 

Value Per share = EPS X P/E Ratio 

 

Valuation of Preference Shares 

 These are valued on yield basis in a going concern.  

 Compared to equity shares, the rate of return in preference shares 

would be, generally, lower because of greater safety.  

 With fluctuations in the normal rate of return in respect of preference 

shares, the value of preference share will fluctuate but in the opposite 

direction, i.e., if the normal rate of return increases, the value tends 

to diminish.  

 For instance, 12% preference shares of Rs. 100 each would be valued 

at Rs. 85.72 when the expected rate of return is 14% (i.e., 12/14 x 

100). The same share would be valued at Rs. 120 if the expected rate 

of return is 10% (i.e., 12/10 x 100). 

 In case the dividend on cumulative preference shares is in arrears, the 

present value of such arrears of dividend (if there is a possibility of 

their payment) should be added to the value of preference share 

calculated. 

 As stated earlier, a valuer must exercise his own judgement in valuing 

preference shares, because of the diminishing real value of the fixed 

preference dividend. This is considered to be a handicap for sellers in 

an inflationary economy.  

The yield based valuation of preference shares would hold good only if: 

i. The dividend on the share has been paid regularly and it is reasonably 

expected that it would continue to be paid; and 

ii. That investment is adjudged by the criteria that the total assets of 

the concern are equal to 4 or 5 times the preference capital. 

Preference shares may have certain additional rights, for example, the right 

to get an additional share of profits or the right to get the share converted 

into equity shares at a certain rate. The right to get an additional share of 

profit will probably increase the market value of the share depending upon 

the size of the total profit and the conditions under which the additional 
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dividend will come to preference share-holders. Total yield per share will 

have to be worked out and on that basis the market value will be ascertained 

by the formula: 

Value per Pref. share = Total yield per share  X 100 

    Normal rate of yield 

 

The right to get the preference share converted into equity share will be 

valuable only if the equity share of the company commands good value in the 

market. As against this, there will also be the possibility that wholesale 

conversion into equity shares may depress the dividend on these shares and 

thus bring down their price. The price of such a right will be roughly equal to 

the difference in the market value of an equity share and the conversion 

price. Suppose holders of preference shares of Rs. 100 have a right to 

convert their holding into equity shares at the end of 3 years at Rs. 130 per 

equity share and the market value of the equity share at the time is likely to 

be Rs. 160 which is not likely to be affected by the conversion. The right of 

conversion in the circumstances would be ultimately worth Rs. 30 (Rs. 160 

minus Rs. 130). Taking 12% as the proper rate of interest, the present value 

of such a right (discounting it @ 12% for 3 years) would be Rs. 21.36. The 

preference share therefore will command a value based upon its yield plus Rs. 

21.36. 
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PROBLEMS TO BE SOLVED IN CLASS: 

Que.1 (NAM) 

The Balance Sheet as at 31st March, 2002 showed the following position: 

Liabilities Rs. Assets Rs. 

Share capital  Debtors 5,00,000 

20,000 equity shares 

of Rs.100 each 

20,00,000 Stock – in – hand 15,00,000 

General reserve 6,00,000 Plant 10,00,000 

Profit and loss account 3,50,000 Factory Premises 11,50,000 

Current liabilities    

Bank overdraft 3,00,000   

Creditors 4,00,000   

Provision for taxation 5,00,000   

 41,50,000  41,50,000 

Additional information: 

i) Net profits of the company for the last five years before providing for 

taxation were as follows: Rs 4,10,000; Rs 6,40,000; Rs 7,00,000; Rs 

8,50,000; Rs 9,00,000. 

ii) Managerial remuneration of Rs 60.000 has been charged for each year. 

iii) The market value of the assets were as follows: Stock - Rs 15,50,000; 

Plant - Rs 10,40,000; Factory premises - Rs 12,83,000. 

iv) Taxation may be considered at 50%. 

v) Goodwill should be valued at 5 years' purchase of super profits. 

vi) Normal rate of return - 10% p.a. 

On the basis of the above information, find out the intrinsic value of shares. 

Indicate assumptions. if any, clearly. 

 

Que. 2 (Capitalization of Earning Methos) 

From the following information of HM Ltd., compute the value of its equity 

shares by (capitalization of) earnings method. 

Balance Sheet as on 31st December, 2001 

Liabilities Rs. Assets Rs. 

Share capital  Fixed assets 5,00,000 

Equity shares of Rs.10 

each, fully paid 

2,50,000 Current assets 3,00,000 

Reserve and Surplus 1,00,000 Preliminary expenses 25,000 

12% Debentures (since 

1996) 

2,50,000   

Other liabilities 2,25,000   

 8,25,000  8,25,000 
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Year ending 31st December 

Particulars 1997 

(Rs.) 

1998 

(Rs.) 

1999 

(Rs.) 

2000 

(Rs.) 

2001 

(Rs.) 

Sales 6,00,000 7,00,000 8,00,000 5,00,000 9,00,000 

Operating costs 3,45,000 3,95,000 4,45,000 2,95,000 4,95,000 

Interest on Loan 

from Bank 

25,000 25,000 25,000 25,000 25,000 

Assume rate of taxation at 60% and the rate of normal earnings at 12 ½ %. 

Also show the workings. 

 

Que. 3 (Dividend Yield Method) 

From the following information, calculate the value of an equity share: 

i) The paid-up share capital of a company consists of 1,000, 15% Preference 

Shares of Rs 100 each and 20,000 Equity Shares of Rs 10each. 

ii) The average annual profits of the company, after providing for 

depreciation and taxation amounted to Rs 75,000. It is considered 

necessary to transfer Rs 10,000 to General Reserve before declaring any 

dividend. 

iii) The normal return expected by investors on equity shares from the type 

of business carried on by the company is 10%. 

 

Que. 4 (NAM & Yield Method) 

On 31st December, 2001 the Balance Sheet of a Limited Company disclosed 

the following: 

Liabilities Rs. Assets Rs. 

Issued capital in Rs. 10 

shares 

4,00,000 Goodwill 40,000 

Reserves 90,000 Fixed assets 5,00,000 

Profit and Loss Account 20,000 Current assets 2,00,000 

5% Debentures 1,00,000   

Current liabilities 1,30,000   

 7,40,000  7,40,000 

On 31St December, 2001 the fixed assets were independently valued at Rs 

5,50,000 and the goodwill at Rs 50,000. The net profits after tax for the 

three years were: 1999 : Rs 51,600; 2000 : Rs 52,000; and 2001 : Rs 51,650 

of which 20% was placed to reserve, this proportion being considered 

reasonable in the industry in which the company is engaged and where a fair 

investment return may be taken at 10%. 

Compute the value of the company's shares by (a) the assets backing method 

and (b) the yield method. 



Make 

your 

notes  
 

  
                                                                        
                                                                                 

  
 

24.29 

Que. 5 (NAM & Yield Method) 

The following particulars of a company are available: 

a. Equity share capital: 10,000 equity shares of Rs.10 each fully paid. 

b. Preference share capital: 1,000 12% Preference shares of Rs.100 each 

fully paid. 

c. Reserve and Surplus Rs.15,000. 

d. External liabilities: Creditors Rs.12,000; Bills Payable Rs.6,000. 

e. The average normal profit after tax earned each year by the company 

Rs.28,500. 

f. Transferred to general reserve 10%. 

Assets of the company include one fictitious item of Rs.800. The normal rate 

of return in respect of the equity share of this type of company is 

ascertained at 10% (ignore goodwill). 

Compute the value of the company’s share by (a) the asset backing method; 

and (b) yield method. 

 

Que. 6 (Fair Value Method) 

The Balance Sheet of Aspi Co. Ltd. as at 31.12.2001 is given below: 

Liabilities Rs. Assets Rs. 

Share capital  Building at cost 3,20,000 

10,000 Equity shares 

of Rs.100 each fully 

paid up 

10,00,000 Furniture at cost 12,000 

20,000 Equity shares 

of Rs.100 each, Rs.50 

paid up 

10,00,000 Investment in 5% Govt. 

securities at cost 

15,20,000 

Reserve fund 6,00,000 Stock in trade (at 

market price) 

17,00,000 

Depreciation fund  On 

Building 

40,000 Sundry 

Debtors  

13,00,000  

Depreciation fund On 

Investment 

1,80,000 Less: 

Provision 

for Bad 

Debts  

80,000 12,20,000 

Sundry Creditors 1,92,000 Bank 2,80,000 

Profit and loss 

Account: 

   

Balance on 1.1.2001 15,20,000   

Profit for 2001 5,20,000   

 50,52,000  50,52,000 

The following additional information is provided: 
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a. It is ascertained that all the customers will pay in full; 

b. Profits for the past three years have shown an increase of Rs.80,000 

annually; 

c. The prospects for 2002 are equally good for the company; 

d. Buildings are worth Rs.3,92,000 and Furniture Rs.25,000 

e. The companies carrying on similar business show a profit earning capacity 

of 12% on the market value of the shares. You are required to ascertain 

the fair value of each share giving the details of your calculation. 

 

Que. 7 (NAM) 

The Balance Sheet of ABC Ltd. as at 31st March, 2002 was as follows: 

Liabilities Rs. Assets Rs. 

Equity shares (Rs.10) 5,00,000 Goodwill 1,00,000 

General Reserve 2,50,000 Equipment at cost 9,00,000 

Profit and Loss 

Account 

1,00,000 Stock 3,50,000 

12% Debentures 3,00,000 Debtors 1,50,000 

Provision for 

depreciation on 

equipment 

1,50,000 Bank 75,000 

Staff welfare fund 40,000 Advertisement 

suspense account 

25,000 

Proposed dividend 75,000   

Sundry Creditors 1,85,000   

 16,00,000  16,00,000 

You are required to calculate the value of each equity share on assets basis. 

The following further information is available: 

a. A fair after tax return on capital employed for this type of business is 

18%. 

b. Equipment to be revalued at Rs.8,00,000. 

c. Stocks are considered to have a net realizable value of Rs.3,30,000. 

d. Goodwill in this type of business is normally valued at 3 years super 

profits. 

e. Included in the debtors is a balance of Rs.10,000 which may be 

irrecoverable. 

f. Profits for the last three years (before interest and taxes) are: 2001 – 

02: Rs.5,40,000; 2000 – 2001 Rs.5,10,000; 1999 – 2000 Rs.5,50,000. 

g. Company profits are taxed at 40%. 
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Que. 8 

From the information supplied below, compute the value of an equity share of 

Haldia Ltd. on the "Assets-Backing Method": 

a. The summarised Balance Sheet of Haldia Ltd. (a manufacturing 

concern) as on 31.12.2001 

Liabilities Rs. Assets Rs. 

6,000 Equity shares of 

Rs.100 each fully paid 

6,00,000 Land and Building 2,40,000 

600, 10% Preference 

shares of Rs.100 each 

fully paid 

60,000 Plant and Machinery 2,40,000 

Reserve and surplus 1,50,000 Sundry Debtors 30,000 

600, 9% Debentures of 

Rs.100 each 

60,000 Stock 1,20,000 

Sundry Creditors 60,000 Cash at bank 1,50,000 

  Cash in hand 60,000 

  Investment in 10%  

Govt. Securities 

60,000 

  Preliminary Expenses 30,000 

 9,30,000  9,30,000 

b. Fair return on capital employed in this type of business IS around 10% p.a, 

c. Goodwill is to be taken at 5 years' purchase of super profits. 

d. Average of the profits (after deduction of preliminary expenses) for the 

last seven years is Rs 1,14,000. 

Preliminary expenses to the extent of Rs 6,000 have been written-off every 

year for the last seven years. Profit is more or less stable over years and the 

same trend is expected to be maintained in the near future. Ignore tax. 

 

Que. 9 (Dividend Yield & Earning Yield) 

Following information is furnished in respect of Sahana Fibres Ltd. 

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

2) Profits after tax, dividends declared and retained earnings: 

Year Profit after tax 

(Rs.) 

Dividend 

declared (Rs.) 

Retained earning 

(Rs.) 

2002 7,10,000 3,40,000 3,70,000 

2001 6,00,000 3,00,000 3,00,000 

2000 4,00,000 2,60,000 1,40,000 

3) Normal rate of return expected by share-holders in the market is 12%. 

4) The normal earnings of similar companies in the fibre industry is 15%. 

You are required to calculate the value of shares if 
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(a) only a few shares are to be sold; and, (b) majority shares are to be sold. 

 

Que.10 

Below is given the Balance Sheet of Prosperous Ltd. as at 31st March, 2002: 

Liabilities Rs. Assets Rs. 

Share capital  Land and Building 2,70,000 

Authorized and issued  Plant and Machinery 1,00,000 

6,000 shares of Rs.100 

each fully paid up 

6,00,000 Stock 3,60,000 

Profit and Loss Account 40,000 Sundry Debtors 1,60,000 

Bank overdraft 10,000   

Creditors 80,000   

Provision for taxation 1,00,000   

Proposed dividend 60,000   

 8,90,000  8,90,000 

The net profit of the company, after deducting usual working expenses but 

before providing for taxation, were as under: 1997-98: Rs 1,70,000; 1998-

99: Rs 2,10,000; 1999-2000: Rs 1,80,000; 

2000-01: Rs 2,20,000; 2001-02: Rs 2,00,000. On 31st March, 2002, Land and 

Building were valued at Rs. 2,80,000 and Plant and Machinery at Rs 1,20,000. 

Sundry Debtors on the same date included Rs 4,000 as irrecoverable. 

Having regard to the nature of the business, a 10% return, on net tangible 

capital invested, is considered reasonable. 

You are required to value the company's share ex-dividend. Your own valuation 

of goodwill may be based on five years' purchase of the annual super profits 

(the tax rate is to be assumed at 50%). 

 

Que. 11 

Following is the Balance Sheet of Alpha Ltd. as at 31st December, 2001 

Liabilities Rs. Assets Rs. 

Share capital  Land and Building 4,00,000 

Equity shares 

of Rs.100 each 

10,00,000  Machinery 4,50,000 

Less: Calls in 

arrear (Rs.20 

for final call) 

1,00,000 9,00,000 Motor car 25,000 

Reserves and Surplus:  Furniture 25,000 

General Reserve 3,50,000 Investments (face 

value) 

50,000 

Profit and Loss Account 2,50,000 Stock 7,25,000 
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Sundry Creditors 5,00,000 Sundry Debtors 2,00,000 

  Cash at bank 1,05,000 

  Preliminary 

expenses 

20,000 

 20,00,000  20,00,000 

Additional information is as under: 

a. Fixed assets are worth: Building - Rs 6,00,000; Machinery - Rs 5,20,000. 

b. All investments are non-trading investments and are to be valued at 20% 

above cost. Dividend at uniform rate of 20% is earned on all investments. 

c. For the purpose of valuation of shares goodwill is to be valued on the basis 

of 3 years purchase of super profit based on average profit (after tax) 

of the last three years. 

d. Depreciation on appreciated value of Land and Building and Machinery is 

not to be considered for valuation of goodwill. 

e. Profit (After tax) are as follows: 1999 – Rs.3,80,000; 2000 – Rs.4,20,000; 

2001 – Rs.5,00,000. 

Rate of income tax: 50% in similar business, return on capital employed 

is 20% (after tax). 

f. In 1999 machinery (book value Rs.20,000) was sold for Rs.20,000 but the 

proceeds were wrongly credited to Profit and loss account. The mistake 

has not yet been rectified. Depreciation has been charged on machinery 

@ 10% per annum on reducing balance method. 

Find out the value of each fully paid and partly paid equity share on net assets 

basis. 

(Note: Trend in profit is to be ignored for the purpose of calculation of 

average profit). 

 

Que.12 

From the following figures calculate the value of a share of Rs.10 on (i) 

Dividend basis, and (ii) return on capital employed basis, the market 

expectation being 12%. 

Year ended 31st 

March 

Capital employed 

Rs. 

Profit Rs. Dividend (%) 

2005 5,00,000 80,000 12 

2006 8,00,000 1,60,000 15 

2007 10,00,000 2,20,000 18 

2008 15,00,000 3,75,000 20 
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Que. 13 

Balance Sheet of Diamond Ltd. as on 30.6.2008 

Liabilities Rs. 

Share capital  

20,000 shares of Rs.10 each 2,00,000 

General reserve 40,000 

Profit and loss account 32,000 

Sundry creditors 1,28,000 

Income tax reserve 60,000 

 4,60,000 

Assets Rs. 

Land and Buildings 1,10,000 

Plant and Machinery 1,30,000 

Patents and trade marks 20,000 

Stock 48,000 

Debtors 88,000 

Bank balance 52,000 

Preliminary expenses 12,000 

 4,60,000 

The expert valuer valued the land and buildings at Rs. 2,40,000; goodwill at 

Rs.1 ,60,000; and plant and machinery at Rs. 1,20,000. Out of the total 

debtors, it is found that debtors of Rs. 8,000 are bad. The profits of the 

company have been as follows: 

 Rs. 

31.3.2006 92,000 

31.3.2007 88,000 

31.3.2008 96,000 

The company follows the practice of transferring 25% of profits to general 

reserve. Similar type of companies earn at 10% of the value of their shares. 

Ascertain the value of shares of company under: 

a. Intrinsic value method 

b. Yield value method; and 

c. Fair value method 
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REGULATORY VALUATIONS  

SEBI 

The valuation requirements specified under some of the Regulations issued 

under by the SEBI 

 

IPO Issue Pricing 

(a) All companies are permitted to price their issues in consultation with the 

Lead Merchant Banker or through the book building process. For book 

building the floor price or the price band should be mentioned. In case of a 

band, the ceiling should not be more than 20% of the floor of the band, i.e., 

the range should be 20%. The cut-off price is fixed through a price discovery 

process. 

 

(b) No Valuation Methodology is prescribed for the same. However, the basis 

for issue price, floor price or price band needs to be disclosed in the 

Prospectus and Advertisement for Public Issue and justified by the Issuer 

Company on the grounds of Qualitative Factors along with the following 

Quantitative Factors: 

• EPS and Diluted EPS for last 3 years • Price Earning Ratio on pre-issue basis 

• Average Return on Net worth in the last 3 years • Minimum Return on 

Increased Net worth to maintain pre-issue EPS • Net Asset Value based on 

last Balance Sheet and post-issue • Comparison of above Accounting Ratios 

of issuer with peers. 

 

Rights Issue Pricing 

(a) A ll companies are permitted to freely price their rights issue. 

(b) No Valuation Methodology is prescribed. 

 

Preferential Issue 

(a) Shares are listed for 26 weeks or more as on the Relevant Date- The 

equity shares shall be allotted at a price which is not less than higher of the 

average of weekly high/low of closing prices during: or 26 weeks prior to the 

Relevant Date, or 2 weeks prior to the Relevant Date. Relevant Date is 

defined as a period 30 days prior to the EGM date, where the resolution u/s. 

81(1A) is passed 
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(b) Shares are Listed for less than 26 weeks as on the Relevant Date- The 

equity shares shall be allotted at a price which is not less than higher of the 

following: o IPO Price or value arrived at under Scheme of Arrangement of 

Average of weekly high/low of closing prices during the period prior to the 

Relevant Date of Average of weekly high/low of closing prices during the 2 

weeks prior to the Relevant Date. Relevant Date is defined as a period 30 

days prior to the EGM date where the resolution u/s. 81(1A) is passed. The 

price shall be recomputed on completion of 26 weeks from the date of listing 

with reference to the average of the weekly high and low of the closing price 

during the 26 weeks. If such recomputed price is higher than the price of 

Preferential Allotment, then the difference shall be paid by the allottees to 

the Issuer Company. 

 

(c) Preferential Allotment to QIBs should not exceed 5 in number. The equity 

shares shall be allotted at a price which is not less than the average of weekly 

high/low of closing prices during 2 weeks, prior to the 

Relevant Date. Relevant Date is defined as a period 30 days prior to the EGM 

date where the resolution u/s. 81(1A) is passed. 

 

(e) Consideration other than Cash – When the securities are issued on a 

preferential basis to promoters and related parties for consideration other 

than cash, a valuation of the assets received in consideration shall be carried 

out by an independent qualified valuer, being a CA or a merchant banker. This 

valuation must be submitted to the stock exchange where the company is 

listed. In case the exchange is not satisfied with this valuation, it may get 

the valuation redone from any other valuer. 

 

(f) Private Placement by Unlisted Public Company – The Unlisted Public 

Companies (Preferential Allotment) Rules, 2003 issued u/s. 81(1A) of the 

Companies Act, 1956 deals with the preferential allotment of shares and 

convertible securities unlisted public companies. The Notice calling the 

Meeting to pass such an issue must disclose the price or price band at which 

the allotment is proposed and the Relevant Date on the basis of which price 

has been arrived at. Further, where Warrants are issued on 

a preferential basis with an option to apply for and get the shares allotted, 

the issuing company shall determine beforehand the price of the resultant 

shares. 
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Buy-back of Shares 

It may be noted that the SEBI Buy-back Regulations do not specify any 

pricing mechanism for determining the buy-back price. Similarly, the Unlisted 

Public Company Buyback Rules, 1999 do not specify any pricing 

mechanism for determining the buy-back price. 

 

Delisting 

The SEBI Delisting Regulations, 2009 govern the provisions pertaining to 

voluntary delisting of equity shares from a stock exchange by the promoter. 

Thus, the promoter buys out the public shareholding and gets the shares 

delisted. The promoter needs to fix the floor price. It shall not be less than: 

(a) Where the equity shares are frequently traded, the higher of the average 

of the weekly high and low of the closing prices of the equity shares during 

the 26 weeks or 2 weeks preceding the date on which the 

Board Meeting took up the delisting proposal and notified it to the exchanges. 

 

(b) Where the equity shares are infrequently traded, the floor price would 

be determined by the merchant banker considering the following factors: • 

The highest price paid by the promoter during the 26 weeks period prior to 

the date on which the proposal was considered • Other parameters, include 

return on net worth, book value, EPS, price-earning multiple vis-à-vis the 

industry average. 

 

FEMA 

Let us examine the valuation requirements under the FEMA Regulations. 

FEMA (Transfer or Issue of Security by a Person Resident Outside India) 

Regulations, 2000 : These Regulations deal with Foreign Direct Investment 

(FDI) into India and the transfer of shares from or to a person resident 

outside India. These Regulations provide for numerous valuation 

requirements which have been explained below. 

 

Issue of Equity Shares by an Indian Company to a Non-Resident 

(a) I ssue by Listed Companies – The shares can be issued at a price 

determined based on the valuation guidelines prescribed under the SEBI 

Regulations. Though not specified, it should mean the Preferential Allotment 

Guidelines of the SEBI (ICDR) Regulations, 2009. 
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(b) Issue by Unlisted Companies – The shares must be issued at price not less 

than the fair value of shares determined as per the DCF Method by a 

Merchant Banker or a CA. 

 

Downstream Investment by an Indian company in another Indian company 

Downstream investment means indirect foreign investment by one Indian 

company, which is not owned and / or controlled by resident Indian entities, 

into another Indian company. The share investment, even in such a case, must 

comply with the valuation guidelines explained above for an FDI investment. 

Thus, the downstream is put on par with an FDI investment. 

 

Rights Issue of Equity Shares by an Indian Company to a Non-Resident 

(a) Issue by Listed Companies – The shares can be issued at a price 

determined by the company. 

(b) Issue by Unlisted Companies – The shares can be issued at a price not less 

than the price at which the offer on rights basis is made to the resident 

shareholders. 

 

 

Transfer / Sale of Shares by a Resident Indian to a Non-Resident 

(a) Shares of Listed Companies – The shares can be transferred at a price 

not less than the price determined as per the Preferential Allotment 

Guidelines of the SEBI (ICDR) Regulations. The price should be certified by 

a Merchant Banker or a CA. 

 

(b) Shares of Unlisted Companies – The shares can be transferred at price 

not less than the fair value of shares determined by a SEBI Registered 

Merchant Banker or a CA as per the DCF Method. Thus, the DCF value is the 

floor price for the transfer. While considering the transfer price for sale 

from a resident to non-resident, the requirements of sec 56(2)(vii) / (viia) of 

the Income-tax Act and the FEMA Guidelines should be together considered. 

 

Transfer / Sale of Shares by a Non-Resident to a Resident Indian 

Such transfer covers sale, buy-back, reduction of capital, an exit to a private 

equity investor, buy-out by the promoters, etc., would be covered within 

these Guidelines. 
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 (a) Shares of Listed Companies – The shares can be transferred at a price 

not more than the price determined as per the Preferential Allotment 

Guidelines of the SEBI (ICDR) Regulations, 2009. The price should be 

certified by a Merchant Banker or a CA. 

 

(b) Shares of Unlisted Companies – The shares can be transferred at a price 

not more than the fair value of shares determined by a Merchant Banker or 

a CA as per the DCF Method. Thus, the DCF value is the ceiling for the 

transfer. It is quite common in Share Subscription Agreements for the 

promoters to give a guaranteed return to the private equity investor at a 

certain Internal Rate of Return (IRR). It should be noted that a fixed price 

or an IRR guarantee without considering the FEMA pricing Guidelines is not 

possible. 

 

INCOME TAX ACT 

 

Valuation as per Section 56 of the Act 

(i) (a) Where individual and HUF receives shares without consideration 

(aggregate FMV of which exceeds Rs. 50000) - FMV of shares is taxable. 

(b) Where individual and HUF receives shares less than aggregate FMV of 

the shares by Rs. 50,000 – FMV of shares in excess of consideration is 

taxable. 

 

(ii) (a) Where firm or company in which public are not substantially interested 

receives shares without consideration (aggregate FMV of which exceeds Rs. 

50000) - FMV of shares is taxable. 

(b) Where firm or company in which public are not substantially interested 

receives shares* for consideration less than aggregate FMV of the shares by 

Rs. 50,000 – FMV of shares in excess of consideration is taxable. 

 

(iii) Where company in which public are not substantially interested receives 

consideration for issue of shares that exceeds face value of shares 

Consideration in excess of FMV shares is taxable. 

 

Rule 11UA(2) read with Section 56 

(i) Quoted Shares 

(a) Through recognized stock exchange – Transaction Value is taxable 
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(b) Not through recognized stock exchange – 

– When there is trading on valuation date – lowest price quoted on any 

recognized stock exchange is taxable. 

– When there is no trading on the valuation date – lowest price quoted on any 

recognized stock exchange on a date immediately preceding the valuation 

date when such shares were traded is taxable. 

 

(ii) Unquoted Equity Shares 

Higher of the following two will be taxable – 

(a) Break-up Value Or DCF Method (At the option of assessee). 

(b) Valuation based on assets including intangible assets. 

 

 

 

COMPANIES ACT, 2013 

The rules on Registered Valuers have not yet become effective. Following 

cases require report of registered valuer on valuation of equity shares – 

(i) Preferential Allotment (Section 62) o Value of shares shall be determined 

by a registered valuer in accordance with Companies (Share Capital and 

Debenture) Rules, 2014. 

 (ii) This requirement does not apply to listed shares. 

 

Offer to Minority Shareholders (Section 236) 

Section applies when acquirer or PAC or any person becomes holder of 90% 

or more of the issued equity share capital by virtue of amalgamation, 

conversion of securities or any other reason, such acquirer or person to may 

notify to the company of his intention to buy, remaining equity shares. The 

price of share will to be determined by a registered valuer. 

 

Requirement of Registered Valuers (Section 247) 

 

Valuation by Registered Valuers 

As per Draft Rules, a CA/SEBI registered merchant bankers among others 

can be registered as valuers. The valuer appointed under sub-section (1) 

shall,— 
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(a) make an impartial, true and fair valuation of any assets which may be 

required to be valued; 

(b) exercise due diligence while performing the functions as valuer; 

(c) make the valuation in accordance with such rules as may be prescribed; 

and 

(d) not undertake valuation of any assets in which he has a direct or indirect 

interest or becomes so interested at any time during or after the valuation 

of assets. 

 

If a valuer contravenes the provisions of this section or the rules, he shall be 

punishable with fine from Rs. 25,000 to Rs. 1 lakh. However, if he intends to 

defraud the company or its members, he shall be punishable with 

imprisonment for a term which may extend to one year and with fine from Rs. 

1 lakh to Rs. 5 lakh. 

 

Also, the valuer will have to refund the remuneration received by him to the 

company; and pay for the damages to the company, or to any other person for 

loss arising out of incorrect or misleading statements of particulars made in 

his report. 

 

RBI 

It is also pertinent to note that in July 2014, the Reserve Bank of India had 

done away with the prescription of DCF methodology for valuation under 

FEMA, providing freedom and flexibility to investors for determining the 

FMV as per any internationally accepted valuation methodology. 

 

(I) In Case of Listed Companies 

(a) The issue and transfer of shares including compulsorily convertible 

preference shares and compulsorily convertible debentures shall be as per 

the SEBI guidelines; 

 

(b) The pricing guidelines for FDI instruments with optionality clauses shall 

continue to be in accordance with A.P. (DIR Series), i.e., the non-resident 

investor shall be eligible to exit at the market price prevailing on the 

recognized stock exchanges, subject to lock-in period as stipulated, without 

any assured return. 
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(II) In Case of Unlisted Companies 

The issue and transfer of shares including compulsorily convertible 

preference shares and compulsorily convertible debentures with or without 

optionality clauses shall be at a price worked out as per any internationally 

accepted pricing methodology on arm’s length basis. Thus, the guiding 

principle will be that the non-resident investor is not guaranteed any assured 

exit price at the time of making such investment/agreement and shall exit at 

a fair price computed as above at the time of exit subject to lock-in period 

requirement as applicable in terms of A.P. (DIR Series). 
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INTRODUCTION 

Knowing what business is worth and what determines its value is basic 

requirement for intelligent decision-making.  

Corporate valuations form the basis of corporate finance activities including 

capital-raising, mergers & acquisitions (M&A) and also to meet 

regulatory/accounting requirements or for voluntary purpose. 

Business valuation is the process of determining the “Economic Worth” of a 

company based on its Business Model under certain assumptions and limiting 

conditions and subject to data available on the valuation date. 

Supposing a business is for sale, how does one know what is the real value of 

that business is? More basically, how does a business owner know the net 

value of his business, or how is valuing a business for sale accomplished? 

 

AREAS WHERE VALUATION IS USED 

Areas Description 

Mergers & 

acquisitions 

Valuation is an important aspect in M& a. it not only assists 

business owners in determining the value of their business, 

but also helps them to maximize the value of their business 

considering a sale, merger, acquisition, joint venture, or 

strategic partnership. 

Succession 

Planning 

Succession to family members: in planning for the transfer 

of family business to the next generation.  

Succession to employees: For many closely held businesses, 

the sale of the business to one or more key employees is 

often a viable succession strategy.  

Succession to outside parties: it comprises mergers, 

acquisitions, purchase and sale of businesses. 

Going Public In general, when a new company goes for an initial Public 

Offering (IPO), it is doing that in order to generate capital 

to grow its business. in such circumstances, a question arises 

as to how to evaluate the fair value of such a stock. The 

Indian Capital Market follows a free pricing regime and thus 

the accurate pricing of an IPO is of immense importance. 

Dispute 

resolution 

Valuation is  an increasingly important aspect of many 

commercial disputes. Before deciding how to manage a 

dispute, it is necessary to determine the likelihood of a 
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successful outcome and the potential stake involved. 

Judicial precedents are also available that affect the 

selection of valuation methodologies and applicability of 

discounts/ premiums. 

 

Voluntary Assessment : 

At times, the management wants to know the true and fair value of the 

business for which they undertake the exercise of voluntary assessment for 

their internal management purposes and future 

decision-making. 

The art of valuation lies in identifying the key value drivers and key risk areas 

after analyzing the following: 

– Nature of Business, its history, future prospects, and growth potential 

– Promoters and management background 

– Core Team strength 

– Profitability strategies 

– Competitive landscape and differentiation 

– Economic outlook and industry trend 

– Purpose of valuation and size of transaction 

 

Generally Acceptable Methodologies of Valuation 

The valuer’s choice of methods is determined by the characteristics of the 

business to be valued, the purpose and use of the valuation and its report, 

the pattern of historical performance and earnings of the subject company, 

the company’s competitive market position, experience and quality of 

management, the availability of reliable information requisite to the various 

valuation methods, the marketability of equity ownership interest to be 

valued, and others. These factors are summarized below: 

• History and nature of the business 

• Industry and general economic outlook 

• Book value and financial condition 

• Earning capacity 

• Dividend-paying capacity 

• Prior sales and size of the block of stock; and 

• Comparisons to similar publicly traded guideline companies. 
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APPROACHES OF VALUATION 

 

There are broadly three approaches of valuation: 

• Asset Approach 

• Income Approach 

• Market Approach 

 

1. Asset Approach 

the asset-based approach focuses on the company’s net asset value (NAV), or 

the fair-market value of its total assets minus its total liabilities to 

determine what it would cost to recreate the business. There is some room 

for interpretation in the asset approach in terms of deciding which of the 

company’s assets and liabilities to include in the valuation, and how to measure 

the worth of each. 

 

The asset-based approach is best used when a business is non-operating or 

has been generating losses, and the company’s focus is its holding investments 

or real estate. The adjusted net asset method is commonly used for 

estimating the value of the business. The difference between the fair market 

value of the company’s total assets and the fair market value of its total 

liabilities determines its fair market value. This technique also includes the 

value of all of the business’s intangible assets and liabilities, such as goodwill 

and pending litigations. 

 

The cost based approach, the primary emphasis places upon the fair market 

value of the assets and liabilities of a business. As a result, this approach 

uses various methods that consider the value of individual assets and 

liabilities including intangible assets. The most well-known method in this 

Approaches 
of 

Valuation 

Asset 

Approach

Income 
Approach

Market 
Approach
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approach relies upon reported balance sheet assets and liabilities generally 

termed as book value. It should be recognized, however as per the book value 

concept assets are reported in accordance with various accounting 

conventions that may or may not accurately reflect fair market value.  

 

It is further classified into : 

(a) Net Asset Value 

The total value of the assets of a company less its liabilities is its net asset 

value. For the purpose of valuation, the usual thing to do is to divide the net 

assets by number of shares to get the net assets per share. This is the asset 

value belonging to each share in the same way as the price-earning ratio 

measures the profit per share. 

 

Net asset value is useful for shares valuation in sectors where the company 

value come from the held assets rather than the stream of profit that was 

generated by the company business. The examples are property companies 

and investment trusts. Both are convenient ways wherein the investors can 

buy diversified bundles of the assets they hold. 

The assets’ value can be obtained at book value or market prices and used 

depending on the circumstances and the sector. Some assets need to be 

excluded. One example of this is the tangible book value of NAV. 

 

The value as per NAV is arrived as follows 

Total assets XX 

(excluding miscellaneous expenditure & debit balance in P&l)  

Less: Total Liabilities xx 

NAV & debit xx 

OR  

Share Capital xx 

Add: Reserves xx 

Less: Miscellaneous expenses xx 

P& L (Dr balance) xx 

NAV   xx 

𝐯𝐚𝐥𝐮𝐞 𝐩𝐞𝐫 𝐬𝐡𝐚𝐫𝐞 =
𝐍𝐀𝐕

𝐍𝐨. 𝐨𝐟 𝐬𝐡𝐚𝐫𝐞𝐬
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Question 1. (ICSI) 

Following is the balance sheet of A Ltd. as on 31st March, 2017: 

Particulars Amount (Rs.) 

I EQUITIES AND LIABILITIES  

1. Shareholders’ funds  

(a) Share Capital  

Authorized, issued subscribed and paid-up capital  

14% Preference shares of Rs. 100 each 7,50,000 

Equity shares of rs. 10 each, fully called up and paid up 

15,00,000 

22,50,000 

(b) Reserve and surplus  

General reserve 9,00,000 

2. Non-current liabilities  

15% Debentures 7,00,000 

3. Current liabilities  

Current liabilities 5,00,000 

TOTAL 43,50,000 

II ASSETS  

1. Non-current assets  

(a) Fixed assets  

Tangible Assets & intangible Assets 32,50,000 

(b) Investment 6,00,000 

2. Current Assets  

Misc-Current assets 5,00,000 

TOTAL 43,50,000 

 

Calculate value of business under Net Assets method 

(a) Discharge 15% debentures at a premium of 10% 

(b) Fixed assets 10% above the book value 

(c) Investments at par value 

(d) Current assets at a discount of 10%. 
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Question 2. 

Calculate the value by net asset method 

Balance Sheet of X Ltd as on 31.3.2018 

Liabilities Amount Assets Amount 

Equity share capital of Rs. 100 each 

6% debentures of Rs. 10 each 

Reserve Fund 

Dividend Equalization Reserve 

Employee’s Provident Fund 

Trade Creditors 

Profit & Loss A/c 

1,00,000 

20,000 

34,000 

4,000 

 3,000 

10,000 

2,000 

Land & Building 

Plant & Machinery 

Stock 

Debtors 

Cash 

30,000 

1,10,000 

16,000 

14,000 

3,000 

 1,73,000  1,73,000 

 

The assets of X Ltd are valued at 10% less with the exception of land & 

building which are valued at book value. Company to receive 5% of net 

valuation of the business as goodwill. 

 

(B) Price to Book Multiple Method 

The application of this method is similar to that of the P/E multiple method. 

Since the book value of equity is essentially the amount of equity capital 

invested in the firm, this method measures the market value of each dollar 

of equity invested. 

 

This method can be used for 

– companies in the manufacturing sector which have significant capital 

requirements; 

– companies which are not in technical default (negative book value of equity); 

 

The Price/Book Value Multiple of Comparable Company is arrived as follows: 

Step 1- Weighted Average Market Price 

Step 2- Divide by: Value per share as per Net Assets Value 

Step 3- Price/Book Value Multiple 

 

Question 3 

NCH Corporation, which markets cleaning chemicals, insecticides and other 

products, paid dividends of Rs.2.00 per share in 2017 on earnings of Rs.4.00 

per share. The book value of equity per share was Rs.40.00, and earnings are 
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expected to grow 6% a year in the long term. The stock has a beta of 0.85, 

and sells for Rs.60 per share. (The treasury bond rate is 7%.) .Based upon 

these inputs, estimate the price/book value ratio for NCH. 

 

2. INCOME OR EARNING APPROACH 

The Income-based method of valuations works on the premise that the 

current value of any business is a function of the future value that an investor 

can expect to receive from purchasing all or part of the business. 

In other words, the value of the business must be related to the profits it 

will earn and the cash it will generate in the future. 

 

It is further divided into two methods : 

(a) Discounted Cash Flow Method (DCF) - DCF expresses the present value 

of the business as a function of its future cash earnings capacity. In this 

method, the appraiser estimates the cash flow of any business after all 

operating expenses, taxes, and necessary investments in working capital and 

capital expenditure is being met. Valuing equity using the free cash flow to 

stockholders requires estimating only free cash flow to equity holders, after 

debt holders have been paid off. This method is more appropriate when 

future returns are expected to be substantially different from current 

operations. It usually has two stages, the first stage involves a discreet 

forecast of future earnings or cash flow to be discounted to the present 

using a discount rate, and the second stage involves the construction and 

discounting of a terminal value. The terminal value is determined when the 

entity’s future return stream is expected to achieve a stable long-term 

growth. 

 

It is a method of valuing a project, company, or asset using the concepts of 

the time value of money. All future cash flows are estimated and discounted 

by using cost of capital to give their present values (PVs). The sum of all 

future cash flows, both incoming and outgoing, is the net present value (NPV), 

which is taken as the value of the cash flows in question. 

 

PV of future sum =           FV/(1+r)n 

OR   

= FV x PVF(r,n) 
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PV of a series of Equal Future cash flows or Annuity 

= Annuity Amount x PVAF (r,n) 

 

Question 4. 

Assume that a deposit to be made at year zero into an account that will earn 

8% compounded annually. It is desired to withdraw Rs. 5,000 three years 

from now and Rs. 7,000 six years from now. What is the size of the 

year zero deposit that will produce these future payments. 

 

Question 5 

Machine A costs Rs. 1,00,000 payable immediately. Machine B costs Rs. 

1,20,000 half payable immediately and half payable in one year’s time. The 

expected cash receipts are : 

Year(at end) Machine A (in Rs.) Machine B (in Rs.) 

1 

2 

3 

4 

5 

20,000 

60,000 

40,000 

30,000 

20,000 

60,000 

60,000 

80,000  

 

At 7% opportunity cost, which machine should be selected on the basis of 

NPV? 

b) Capitalization of Earning Method 

The capitalization method basically divides the business expected earnings 

by the so-called ‘capitalization rate’. The idea is that the business value is 

defined by the business earnings and the capitalization rate is used to relate 

the two. This method is more appropriate when it appears that a company’s 

current operations are indicative of its future operations, assuming of 

course, a normal growth rate. Under this method a stable  level of earnings 

is divided by a capitalization rate in order to arrive at an operating value for 

the entity. Where net earnings are being capitalized, the capitalization rate 

is the net earnings discount rate less the average sustainable growth rate. 

(i) Value = 
𝑵𝒆𝒕 𝑶𝒑𝒆𝒓𝒂𝒕𝒊𝒏𝒈 𝑰𝒏𝒄𝒐𝒎𝒆

𝑪𝒂𝒑𝒊𝒕𝒂𝒍𝒊𝒛𝒂𝒕𝒊𝒐𝒏 𝑹𝒂𝒕𝒆
 

Capitalization Rate = Discount Rate – Growth Rate 
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Question 6 

An investor wants to invest in an equity share of PKN Ltd. The company’s last 

EPS was Rs. 50 per share and dividend payout ratio is 40%. The required rate 

of return from equity investment is 20%. Calculate the intrinsic value of 

equity if 

(i) There is no growth in dividend. 

(ii) Dividend are expected to grow at a constant rate of 18% p.a. 

 

Question 7. 

Equity shares are currently selling at Rs. 60. The company is expected to pay 

a dividend of Rs. 3 with a growth rate of 8%. Find out the rate of return. 

 

Question 8. 

In Satija company, the value of 14% Debentures is Rs. 60,00,000 . Assume a 

tax rate is 50%. Compute the cost of debt. 

 

Question 9. 

Satija company has following capital structure : 

Equity Shares (4,00,000)         Rs. 80,00,000 

10% Preference shares             Rs. 20,00,000 

14% Debentures                        Rs. 60,00,000 

The share of the company currently sells for Rs. 25. It is expected that the 

company will pay a dividend of Rs. 2 per share which will give a growth at 7%. 

Tax rate is 50%. Calculate WACC. 

 

Marginal Cost of Capital 

In practice, the investment proposal my require funds to be raised from new 

internal/external sources thus, increasing the total funds also. When this 

happens, the cost of capital of additional funds is called Marginal Cost of 

Capital. 

 

If the additional financing uses more than one source, say a combination of 

debt and preference share capital, then the WACC of new financing is called 

the Weighted Marginal Cost of Capital (WMCC). 
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Calculation of WMCC 

(a) WMCC is calculated on the basis of market value weights because the new 

funds are to be raised at the market values. 

(b) The specific cost of capital can be accurately calculated. 

 

Question 10. 

A firm wishes to raise funds upto Rs. 10,00,000 and finds that its WMCC 

depends upon the amount of funds raised. The firm has set pattern for 

financing, i.e. , 75% shareholders funds and 25% debt. The shareholders 

funds may be taken as consisting of retained earnings and capital. The 

following cost for each source have been estimated at different levels of 

financing from that source. 

Source Amount (rs) Cost 

Shareholders Fund  

 

 

Bonds (rate of interest) 

Upto Rs 1,50,000 

1,50,000 – 6,00,000 

6,00,000 – 9,00,000 

Upto Rs 1,00,000 

1,00,000 – 2,00,000 

2,00,000 – 3,00,000 

12% 

14% 

17% 

7.15% 

8.57% 

11.43% 

 

Find out the WMCC at different breaking points given that 

(i) the tax rate is 30%. 

(ii) the retained earnings of Rs 1,50,000 will be provided by the current 

earnings at specific cost of capital of 12%. 

(iii) additional needed shareholder funds will have to be raised by the issue 

of share capital. 

 

WMCC AND NPV 

WMCC can be effectively used in the calculation of NPV by analyzing WMCC 

in conjunction with the firm’s investment opportunities. 

– A proposal may be considered desirable if its NPV discounted at WMCC is 

zero or positive. 

– NPV under constant WMCC 

If a firm has constant WMCC, the different proposal may be evaluated on 

the basis of this WMCC. The proposal having highest NPV should be accepted. 
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– NPV and Increasing WMCC 

If the firm’s WMCC has break points over increasing levels of new financing, 

then determining the optimal capital budgeting procedure is a difficult task. 

As the firm increases the amount of investments, the return from the 

projects will decrease, since generally, the first project accepted has highest 

return, the next project selected will have next highest return and so on. In 

other words, the return on investment will decrease as the firm accepts more 

and more proposals. At the same time, the WMCC will increase because 

additional amount of new financing will be required. The firm would accept, 

therefore, the proposals upto the point where the WMCC is just equal to 

marginal return on investment. Beyond this point, the return will be less than 

the costs. 

 

Question 11. 

A firm finds break points in its WMCC at the following levels of new financing: 

Levels of Financing WMCC 

Rs 12,00,000 10% 

Rs 18,00,000 12% 

Rs 28,00,000 16% 

Rs 36,00,000 21% 

 

Analyze the above and set the acceptance criteria for the selection of the 

proposals. 

3. MARKET BASED APPROACH 

Market Approach refers to the notion of arriving at the value of a company 

by comparing it to the market value of similar publicly listed companies. The 

comparison is based on certain financial ratios or multiples, such as the price 

to book value, price to earnings and EV/EBITDA, of the equity in question to 

those of its peers. This type of approach, which is popular as a strategic tool 

in the financial industry, is mainly statistical, based on historical data, and 

current market sentiments. This is also known as relative valuation method. 

 

A market approach is a method of determining the appraisal value of an asset 

based on the selling price of similar items. The market approach is a business 

valuation method that can be used to calculate the value of property or as 

part of the valuation process for a closely held business. Additionally, the 
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market approach can be used to determine the value of a business ownership 

interest, security or intangible asset. Regardless of 

what asset is being valued, the market approach studies recent sales of 

similar assets, making adjustments for differences in size, quantity or 

quality. 

 

a) Fair Market Value (FMV) 

Fair Market Value (FMV) is, in its simplest expression, the price that a person 

reasonably interested in buying a given asset would pay to a person seriously 

interested in selling it for the purchase of the asset, or what the asset would 

fetch in the marketplace. To establish FMV, it must be assumed that 

prospective buyers and sellers are reasonably knowledgeable about the asset, 

that they are behaving in their own best interests, that they are free of 

undue pressure to trade and that a reasonable time period is given for 

completing the transaction. 

 

Book value is the price paid for a particular investment or asset. Fair market 

value, on the other hand, is the current price at which that same asset can 

be sold. Book value and fair market value can work together to help investors 

determine how much they stand to gain or lose by selling off assets. 

 

One way analysts try to identify the fair market value for a company is with 

a metric called the P/E (price to earnings) ratio. P/E Ratio is one of the most 

widely used tools for stock selection. It is calculated by dividing the current 

market price of the stock by its earning per share (EPS). It shows the sum 

of money you are ready to pay for each rupee worth of the earnings of the 

company. PE = Market price / EPS. 

 

Fair Value = Expected or Standard P/E x Expected EPS 

Step 1 

Calculate the P/E ratio. 

Step 2 

Compare the P/E ratio for your company with other companies in the same 

industry. For instance, if you want to find the fair value for a bank, you must 

compare the P/E ratio to other P/E ratios in the banking industry. 

Step 3 
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Interpret the meaning of the P/E ratio. A high P/E ratio means the company 

is overvalued and a low P/E ratio means the company is undervalued. For 

instance, if I own a company with a P/E ratio of 5 when the average P/E ratio 

for companies in the same industry is 3, I know that my stock is overvalued 

(more expensive). 

Step 4 

Adjust the stock price down to the average P/E ratio for the industry. If the 

average P/E ratio is 3, and the P/E ratio on my stock is 5 (current price Rs.10 

/ earnings per share Rs. 2), then I can use the P/E equation to find what the 

stock price would need to be in order to have a P/E ratio of 3. The equation 

is: New P/E ratio x Earnings per share. The answer is 3 x Rs. 2 or Rs. 6. The 

fair market value for this stock is Rs. 6, not Rs. 10. 

 

Question 12 

The expected EPS of a company for the current year is Rs. 6. In the industry 

the standard P/E ratio is 13 to 15. The company is in high growth stage. What 

is the best estimate of company’s share price? Should the share be 

purchased? 

 

Question 13 

You are given the following information about a company 

Recent EPS = Rs. 1.89 

Growth rate (constant)= 6% 

Dividend payout ratio = 50% 

Required rate of return = 10% 

After five years, the expected P/E ratio is 12.5. Calculate 

(i) The intrinsic value of share at present 

(ii) The expected selling price of share at the end of 5th year 

(iii) The maximum price at which the investor should buy this share 

 

Question 14. A firm is currently paying a dividend of Rs. 2 per share. The 

rate of dividend is expected to grow at 5% for first five years and 10% 

thereafter. Find the value of share if the required rate of return is 15%. 

 

Question 15. 

Darwin Ltd has the following details 
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ROE = 15% 

Expected EPS = Rs. 5 

Expected DPS = Rs. 2 

Required rate of return = 10% p.a 

As a financial advisor, you are required to calculate its expected growth rate, 

its price, P/E ratio. 

 

IND AS 

Indian Accounting Standard (abbreviated as Ind-AS) are the Accounting 

standards adopted by companies in India and issued under the supervision and 

control of Accounting Standards Board (ASB), which was constituted 

as a body in the year 1977. ASB is a committee under the Institute of 

Chartered Accountants of India (ICAI) which consists of representatives 

from government department, academicians, other professional bodies viz. 

ICAI, representatives from ASSOCHAM, CII, FICCI, etc., while formulating 

the accounting standards, ASB will give due consideration to standards issued 

by IASC and try to integrate them to the extent possible, in the light of the 

conditions and practices prevailing in India. 

 

The Ind-AS are named and numbered in the same way as the corresponding 

International Financial Reporting Standards (IFRS). National Advisory 

Committee on Accounting Standards (NACAS) recommend these standards 

to the Ministry of Corporate Affairs (MCA). MCA has to spell out the 

accounting standards applicable for companies in India.  

 

Procedures for Issuing Accounting Standards 

Following is the procedure adopted by ASB for issuing Accounting Standards: 

(a) ASB determines the broad areas requiring formulation of Accounting 

Standards and list them according to priority. 

(b) An exposure draft is prepared with the help of a study group constituted 

for this purpose. Views of government, public sector undertakings, industry 

and other organizations are also obtained before 

formulating the Exposure Draft (ED). 

(c) ED comprises the following: 

(i) A statement of concepts and fundamental accounting principles relating to 

the standard. 
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(ii) Definition of the terms used in the standards. 

(iii) The manner in which the accounting principles have been applied for 

formulating the standard. 

(iv) The presentations and disclosures requirements in complying with the 

standard. 

(v) Class of enterprises to which the standard will apply. 

(vi) Date from which the standard will be effective. 

 

(d) The Exposure Draft will be published in the professional journals and 

circulated otherwise to obtain views and comments. ASB after revising the 

standards submits the same to the council. 

(e) The council will consider and, if necessary, amend the standards after 

consulting the ASB, then in its final form the council issues the standard 

under its authority. 

 

IND AS VALUATION 

 

IAS 33 EARN ING PER SHARE 

 

Objective and Scope 

• Amount of earnings that are attributable to each common or ordinary 

shareholder is represented by Earning Per Share (EPS) number. 

• Standard seeks to provide guidance on: 

– How earnings per share should be accounted for. 

– When diluted EPS should be presented. 

– What information should be disclosed. 

• Fairly complex calculations : 

– IA SB has provided numerous illustrative examples that accompany but are 

not part of the standard. 

• Ordinary Shares : 

– Equity instruments that are subordinate to all other classes of equity 

instruments. 

– Also referred to as common shares. 

• The EPS calculations focus on these shares as they are residual in nature : 

– Ordinary or common shareholders share in the residual earnings after 

operating expenses and dividends on preferred shares. 
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• IAS 33 covers financial statements of : 

– Entities that have ordinary shares or potential ordinary shares traded in 

public market. 

– Entities that are in the process of filing their statements with a securities 

commission for the purpose of going public. 

• Potential Ordinary shares: 

– Financial instruments (or other contracts) that may entitle the holder to 

ordinary shares. 

– Convertible debt, convertible preferred shares, options, warrants and 

contingent issuable shares. 

• Contingently issuable shares: 

– Issuable under the terms of contingent share agreement. 

– Shares that will be issued for little or no cash when certain conditions in 

the agreement are met. 

• EPS is calculated and presented: 

– I f there are numerous public shareholders. 

– If the entity files financial statements with a securities regulator. 

– Only in the consolidated statements when non-consolidated are prepared as 

well. 

 

Measurement 

• Two types of EPS: 

– Basic EPS (Based on existing earnings and outstanding common / ordinary 

shares) Diluted EPS. 

• Basic EPS is calculated as follows: 

– The profit or loss attributable to ordinary shareholders is divided by the 

weighted average number of ordinary shares outstanding. 

– The calculation should also be done for income from continuing operations 

as well ( if presented in the P & L Statement). 

• Earnings 

Profit or loss attributable to ordinary shareholders begins with : 

– Profit or loss from continuing operations 

– Profit or loss 

 

Adjustment to earnings 

– Dividends on preferred shares : 
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Only declared dividends relating to non-cumulative preferred shares are 

deducted and dividends (declared or not) relating to cumulative preferred 

shares are deducted. 

– Gains / losses on settlement / repurchase / early conversion of preferred 

shares. 

– After tax interest on loan or debentures. 

– Discount / premium/ amortization. 

– No adjustment is made to numerator for options and warrants. 

• The entity must determine whether potential common shares are dilutive or 

anti-dilutive. 

Potential common shares that results in lower Dilutive EPS are referred to 

as dilutive and included in the calculation of DE PS; whereas potential common 

shares that would result in Dilutive EPS higher than Basic EPS are referred 

to as anti – dilutive and not included in the calculation or final reported DEPS. 

 

 

• Written call options / Warrants: 

When the entity writes a call option or issues a warrant, then it gives the 

holder the right to buy or obtain shares in a predetermined price ( Exercise 

price) and when that price is lower than the market price, option is said to be 

“in the money” and will be an incentive for the holder to exercise the option 

and it would be dilutive to the company. 

 

• Written put options and forward purchase contracts: 

When a entity writes a put option or enters into a forward contract to sell 

shares, given the holder the right to sell the shares to the entity for a 

predetermined price (Exercise price) and when the price is higher than the 

market price, option is said to be “ in the money” and will be an incentive to 

exercise the option and sell the share to the entity at higher price. 

 

• Convertible instruments: 

Convertible instruments are included in DEPS calculation when dilutive. But 

convertible preferred shares are assumed to be anti-dilutive if the related 

dividend per ordinary share is greater than BEPS. 

 

Convertible debt is considered to be anti – dilutive whenever the after tax 

interest per ordinary share is greater than BEPS. 
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• Contingently issuable shares: 

These are included from the beginning of the period if the following 

conditions are satisfied by year end. The conditions relate to 

– Earning levels 

– Share prices 

– Other factors such as store openings 

 

If the conditions are not satisfied by the year end, the calculation is based 

on the number of shares that would be issued if the end of the current period 

were the end of the evaluation period. 

 

• Retrospective adjustments: 

When the number of shares increases during or after the reporting period 

but before the statements are authorized for issue, all EPS numbers are 

adjusted. 

 

• Presentation: 

– The entity must disclose the EPS numbers in the statement of 

comprehensive income. 

– If a separate profit & loss statement is prepared, the EPS numbers are 

presented there. 

– If discontinued operations are reported, the BEPS and DEPS for 

discontinued operations may be presented on the statement of 

comprehensive income or the notes. 

 

IND AS 32 FINANCIAL INSTRUMENT PRESENTATION 

 

What is Financial Instrument? 

It can be a financial liability or an equity instrument. If it is an equity 

instrument then: 

(a) It does not have any contractual obligation. 

(b) It is either a non-derivative and if it is derivative, it is to be settled 

either in cash or by an asset for the fixed number of entity’s own equity 

instruments. 
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In a situation, where an entity can exchange its own equity instruments top 

receive or deliver shares, then this arrangement/contract is not an equity 

instrument but a financial asset or financial liability. 

 

Scope 

This standard is applicable to all financial instruments except : 

– Subsidiaries, joint ventures, associates, etc. 

– Employees’ benefits 

– Insurance contracts 

– Instruments where share-based payments are involved 

–The standard applies to contracts to buy or sell non-financial instruments 

which can be settled in cash by some other financial instruments 

– When a contract is readily convertible in cash 

– A written option can only be settled in cash not otherwise. 

 

Presentations 

– The issuer of a financial instrument will classify the instrument either as 

an asset or as an equity instrument 

– Under certain conditions, an issuer will define an equity instrument if it has 

no contractual obligations to deliver cash or financial asset of other entity 

or to exchange any assets / liabilities under favourable conditions. If the 

instrument is to settled with the issuer’s own equity instrument then it is a 

non – derivative that includes no contractual obligation to deliver the entity’s 

own equity, or if it is a derivative it would require settlement with a fixed 

amount of cash or a fixed number of shares of the entity. 

 

Puttable Instruments 

– These include contractual obligations for the issuer to repurchase or 

redeem instruments for cash or other financial asset when sold. 

– If an instrument entitles the holder to a pro-rata share after payment of 

all liabilities on liquidation, the instrument is subordinate to all other 

instruments. A subordinate instrument has no priority over other claims to 

the assets. All subordinate instruments are puttable, and the formula to 

calculate the redemption price is the same in that class. 

– Puttable instruments do not have any obligations apart from the contractual 

obligations by the issuer. 
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Settlement with Entity’s Own Shares 

In a settlement if an entity receives its own shares, then it is a financial asset 

or financial liability contract: 

– It is a financial liability when the entity has to buy back its own shares for 

cash. 

– A contract that requires delivery of an entity’s own shares in exchange for 

cash or another asset, it is a financial asset. 

 

Contingent Settlement Provisions 

A contingent settlement requires a financial instrument to deliver cash or 

another financial asset on the happening of a certain event in the future 

which will render the instrument as a financial liability. Such events are 

beyond the control of the entity. 

 

 

Interest, Dividends, Gains and Losses 

– Interest, dividends, gains and losses relating to a financial instrument or a 

component which is a financial liability, shall be recognized in the P & L 

statement. 

– Any dividend distributions to the holder of financial instruments long with 

any transaction costs shall be directly debited to equity, net of any income 

tax benefits. 

– The issue cost of equity should be deducted from equity. These costs are 

typically legal, like accounting, etc. 

– If dividends are classified as an expense, it should be presented in the 

statement of comprehensive income. 

– The requirement of IAS 1 and IFRS 7 are to be complied with. 

 

Offsetting a Financial Asset and a Financial Liability 

A financial asset and a financial liability shall be set off and the net amount 

shall be presented in the financial statements under the following 

circumstances: 

(a) There is a legal enforceable right of set off. 

(b) The entity wants to settle on net basis or wants to realize asset and settle 

liability simultaneously. 
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But, if the transfer of an asset does not qualify for re-recognition, then the 

set off of asset and liability do not take place. 

 

This standard requires a set off when doing so presents the future cash flows 

after settling two or three instruments. 

 

Offsetting assets with liabilities is inappropriate when : 

(a) Several instruments are used to emulate one instrument. 

(b) Financial assets and liabilities have same primary risk exposure. 

(c) Financial assets are pledged. 

(d) Assets are set aside in trust. 

(e) Obligations arising under an insurance contract. 

 

IND AS 113 - FAIR VALUE MEASUREMENT 

 

Objectives 

1. T o determine Fair Value. 

2. To set out a single Ind AS framework for measuring fair value. 

3. T o require disclosures with respect to fair value measurements. 

 

Scope 

This Ind AS applies when another Ind AS requires or permits fair value 

measurements or disclosures about fair value measurements. 

 

Exclusion 

This Ind-AS does not apply to the following: 

1. Share-based payment transaction as per Ind AS 102 

2. Leasing transactions within as per Ind AS 47, and 

3. Measurements that have some similarities to fair value but are not fair 

value, such as net realisable value (NRV) in Ind AS 2,Inventories, or value in 

use in Ind AS 36, Impairment of Assets. 

 

Fair Value Measurement 

(a) Definition of Fair Value 
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Fair value is the price that would be received to sell an asset or paid to 

transfer a liability in an orderly transaction between market participants at 

the measurement date. 

 

(b) Fair Value Measurement – Approach 

Ind AS 113 states that fair value measurement requires an entity to 

determine all of the following: 

• Asset/Liability: The particular asset/liability that is subject to 

measurement maybe either a standalone asset/liability or a group of assets / 

group of liabilities / group of assets and liabilities. 

• Principal / Most advantageous market: The principal (or most advantageous 

market) for the asset or liability. 

• Non-financial assets: For a non-financial asset, the valuation premise that 

is appropriate for measurement (consistent with its highest and best use). 

 

(c) Valuation Techniques 

The valuation techniques consider the availability of data to develop inputs, 

and the level of the fair value hierarchy within which the inputs are 

categorized. 

 

Principal Market Vs Most Advantageous Market 

A fair value measurement assumes that the transaction to sell asset or 

transfer a liability takes place either: 

– In the principal market of an asset or liability , or 

– In the absence of the principal market, the most advantageous market of 

asset or liability 

 

Principal market is the market with the greatest volume and the highest level 

of activity for the asset or liability. Different entities can have different 

principal markets as the access of an entity to some market can be restricted. 

 

The most advantageous market is the market that maximizes the amount that 

would be received to sell the asset, or minimizes the amount that would be 

paid to transfer the liability. 

 

(d) Fair Value Measurement – Valuation Techniques 
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(i) Market Approach 

• Market Multiples similar publicly listed companies (Revenue, EBITDA, EBIT, 

Price to Book, etc. adjusted for differences in growth, risk and profitability) 

• Guideline Transactions in the market in the same industry as the subject 

Company  

 

(ii) Cost Approach 

• Reflects the amount that would be required to replace the service capacity 

of an asset. 

• For Non-financial assets=Current Replacement Cost + Obsolescence 

 

(iii) Income Approach 

• Present Value Techniques (e.g. Discounted Cash Flow Method when valuing a 

business) 

• Option Pricing Models (e.g. Black Scholes, Monte Carlo Simulation and 

Binomial models in valuing ESOP or put/call options). 

• Multi-Period Excess Earnings Method (e.g. Valuing the primary intangible 

asset in the business) 

• Relief-from-royalty Method (e.g. Valuing Brand or IP) 

• With-and-without Method (e.g. Valuing Non-Compete agreements) 

 

Fair Value Measurement – Fair Value Hierarchy 

IND AS 113 establishes a fair value hierarchy that transfers inputs to 

valuation techniques in 3 levels. 

 

(i) Input Level 3 (unobservable ) 

Inputs that reflect management’s own assumptions about the assumptions 

that a market participant would make (E.g. Projected cash flows used to value 

a business or non-controlling interest in an unlisted entity) 

 

(ii) Input Level 2 (Indirectly observable) 

– Prices in active markets for similar assets / liabilities, quoted prices for 

identical / similar items in markets that are not active 

– Inputs other than quoted prices (e.g. – interest rates, yield curve) 

 

(iii) Input Level 1 ( Directly observable) 
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Quoted prices in active markets for identical assets / liabilities (e.g. Quoted 

prices for an equity security on the BSE/ NSE). 

 

Disclosures In Financial Statements 

An entity shall disclose information that helps users of its financial 

statements assess both of the following: 

(a) For assets and liabilities that are measured at fair value on a recurring or 

non-recurring basis in the balance sheet after initial recognition, the 

valuation techniques are used to develop those measurements. 

(b) For recurring fair value measurements using significant unobservable 

inputs (Level 3),the effect of the measurements on profit or loss or other 

comprehensive income for the period. 
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INTRODUCTION 

Valuation of any asset provides its true value or worth. An investor is always 

interested in knowing the intrinsic value or fair value of securities before taking any 

investment decision. Therefore, the valuation of securities becomes an integral part 

of security analysis. 

Valuation of securities can be based on accounting information (such as book value 

or liquidation value) or on the basis of discounted cash flow value. 

 

METHODS OF VALUATION 

(1) DISCOUNTED CASH FLOW MODEL (DCF) 

This model calculates the value of an equity share as the total present value of all 

future expected cash inflow. The present value is calculated by using some 

appropriate discount rate or required rate of return on equity(Ke). This is the 

minimum required rate of return from the viewpoint of the prospective investor. 

The intrinsic value of share is also termed as the theoretical value of fair price. The 

actual price may be different from the intrinsic value of the share giving rise to 

investible opportunities. If market price is lower than its intrinsic value, then the 

share is undervalued or underpriced in the market. Such a share is a good buy. On 

the other hand, if the market price is greater than its intrinsic value, the share is 

overvalued or overpriced in the market. Such a share is not a good buy. 

 

There can be two cases under DCF technique for valuation of an equity share: 

(i) WHEN HOLDING PERIOD IS PRE -DECIDED OR FINITE 

An investor may decide to hold the share for a particular period of time; hence be 

would be selling it at some price at the end of the investment period. For the sake 

of simplicity here we can assume that the expected 

dividends every year and selling price at the end of holding period can be estimated 

in advance.  

 

(a) ONE YEAR HOLDING PERIOD 

When an investor wants to hold the share only for one year and tries to determine 

its fair price, he needs to make an estimate of year end dividend and selling price. 

Given these two, the fair value can be estimated using discounting rate(i.e., required 

rate of return from equity shares). 

Po = D1 + P1/1+ Ke 

Where 

Po = Present value of share (Fair value) 

D 1 = Expected year end dividend 

P1 = expected year end selling price 

      METHODS OF VALUATION  
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Ke = Required rate of return 

 

Illustration 1. 

An investor wants to invest in the equity shares of XYZ Ltd for one year. The 

company is expected to declare a dividend of Rs 2 per share. Further a leading 

security analyst has projected the year end target price of this 

company’s share at Rs 120. Do you think the stock is a good buy now at Rs. 100? 

Assume that the required rate of return is 10%. 

Solution. 

D1 = Rs 2 

P1 = Rs 120 

Ke = 10% 

Po = D1 + P1/1+ Ke 

= 2 + 120 / 1+ 0.10 

= Rs 110.9 

= Rs 111 

Therefore, the fair price of share is Rs. 111. The investor should buy it at a current 

price of Rs 100. 

 

(b) MULTIPLE YEARS HOLDING PERIOD 

In such a case we need to calculate the total of present value of all expected future 

dividends and at the end of holding period the expected selling price. 

Po = D x PVFA(Ke, n) + Pn x PVF (Ke, n) 

Where 

D = Expected dividend 

Pn = Expected selling price at the end of period n 

 

Illustration 2. 

An investor wants to invest in XYZ Ltd for five years. The company is expected to 

declare a dividend of Rs. 2 at the end of every year for five/ years. Further a leading 

analyst has projected the expected price of this 

company’s shares after five years would be Rs. 150. Do you think the stock is a good 

buy at Rs. 110 now? Assume that the required rate of return is 10%. 

Solution: 

D1 = D2= D3= D4 = D5 = Rs 2 

P5 = Rs 150 

Ke = 10% 

Po = D x PVFA(Ke, n) + Pn x PVF (Ke, n) 

= 2( PVFA 10%, 5) + 150 (PVF 10%, 5) 
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= 2 (3.791) + 150(0.621) 

= 100.73 

Therefore, the fair price pf the equity share is Rs. 100.73. The investor should not 

buy it at a current price of Rs. 110. 

 

(2) ASSET APPROACH 

An asset-based approach is a kind of business valuation that focuses on a company’s 

net asset value (NAV), or the fair market value of its total assets minus its total 

liabilities, to determine what it would cost to recreate the business. There is some 

room for interpretation in the asset approach in terms of deciding which of the 

company’s assets and liabilities to include in the valuation, and how to measure the 

worth of each. 

 

The asset-based approach is best used when a business is non operating or has been 

generating losses, and the company’s focus is holding investments or real estate. The 

adjusted net asset method is commonly used for estimating the value of the 

business. The difference between the fair market value of the company’s total 

assets and the fair market value of its total liabilities determines the fair market 

value of the business. This technique also includes the value of all of the business’ 

intangible assets and liabilities, such as goodwill and pending litigation. 

 

In this cost-based approach, the primary emphasis is placed upon the fair market 

value of the assets and liabilities of a business. As a result, this approach uses 

various methods that consider the value of individual assets and liabilities including 

intangible assets. The most well-known method in this approach relies upon the 

reported balance sheet assets and liabilities generally termed as book value. It 

should be recognized, however, as book-value concept. Assets are reported in 

accordance with various accounting conventions that may or may not accurately 

reflect fair market value. 

 

It is further classified into : 

(a) NET ASSET VALUE 

The total value of the assets of a company less its liabilities is the net asset value. 

For the purpose of valuation, the usual thing to do is to divide the net assets by 

number of shares to get the net assets per share. This is the asset value which 

belongs to each share in the same way as the price-earning ratio measures the profit 

per share. 

 

Net asset value is useful for shares valuation in sectors where the company value 

comes from the held assets rather than the stream of profit that was generated by 
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the company business. The examples are property companies and investment trusts. 

Both are convenient ways wherein the investors can buy diversified bundles of the 

assets they hold. 

 

The assets’ value can be obtained at book value or at market price and used 

depending on the circumstances and the sector. Some assets need to be excluded. 

One example of this is the tangible book value of NAV. 

 

(b) PRICE TO BOOK MULTIPLE METHOD 

The application of this method is similar to that of the P/E multiple method.Since 

the book value of equity is essentially the amount of equity capital invested in the 

firm, this method measures the market value of each dollar of equity invested. 

 

This method can be used for 

– companies in the manufacturing sector which have significant capital requirements. 

– companies which are not in technical default (negative book value of equity). 

 

The Price/Book Value Multiple of Comparable Company is arrived as follows : 

Step 1- Weighted Average Market Price 

Step 2- Divide by: Value per share as per Net Assets Value 

Step 3- Price/Book Value Multiple 

 

(3) EARNING -BASED MODEL 

The income-based method of valuations is based on the premise that the current 

value of any business is a function of the future value that an investor can expect 

to receive from purchasing all or part of the business. 

In other words, the value of the business must be related to the profits it will earn, 

and the cash it will generate in the future. 

It includes 

 

Capitalization of Earning Method 

The capitalization method basically divides the business expected earnings by the 

so-called ‘capitalization rate’. The idea is that the business value is defined by the 

business earnings and the capitalization rate is used to relate the two. This method 

is more appropriate when it appears that a company’s current operations are 

indicative of its future operations, assuming of course, a normal growth rate. Under 

this method a stable level of earnings is divided by the capitalization rate in order 

to arrive at an operating value for the entity. Where net earnings are being 

capitalized, the capitalization rate is the net earnings discount rate less the average 

sustainable growth rate. 
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Value =
Net Operating Income

Capitalization Rate
 

 

Capitalization rate = discount rate – growth rate 

 

(4) MEASURING COST OF EQUITY 

The measurement of cost of capital of equity is the most typical and conceptually a 

difficult exercise. The reason being, there is no coupon rate in case of equity shares. 

Further, there is no commitment to pay equity dividend and it is the sole discretion 

of the directors to pay or not to pay dividend or to decide at what rate the dividend 

should be paid to the equity shareholders. Moreover, the equity shareholders are 

the last claimant on the profits of the company. Therefore, it is often said that the 

equity shares have no cost of capital as such. But it is not true. Like all other sources, 

it also has a cost. 

 

The investors will invest the funds in the form of equity share capital of a firm, only 

if they expect a return from the firm, which will compensate them for surrendering 

their money as well as the risk they would undertake. The rate of discount at which 

the expected dividends are discounted to determine their present value is known as 

cost of equity share capital. 

 

In case of equity share, the cost is to be viewed in the opportunity framework. The 

investor has provided funds to the firm to receive the combined return of dividends 

and appreciation in market value. 

 

(A) CAPITAL ASSET PRICING MODEL (CAPM) 

The relationship between risk and return established by the security market line is 

called the capital asset pricing model. It was developed in mid-1960s by three 

researchers, William Sharpe, John Lintner and Jan Mossin independently. It is 

basically a simple linear relationship. The higher the value of beta, the higher would 

be the risk of the security, therefore, the larger would be the return expected by 

the investors. In other words, all securities are expected to yield returns 

commensurate with their riskiness as measured by β. This relationship is valid not 

only for individual securities, but is also valid for all portfolios, whether efficient or 

not. 

 

CAPM shows how risky assets are priced in efficient capital market. It helps in the 

prediction of expected return on security or portfolio. The expected return 

determined through CAPM can be used to find out whether a security is earning 

more or less than expected return. From investment point of view an investor should 

select securities which provide higher return than the one expected by CAPM. 
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Total risk of a security comprises two components. 

 

(i) Systematic Risk or Non-Diversifiable Risk 

Systematic risk is the risk which is caused by factors beyond the control of specific 

company, such as general factors in the market, GDP, inflation, interest rates, tax 

policy, government policy, etc. These factors affect all the companies and cause 

variability in their returns. Systematic risk cannot be reduced by holding an 

efficiently diversified portfolio. Therefore, systematic risk is that part of total risk 

which cannot be eliminated by diversification. 

 

Systematic risk of a security is indicated by beta coefficient (β). β captures the 

sensitivity of a security’s return with respect to market return. 

 

 (ii) Unsystematic Risk or Diversifiable Risk 

It is that part of total risk which is diversifiable. It is caused by factors which are 

within the control of a specific company, such as management, operational efficiency, 

labour conditions and financial leverage. The sources of unsystematic risk are 

business risk and financial risk. Securities which are less than perfectly and 

positively correlated can be combined together to diversify away unsystematic risk. 

 

It can be observed that unsystematic risk can be reduced to zero in an efficiently 

diversified portfolio; hence the only relevant risk in such a portfolio is systematic 

risk. 

 

As per CAPM there is a linear and positive relationship between expected return and 

systematic risk measured by β. CAPM is used to estimate expected return from a 

security or portfolio. β measures the sensitivity of a security’s returns to the return 

of market portfolio. Some securities are less sensitive while others are more. Hence 

β of different securities and portfolios are also different. Moreover, as discussed 

earlier unsystematic risk of a security can be diversified away, hence investor will 

not receive any return or risk premium for bearing unsystematic risk. The investor 

will receive risk premium only for the systematic risk identified by β. 

 

Assumptions of CAPM 

The capital asset pricing model is based on certain explicit assumptions regarding 

the behavior of investors. The assumptions are: 

(a) Investors make their investment decisions on the basis of risk- return 

assessments measured in terms of expected returns and standard deviations of 

returns. 

(b) The purchase or sale of a security can be undertaken in infinitely divisible units. 
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(c) Purchase and sales by single seller cannot affect prices. This means that there 

is perfect competition where investors determine prices by their actions. 

(d) There are no transaction costs. 

(e) There are no personal income taxes 

(f) The investor can lend or borrow any amount of funds desired at a rate of interest 

equal to the rate for riskless securities. 

(g) The investor can sell short any amount of any shares. 

(h) Investors share homogeneity of expectations. 

CAPM is stated as below 

E(Ri) = Rf + (E(RM) – Rf) β 

Where 

E(Ri) = expected rate of return from a security 

Rf = Risk free return 

E(RM) = expected return on market portfolio 

β = beta factor of security 

As per CAPM 

Expected Return = Risk Free Rate + Market Risk Premium x Systematic Risk 

Expected Return = Risk Free Rate + Risk Premium 

Expected Return = Reward for Time + Reward for Risk 

Risk premium of a return can be calculated as the product of Market Risk premium 

and Systematic risk of a security. 

 

Thus, we can say that the expected return from a security depends upon the 

following three factors: 

(a) Risk free rate of return : This is the pure time value of money. It is the 

compensation an investor must get just for time without any assumption of risk. 

(b) Market risk premium or the market price for risk : This is the reward an investor 

must get for bearing one unit of market risk or systematic risk. 

(c) Amount of systematic risk indicated by β : This is the relative amount of 

systematic risk in a security. 

 

The higher the systematic risk, the higher will be the expected return. 

It must be noted that risk free rate of return and market risk premium will be 

common for all the securities. Hence, the only factor that causes difference in 

expected return across various securities is β factor or systematic risk. The higher 

the systematic risk, the greater will be the expected return from that security. 

Uses of CAPM 

It is used to determine the expected or required rate of return from a security. 

Two important uses of CAPM are : 
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(a) In wealth management industry, CAPM is used to find out securities which are 

underpriced or overpriced; so that a prospective investor can make investment in 

underpriced security and an existing investor can sell overpriced securities. 

(b) I n capital budgeting decision in Financial Management, we calculate Weighted 

Average Cost of Capital (WACC) as the appropriate discount rate. An important 

component of WACC is cost of equity. CAPM is used to determine the cost of equity 

which is nothing but the required rate of return. 

 

Limitations of CAPM 

CAPM is a popular model for asset pricing or determination of expected return. 

However, it is criticized on following grounds: 

(a) It is based on many simplified and unrealistic assumptions. In real life, securities 

are not infinitely divisible, there are transaction costs and taxes, unlimited lending 

and borrowing is not possible at a same risk free rate. 

(b) The estimation of β factor is not a simplified task. We may calculate β using 

historical data. But past β values may not be valid in future. Hence β is not constant 

overtime. Hence any estimation error in β factor will result in incorrect estimation 

of expected return. 

 

Current Validity of CAPM 

The CAPM is generally appealing at an intellectual level, as it is logical and rational. 

Although its basic assumptions arise some doubts in the minds of the investors. 

Investment analyst have been creative in adapting CAPM for this use. The following 

points about CAPM should be noted: 

(a) By focusing on the market risk, it makes the investors think about the riskiness 

of assets in general. It provides the basic concepts and these are of fundamental 

value. 

(b) It is useful for the selection of securities and portfolios. Securities with higher 

returns are considered to be undervalued and attract buys. Overvalued securities, 

whose returns are lower than the normal return, are suitable for sale. 

 (c) In the CAPM, it is believed that investors consider only market risk. Given the 

estimate of risk free rate, beta of the firm and required market rate of return, one 

can find out the expected return from firm’s 

security. This expected return can be used as an estimate of the cost of retained 

earnings. 

(d) Historical data regarding the market return, risk free rate of return and beta 

vary differently for different periods. The various methods used to estimate these 

inputs also affect the beta value. Since the inputs 

cannot be estimated precisely, the expected return determined through the CAPM 

model is also subject to criticisms. 
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β: AN INDICATOR OF SYSTEMATIC RISK 

In an efficiently diversified portfolio, i.e., Market Portfolio, there is no 

unsystematic risk. All unsystematic risks have been diversified. Hence, the total risk 

of market portfolio comprises systematic risk. It implies that as per CAPM, the only 

risk which is priced in the market is systematic risk and not unsystematic risk. 

 

β is an indicator of systematic risk of a security. It measures the sensitivity of a 

security’s return with respect to market return. It is an index or a number which 

shows whether a security is less sensitive or more sensitive to market return. The 

more sensitive (or responsive) a security’s return is to market return, the higher will 

be the value of β. 

• If a security has β< 1 then it is less responsive to changes in market returns. 

• If a security has β> 1 then the security is more responsive to changes in market 

returns. 

• A risk free asset is not responsive to changes in market returns and hence the β 

of a risk free asset is always 0. 

• The β of market portfolio is always 1. This is because here we are relating market 

portfolio with itself, and therefore it must be 1. 

β of a security can be calculated as 

β = 
Cov (S.M)

σM 2
 

 

where 

Cov (S, M) = covariance between returns of security S and market return 

σM2 = variance of market returns or simply market variance 

Both σ and β are measures of risk. But they are also different and capture different 

measures of risks. Standard deviation is the indicator of total risk, whereas beta is 

an indicator of systematic risk. 

 

Illustration 3. 

Following information is available in respect of a security G and the market portfolio 

M 

Probabilities Security G Market portfolio M 

0.3 

0.4 

0.5 

10 

12 

14 

12 

15 

16 

Find out β of security G. 

 

Illustration 4. 
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You are given the following information about two securities P and Q 

Security P Q 

Actual return (%) 12 23 

B 0.6 1.6 

 

Risk free rate is 7% and expected return on market portfolio is 17%. Do you think 

securities P and Q are efficiently priced in market. 

 

Illustration 5. 

The risk free rate is 4.5 % , return on broad market index is 17% and beta of 

security L is 1.1. Find out the expected return from the security if the actual return 

provided is 20%. 

 

If expected return of security S is 22.5%, what must be its beta if it is correctly 

priced in the market. 

 

Illustration 6. 

The risk free rate is 6%, return on a broad market index is 18%. The actual return 

provided by the security is 20%. What must be its beta if the security is’ 

(a) Correctly priced in the market 

(b) Overpriced in the market 

(c) Under priced in the market 

 

(B) ARBITRAGE PRICING THEORY 

Arbitrage refers to the process of earning profit by taking advantage of different 

pricing for the same asset. The process generates risk-free profit. In the security 

market, it involves selling a security at a high price and the simultaneous purchase 

of the same security at a relatively lower price. Since the profit earned through 

arbitrage is risk free, investors have the incentive to undertake whenever the 

opportunity rises. In general, some investors indulge more in this type of activity 

than others. However, the buying and selling activities of arbitrageur reduces and 

eliminates the profit margin, bringing the market price to an equilibrium level. 

 

Arbitrage Pricing Theory (APT) is a general theory of asset pricing that holds that 

the expected return of a financial asset can be modeled as a linear function of 

various macro-economic factors or theoretical market 

indices, where sensitivity to changes in each factor is represented by a factor-

specific beta coefficient. The model-derived rate of return will then be used to 

price the asset correctly—the asset price should equal the expected end of period 



Make 

your 

notes  
 

 
                                                                        
                                                                                 

  
 

26.11 

price discounted at the rate implied by the model. If the price diverges, arbitrage 

should bring it back into line. 

 

In the APT context, arbitrage consists of trading in two assets – with at least one 

being mispriced. The arbitrageur sells the asset, which is relatively too expensive, 

and uses the proceeds to buy one which is relatively too cheap. 

 

Under the APT, an asset is mispriced if its current price diverges from the price 

predicted by the model. The asset price today should equal the sum of all future 

cash flows discounted at the APT rate, where the expected return of the asset is a 

linear function of various factors, and sensitivity to changes in each factor is 

represented by a factor-specific beta coefficient. 

 

A correctly priced asset here may be in fact a synthetic asset - a portfolio consisting 

of other correctly priced assets. This portfolio has the same exposure to each of 

the macroeconomic factors as the mispriced asset.  The arbitrageur creates the 

portfolio by identifying correctly priced assets (one per factor plus one) and then 

weighting the assets in a way that portfolio beta per factor is the same as for the 

mispriced asset. 

 

When the investor has bigger the asset and short the portfolio is smaller (or vice 

versa), he has created a position which has a positive expected return (the 

difference between asset return and portfolio return) and which has a net-zero 

exposure to any macroeconomic factor and is therefore risk free (other than for 

firm specific risk). The arbitrageur is thus in a position to make a risk-free profit: 

 

The APT along with the Capital Asset Pricing Model (CAPM) is one of two influential 

theories on asset pricing. The APT differs from the CAPM in that it is less 

restrictive in its assumptions. It allows for an explanatory (as opposed to statistical) 

model of asset returns. It assumes that each investor will hold a unique portfolio 

with its own particular array of betas, as opposed to the identical “market portfolio”. 

In some ways, the CAPM can be considered a “special case” of the APT in that the 

securities market line represents a single-factor model of the asset price, where 

beta is exposed to changes in value of the market. 

 

The APT was a revolutionary model because it allows the user to adapt the model to 

the security being analyzed. And as with other pricing models, it helps the user 

decide whether a security is undervalued or overvalued and so he or she can profit 

from this information. APT is also very useful for building portfolios because it 

allows managers to test whether their portfolios are exposed to certain factors. 
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APT may be more customizable than CAPM, but it is also more difficult to apply 

because determining which factors influence a stock or portfolio takes a 

considerable amount of research. It can be virtually impossible to 

detect every influential factor much less determine how sensitive the security is to 

a particular factor. But getting “close enough” is often good enough; in fact studies 

have found that four or five factors will usually explain most of a security’s return: 

surprises in inflation, GNP, investor confidence and shifts in the yield curve. 

 

The Arbitrage pricing theory based model aims to do away with the limitations of 

one-factor model (CAPM) that different stocks will have different sensitivities to 

different market factors which may be totally different from any other stock under 

observation. In layman terms, one can say that not all stocks can be assumed to react 

to single and same parameter always; hence the need to take multifactors and their 

sensitivities. 

 

Additionally, the APT can be seen as a “supply-side” model, since its beta 

coefficients reflect the sensitivity of the underlying asset to economic factors. 

Thus, factor shocks would cause structural changes in assets’ expected returns, or 

in the case of stocks, in firms’ profitabilities. 

 

On the other hand, the capital asset-pricing model is considered a “demand side” 

model. Its results, although similar to those of the APT, arise from a maximization 

problem of each investor’s utility function, and from the resulting market equilibrium 

(investors are considered to be the “consumers” of the assets). 

 

The APT formula is: 

E(rj) = rf + bj1RP1 + bj2RP2 + bj3RP3 + bj4RP4 + ... + bjnRPn 

where: 

E(rj) = the asset’s expected rate of return 

rf = the risk-free rate 

bj = the sensitivity of the asset’s return to the particular factor 

RP = the risk premium associated with the particular factor 

 

As the formula shows, the expected return on the asset/stock is a form of linear 

regression taking into consideration many factors that can affect the price of the 

asset and the degree to which it can affect it, i.e., the asset’s sensitivity to those 

factors. 
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If one is able to identify a single factor which singly affects the price, the CAPM 

model shall be sufficient. If there are more than one factors affecting the price of 

the asset/stock, one will have to work with a two-factor model or a multifactor 

model depending on the number of factors that affect the stock price movement 

for the company. 

 

Effect of Arbitrage on The Price 

To buy stock A and B the investor has to sell stock C. The buying pressure on stock 

A and B would lead to increase in their prices. Conversely, selling of Stock C will 

result in fall in the price of stock C. At lower price, there would be a rise in the 

expected return of stock C. 

 

For example, if stock C at the price of Rs. 100 per share earns 12% return, at Rs 80 

the return would be 12/80 x 100 = 15%. At the same time, return rates would decline 

in stock A and B with the rise in price. This buying and selling activity will continue 

until all arbitrage possibilities are eliminated. At this juncture, an approximate linear 

relationship arises between expected returns and sensitivities. 

 

Arbitrage Pricing Theory Assumptions 

• The theory is based on the principle of capital market efficiency, and hence 

assumes all market participants trade with the intention of profit maximization. 

• It assumes no arbitrage exists and if it occurs participants will engage to benefit 

out of it and bring back the market to an equilibrium level. 

• It assumes markets are frictionless, i.e., there are no transaction costs, no taxes, 

short-selling is possible and an infinite number of securities is available. 

 

Arbitrage Pricing Theory Benefits 

• APT model is multifactor. So, the expected return is calculated taking into account 

various factors and their sensitivities that might affect the stock price movement. 

Thus, it allows selection of factors that affect the stock price largely and 

specifically. 

• APT model is based on arbitrage free pricing or market equilibrium assumptions 

which to a certain extent result in a fair expectation of the rate of return on the 

risky asset. 

• APT based multifactor model places emphasis on the covariance between asset 

returns and exogenous factors, unlike CAPM. CAPM places emphasis on the 

covariance between asset returns and endogenous factors. 

• APT model works better in multiperiod cases as against CAPM which is suitable for 

single period cases only. 

• APT can be applied to the cost of capital, and capital budgeting decisions. 
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• The APT model does not require any assumption about the empirical distribution 

of the asset returns, unlike CAPM which assumes that stock returns follow a normal 

distribution system. Thus APT is a less restrictive model. 

 

Arbitrage Pricing Theory Limitations 

• The model requires short-listing of factors that impact the stock under 

consideration. Finding and listing all factors can be a difficult task and runs a risk 

of some or the other factor being ignored. Also, the risk of accidental correlations 

may exist which may cause a factor to become substantial impact provider or vice 

versa. 

• The expected returns for each of these factors will have to be arrived at, which 

depending on the nature of the factor, may or may not be easily available always. 

• The model requires calculating sensitivities of each factor which again can be an 

arduous task and may not be practically feasible. 

 

The factors that affect the stock price for a particular stock may change over a 

period of time. Moreover, the sensitivities associated may also undergo shifts which 

need to be continuously monitored making it very difficult to calculate and maintain. 

 

Arbitrage Pricing Theory-based models are built on the principle of capital market 

efficiency and aim to provide decision makers and participants with estimates of 

required rate of return on the risky assets. The required rate of return arrived 

using the APT model can be used to evaluate, if the stocks are overpriced or 

underpriced. Empirical tests conducted in the past have resulted from APT as a 

superior model over CAPM in many cases. However, in several cases, it has arrived 

at similar results as CAPM model, which is relatively simpler in use. 

 

Comparison Between the CAPM and the APT 

APT may be informative from medium to long term, but are not considered to be 

accurate in the short term. The CAPM, on the other hand, is a snapshot, and appears 

to be more accurate in the short term than it is in the long term. 

 

The APT focuses on risk factors rather than assets, so it has an advantage over the 

CAPM in that it does not have to create an equivalent portfolio to assess risk. 

 

The CAPM assumes that there is a linear relationship between the assets, whereas 

the APT assumes that there is a linear relationship between risk factors. This means 

that where there no linear relationship exists, the 

models are unable to adequately predict the outcomes. 

 



Make 

your 

notes  
 

 
                                                                        
                                                                                 

  
 

26.15 

However, both the CAPM and the APT make relatively unrealistic assumptions in that 

assets are freely available and desirable, there are no costs incurred in the 

acquisition of assets and that all investors tend to think alike and come to the same 

conclusions. This seems intuitively contradictory, as the most successful investors 

are likely to be those who are able to spot potential which has remained unnoticed 

by the market as a whole. Indeed, when all investors do think alike, a ‘bubble’ can be 

created which inflates the asset price and downplays the risks inherent in the asset. 

In this circumstance, assessing the risk of an asset based on the mood of the market 

is likely to be far more risky than can be predicted by either the CAPM or the APT. 

Theoretically, therefore, it could be argued that using a CAPM or APT analysis is 

likely to increase the propensity for ‘bubbles’ to emerge, as they are using static 

predictions of behaviour by investors. 

 

(5) ECONOMIC VALUE ADDED 

A concept critical in evaluating the performance of any business is economic value 

added. In generic terms, value added refers to the additional or incremental value 

created by an activity or a business venture. Economic value added is a refinement 

of this concept – it measures the economic rather than accounting profit created by 

a business after the cost of all resources including both debt and equity capital have 

been taken into account. 

 

Economic value added (EVA) is a financial measure of what economists sometimes 

refer to as economic profit or economic rent. The difference between economic 

profit and accounting profit is essentially the cost of equity capital – an accountant 

does not subtract a cost of equity capital from the computation of profit, so in fact 

an accountant’s measure of income or profit is in essence the residual return to that 

equity capital since all other costs have been deducted from the revenue stream. In 

contrast, an economist charges for all resources in his computation of profit – 

including an opportunity cost for the equity capital invested in the business – so an 

economist’s definition and computation of the profit is net above the cost of all 

resources. 

 

How to Calculate Economic Value Added (EVA) 

Note that, as in the traditional computation of earnings, interest on debt capital is 

subtracted from operating earnings (Earnings Before Interest and Taxes (EBIT)) 

to obtain net income Then, an opportunity cost on equity capital is subtracted to 

obtain EVA. The opportunity cost on equity capital is computed as the equity or net 

worth of the business times a rate of return that reflects the rate required by 

investors in the business. This required rate is in reality an opportunity cost 

measured by the rate of return that could be obtained on equity funds if they were 
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invested elsewhere. A positive EVA means the firm is generating a return to invested 

capital that exceeds the direct (i.e., interest) and opportunity cost of that invested 

capital; a negative EVA means that the firm did not 

generate sufficient returns to cover the cost of its debt and equity capital. 

 

The tables below give as view for how to calculate ‘Economic Value Added (EVA)’ 

Earnings before Interest and Taxes (EBIT)                                      xxx 

Less : Interest                                                                                   xxx 

Net Income                                                                                        xxx 

Less : Cost of Equity Capital                                                               xxx 

Economic Value Added (EVA)                                                              xxx 

Expressed as a formula: 

EVA = “Net Operating Profit after Taxes” – (Equity Capital X % Cost of Equity 

Capital). 

 

Illustration 7. 

Balance Sheet of ABC Limited 

as at 31st March, 2017 

I. EQUITY AND LIABILITIES Rs. 

1. Shareholder’s Funds  

Equity   40,00,000 

2. Non-Current liabilities  

Long term Debt 60,00,000 

3. Current liabilities  

(a) Account Payables   2,08,000 

(b) Bank Overdrafts   4,84,000 

TOTAL   1,06,92,000 

II ASSETS  

1. Non-current assets  

(a) Fixed assets   1,00,00,000 

2. Current Assets  

(a) Inventories  

(i) Raw Material   86,400 

(ii) Finished Goods 1,71,360 

(b) Account receivable   4,29,300 

(c) Cash   4,940 

TOTAL 1,06,92,000 

Statement of Profit of ABC limited  
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Sales 28,62,000 

Less: Operating expenses 11,48,400 

EBIT   17,13,600 

Less: tax expenses 6,85,440 

NOPAT   10,28,160 

 

The average rate of return on similar types of companies is 20% while risk free 

return is 12.5%. Rate of return as charged by bank is 18% and the tax rate is 40%. 

 

Calculate Economic Value Added. 

 

What insight does EVA provide about financial performance of a business? 

First, like any financial measure, the trend may be more valuable than the absolute 

value of EVA. Even if EVA is positive, a declining EVA suggests that financial 

performance is deteriorating over time, and if this trend 

continues EVA will become negative and financial performance unacceptable. A 

negative EVA indicates that the firm is not compensating its capital resources 

adequately, and corrective action should be considered if this negative EVA persists 

over time. 

 

Corrective action to improve EVA 

1. First, operating performance with respect to operating profit margins or asset 

turnover ratios could be improved to generate more revenue without using more 

capital. 

2. Second, the capital invested in the business might be reduced by selling under-

utilized assets; this strategy will simultaneously improve operating performance 

through a higher asset turnover ratio, as well as a reduced capital charge against 

those earnings because of a reduced debt or equity capital investment. 

3. Third, redeploy the capital invested to projects and activities that have higher 

operating performance than the current projects or investments are exhibiting. 

4. And fourth, if the business is not highly leveraged, change the capital structure 

by substituting lower cost debt for higher cost equity. Although this last strategy 

will decrease net income because of the higher interest cost, it will improve the EVA 

of the business because the total cost of debt and equity is reduced, and EVA 

measures the value created after all costs of capital (debt and equity) have been 

taken into account. 
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Advantages of Eva Analysis 

1. In various cases, company pay bonuses to the employees on the basis of EVA 

generated. Since a higher EVA implies higher bonuses to the employees, it motivates 

the employees for to work hard for generating higher revenue. 

2. Using EVA , company can evaluate the projects independently and hence decide on 

whether to execute the project or not. 

3. It helps the company in monitoring the problematic areas and hence taking 

corrective actions to resolve those problems. 

4. Unlike accounting profit, such as EBIT, Net Income and EPS, EVA is based on the 

idea that a business must cover both the operating costs as well as the capital costs 

and hence it presents a better and true picture of the company to the owners, 

creditors, employees, shareholders and all other interested parties. 

5. It also helps the owners of the company to identify the best person to run the 

company effectively and efficiently. 

 

However, there are some disadvantages of EVA like it is difficult to compute and 

also it does not take into account inflation into its calculation. Therefore, company 

should take into account above advantages and disadvantages before deciding 

whether to implement EVA or not. 

 

(6) MARKET VALUE ADDED 

Value-based management and shareholder value analysis have been popular concepts 

since find, but with the change of time newer related concepts such as MVA have 

started getting importance. 

 

Market value added is the difference between the company’s market and book value 

of shares. According to Stern Stewart, if the total market value of a company is 

more than the amount of capital invested in it, the company has managed to create 

shareholder value. If the market value is less than capital invested, the company has 

destroyed shareholder value. 

 

Market Value Added = Company’s total Market Value – Capital Invested With the 

simplifying assumption that market and book value of debt are equal, this is the same 

as Market Value Added = Market Value of equity – Book value of equity  

Book value of equity refers to all equity equivalent items like reserves, retained 

earnings and provisions. In other words, in this context, all the items that are not 

debt (interest bearing or non-interest bearing) are classified as equity.  

Market value added (MVATM) is identical in meaning with the market-to-book ratio. 

The difference is only that MVA is an absolute measure and market-to-book ratio is 

a relative measure. If MVA is positive, that means that market-to-book ratio is less 
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than one. According to Stewart Market value added tells us how much value the 

company has added to, or subtracted from, its shareholders investment. Successful 

companies add their MVA and thus increase the value of capital invested in the 

company. Unsuccessful companies decrease the value of the capital originally 

invested in the company. Whether a company succeeds in creating MVA or not, 

depends on its rate of return. If a company’s rate of return exceeds its cost of 

capital, the company will sell on the stock market with premium compared to the 

original capital. On the other hand, companies that have rate of return smaller than 

their cost of capital sell with discount as compared to the original capital invested 

in. The company. Whether a company has positive or negative MVA depends on the 

rate of return compared to the cost of capital. 

 

Market value added can also be defined in relation to Economic Value Added 

(EVATM). EVA measures whether the operating profit is enough compared to the 

total cost of capital employed. 

Stewart defines EVA as the surplus of Net Operating Profit after Taxes (NOPAT) 

after adjusting for capital cost, where NOPAT = Profit after depreciation and taxes 

but before interest costs and Capital Cost = Weighted average cost of capital X 

capital employed or  

EVA = (ROI – WACC) x Capital employed. 

 

He further defines the connection between EVA and MVA as: Market Value Added 

= Present Value of All future EVA by increasing EVA, a company increases its market 

value added or in other words increases the difference between company’s value and 

the amount of capital invested in it. 

 

The relationship of MVA with EVA has its implication on valuation. By rearranging 

the formula, market value of equity can be defined as: 

Market value of equity = Book value of equity + Present value of all future EVA. 

 

(7) SHAREHOLDER VALUE ADDED (SVA) 

Shareholder Value Added (SVA) represents the economic profits generated by a 

business above and beyond the minimum return required by all providers of capital. 

“Value” is added when the overall net economic cash flow of the business exceeds 

the economic cost of all the capital employed to produce the operating profit. 

 

Therefore, SVA integrates financial statements of the business (profit and loss, 

balance sheet and cash flow) into one meaningful measure. 
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The SVA approach is a methodology which recognizes that equity holders as well as 

debt financiers need to be compensated for the bearing of investment risk. The 

SVA methodology is a highly flexible approach to assist management in the decision-

making process. Its applications include performance monitoring, capital budgeting, 

output pricing and market valuation of the entity. 

 

Benefits of Adopting SVA 

To create value, management must have an understanding of the variables that drive 

the value of the business  An organization cannot act directly on value. It has to act 

on factors it can influence, such as client satisfaction, cost, capital expenditures, 

the debt / equity mix and so forth. Through an understanding of these drivers of 

value, management is able to establish a consistent dialogue, both internally and with 

the shareholders, regarding what needs to be accomplished to create value. 

The benefits of moving towards SVA include: 

1. Overall, value-based performance measures will result in greater accountability 

for the investment of new capital, as well as for the use of existing investments. 

2. Organization will have the opportunity to apply a meaningful private sector 

benchmark to evaluate performance. 

3. Managers will be provided with an improved focus on maximizing shareholder value. 

 

Drawbacks of Adopting SVA 

1. A limitation in the use of SVA as a performance measure is that, by nature, it is 

an aggregate measure. In order to analyze the underlying causes of any changes in 

calculated value between years, it is necessary to fully comprehend the value drivers 

and activities specific to a given firm. 

2. There may be certain enterprises which are subject to any degree of price 

regulation then it may not be possible for the management to adjust output prices 

to achieve a commercial return in response to upward movements in input prices. 

Such a situation may result in SVA being reduced even though there may have been 

no decrease in overall efficiency. 

3. Similarly, a reduction in direct Government funding would result in a decrease in 

SVA. 

4. Combined with the use of traditional accounting measures, a thorough knowledge 

of the value drivers of the business will assist in determining the underlying causes 

of fluctuations in the value added measure. 

5. Again, the use of SVA is not a substitute for detailed analysis of business drivers, 

rather it is an additional measurement tool with an economic foundation. 
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(8) EQUITY VALUATION MULTIPLES  

Equity price-based multiples are most relevant where investors acquire minority 

positions in companies. Care should be used when comparing companies with very 

different capital structures. Different debt levels will affect equity multiples 

because of the gearing effect of debt. In addition, equity multiples will not explicitly 

take into account balance sheet risk. 

 

Multiple Definition Advantages Disadvantages 

Multiple 

 

Definition Advantages Disadvantages 

P/E ratio Share price / 

Earnings per  

share (EPS). 

EPS is net 

income/weighted  

average no of 

shares in issue. 

EPS may be 

adjusted to  

eliminate 

exceptional items 

(core EPS) and/or 

outstanding 

dilutive elements 

(fully diluted EPS). 

• Most commonly 

used equity 

multiple. 

 • Data is 

availability in 

abundance. 

• EPS can be 

subject to 

differences in 

accounting policies 

and 

manipulation. 

 • Unless adjusted, 

can 

be subject to one-

off exceptional 

items. 

 • Cannot be used 

if earnings are 

negative. 

Price / cash 

Earnings 

Share price / 

earnings per share 

plus depreciation 

amortization and 

changes in non-

cash provisions. 

• Cash earnings are 

a rough measure of 

cash 

flow. 

• Unaffected by 

differences in 

accounting for 

depreciation. 

• Incomplete 

treatment of 

cash flow. 

• Usually used as 

supplement to 

other measures if 

accounting 

differences are 

material. 

ferences in 

for 

 

Price / book 

Ratio 

Share price / book 

value per 

share. 

• Can be useful 

where assets are a 

core driver of 

earnings such as 

capital-intensive 

industries. 

 • Most widely 

used in valuing 

 • Book values for 

tangible assets are 

stated at 

historical cost, 

which is not a 

reliable indicator 

of economic value. 

 • Book value for 
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financial 

companies, such as 

banks, because 

banks 

have to report 

accurate book 

values of their 

loans and deposits, 

and liquidation 

value 

is equal to book 

value since 

deposits and 

loans are 

liquidated at same 

value as the 

reported book 

values. 

tangible assets can 

be significantly 

impacted by 

differences in 

accounting 

policies. 

PEG ratio Prospective PE 

ratio / prospective 

average earnings 

growth. 

Most suitable 

when valuing high 

growth companies. 

• Requires credible 

forecasts of 

growth 

• Can understate 

the higher risk 

associated with 

many high-growth 

stocks. 

Dividend yield Dividend per share 

/ share 

price. 

• Useful for 

comparing cash 

returns with types 

of investments. 

 •  Can be used to 

establish a floor 

price for a stock. 

• Dependent on 

distribution  policy 

of the company. 

• Yield to investor 

is subject to 

differences in 

taxation between 

jurisdictions. 

 • Assumes the 

dividend is 

sustainable. 

Price / Sales Share price / sales 

per share. 

• Easy to calculate. 

 • Can be applied to 

loss making firms. 

 • Less susceptible 

to  

accounting 

differences 

than other 

measures. 

•  Mismatch 

between 

nominator and 

denominator in  

formula (EV/Sales 

is a more 

appropriate 

measure). 
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 • Not used except 

in very broad, 

quick 

approximations. 

 

Among all the multiples, the most commonly used is Price-Earning multiple. Fair price 

or intrinsic value of a share can be calculated on the basis of P/E multiplier. 

P/E = Current Price per share 

EPS 

 

There are three approaches for determining the P/E ratio for a company. 

(i) Average P/E Ratio 

In this approach one may calculate average P/E ratio of the company using historical 

P/E ratios. When historical P/E ratios are not highly fluctuating then mean may be 

used to calculate average, otherwise median P/E ratio is a good estimate of the 

expected P/E ratio. 

 

(ii) Using Regression Analysis 

We may also relate a firm’s historical P/E ratio to market P/E ratio overtime using 

time series regression analysis. The estimated relationship will be in the form of: 

PEi = 1 + b PEM 

Where 

PEi = P/E ratio of firm i 

PEM = P/E ratio of market index 

b = slope coefficient 

 

(iii) Relate P/E Ratio of a Company to its Broad Determinants 

A number of research studies have been conducted to determine the factors 

affecting P/E ratio of a company. These determinants are growth in earnings, risk, 

dividend policy, etc. 

As per Whitebeck Kisor (1963) model the following relationship is obtained. 

P/E = 8.2 + 1.5 (Earning growth rate) + 0.067 (D/P ratio) – 0.20 (S.D in growth rate). 

As per this model, higher growth, higher dividend and lower risk leads to higher P/E 

ratio. 

 

Illustration 8. 

The relevant details of the company are: 

Annual Turnover = Rs 50,00,000 

Operating Profit = 20% 

Equity share capital = Rs 20,00,000 
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(FV Rs 100) 

Capital Reserve = Rs 5,00,000 

12% Preference share capital = Rs 20,00,000 

10% Term Loans = Rs 10,00,000 

12 % debentures = Rs 10,00,000 

Tax Rate = 30% 

Dividend Payout Ratio = 50% 

P/E Ratio = 30 

Find out 

(a) EPS 

(b) Dividend per share 

(c) Market price 

(d) Earning yield 

(e) Dividend yield 

 

Illustration 9. 

A management consulting company is expecting to pay a dividend of Rs. 12 per share 

at the end of the year. The dividends have been growing @ 10% per annum and this 

growth rate is expected to continue. The equity capitalization rate is 12%. Assume 

that the share is fairly priced in the market. Find out the implicit P/E ratio if the 

EPS of the company is Rs. 20. 

Solution: 

Share is fairly priced in the market 

implies that market price = intrinsic value 

Hence, Intrinsic Value = 12 / (0.12 – 0.10) 

= Rs. 600 

Therefore, the current market price of share is Rs. 600 

Now, P/E ratio = Market Price / EPS 

= 600 / 20 

= 30 

Hence, the implicit P/E ratio is 30 

 

Illustration 10. 

DCL Ltd is expected to declare a dividend of Rs. 5 at the end of the current year. 

The earnings of the company are growing at 10% p.a. Find out the intrinsic value of 

the share if the required rate of return is 15%. If the current market price is equal 

to the intrinsic value then what is the expected price after one year? If an investor 

buys the share now and sells it after one year after receiving dividends what is his 

dividend yield and holding period return. 
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(9) Fair Market Value (FMV) 

Fair market value (FMV) is, in its simplest expression, the price that a person 

reasonably interested in buying a given asset would pay to another person why is 

reasonably interested in selling it at market place. To establish FMV, it must be 

assumed that prospective buyers and sellers are reasonably knowledgeable about 

the asset, that they are behaving in their own best interests, and they are free of 

undue pressure to trade, and a reasonable time period is given to them for 

completing the transaction. 

 

Book value is the price paid for a particular investment or asset. Fair market value, 

on the other hand, is the current price at which that same asset can be sold. Book 

value and fair market value can work together to help investors determine how much 

they stand to gain or lose by selling off assets. 

 

This method is an average of the values obtained on earning basis and net asset 

basis. This method attempts to minimize the demerits of earning basis as well as net 

asset basis method. 

 

Value per share = value as per Earning basis + value as per Net Asset basis / 2 

 

Illustration 11. 

From the following information and the balance sheet of A Ltd as on 31st March, 

2017 find the value of its equity shares by fair value method : 

(a) Buildings are now worth Rs. 3,50,000. 

(b) Profits of last three years have shown an annual increase of Rs 50,000. The 

annual transfer to reserve is 25% of the net profit. 

(c) Preference shares are preferred as to capital and dividend. 

(d) Normal rate of return expected is 15%. 

A Ltd. 

Balance Sheet as on 31st March, 2017 

Liabilities Amount 

(Rs.) 

Assets Amount 

(Rs.) 

1000, 8% preference 

shares of Rs 100 each, 

fully paid up 4,000 , equity 

shares of Rs 100 each, 

fully paid up 

Reserves 

Surplus 

1,00,000 

 

 

 

 

4,00,000 

1,50,000 

Building 

Furniture 

Stock (Market Value) 

Investments at cost 

(Face Value Rs 4,00,000) 

Debtors 

Bank 

70,000 

3,000 

4,50,000 

3,35,000 

 

2,80,000 

60,000 
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Balance on 01.04.16  

80,000 

Add: Surplus for 4,30,000 

2016 -17 

(before transfer to  

reserves) 

Creditors 

 

 

5,10,000 

 

 

 

48,000 

12,08,000 

Preliminary expenses 10,000 

 

 

 

 

 

 

12,08,000 

 

SELF TEST QUESTIONS 

 

1. What do you mean by Economic Value Added. How is EVA related to valuation? 

 

2. Write a short note on 

(a) CAPM 

(b) Systematic Risk 

(c) APT 

 

3. What do you mean by diversification? Does it reduce the risk of an investment? 

Explain with an example. 

 

4. Differentiate between CAPM and APT. 

 

5. If the risk-free return is 7%, expected return on BSE Sensex is 16% and risk 

measurement by standard deviation of BSE Index is 8%, how would you construct an 

efficient portfolio to produce an expected return of 12% and what would be its risk? 

(Ans : 4.44% ) 

 

6. The risk-free rate is 6%, return on a broad market index is 19%, the actual return 

provided by the security is 20%. What must be its beta if the security is 

(a) Correctly priced in the market 

(b) Overpriced in the market 

(c) Underpriced in the market 

(a. 1.08 b. >1.08 c. <1.08) 

 

7. An investor wants to invest in XYZ Ltd for five years. The company is expected 

to declare a dividend of Rs 2 at the end of every year for five/ years. Further a 

leading analyst has projected the expected price of this company’s shares after five 

years would be Rs 150. Do you think the stock is a good buy at Rs 110 now. Assume 

that the required rate of return is 10%. 

 

8. A security has a standard deviation of 5%. The correlation coefficient of the 

security with the market is 0.70 and market standard deviation is 4%. The return 

from the government securities is 10% and from market portfolio is 15%. What is 

the required return on the security. (Ans : 14.375%) 

 






