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MOCK TEST PAPER – 1 
FINAL COURSE: GROUP – I  

PAPER – 1: FINANCIAL REPORTING 
SUGGESTED ANSWERS/HINTS 

1. (a) As per para 9 of AS 13 "Accounting for Investments", the cost of investment includes 
acquisition charges such as brokerage, fees and duties.  In the present case, Take Ltd. 
has used borrowed funds for purchasing shares of its subsidiary company Give Ltd.  ` 4 
lakhs interest payable by Take Ltd. to State Bank of India cannot be called as 
acquisition charges, therefore, cannot be constituted as cost of investment. 

 Further, as per para 3 of AS 16 "Borrowing Costs", a qualifying asset is an asset 
that necessarily takes a substantial period of time to get ready for its intended use 
or sale.  Since, shares are ready for its intended use at the time of sale, it cannot be 
considered as qualifying asset that can enable a company to add the borrowing cost 
to investments.  Therefore, the directors of Take Ltd. cannot capitalise the 
borrowing cost as part of cost of investment.  Rather, it has to be charged to the 
Statement of Profit and Loss for the year ended 31st March, 2012. 

 (b) Calculation of value of closing inventory: 

 ` 
Value of closing inventory (given) 9,56,700 
Less: Adjustment to bring the stock of shirts at net realizable value (W.N.1)   (8,313) 
Revised value of closing inventory as per AS 2 9,48,387 

 Working Notes: 
1. Valuation of Shirts as per AS 2 

 ` 
Cost price (per shirt)          380  
Net realizable value per shirt :  
 Selling price of a shirt   ` 750 × 50%  =     375.00  
 Less : Selling expense   (5% of ` 375) =     (18.75)  
 NRV of a shirt            356.25  
As per AS 2, inventories are valued at cost or NRV whichever is 
less. 

 
(356.25) 

Difference of cost and NRV     23.75 
Therefore, value of inventory of shirts is to be reduced by ` 8,313  
 (` 23.75 x 350 shirts) 
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2. Valuation of Trousers as per AS 2 

 ` 
Cost price (per trouser)     520 
NRV per trouser:  
 Selling price of a trouser    ` 950.00  
 Less: Selling expense of a trouser  
           (` 3,800/700)     `   (5.43) 

 

 NRV of a trouser     ` 944.57  
As per AS 2, inventories are valued at cost or NRV whichever is less. 520 
Since, inventory of trousers is already carried at cost, no further 
adjustment is required in the total value of closing inventories. 

 

(c) The above call option gives A Ltd. a contractual right to exchange cash of ` 5 for an 
equity share in another entity and will be exercised if the market value of the share 
exceeds `  5 at the end of the 90 day period because it will be favourable to A Ltd., 
if it exercises the call option.  Since A Ltd. stands to gain if the call option is 
exercised, the exchange is potentially favourable to the company. Therefore, the 
option is a derivative financial asset from the time the company becomes a party to 
the option contract.  

(d) As per para 3 of AS 18 ‘Related Party Disclosures’, employees are not considered 
as Related Party for an entity.  Salaries and loans given to employees are in the 
course of normal dealings of business.   Therefore, the first two transactions cannot 
be considered as related party transactions.   

 As per para 3(a) of the standrad, holding and subsidiary companies are said to be 
related parties since they are said to be under common control for the purpose of 
consolidated financial statements.  Therefore, ‘inter-company sales between holding 
and subsidiary companies’ is a related party transaction.  However, as per para 7 of 
the standard, no disclosure is required for the same in consolidated financial 
statements.   

 Since, managing director of Kaju Ltd. directly or indirectly owns an interest in the 
voting power of the reporting enterprise that gives him control or significant 
influence over its subsidiary Kismis Ltd., the loan given to him by Kismis Ltd. will be 
treated as related party transaction. 
Since, holding and subsidiary companies are said to be related parties as per para 
3(a) of the standard, transfer of asset by holding company Kaju Ltd. to its subsidiary 
Kismis Ltd. will be considered as related party transaction. 
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2.  Notes to Accounts for Consolidated Balance Sheet of H Ltd. as on 31st March, 2013 
(An Extract) 

  As on 31st 
March, 

2013 

As on 31st 
March, 

2012 
  `  '000 `  '000 
1. Share Capital     
 10 crore Equity Shares of ` 10 each fully paid up 10,00,000 10,00,000 
2. Reserves and Surplus   
 Profit & Loss A/c             2,43,175   
 Less: Unrealised gain (W.N.5)        (4,500) 2,38,675 2,09,500 

 
Investment Reserve A/c (9/40 of pre-acquisition 
profits) 

 
   77,625 

 
   77,625 

  3,16,300 2,87,125 
3 Non-current Investment   

 
In A Ltd. (Associate) at cost (including capital reserve ` 
25,125) 

1,42,500 1,42,500 

 Share of Profit / (loss)   
  Post-acquisition (18,225) 13,500 
  Pre-acquisition profits    77,625    77,625 
  2,01,900 2,33,625 

Working Notes:  
1. Profit and Loss Account Balances  

 H Ltd.  A Ltd. 
 ` '000 `  '000 
Balance as on April 1, 2011 1,62,000 3,45,000 
Add: Profit for 2011-12   1,84,000 1,40,000 
 3,46,000 4,85,000 
Less: Dividend, 15% and 20% respectively (1,50,000) 80,000 
Balances as on April 1, 2012 1,96,000 4,05,000 
Add: Profit (Loss) for 2012-13 2,65,400 (1,41,000) 
 4,61,400 2,64,000 
Less: Dividend for 2012-13 (2,00,000)             - 
Balance as on 31st March, 2013 2,61,400 2,64,000 
Less: Share of Net loss  (W.N.2)   (18,225)  
 2,43,175  
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2.  Share of Profit/Loss of H Ltd. in A Ltd. (22.5%) 
 31.3.12 31.2.13 
 ` '000 ` '000 
Post acquisition Profit/loss 1,40,000 (1,41,000) 
Less: Dividend (80,000) - 
 60,000 (1,41,000) 
Share of H Ltd. 13,500 (31,725) 
Adjustment of post acquisition profit of 2011-12 in 2012-13 - 13,500 
 13,500 (18,225) 

3. Goodwill / Capital Reserve on acquisition of shares of A Ltd. 
 ` '000 
Investment 1,42,500 
Less:   Share capital (90,000) 
  Pre-acquisition profit (3,45,000 x 22.5%) (77,625) 
Capital Reserve 25,125 

4.  Profit or Loss of H Ltd. after including share of profit of A Ltd. as on 31.3.2012 
 ` '000 
Balance as on 31.3.12 1,96,000 
Add:  Share of profit of A Ltd. (W.N.2) 13,500 
 2,09,500 

5. Unrealised gain on sale of plant 
 ` '000 
Profit on sale ` 80,000 thousand x 25% 20,000 
Share of H Ltd. i.e. 22.5% 4,500 

3. (a)  Statement showing computation of 'Net Owned Fund' 

  ` in 000 
Paid up Equity Capital   100 
Free Reserves  500 
  600 
Less: Deferred expenditure  (200) 
 A   400 
Investments   
In shares of subsidiaries and group companies  100 
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In debentures of subsidiaries and group companies  100 
 B 200 
10% of A  40 
Excess of Investment over 10% of A (200-40) C 160 
Net Owned Fund [(A) - (C)] (400-160)  240 

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

Particulars `   
a. Net operating profit after taxes  25,00,000 
b. Less: Cost of Capital (WN 2) 6,00,000 
c. Economic Value Added 19,00,000 

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

 Working Notes: 
1. Capital Employed 

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

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

4. (i) Break up value of ` 1 of share capital =
 lakhs `R

 lakhs `

00.16
98.28 = ` 1.81 

 Break up value of ` 10 paid up share = ` 1.81 × ` 10 = `18.10 
 Break up value of ` 6 paid up share = ` 1.81 ×` 6 = ` 10.86 
 Market value of shares: 

 Average dividend =  
4

14%  13%  12%  11%






 +++ = 12.5% 
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 Market value of ` 10 paid up share = 
10% 

12.5%  × 10 = ` 12.50 

 Market value of ` 6 paid up share = 
10% 

12.5%  × 6 = ` 7.50 

(ii) Break up value of share will remain as before even if the controlling interest is being 
sold.  But the market value of shares will be different as the controlling interest 
would enable the declaration of dividend upto the limit of disposable profit. 

 
shares of value up Paid 

*Profit Average  × 100 = 
 lakhs16
 lakhs4.3 

  `

`  × 100 = 21.25% 

 Market value of shares:  

 For ` 10 paid up share = 
10% 

21.25% × 10 = ` 21.25 

 For ` 6 paid up share = 
10% 

21.25%  × 6 = ` 12.75 

 Fair value of shares = 
2 

valueMarket   value Breakup +  

 Fair value of ` 10 paid up share = 
2 

21.25  18.10+  = ` 19.68 

 Fair value of ` 6 paid up share = 
2 

12.75  10.86+ = ` 11.81 

 * (Transfer to reserves has been ignored) 
Working Notes: 

(` in lakhs) 
(a) Calculation of average capital employed 
 Fixed assets 24.00 
 Other tangible assets 3.00 
 Intangible assets 3.00 
   30.00 
 Less: Liabilities                 10 
           Bonus                       1 11.00 
   19.00 
 Less: ½ of profits [½ (4.1 – Bonus 1.0)]   1.55 
 Average capital employed 17.45 
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(b) Calculation of super profit 
 Average profit  = ¼ ( 3 + 3.5 + 4 + 4.1 – Bonus 1.0 ) 
                      = ¼ × 13.6 3.400 
 Less: Normal profit = 10 % of ` 17.45 lakh (1.745) 
 Super profit 1.655 
(c) Calculation of goodwill  
 3 Years’ purchase of average super-profit = 3 × 1.655 = ` 4.965 lakhs 
 Increase in value of goodwill             = ½ (book value + 3 years’ super profit) 
             = ½ (5 + 4.965) 
             = ` 4.9825 lakhs 
 Net assets as revalued including book value of goodwill (19 + 5) 24.00 
 Add: Increase in goodwill (rounded-off)   4.98 
 Net assets available for shareholders 28.98 

 Note:  In the above solution, tax effect of disputed bonus and corporate dividend tax 
has been ignored. 

5.  (a) Value Added Statement of Merit Ltd. For the year ended 31.03.2012 

Particulars  ` 
Sales/Turnover  40,57,000 
Less: Bought in Materials   
 Decrease in Stock 24,000  
 Purchases 20,20,000  
 Manufacturing and other expenses   2,30,000 (22,74,000) 
Value Added by Trading Activities  17,83,000 
Add: Other Income      55,000 
Gross Value Added   18,38,000 

 Applied as follows: 

` 

1. To Pay Employees    
  - Salaries, Wages, etc  10,00,000 
2. To Pay Government as    
  - Taxes, Duties etc (40,000+3,000)  43,000 
3. To Pay Providers of capital    
  - Interest on borrowings 4,69,000  
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  - Dividends    35,000 5,04,000 
4. To Pay for Maintenance and Expenses of the 

Company  
  

  - Depreciation 2,44,000  
  - Debenture Redemption Reserve 10,000  
  - General Reserve 10,000  
  - Retained Earnings 27,000 2,91,000 
Total Application of Value Added  18,38,000 

(b) Books of S Ltd. 
Journal Entries 

Date Particulars  Debit  
` 

Credit  
` 

31.3.11 Employees Compensation Expense Account Dr. 12,000  
  To Employees Stock Option Outstanding 

Account 
  12,000 

 (Being compensation expense recognized in 
respect of 1,000 options granted to employees at 
discount of ` 30 each, amortized on straight line 
basis over 2½ years) 

   

 Profit and Loss Account Dr. 12,000  
  To Employees Compensation Expense 

Account 
  12,000 

 (Being employees compensation expense of 
the year transferred to P&L A/c) 

   

31.3.12 Employees Compensation Expense Account Dr. 12,000  
  To Employees Stock Option Outstanding 

Account 
  12,000 

 (Being compensation expense recognized in 
respect of 1,000 options granted to employees 
at discount of ` 30 each, amortized on straight 
line basis over 2½ years) 

   

 Profit and Loss Account  Dr. 12,000  
  To Employees Compensation Expense 

Account 
  12,000 

 (Being employees compensation expense of 
the year transferred to P&L A/c) 

   

© The Institute of Chartered Accountants of India



9 

31.3.13 Employees Compensation Expense Account Dr. 6,000  
  To Employees Stock Option Outstanding 

Account 
  6,000 

 (Being balance of compensation expense 
amortized  
` 30,000 less ` 24,000) 

   

 Profit and Loss Account Dr. 6,000  
  To Employees Compensation Expense 

Account 
  6,000 

 (Being employees compensation expense of 
the year transferred to P&L A/c) 

   

31.7.13 Bank Account (` 60 × 1,000) Dr. 60,000  
 Employees Stock Option Outstanding Account (` 

30×1,000) 
Dr. 30,000  

  To Equity Share Capital Account   10,000 
  To Securities Premium Account   80,000 
 (Being exercise of 1,000 options at an exercise 

price of ` 60) 
   

Working Notes: 
1. Total employees compensation expense = 1,000 x (` 90 – ` 60) = ` 30,000 
2. Employees compensation expense has been written off during 2½ years on 

straight line basis as under: 
I year = ` 12,000 (for full year) 
II year = ` 12,000 (for full year) 
III year = ` 6,000 (for half year) 

6. (a) (1) ‘Share Capital’ and ‘Reserves and Surplus’ are required to be shown under the 
heading “Shareholders’ funds”, which have not been shown in the given 
balance sheet.  Although it is a part of ‘Equity and Liabilities’ yet it must be 
shown under the head “Shareholders’ Funds”.  The heading “Shareholders’ 
Funds” is missing in the balance sheet given in the question. 

(2) Reserves & Surplus is showing zero balance, which is not correct since there 
is. Debit balance of Statement of Profit & Loss.  This debit balance of Profit 
and Loss should be shown as a negative figure under the head ‘Surplus’.  The 
balance of ‘Reserves and Surplus’, after adjusting negative balance of surplus 
shall be shown under the head ‘Reserves and Surplus’ even if the resulting 
figure is in the negative. It should be noted that Profit and Loss Debit Balance 
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is not a part of current assets rather debit balance of Statement of Profit and 
Loss shall be shown as a negative figure under the head ‘Surplus’ as per 
requirement of Revised Schedule VI. 

(3) As per Revised Schedule VI Employee Stock Option Outstanding A/c is part of 
Reserves and Surplus and should not be shown separately.  Classification of 
Reserves and Surplus should be reflected is ‘Notes to Accounts’ for the same.   

(4) Share application money refundable shall be shown by way of note under the 
sub-heading “Other Current Liabilities”.  As this is refundable and not pending 
for allotment, hence it is not a part of equity. 

(5) Deferred Tax Liabilities has been correctly shown under Non-Current 
Liabilities. But Deferred tax assets and deferred tax liabilities, both, can not be 
shown in balance sheet because only the net balance of Deferred Tax 
Liabilities or Asset is to be shown as per para 29 of AS 22, Appropriate Ltd. 
should offset Deferred Tax Asset & Deferred Tax Liabilities and the break up of 
Deferred Tax Asset & Deferred Tax Liabilities into major components of the 
respective balance should be disclosed in ‘Notes to Account’.  Deferred Tax 
Asset shall be shown under Non-Current Asset. It should be the net balance of 
Deferred Tax Asset after adjusting the balance of deferred tax liability. 

(6) Under the main heading of Non-Current Assets, Fixed Assets are further 
classified as under: 
(i) Tangible assets 
(ii) Intangible assets 
(iii) Capital work in Progress 
(iv) Intangible assets under development. 

 Keeping in view the above, the Capital Work-in Progress shall be shown under 
Fixed Assets as Capital Work in Progress.  The amount of Capital advances 
included in CWIP shall be disclosed under the sub-heading “Long term loans 
and advances” under the heading Non-Current Assets.    

(b) Statement showing the Movement of Unit Holders’ Funds for the year ended 31st 
March, 2012 

 (` ’000) 
Opening balance of net assets 12,00,000 
Add: Par value of units issued (8,50,200 × ` 100) 85,020 
        Net Income for the year 85,000 
       Transfer from Reserve/Equalisation fund (Refer working Note)    15,390 
 13,85,410 
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Less: Par value of units redeemed (7,52,300 × ` 100)     75,230 
Closing balance of net assets (as on 31st March, 2012) 13,10,180 

Working Note: 

Particulars Issued Redeemed 
Units 8,50,200 7,52,300 
 `’ 000 `’ 000 
Par value 85,020 75,230 
Sale proceeds/Redemption value 96,500 71,320 
Profit transferred to Reserve /Equalisation Fund 11,480 3,910 
Balance in Reserve/Equalisation Fund (issued & 
Redeemed) 

15,390 

7. (a) As per para 9.3 of AS 10 ‘Accounting for Fixed Assets’, expenditure incurred on 
start-up and commissioning of the project, including the expenditure incurred on test 
runs and experimental production, is usually capitalized as an indirect element of 
the construction cost. However, the expenditure incurred after the plant has begun 
commercial production i.e., production intended for sale or captive consumption, is 
not capitalized and is treated as revenue expenditure even though the contract may 
stipulate that the plant will not be finally taken over until after the satisfactory 
completion of the guarantee period. In the present case, the company did not stop 
production even if the output was not of the desired quality, and continued the sub-
standard production due to huge investment involved in the project. Capitalization 
should cease at the end of the trial run, since the cut-off date would be the date 
when the trial run was completed. 

 (b)  Basis of provisioning whether on no issues or on technical evaluation is the basis of 
making estimates and cannot be considered as Accounting Policy. As per AS 5, due 
to uncertainties inherent in business activities, many financial statement items 
cannot be measured with precision but can only be estimated.  The estimation 
process involves judgments based on the latest information available.  An estimate 
may have to be revised if changes occur regarding the circumstances on which the 
estimate was based, or as a result of new information, more experience or 
subsequent developments.   

The basis of change in provisioning is a guideline and the better way of estimating 
the provision for non-moving inventory on account of change.  Hence, it is not a 
change in accounting policy.  Accounting policy is the valuation of inventory on cost 
or on net realizable value or on lower of cost or net realizable value.  Any 
interchange of this valuation base would have constituted change in accounting 
policy.  
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Further, the company should be able to demonstrate satisfactorily that having regard 
to circumstances provision made on the basis of technical evaluation provides more 
satisfactory results than provision based on 12 months issue. If that is the case, then 
the company can change the method of provision. 

(c)  In books of Lessee 
Journal Entry 

  ` ` 
Asset  A/c      Dr. 1,49,888  
      To Lessor   1,49,888 
(Being recognition of finance lease as asset and 
liability) 

   

Working Note: 

Year Lease Payments DF (12.6%) PV 
` ` 

1 40,000 0.89 35,600 
2 40,000 0.79 31,600 
3 40,000 0.70 28,000 
4 40,000 0.622 24,880 
5 40,000 0.552 22,080 
5 14,000 0.552   7,728 
   1,49,888 

(d)  (i)  As illustrated in AS 25, ‘Interim Financial Reporting’, provisions in respect of 
gratuity and other defined benefit schemes for an interim period are calculated 
on a year-to-date basis by using the actuarially determined rates at the end of 
the prior financial year, adjusted for significant market fluctuations since that 
time and for significant curtailments, settlements, or other significant one-time 
events. 

(ii)  A year-end bonus is anticipated for interim reporting purposes if, and only if, 
(1)  the bonus is a legal obligation or an obligation arising from past practice 

for which the enterprise has no realistic alternative but to make the 
payments, and  

(2) a reliable estimate of the obligation can be made. 
(iii)  For income-tax expense, apply estimated average annual effective income-tax 

rate to the pre-tax income of the interim period.  
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(iv)  An enterprise should apply the same criteria for recognising and measuring a 
provision at an interim date as it would at the end of its financial year. 

(v) Foreign currency translation gains and losses are measured for interim 
financial reporting by the same principles as at financial year end in 
accordance with the principles as stipulated in AS 11. 

(e)  As per para 5 of AS 17 ‘Segment Reporting’, enterprise revenue is revenue from 
sales to external customers as reported in the statement of profit and loss and 
segment revenue is the aggregate of: 
(i)  the portion of enterprise revenue that is directly attributable to a segment, 
(ii)  the relevant portion of enterprise revenue that can be allocated on a 

reasonable basis to a segment, and 
(iii)  revenue from transactions with other segments of the enterprise. 

 Further as per the definition segment revenue excludes:  
(a)  extraordinary items as defined in AS 5, Net Profit or Loss for the Period, Prior 

Period Items and Changes in Accounting Policies; 
(b)  interest or dividend income, including interest earned on advances or loans to 

other segments unless the operations of the segment are primarily of a 
financial nature; and 

(c)  gains on sales of investments or on extinguishment of debt unless the 
operations of the segment are primarily of a financial nature. 

 Accordingly, other income should be included as part of the segment revenue if they 
do not fall under the exclusion definition and if it is essentially operating in nature.  
Other income will have to be analyzed into what is operating and non-operating, i.e. 
what belongs to be segment and what does not.  Segment result is the differefnce 
between segment revenue and segment expenses and therefore includes income 
incidental to external turnover or the main activity of the segment.  Export incentives 
are price subsidies for achieving exports in a fiercely competitive export market.  
Therefore they are indirectly a component of export turnover and should be included 
in segment revenue.  

 Non-operating interest should be excluded from segment revenue.  However, 
interest received from customers due to delay in making payment is an operating 
income.  Segment assets are those operating assets that are employed by a 
segment in its operating activities and that either are directly attributable to the 
segment or can be allocated to the segment on a reasonable basis. Since 
receivables are part of the segment asset.  The related income should be included 
in segment revenue.  
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