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AS 4: Contingencies and Events 
Occurring after the Balance Sheet Date 
Contingencies: Applicable to the extent not covered by other standard. E.g. RDD.  
 
Events Occurring after the Balance Sheet Date: 
- Significant events, 
- Both favourable and unfavourable,  
- Occur between the balance sheet date and the date on which the financial statements are 
approved by approving authority. (E.g Board of Directrors) 

 
 
Dividends:  
- The directors may propose dividends after balance sheet date for the obvious reason that 
no dividend can be proposed till the year is over and profit is ascertained.  
- The dividends proposed by the directors however, do not reflect any condition existing on 
the balance sheet date.  
- The provision for proposed dividends is not required to be disclosed in Schedule III to the 
Companies Act, 2013.  
- Accordingly, proposed dividends is not treated as adjusting event. Such dividends are 
disclosed in the notes. 
 
Exception to above mentioned Rules: 
Events indicating going concern assumption inappropriate: 
Assets and liabilities should be adjusted for events occurring after the balance sheet date 
that indicate that the fundamental accounting assumption of going concern (i.e. existence of 
the enterprise) is not appropriate. 
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AS 5: Net Profit or Loss for the Period, 
Prior Period Items and Changes in 
Accounting Policies 
AS 5 puts items recognised in statements of profit and loss in six broad groups, namely: 
(i) Ordinary 
(ii) Ordinary but exceptional 
(iii) Extra-ordinary  
(iv) Prior period items 
(v) Changes in accounting policies 
(vi) Changes in accounting estimates. 
 
Profit or loss from ordinary but exceptional activities: Where income or expenses arise out 
of ordinary activities but are of exceptional size, nature or incidence, they should be 
disclosed as separate line item in the statement of profit and loss.  
Examples: (a) Write-down of inventories to net realisable value as well as reversal of such 
write-downs; 
(b) Restructuring of the activities of an enterprise and the reversal of any provisions for 
costs of restructuring; 
(c) Disposals of items of fixed assets; 
(d) Disposals of long-term investments; 
(e) Legislative changes having retrospective application; 
(f) Litigation settlements; and 
(g) Other reversals of provisions 
 
Extraordinary items: •Extraordinary items are income or expenses that arise from events or 
transactions that are clearly distinct from the ordinary activities of the enterprise and, 
therefore, are not expected to recur frequently or regularly. 
• The nature and the amount of each extraordinary item should be separately disclosed in 
the statement of profit and loss in a manner that its impact on current profit or loss can be 
perceived. 
Examples: a. Loss due to earthquakes / fire / strike 
b. Attachment of property of the enterprise by government 
 
Prior Period Items: - Prior period items are income or expenses which arise in the current 
period as a result of errors or omissions in the preparation of the financial statements of 
one or more prior periods. 
- The nature and amount of Prior Period item should be separately disclosed in the 
statement of Profit and Loss in a manner that their impact on current Profit or Loss can be 
perceived. 
- Examples: (a) Applying incorrect rate of depreciation in one or more prior periods. 
(b) Omission to account for income or expenditure in one or more prior periods. 
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Changes in Accounting Estimates: 
• The change in accounting estimate should be included in the determination of net profit 
or loss in: 
(i) the period of change, if the change affects the period only; or 
(ii) the period of change and the future periods, if the change affects both. 
• If the change of accounting estimate affects an item previously classified as extraordinary 
item, the effect of change should also be taken as extraordinary item. 
• The nature and amount of change in accounting estimate which has a material effect in 
the current period, or which is expected to have a material effect in subsequent periods, 
should be disclosed. If it is impracticable to quantify the amount, this fact should be 
disclosed. 
Examples: a. Change in estimate of provision for doubtful debts on sundry debtors. 
b. Change in estimate of useful life of fixed assets. 
 
Changes in Accounting Policies: 
• A change in accounting policy should be made only if  
- Required by statute or  
- Required for compliance with an accounting standard or  
- Considered that the change would result in a more appropriate preparation or 
presentation of the financial statements of the enterprise. 
Example: Change in cost formula in measuring the cost of inventories. 
 
The following are not changes in accounting policies: 
(a) The adoption of an accounting policy for events or transactions that differ in substance 
from previously occurring events or transactions, E.g., Introduction of a formal retirement 
gratuity scheme by an employer in place of ad hoc ex-gratia payments to employees on 
retirement; 
(b) The adoption of a new accounting policy for events or transactions which did not occur 
previously or that were immaterial. 
 
Disclosure: AS 1:  
Sometimes it is difficult to distinguish between change in accounting policy and change in 
accounting estimate. In such cases the change is treated as change in accounting estimate, 
with appropriate disclosure. 
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AS 11: The Effects of Changes in 
Foreign Exchange Rates 
Monetary items are money held and assets and liabilities to be received or paid in fixed or 
determinable amounts of money. For example, cash, receivables and payables. 
Non-monetary items are assets and liabilities other than monetary items. For example, 
fixed assets, inventories and investments in equity shares. 
 
Foreign currency transaction: 
Initial Recognition: 
A foreign currency transaction on initial recognition should be recorded at the rate on the 
date of the transaction.  
 
Reporting at each balance sheet date: 
Foreign currency monetary items should be reported using the closing rate.  
 
Non-monetary items which are carried in terms of historical cost should be reported using 
the exchange rate at the date of the transaction. 
 
Non-monetary items which are carried at fair value should be reported using the exchange 
rates that existed when the values were determined. 
 
The contingent liability denominated in foreign currency at the balance sheet date is 
disclosed by using the closing rate. 
 
[Recognition of Exchange Differences: Recognized as income or as expenses in the period in 
which they arise] 
 
Settlement: 
Exchange differences arising on the settlement of monetary items:  Recognized as income 
or as expenses in the period in which they arise. 
 
Note: According to the recent Notification: (i) Exchange differences arising on reporting of 
long-term foreign currency monetary items at rates different from those at which they were 
initially recorded, so far they relate to the acquisition of a depreciable capital asset, can be 
added to or deducted from the cost of the asset and shall be depreciated over the balance 
life of the asset.  
(ii) In case they relate to any item other than depreciable asset, exchange differences can be 
accumulated in the Foreign Currency Monetary Item Translation Difference (FCMITD) 
Account and should be written off over the useful life of the assets but not beyond 31st 
March, 2020. FCMITDA should be shown under the head ‘Reserves and Surplus’. 
 
AS 11 v/s AS 16: Exchange differences arising from foreign currency borrowings to the 
extent they are regarded as an adjustment to interest costs will be considered as 
borrowing cost and can be capitalized. Excess can be transferred to P&L A/c. 
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Translations (Branch Accounting): 
Integral --> Dependent: 
Monetary --> Closing rate 
Non - Monetary --> Transaction rate 
Profit & Loss --> Average Rate 
Opening Stock --> Opening Rate 
Closing Stock --> Closing Rate 
Difference --> Trial Balance (Balance sheet) 
       --> Profit & Loss A/c 
 
Non - Integral --> Independent: 
Monetary --> Closing rate 
Non - Monetary --> Closing rate 
Profit & Loss --> Average Rate 
Opening stock --> Opening rate 
Closing Stock --> Closing Rate 
Difference --> Trial Balance/ (Balance sheet) 
Foreign Currency Translation Reserve A/c (WILL NOT GO IN PROFIT & LOSS A/C) 
 
Forward Exchange Contract: 
Hedging: 
(i) An enterprise may enter into a forward exchange contract, which is not intended for 
speculation purposes, to establish the amount of the reporting currency required or 
available at the settlement date of a transaction. (Hedging) 
(ii) The premium or discount arising at the inception of such a forward exchange contract 
should be amortised as expense or income over the life of the contract. 
 
Speculation: 
In recording a forward exchange contract intended for trading or speculation purposes, the 
premium or discount on the contract is ignored and at each balance sheet date, the value of 
the contract is marked to its current market value and the gain or loss on the contract is 
recognised. 
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AS 12: Accounting for Government 
Grants 
Recognition of Government Grants: 
A government grant is not recognised until there is reasonable assurance that: 
• the enterprise will comply with the conditions attaching to it; and 
• the grant will be received. 
Receipt of a grant is not of itself conclusive evidence that the conditions attaching to the 
grant have been or will be fulfilled. 
 
Non-monetary Government Grants: 
Government grants may take the form of non-monetary assets, such as land or other 
resources, given at concessional rates.  
Accounting: 
- Account for such assets at their acquisition cost.  
-Non-monetary assets given free of cost are recorded at a nominal value. 
 
Presentation of Grants Related to Specific Fixed Assets (Monetary Grant): 
Method I (For Both Depreciable and Non depreciable): 
• The grant is shown as a deduction from the gross value of the asset concerned in arriving 
at its book value (therefore reduced depreciation) 
• Where the grant equals the whole, or virtually the whole, of the cost of the asset, the 
asset is shown in the balance sheet at a nominal value. 
 
Method II: 
• Grants related to depreciable assets are treated as deferred income which is recognized in 
the profit and loss statement on a systematic and rational basis over the useful life of the 
asset. 
•  If a grants related to a non-depreciable asset requires the fulfillment of certain 
obligations, then grants are treated as deferred income & credited to income over the same 
period over which the cost of meeting such obligations is charged to income. 
• Grants related to non-depreciable assets are credited to capital reserve under this 
method, if no obligation is pending. 
 
Presentation of Grants Related to Revenue: 
(i) Grants related to revenue are sometimes presented as a credit in the profit and loss 
statement, either separately or under a general heading such as ‘Other Income’. 
Alternatively, they are deducted in reporting the related expense. 
(ii) If grant relates to Multiple years it can be treated as deferred income and then 
transferred to P & L based on above principals. 
 
Presentation of Grants of the nature of Promoters’ contribution: Where the government 
grants are of the nature of promoters’ contribution, the grants are treated as capital reserve 
which can be neither distributed as dividend nor considered as deferred income. 
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Refund of Government Grants: 
• Government grants sometimes become refundable because certain conditions are not 
fulfilled and are treated as an extraordinary item (AS 5). 
• The amount refundable in respect of a government grant related to revenue is applied 
first against any unamortised deferred credit remaining in respect of the grant. To the 
extent that the amount refundable exceeds any such deferred credit, or where no deferred 
credit exists, the amount is charged immediately to profit and loss statement. 
• The amount refundable in respect of a government grant related to a specific fixed asset is 
recorded by increasing the book value of the asset or by reducing the deferred income 
balance, as appropriate, by the amount refundable. 
• Where a grant which is in the nature of promoters’ contribution becomes refundable, in 
part or in full, to the government on non-fulfillment of some specified conditions, the 
relevant amount recoverable by the government is reduced from the capital reserve. 
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AS 16: Borrowing Costs 
Borrowing costs are required to be capitalized as part of cost of qualifying asset, if it is 
directly attributable towards its acquisition, construction or production. 
 
Components of Borrowing Cost 

 
 
Qualifying Asset: A qualifying asset is an asset that necessarily takes a substantial period of 
time to get ready for its intended use or sale.  
 
Substantial Period: The issue as to what constitutes a substantial period of time primarily 
depends on the facts and circumstances of each case. However, ordinarily, a period of 
twelve months is considered as substantial period of time unless a shorter or longer period 
can be justified on the basis of facts and circumstances of the case. 
 
Recognition Criteria: Borrowing costs are capitalised as part of the cost of a qualifying asset 
when it is probable that they will result in future economic benefits to the enterprise and 
the costs can be measured reliably.  
 
Rules: 
(i) When an enterprise borrows funds specifically for the purpose of obtaining a particular 
qualifying asset, the borrowing costs that directly relate to that qualifying asset can be 
readily identified. 
(ii) If the funds are borrowed generally and used for the purpose of obtaining a qualifying 
asset, the amount of borrowing costs eligible for capitalisation should be determined by 
applying a weighted average capitalisation rate to the expenditure on that asset.  
(iii) In determining the amount of borrowing costs eligible for capitalisation during a period, 
any income earned on the temporary investment of those borrowings is deducted from 
the borrowing costs incurred. 
 
Commencement of Capitalisation: 
The capitalisation of borrowing costs as part of the cost of a qualifying asset should 
commence when all the following conditions are satisfied: 
(a)Expenditure for the acquisition, construction or production of a qualifying asset is being 
incurred: Expenditure on a qualifying asset = payments of cash + transfers of other assets - 
progress payments received - grants received in connection with the asset + borrowing costs 
previously capitalized.  (On which the capitalisation rate is applied in that period) 
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(b) Borrowing costs are being incurred. 
(c)Activities that are necessary to prepare the asset for its intended use or sale are in 
progress (They include technical and administrative work prior to the commencement of 
physical construction)  
 
Suspension of Capitalisation: 
- Capitalisation of Borrowing costs is suspended during a period in which the activities are 
interrupted (Abnormal).  
- However, capitalization of borrowing costs is not suspended during a period when 
substantial technical and administrative work is being carried out.  
- Capitalisation of borrowing costs is also not suspended when a temporary delay is a 
necessary part of the process of getting an asset ready for its intended use or sale.  
For example: capitalization continues during the extended period needed for inventories to 
mature or the extended period during which high water levels delay construction of a 
bridge, if such high water levels are common during the construction period in that 
geographic region. 
 
Cessation of Capitalisation: 
- Capitalisation of borrowing costs should cease when substantially all the activities 
necessary to prepare the qualifying asset for its intended use or sale are complete.  
- When the construction of a qualifying asset is completed in parts and a completed part is 
capable of being used while construction continues for the other parts, capitalisation of 
borrowing costs in relation to a part should cease.  
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AS 19: Leases 
A Finance Lease is a lease that transfers substantially all the risks and rewards incident to 
ownership of an asset. Title may or may not be eventually transferred.  
 
A lease is classified as an Operating Lease if it does not transfer substantially all the risk and 
rewards incident to ownership. 
 
Situations, which would normally lead to a lease being classified as a finance lease are: 
(a) The lease transfers ownership of the asset to the lessee by the end of the lease term; 
(these situations may commonly arise in hire purchase) 
(b) The lessee has the option to purchase the asset at a price which is expected to be 
sufficiently lower than the fair value at the date the option becomes exercisable such that, 
at the inception of the lease, it is reasonably certain that the option will be exercised; 
(c) The lease term is for the major part of the economic life of the asset even if title is not 
transferred;  
(d) At the inception of the lease, present value of the minimum lease payments amounts to 
at least substantially all of the fair value of the leased asset; and 
(e) The leased asset is of a specialized nature such that only the lessee can use it without 
major modifications being made. 
 
Minimum lease payments (MLP) (From Lessee point of view) = Periodic payments (lease 
rents) + Terminal payment (guaranteed residual value – by lessee)  
 
Unguaranteed residual value = Expected residual value (from 3rd Party) - guaranteed 
residual value (guaranteed by lessee) 
 
Accounting for Finance Leases (Books of lessee): 
(i) On the date of inception of Lease, Lessee should show it as an asset and corresponding 
liability at lower of: 
• Fair value of leased asset 
• Present value of minimum lease payments 
Asset A/c Dr 
 To Lessor A/c 
(ii) Lease payments to be apportioned between the finance charge and the reduction of the 
outstanding liability. 
(iii) Charge depreciation. 
 
Accounting for finance leases (Books of lessor): 
 Lessee A/c Dr 
  To Asset / Sales (At Net investment in Lease) 
 
Gross investment in Lease (GIL) = (MLP) + (UGR) 
Net Investment in Lease (NIL) = PV of GIL 
Unearned finance income (UFI) = GIL – NIL 
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The interest rate implicit in the lease is the discount rate that at which: 
Present value of MLP under a finance lease + UGRV = Fair value of the leased asset 
 
Operating Leases in the Books of Lessee: Rentals payable under an operating lease should 
be charged as an expense in the statement of profit and loss on a straight-line basis over the 
lease term, even if the payments are not made on that basis, unless another systematic 
basis is more representative of the time pattern of the user’s benefit. 
 
Operating Leases in the Books of Lessor: Rentals receivable under an operating lease 
should be considered as Income in the statement of profit and loss on a straight-line basis 
over the lease term, even if the payments are not received on that basis, unless another 
systematic basis is more representative of the time pattern of the user’s benefit. 
 
Sale and Leaseback: 
The basis of a sale and leaseback agreement is simply that one sells an asset for cash and 
then leases it back from the buyer.  
 
Where sale and leaseback results in finance lease: 
The excess or deficiency of sales proceeds over the carrying amount should be deferred and 
amortised over the lease term in proportion to the depreciation of the leased asset. 
 
Where sale and leaseback results in operating lease: 
Case 1: Sale price = Fair Value 
Profit or loss should be recognised immediately. 
Case 2: Sale Price < Fair Value 
Profit should be recognised immediately. The loss should also be recognised immediately 
except that, if the loss is compensated by future lease payments at below market price, it 
should be deferred and amortised in proportion to the lease payments over the period for 
which the asset is expected to be used. 
Case 3: Sale Price > Fair Value 
The excess over fair value should be deferred and amortised over the period for which the 
asset is expected to be used. Balance should be recognized immediately. 
E.g. For case 3: 
If BV = FV, Profit – Amortise. 
If BV < FV, Profit – Upto FV – P&L, Profit above FV – Amortise 
If BV > FV, Loss – Upto FV – P&L, Profit i.e (SV – FV)  – Amortise 
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AS 20: Earnings per Share 

 
 
Weighted Average Calculation (Assume Year-end December): 

 

 
 
Partly paid equity shares: Converted into equivalent No. of fully paid equity shares. 
 
Weighted Average Calculation (Assume Year-end December): 

 

 
 
Bonus issue or a share split: Adjusted as if the event had occurred at the beginning of the 
earliest period reported. 
EPS Calculation  (Assume Year-end December): 
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Right Issue – EPS Calculation (Assume Year-end December): 

 
Calculation: 

 
 
The following dates should be considered for consideration of weights for calculation of 
weighted average number of shares in the given situations: 
(i) Equity Shares issued in exchange of cash - Date of Cash receivable 
(ii) Equity Shares issued as a result of conversion of a debt instrument - Date of conversion 
(iii) Equity Shares issued in exchange for the settlement of a liability of the enterprise - Date 
on which settlement becomes effective 
(iv) Equity Shares issued for rendering of services to the enterprise - When the services are 
rendered 
(v) Equity Shares issued in lieu of interest and/or principal of another financial instrument - 
Date when interest ceases to accrue  
(vi) Equity Shares issued as consideration for the acquisition of an asset other than in cash - 
Date on which the acquisition is recognised.  



CA –IPCE– Accounting Standards – Revision (Group 2)  14 
 

Diluted Earnings Per Share: 
In calculating diluted earnings per share, effect is given to all dilutive potential equity shares 
that were outstanding during the period. 
A Potential Equity Share is a financial instrument or other contract that entitles, or may 
entitle its holder to equity shares. 
 

 
Calculation: 
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AS 26: Intangible Assets 
An asset is a resource: 
a. Controlled by an enterprise as a result of past events and 
b. From which future economic benefits are expected to flow to the enterprise. 
 
Intangible Assets: 
An intangible asset is 
• an identifiable 
• non-monetary asset 
• without physical substance 
• held for use in the production or supply of goods or services, or for rental or for 
administrative purposes. 
 
Recognition and Initial Measurement of an Intangible Asset: 
The recognition of an item as an intangible asset requires an enterprise to demonstrate that 
the item meets the definition of an intangible asset and recognition criteria set out as 
below: 
a. It is probable that the future economic benefits that are attributable to the asset will flow 
to the enterprise. 
b. The cost of the asset can be measured reliably. 
An intangible asset should be measured initially at cost. 
 
Internally Generated Intangible Assets: 
(i) Internally generated goodwill should not be recognised as an asset (Does not meet the 
recognition criteria). 
 
(ii) To assess whether other internally generated intangible asset meets the criteria for 
recognition, an enterprise classifies the generation of the asset into: 
- Research Phase & 
- Development Phase 
 
Research is original and planned investigation undertaken with the prospect of gaining new 
scientific or technical knowledge and understanding. 
Expenditure on research or on the research phase should be recognised as an expense 
when it is incurred. 
Example of research costs are: 
Costs of activities aimed at obtaining new knowledge; 
 
Development is the application of research findings or other knowledge to a plan or design 
for the production of new or substantially improved materials, devices, products, processes, 
systems or services prior to the commencement of commercial production or use. 
Examples of development activities are: 
a. The design, construction and testing of pre-production or pre-use prototypes and models. 
b. The design of tools, jigs, moulds and dies involving new technology. 
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An intangible asset arising from development or from the development phase should be 
recognised if, and only if, an enterprise can demonstrate all of the following: 
a. The technical feasibility of completing the intangible asset. 
b. Its intention to complete the intangible asset and use or sell it. 
c. Its ability to use or sell the intangible asset. 
d. How the intangible asset will generate probable future economic benefits. 
e. The availability of adequate technical, financial and other resources to complete the 
development and to use or sell the intangible asset and 
f. Its ability to measure the expenditure attributable to the intangible asset during its 
development reliably. 
 
If an enterprise cannot distinguish the research phase from the development phase of an 
internal project to create an intangible asset, the enterprise treats the expenditure on 
that project as if it were incurred in the research phase only. 
 
Cost of an Internally Generated Intangible Asset: 
The cost includes, if applicable: 
a Expenditure on materials and services used in generating the intangible asset. 
b. The salaries, wages and other related costs of personnel directly engaged in generating 
the asset. 
c. Any expenditure that is directly attributable to generating the asset, such as fees to 
register a legal right and 
d. Overheads that are necessary to generate the asset and that can be allocated on a 
reasonable and consistent basis to the asset. 
The following are not components of the cost of an internally generated intangible asset: 
a. Selling, administrative and other general overhead expenditure. 
b. Clearly identified inefficiencies and initial operating losses incurred before an asset 
achieves planned performance and 
c. Expenditure on training the staff to operate the asset 
 
AS 26 states that the following types of expenditure which should always be recognised as 
an expense when it is incurred: 
• Research; 
• Start-up activities (start-up costs), unless the expenditure qualifies to be included in the 
cost of a tangible fixed asset. Start-up costs include: 
• Preliminary expenses incurred in establishment of a legal entity; such as legal and 
secretarial costs; 
• Expenditure to open a new facility or business (ie pre-opening costs); and 
• Expenditure prior to starting new operations or launching new products or processes (ie 
pre-operating costs); 
• Training activities; 
• Advertising and promotional activities; and 
• Relocating or re-organising part or all of an enterprise. 
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Subsequent Expenditure: 
Subsequent expenditure on an intangible asset after its purchase or its completion should 
be recognised as an expense when it is incurred unless: 
a. It is probable that the expenditure will enable the asset to generate future economic 
benefits in excess of its originally assessed standard of performance and 
b. The expenditure can be measured and attributed to the asset reliably. 
If these conditions are met, the subsequent expenditure should be added to the cost of the 
intangible asset. 
 
Amortisation: 
Amortisation is the systematic allocation of the depreciable amount of an intangible asset 
over its useful life. 
 
Amortisation Period: 
The depreciable amount of an intangible asset should be allocated on a systematic basis 
over the best estimate of its useful life. Amortisation should commence when the asset is 
available for use.  
This AS assumes that the useful life of intangible assets is unlikely to exceed ten years. In 
some cases, there may be persuasive evidence that the useful life of an intangible asset will 
be a specific period longer than ten years. 
 
Amortisation Method: 
These methods include the straight-line method, the diminishing balance method and the 
unit of production method. The method used for an asset is selected based on the 
expected pattern of consumption of economic benefits and is consistently applied from 
period to period, unless there is a change in the expected pattern of consumption of 
economic benefits to be derived from that asset. 
 
The amortisation period and the amortisation method should be reviewed at least at each 
financial year end. If there has been a significant change in the expected pattern of 
economic benefits from the asset, the amortisation method should be changed to reflect 
the changed pattern. 
 
Impairment Losses: 
An impairment loss is the amount by which the carrying amount of an asset exceeds its 
recoverable amount. 
Recoverable Amount = Higher of Value in Use or Net Realizable Value 
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AS 29: Provisions, Contingent 
Liabilities and Contingent Assets 
An Obligating event is an event that creates an obligation that results in an enterprise 
having no realistic alternative to settling that obligation. 
 
Present obligation - an obligation is a present obligation if, based on the evidence available, 
its existence at the balance sheet date is considered probable, i.e., more likely than not.  
(Present = Probable = More likely than not) 
 
Possible obligation - an obligation is a possible obligation if, based on the evidence 
available, its existence at the balance sheet date is considered not probable. 
(Possible = not probable = Less likely than not) 
 
Liability is a present obligation of the enterprise arising from past events, the settlement of 
which is expected to result in an outflow from the enterprise of resources embodying 
economic benefits. 
 
Provision is a liability which can be measured only by using a substantial degree of 
estimation. 
 
Contingent liability is: (a) A possible obligation that arises from past events and the 
existence of which will be confirmed only by the occurrence or non-occurrence of one or 
more uncertain future events not wholly within the control of the enterprise; or 
(b) A present obligation that arises from past events but is not recognised because: 
(i) It is not probable that an outflow of resources embodying economic benefits will be 
required to settle the obligation; or 
(ii) A reliable estimate of the amount of the obligation cannot be made. 
 
Contingent asset is a possible asset that arises from past events the existence of which will 
be confirmed only by the occurrence or non-occurrence of one or more uncertain future 
events not wholly within the control of the enterprise. 
 
Provision should be recognised when: 
(a) An enterprise has a present obligation as a result of a past event; 
(b) It is probable that an outflow of resources embodying economic benefits will be required 
to settle the obligation; and 
(c) A reliable estimate can be made of the amount of the obligation. 
If these conditions are not met, no provision should be recognised. 
 
Contingent Liability: 
(i) A contingent liability is disclosed, unless the possibility of an outflow of resources 
embodying economic benefits is remote. 
(ii) They are assessed continually to determine whether an outflow of resources embodying 
economic benefits has become probable.  
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Contingent Assets: (i) An enterprise should not recognise a contingent asset, since this may 
result in the recognition of income that may never be realised. It is usually disclosed in the 
report of the approving authority. 
(ii) However, when the realisation of income is virtually certain, then the related asset is not 
a contingent asset and its recognition is appropriate. 
 

Measurement -Best Estimate: 
(i) The estimates of outcome and financial effect are determined by the judgment of the 
management of the enterprise, supplemented by experience of similar transactions and, in 
some cases, reports from independent experts.  
(ii) The amount of a provision should not be discounted to its present value except in case of 
decommissioning, restoration and similar liabilities that are recognised as cost of 
Property, Plant and Equipment. The discount rate (or rates) should be a pre-tax rate (or 
rates) that reflect(s) current market assessments of the time value of money and the risks 
specific to the liability. The discount rate(s) should not reflect risks for which future cash 
flow estimates have been adjusted. Periodic unwinding of discount should be recognised 
in the statement of profit and loss. (With Effect from 31st March 2016) 
(iii) The provision is measured before tax.  
 
Reimbursements: (i) A provision is recognised for the full amount of the liability, and a 
separate asset for the expected reimbursement is recognised when it is virtually certain that 
reimbursement will be received if the enterprise settles the liability. 
(ii) The amount recognised for the reimbursement should not exceed the amount of the 
provision 
(iii) Further if Reimbursement is recognised, second effect of the same has to be given by 
reducing the said amount from the expense for which provision is created in profit and loss 
statement. 
 

Changes in Provisions: Provisions should be reviewed at each balance sheet date and 
adjusted to reflect the current best estimate. If it is no longer probable that an outflow of 
resources embodying economic benefits will be required to settle the obligation, the 
provision should be reversed. 
 
Use of Provisions: 
Only expenditures that relate to the original provision are adjusted against it.  
 
Future Operating Losses: 
Future operating losses do not meet the definition of a liability and the general recognition 
criteria, therefore provisions should not be recognised for future operating losses. 
 

Onerous Contract: An onerous contract is a contract in which the unavoidable costs of 
meeting the obligations under the contract exceed the economic benefits expected to be 
received under it. If an enterprise has a contract that is onerous, the present obligation 
under the contract should be recognized and measured as a provision. 
 

Obligation from New Law: Where details of a proposed new law have yet to be finalised, an 
obligation arises only when the legislation is virtually certain to be enacted. 
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RTP May 2017 – Questions 
Q1)  
X Oil Ltd. closed the books of accounts on March 31, 2016 for which financial statement was 
finalized by the Board of Directors on September 04, 2016. During the month of December 
2015, company undertook the project of laying a pipeline across the country and during 
May 2016 engineers realized that due to unexpected heavy rain, the total cost of the project 
will be inflated by Rs. 50 lakhs. How this should be provided for in the balance sheet of 
2015-16 in accordance to AS 4? 
Solution: 
This event occurred after March 31, 2016 but before September 04, 2016 is an event 
occurring after the balance sheet date. But this event is not affecting financial position on 
the date of balance sheet therefore it should be disclosed in the directors’ report. 
 
Q2)  
The company finds that the inventory sheets of 31.3.2016 did not include two pages 
containing details of inventory worth Rs.14.5 lakhs. State, how you will deal with the 
following matters in the accounts of Pure Ltd. for the year ended 31st March, 2017. 
Solution: 
Paragraph 4 of Accounting Standard 5 on Net Profit or Loss for the Period, Prior Period Items 
and Changes in Accounting Policies, defines Prior Period items as "income or expenses 
which arise in the current period as a result of errors or omissions in the preparation of the 
financial statements of one or more prior periods”.  
Rectification of error in inventory valuation is a prior period item vide Para 4 of AS 5. Rs.14.5 
lakhs must be added to the opening inventory of 1.4.2016. It is also necessary to show Rs. 
14.5 lakhs as a prior period adjustment in the Profit and loss Account below the line. 
Separate disclosure of this item as a prior period item is required as per Para 15 of AS 5. 
 
Q3) 
Omega Ltd. purchased fixed assets costing Rs.3,000 lakhs on 1.4.2016 and the same was 
fully financed by foreign currency loan (U.S. Dollars) payable in three annual equal 
instalments. Exchange rates were 1 Dollar = Rs. 40.00 and Rs. 42.50 as on 1.4.2016 and 
31.3.2017 respectively. First instalment was paid on 31.12.2016.  
You are required to state, how these transactions would be accounted for. 
Solution: 
As per para 13 of AS 11 (Revised 2003) ‘The Effects of Changes in Foreign Exchange Rates’, 
exchange differences arising on the settlement of monetary items or on reporting an 
enterprise’s monetary items at rates different from those at which they were initially 
recorded during the period, or reported in previous financial statements, should be 
recognized as income or expenses in the period in which they arise. Thus exchange 
differences arising on repayment of liabilities incurred for the purpose of acquiring fixed 
assets are recognized as income or expense. 
Calculation of Exchange Difference: 
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Exchange difference = 75 lakhs US Dollars × (42.50 – 40.00) = Rs.187.50 lakhs  
(including exchange loss on payment of first instalment)  
Therefore, entire loss due to exchange differences amounting Rs. 187.50 lakhs should be 
charged to profit and loss account for the year.  
Note: The above answer has been given on the basis that the company has not exercised 
the option of capitalization available under para 46 of AS 11. The answer will change if the 
company exercises the option of capitalization. 
 
Q4) 
P Limited belongs to the engineering industry. The Chief Accountant has prepared the draft 
accounts for the year ended 31.03.2016. You are required to advise the company on the 
following item from the viewpoint of finalisation of accounts, taking note of the mandatory 
accounting standards:  
The company purchased on 01.04.2015 special purpose machinery for Rs.25 lakhs. It 
received a Central Government Grant for 20% of the price. The machine has an effective life 
of 10 years. 
Solution: 
AS 12 ‘Accounting for Government Grants’ regards two methods of presentation, of grants 
related to specific fixed assets, in financial statements as acceptable alternatives. Under the 
first method, the grant of Rs. 5,00,000 can be shown as a deduction from the gross book 
value of the machinery in arriving at its book value. The grant is thus recognised in the profit 
and loss statement over the useful life of a depreciable asset by way of a reduced 
depreciation charge.  
Under the second method, it can be treated as deferred income which should be recognised 
in the profit and loss statement over the useful life of 10 years in the proportions in which 
depreciation on machinery will be charged. The deferred income pending its apportionment 
to profit and loss account should be disclosed in the balance sheet with a suitable 
description e.g., ‘Deferred government grants' to be shown after 'Reserves and Surplus' but 
before 'Secured Loans'.  
The following should also be disclosed:  
(i) the accounting policy adopted for government grants, including the methods of 
presentation in the financial statements;  
(ii) the nature and extent of government grants recognised in the financial statement of Rs. 
5 lakhs is required to be credited to the profit and loss statement of the current year. 
 
Q5) 
Rainbow Limited borrowed an amount of Rs. 150 crores on 1.4.2016 for construction of 
boiler plant @ 11% p.a. The plant is expected to be completed in 4 years. Since the weighted 
average cost of capital is 13% p.a., the accountant of Rainbow Ltd. capitalized Rs. 19.50 
crores for the accounting period ending on 31.3.2017. Due to surplus fund out of Rs. 150 
crores, income of Rs. 3.50 crores was earned and credited to profit and loss account. 
Comment on the above treatment of accountant with reference to relevant accounting 
standard. 
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Solution: 
Para 10 of AS 16 ‘Borrowing Costs’ states “To the extent that funds are borrowed specifically 
for the purpose of obtaining a qualifying asset, the amount of borrowing 
costs eligible for capitalisation on that asset should be determined as the actual borrowing 
costs incurred on that borrowing during the period less any income on the 
temporary investment of those borrowings.” The capitalisation rate should be the weighted 
average of the borrowing costs applicable to the borrowings of the enterprise that are 
outstanding during the period, other than borrowings made specifically for the purpose of 
obtaining a qualifying asset. Hence, in the above case, treatment of accountant of Rainbow 
Ltd. is incorrect. The amount of borrowing costs capitalized for the financial year 2016-2017 
should be calculated as follows 

 
 

Q6) 
Sun Limited wishes to obtain a machine costingRs.30 lakhs by way of lease. The effective life 
of the machine is 14 years, but the company requires it only for the first 5 years. It enters 
into an agreement with Star Ltd., for a lease rental forRs.3 lakhs p.a. payable in arrears and 
the implicit rate of interest is 15%. The chief accountant of Suraj Limited is not sure about 
the treatment of these lease rentals and seeks your advise. (use annuity factor at @ 15% for 
3 years as 3.36) 
Solution: 
As per AS 19 ‘leases’, a lease will be classified as finance lease if at the inception of the 
lease, the present value of minimum lease payment amounts to at least substantially all of 
the fair value of leased asset. In the given case, the implicit rate of interest is given at 15%. 
The present value of minimum lease payments at 15% using PV- Annuity Factor can be 
computed as: 
Annuity Factor (Year 1 to Year 5)      3.36 (approx.) 
Present Value of minimum lease payments     Rs.10.08 lakhs (approx.) 
(Rs.3 lakhs each year) 
Thus present value of minimum lease payments is Rs.10.08 lakhs and the fair value of the 
machine is Rs. 30 lakhs. In a finance lease, lease term should be for the major part of the 
economic life of the asset even if title is not transferred. However, in the given case, the 
effective useful life of the machine is 14 years while the lease is only for five years. 
Therefore, lease agreement is an operating lease. Lease payments under an operating lease 
should be recognized as an expense in the statement of profit and loss 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. 
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Q7) 
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 ended31st March, 2016. 
 
Q8) 
Alpha Ltd. has entered into a sale contract of Rs. 7 crores with Gamma Ltd. during 2015-16 
financial year. The profit on this transaction is Rs. 1 crore. The delivery of goods to take 
place during the first month of 2016-17 financial year. In case of failure of Alpha Ltd. to 
deliver within the schedule, a compensation of Rs.2 crores is to be paid to Gamma Ltd. 
Alpha Ltd. planned to manufacture the goods during the last month of 2015-16 financial 
year. As on balance sheet date (31.3.2016), the goods were not manufactured and it was 
unlikely that Alpha Ltd. will be in a position to meet the contractual obligation. You are 
required to advise Alpha Ltd. on requirement of provision for contingency in the financial 
statements for the year ended 31st March, 2016, in line with provisions of AS 29? 
Solution: 
AS 29 “Provisions, Contingent Liabilities and Contingent Assets” provides that when an 
enterprise has a present obligation, as a result of past events, that probably requires an 
outflow of resources and a reliable estimate can be made of the amount of obligation, a 
provision should be recognized. Alpha Ltd. has the obligation to deliver the goods within the 
scheduled time as per the contract. It is probable that Alpha Ltd. will fail to deliver the goods 
within the schedule and it is also possible to estimate the amount of compensation. 
Therefore, Alpha Ltd. should provide for the contingency amounting Rs. 2 crores as per AS 
29. 


