
Test Series: September, 2014 

MOCK TEST PAPER – 1 

FINAL COURSE: GROUP – II 

PAPER – 5: ADVANCED MANAGEMENT ACCOUNTING 
Question No. 1 is compulsory 

Answer any five questions from the remaining six questions 

Time Allowed – 3 Hours Maximum Marks – 100 

1. (a) Global Multinational Ltd. (GML) has two Divisions ‘Dx’ and ‘Dz’ with full profit 
responsibility. The Division ‘Dx’ produces Component ‘X’ which it sells to ‘outside’ 
customers only. The Division ‘Dz’ produces a product called the ‘Z’ which 
incorporates Component ‘X’ in its design. ‘Dz’ Division is currently purchasing 
required units of Component ‘X’ per year from an outside supplier at market price.  

 New CEO for Indian Operations has explored that ‘Dx’ Division has enough capacity 
to meet entire requirements of Division ‘Dz’ and accordingly he requires internal 
transfer between the divisions at marginal cost from the overall company’s 
perspective.  

 Manager of Division ‘Dx’ claims that transfer at marginal cost are unsuitable for 
performance evaluation since they don’t provide an incentive to the division to 
transfer goods internally.  He stressed that transfer price should be ‘Cost plus a 
Mark-Up’.  

 New CEO worries that transfer price suggested by the manager of Division ‘Dx’ will 
not induce managers of both Divisions to make optimum decisions. You are 
requested to help him out of the problem.                                                   (5 Marks) 

(b) “Hard Rock Coconut” is an exclusive resort located in a famous Island of Pacific 
Ocean that vows to isolate its guests from the hustle and bustle of everyday life. Its 
leading principle is “all contemporary amenity wrapped in old-world charisma”. Each 
of the resort’s 18 villas has a separate theme like Castle, Majestic, Ambassador, 
Royal Chateau, Coconut, Lemon, Balinese etc and guests often ask for a specific 
villa when they make reservations. Villas are Ideal for families or friends travelling 
together and these villas feature luxurious accommodation spanning two floors. 
Since it is located within a 300-acre estate on white sand beach, the resort offers its 
guests a wide variety of outdoor activities such as horseback riding, hiking, diving, 
snorkeling, sailing, golf and so on. Guests could also while away the day relaxing in 
the pool and availing themselves of the resort’s world-famous spa “Hard Coco Spa”. 
The dining room, which only has three tables for the public, is acceptable proud of 
its 4-star rating.  
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 You are required to develop a balanced scorecard for “Hard Rock Coconut”. It is 
sufficient to give two measures in each of the four perspectives.      (5 Marks) 

(c) Find the dual problem for the following: 
 Minimize 

   Z = 2x1 − 3x2 + 4x3 

 Subject to the constraints 
   3x1 + 2x2 + 4x3  ≥  9 
   2x1 + 3x2 + 2x3  ≥  5 
   7x1 − 2x2 − 4x3  ≤  10 
   6x1 − 3x2 + 4x3  ≥  4 
   2x1 + 5x2 − 3x3  =  3 
   x1, x2, x3  ≥   0          (5 Marks) 
(d) State the validity of following statements along with the reasons: 

(i) Two activities have common predecessor and successor activities. So, they 
can have common initial and final nodes. 

(ii) In respect of any activity whether real or dummy, the terminal node should 
bear a number higher than the initial node number.  

(iii) The difference between the latest event time and the earliest event time is 
termed as free float.  

(iv) For every critical activity in a network, the earliest start and the earliest finish 
time as well as the latest finish time and the latest start time are the same. 

(v) The optimal duration of a project is the minimum time in which it can be 
completed.              (5 Marks) 

2. (a) Great Eastern Appliances Ltd. (GEAL) manufactures consumer durable products in 
a very highly competitive market. GEAL is considering launching a new product 
‘Kitchen Care’ into the market and gathered the following data: 

  Expected Market Price- Rs. 5,000 per unit 
  Direct Material Cost- Rs. 1,850 per unit 
  Direct Labour Cost- Rs. 80 per hour 
  Variable Overhead Cost- Rs. 1,000 per unit  
  Packing Machine Cost (specially to be purchased for this product)- Rs.5,00,000 
  GEAL expects the selling price for the new product will continue throughout the 

product’s life and a total of 1,000 units can be sold over the entire lifetime of the 
product. 
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  Direct labour costs are expected to reduce as the volume of output increases due to 
the effects of 80% learning curve (index is -0.3219). The expected time to be taken 
for the first unit is 30 hours and the learning effect is expected to end after 250 units 
have been produced. Units produced after first 250 units will take the same time as 
the 250th unit.  

  You are required to-  
(i) Calculate the expected total labour hours over the life time of the product 

‘Kitchen Care’. 
(ii) Profitability of product ‘Kitchen Care’ that GEAL will earn over the life time of 

the product. 
(iii)  Average target labour cost per unit over the life time of the product if GEAL 

requires average profit of Rs. 800 per unit, to achieve its long term objectives.  
Note: 250 -0.3219 = 0.1691, 249 -0.3219 =0.1693                                                (8 Marks) 

 (b) Edward Ltd. manufactures weighing machines of standard size and sells its 
products to two industrial customers namely MT Ltd. and KG Ltd. and to a dealer 
MG Bros. having shops in different cities. The maximum retail price per unit of 
weighing machine is Rs. 11,000 and per unit average cost of production is Rs. 
5,500 (40% is general fixed overhead cost). 

  The Finance Officer has been asked to undertake a customer profitability analysis 
and calculate and compare the profit margin per customer (before deducting 
general fixed overhead) to know about the real customer profitability. 

  Following are the additional overhead information: 

Delivery costs Rs. 200 per kilometer 
Emergency delivery cost (in addition to delivery cost) Rs. 21,000 per 

delivery 
Order processing cost Rs. 6,000 per order 
Specific discount and sales commission As per negotiation 
Product Advertisement cost Actual cost 

  The following data are available for each customer 

Particulars MT Ltd. KG Ltd. MG Bros. 
Sales (in units) 2,000 1,000 800 
Total delivery kilometer travelled  1,000 800 900 
No. of emergency delivery 2 1 0 
No. of orders processed 4 2 8 
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Specific Discount  
(percentage of sales revenue) 

25% 20% 15% 

Sales Commission  
(percentage of sales revenue) 

15% 10% 5% 

Advertisement Costs (Rs.) 8,75,000 6,15,000 4,30,000 

  You are required to analyse the profitability for each customer, which customer is 
the most profitable.                                                                                     (8 Marks) 

3. (a) Identify the type of cost along with the reasons. 
(i) An advertising program has been set and management has signed the non 

negotiable contract for a year with an agency. Under the terms of contract, 
agency will create 5 advertisements within the contract duration for the 
company and company will pay Rs.12,00,000 for each advertisement. 

(ii) A manager has to decide to run a fully automated operation that produces 
100,000 widgets per year at a cost of Rs.1,200,000, or of using direct labour to 
manually produce the same number of widgets for Rs.1,400,000. 

(iii) A Company had paid Rs.5,00,000 a Marketing Research company to find 
expected demand of the newly developed product of the company.  

(iv) A company has invested Rs.25 lacs in a project. Company could have earned 
Rs.2 lacs by investing the amount in Government securities. 

(v) A Oil Refining Co. has paid a salary of Rs.20,00,000 to the chairman for a 
particular year. The Company has sold 25 MT of Oil in that particular year. 

(vi) Accountant of a cloth factory paid Rs.25,000 for water that has been used for 
washing clothes before they go for final drying process.                      (6 Marks) 

 (b) Fine Manufacturers Ltd. (FML) is specialist in the manufacturing of Industrial 
Products. They manufacture and market two types of products under the name ‘X’ 
and ‘Y’. Company produces two products from three basic raw materials ‘A’, ‘B’, and 
‘C’. Company follows a 13-period reporting cycle for budgeting purpose. Each 
period is four weeks long and has 20 working days. Data relating to the purchase of 
raw materials are presented below: 

Raw 
Material 

Purchase 
Price 
(Per Kg) 

Standard 
Purchase 
Lot  (Kg) 
 

Reorder 
Point 
(Kg) 
 

Projected Inventory 
Status at the end of 
5th period (Kg) 

Lead Time 
in Working 
Days 

On  Hand On Order 
A Rs. 1.00 90,000 72,000 96,000 90,000 10 
B Rs. 2.00 30,000 45,000 54,000 - 25 
C Rs. 1.00 60,000 60,000 84,000 60,000 20 
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Past experience has shown that adequate inventory levels for ‘X’ and ‘Y’ can be 
maintained if 40 percent of the next period’s projected sales are on hand at the end 
of a reporting period. Other relevant information is as follows: 

Product Raw Material 
Specifications 

Projected 
Inventory Levels 

               Projected Sales 

A B C  At the end of 
current (5th ) 
period 

6th 
Period 

7th 
Period 

8th 
Period 

Kg Kg Kg Units Units Units Units 
X 1.25 0.50 - 18,000 45,000 52,500 57,000 
Y 2.00 - 1.50 16,800 42,000 27,000 24,000 

The sales of ‘X’ and ‘Y’ do not vary significantly from month to month. 
Consequently, the safety stock incorporated into the reorder point for each of the 
raw materials in adequate to compensate for variations in the sales of the finished 
products. 
Raw materials orders are placed the day the quantity on hand falls below the 
reorder point. FML’s suppliers are very trustworthy so that the given lead times are 
reliable.  
The outstanding orders for raw materials ‘A’ and ‘C’ are due to arrive on the 10th 
and 4th working day of the 6th period, respectively. Payments for all raw material 
orders are remitted by the 10th day of the delivery. 
You are required to determine the following items for raw materials ‘A’, ‘B’, and ‘C’ 
for inclusion in the 6th period report to management: 
1. Projected quantities (in Kg) to be issued to production. 
2. Projected quantities (in Kg) ordered and the date (in terms of working days) 

the order is to be placed. 
3. The projected inventory balance (in Kg) at the end of the period. 
4. The payments for purchases with due date.  (10 Marks) 

4. (a)  Golden Bird Airlines Ltd. operates its services under the brand ‘Golden Bird’. The 
‘Golden Bird’ route network spans prominent business metropolis as well as key 
leisure destinations across the Indian subcontinent. ‘Golden Bird’, a low-fare carrier 
launched with the objective of commoditizing air travel, offers airline seats at 
marginal premium to train fares across India.  
Profits of the ‘Golden Bird’ have been decreasing for several years. In an effort to 
improve the company’s performance, consideration is being given to dropping 
several flights that appear to be unprofitable. 
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Income statement for one such flight from ‘New Delhi’ to ‘Leh’ (GB - 022) is given 
below (per flight): 

 Rs. Rs. 

Ticket Revenue  
(175 seats x 60% Occupancy x Rs. 7,000 ticket price)      

 7,35,000 

Less: Variable Expenses (Rs.1,400 per person)  1,47,000 

Contribution Margin    5,88,000 

Less:Flight Expenses:   

Salaries, Flight Crew 1,70,000  

Salaries, Flight Assistants   31,500  

Baggage Loading and Flight Preparation   63,000  

Overnight Costs for Flight Crew and Assistants at 
destination 

  12,600  

Fuel for Aircraft   2,38,000  

Depreciation on Aircraft 49,000*  

Liability Insurance 1,47,000  

Flight Promotion 28,000  

Hanger Parking Fee for Aircraft at destination       7,000  7,46,100 
Net Gain / (Loss)  (1,58,100) 

* Based on obsolescence 

The following additional information is available about flight GB-022. 
1. Members of the flight crew are paid fixed annual salaries, whereas the flight 

assistants are paid by the flight. 
2. The baggage loading and flight preparation expense is an allocation of ground 

crew’s salaries and depreciation of ground equipment. 
3. One third of the liability insurance is a special charge assessed against flight 

GB-022 because in the opinion of insurance company, the destination of the 
flight is in a “high-risk” area. 

4. The hanger parking fee is a standard fee charged for aircraft at all airports. 
5. If flight GB-022 is dropped, ‘Golden Bird’ Airlines has no authorization at 

present to replace it with another flight. 
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Required 
Using the data available, prepare an analysis showing what impact dropping flight 
GB-022 would have on the airline’s profit.  (8 Marks) 

(b) An organization producing 4 different products, viz., WW, WX, WY, and WZ having 
4 operators, viz., A,B, C and D who are capable of producing any of the four 
products, works effectively 7 hours a day. The time (in minutes) required for each 
operator for producing each of the products are given in the cells of the following 
matrix along with profit (Rs.  per unit): 

Operator Product 
WW WX WY WZ 

A 3.0 5.0 7.0 6.0 
B 3.5 2.5 1.5 2.0 
C 3.0 3.5 5.0 5.0 
D 10.0 5.0 7.5 7.5 

       Profit 1.5 1.0 2.0 0.5 
Find out the assignment of operators to product which will maximize the profit.  
 (8 Marks) 

5. (a) Managing Director of Superb-Tech Product Ltd (STPL) thinks that Standard Costing 
has little to offer in the reporting of material variances due to frequently change in 
price of materials.  
STPL can utilize one of two equally suitable raw materials and always plan to utilize 
the raw material which will lead to cheapest total production costs. However STPL is 
frequently trapped by price changes and the material actually used often provides, 
after the event, to have been more expensive than the alternative which was 
originally rejected. 
During last accounting period, to produce a unit of ‘X’ STPL could use either 2.50 
Kg of ‘XG’ or 2.50 kg of ‘XD’. STPL planned to use ‘XG’ as it appeared it would be 
cheaper of the two and plans were based on a cost of ‘XG’ of Rs.  1.50 per Kg. Due 
to market movements the actual prices changed and if STPL had purchased 
efficiently the cost would have been: 
‘XG’   Rs.  2.25 Kg; ‘XD’    Rs.  2.00 Kg 
Production of ‘X’ was 1,000 units and usage of ‘XG’ amounted to 2,700 Kg at a total 
cost of Rs.  6,480/- 
You are required to analyze the material variance for ‘X’ by: 
(i) Traditional Variance Analysis; and 
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(ii) An approach which distinguishes between Planning and Operational 
Variances.    (8 Marks) 

 (b) “Cost is not the only criterion for deciding in favour of shut down” – Briefly explain.  
         (4 Marks) 

 (c) Arnav Automobiles Ltd. is a leading manufacturer of commercial vehicles in India. It 
uses Standard Costing and Variance Analysis to measure its operating 
performance. Now management of Arnav Automobiles Ltd. wants to compete 
globally and changed its performance measurement system to Kaizen Costing. 
State why Kaizen Costing could be more useful for performance measurement than 
the Standard Costing and Variance Analysis.       (4 Marks) 

6. (a) Division Z is a profit center which produces four products A, B, C and D. Each 
product is sold in the external market also. Data for the period is: 

  Product D can be transferred to Division Y, but the maximum quantity that may be 
required for transfer is 2,500 units of D. 

  A B C D 

Market price per unit (Rs. ) 150 146 140 130 
Variable cost of production per unit (Rs. ) 130 100 90 85 
Labour hours required per unit  3 4 2 3 

  The maximum sales in the external market are: 

A 2,800 units 
B 2,500 units 
C 2,300 units 
D 1,600 units 

  Division Y can purchase the same product at a price of Rs. 125 per unit from 
outside instead of receiving transfer of product D from Division Z. 

  What should be the transfer price for each unit for 2,500 units of D, if the total 
labour hours available in Division Z are 20,000 hours?    (6 Marks) 

 (b) Fiona is a news reporter and feature writer for an economic daily. Her assignment is 
to develop a feature article on 'Product Life-Cycle Costing', including interviews with 
the Chief Financial Officers (CFO) and Operating Managers. Fiona has been given 
a liberal budget for travel so as to research into company's history, operations, and 
market analysis for the firm she selects for the article. 

  Required: 
  Fiona has asked you to recommend industries and firms that would be good 
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candidates for the article. What would you advice? Explain your recommendations.  
 (4 Marks) 

 (c) A public company responsible for the supply of domestic gas has been approached 
by several prospective customers in a rural area adjacent to a high-pressure main. 
As a condition of its license to operate as a utility, the company is obliged to 
respond positively to current needs provided the financial viability of the company is 
not put at risk. New customers are charged Rs. 250 each for connection to the 
system. 

  Once a meter is installed, a standing charge of Rs. 10 per quarter is billed. Charges 
for gas are levied at Rs. 400 per 1,000 metered units. 

  A postal survey of the area containing, according to the rating authority, 5,000 
domestic units, elicited a 40% response rate. 95% of those who responded 
confirmed that they wished to become gas users and expressed their willingness to 
pay the connection charge. 

  Although it is recognized that a small percentage of those willing to pay for 
connection may not actually choose to use gas, it is expected that the average 
household will burn 50 metered units per month. There will be some seasonal 
differences. 

  The company’s marginal cost of capital is 17% pa and supplies of bulk gas cost the 
company Rs. 0.065 per metered unit. Wastage of 15% has to be allowed to 
determine what the maximum capital project cost can be to allow the company to 
provide the service required.                        (4 Marks) 

 (d) In an assignment problem to assign jobs to men to minimize the time taken, 
suppose that one man does not know how to do a particular job, how will you 
eliminate this allocation from the solution?   (2 Marks) 

7. Answer any 4 out of the following 5 questions: 
 (a) The product mix of a Delta Ltd. is as under: 

 Products 
 M N 

Units 54,000 18,000 
Selling Price Rs. 7.5  Rs. 15 
Variable Cost Rs. 6 Rs. 4.5 

Find the break-even points in units, if the company discontinues product ‘M’ and 
replace with product ‘O’. The quantity of product ‘O’ is 9,000 units and its selling 
price and variable costs respectively are Rs. 18 and Rs. 9. Fixed Cost is  
Rs. 15,000.      (4 Marks) 
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 (b) Classify the following items under appropriate categories of equality costs viz. 
Prevention Costs, Appraisal Cost, Internal Failure Costs and External Failure costs: 

 (i) Rework 
(ii) Disposal of scrap 
(iii) Warranty Repairs 
(iv) Repair to manufacturing equipments 
(v) Discount on defective sale 
(vi) Raw material inspection 
(vii) Finished product inspection 
(viii) Establishment of quality circles     (4 Marks) 

 (c) (i) Briefly explain-“All activities of a firm are not subject to learning effect”(2 Marks) 

(ii) Two companies, Beta and Gama, have the same values for turnover and net 
profit and make a similar product. Beta has a higher P/V ratio than Gama. 
Which company will perform better when: (i) the market demand is high? (ii) 
the market demand is low? (2 Marks) 

 (d) X Limited is engaged in manufacturing activities. It has received a request from one 
of its important customers to supply a product which will require conversion of 
material ‘KM’, which is a non-moving item. 
The following details are available:  
Book value of material ‘KM’     Rs. 30 
Realisable value of material ‘KM’    Rs. 40 
Replacement cost of material ‘KM’    Rs. 50 
It is estimated that conversion of one unit of ‘KM’ into one unit of the finished 
product will require one labour hour. At present, labour is paid at the rate of Rs. 10 
per hour. Other costs are as follows: 
Out-of-pocket expenses   Rs.15 per unit 
Allocated overheads   Rs.5 per unit 
The labour will be re-deployed from other activities. It is estimated that the 
temporary redeployment will not result in loss of contribution. The employees to be 
re-deployed are permanent employees of the company. 
Required: 
Estimate the minimum price to be charged from the customer so that the company 
is not worse off by executing the order.  (4 Marks) 

 (e) State the limitations of Uniform Costing?  (4 Marks) 
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Test Series: September, 2014 

MOCK TEST PAPER – 1 

FINAL COURSE: GROUP – II 

PAPER – 5: ADVANCED MANAGEMENT ACCOUNTING 
SUGGESTED ANSWERS/HINTS 

1. (a) To overcome the optimum decision making and performance evaluation conflicts that 
can occur with marginal cost-based transfer pricing following methods has been 
proposed:  

  Dual Rate Transfer Pricing System 
 “With a ‘Dual Rate Transfer Pricing System’ the ‘Receiving Division’ is charged with 

marginal cost of the intermediate product and ‘Supplying Division’ is credited with full 
cost per unit plus a profit margin”.  

 Accordingly Division ’Dx’ should be allowed to record the transactions at full cost per 
unit plus a profit margin. On the other hand Division ‘Dz’ may be charged only 
marginal cost. Any inter divisional profits can be eliminated by accounting 
adjustment. 

 Impact:  
− Division ’Dx’ will earn a profit on inter Division transfers. 
− Division ’Dz’ can chose the output level at which the marginal cost of the 

product ’X’ is equal to the net marginal revenue of the product ’Z’.  
 Two Part Transfer Pricing System: 
 “The ‘Two Part Transfer Pricing System’ involves transfers being made at the 

marginal cost per unit of output of the supplying Division plus a lump-sum fixed fee 
charged by the supplying Division to the receiving Division for the use of the capacity 
allocated to the intermediate product.” 

 Accordingly Division ‘Dx’ can transfer its products to Division ‘Dz’ at marginal cost 
per unit and a lump-sum fixed fee. 

 Impact: 
− ‘Two Part Transfer Pricing System’ will inspire the Division ’Dz’ to choose the 

optimal output level.  
− This pricing system also enable the Division ’Dx’ to obtain a profit on inter 

Division transfer.   
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 (b) The following is a possible scorecard for “Hard Rock Coconut” 

Financial Perspective Economic Value Added 
 Revenue per villa 
Customer Perspective % repeat customers 
 Number of customer complaints 
Internal Business Service rating of spa 
 Staff hours per guest 
 % cost spent for maintenance 

Travel guide rank for restaurant 
Innovation and Learning Employee retention 
 Number of new services offered 

 (c) Primal 
  Minimize  Z = 2x1 − 3x2 + 4x3 

 Subject to the constraints 
  3x1 + 2x2 + 4x3  ≥  9 
  2x1 + 3x2 + 2x3  ≥   5 
        −7x1 + 2x2 + 4x3  ≥  − 10 
          6x1 − 3x2 + 4x3 ≥   4 
  2x1 + 5x2 − 3x3 ≥   3 
        −2x1 − 5x2 + 3x3 ≥  − 3 
       x1, x2, x3  ≥   0 

Dual 
Maximize  Z = 9y1 + 5y2 − 10y3 + 4y4 + 3y5 − 3y6 
Subject to constraints 

  3y1 + 2y2 − 7y3 + 6y4 + 2y5 − 2y6  ≤   2 

  2y1 + 3y2 + 2y3 − 3y4 + 5y5 − 5y6 ≤ − 3 

  4y1 + 2y2 + 4y3 + 4y4 − 3y5 + 3y6  ≤ 4 

         y1, y2, y3, y4, y5, y6   ≥ 0 
By substituting y5−y6= y7 the dual can alternatively be expressed as: 

 Maximize  Z = 9y1 + 5y2 − 10y3 + 4y4 + 3y7 

 Subject to constraints 
     3y1 + 2y2 − 7y3 + 6y4 + 2y7  ≤ 2 
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   −2y1 − 3y2 − 2y3 + 3y4 − 5y7  ≥  3 

     4y1 + 2y2 + 4y3 + 4y4 − 3y7 ≤ 4 

            y1, y2, y3, y4  ≥  0, y7 unrestricted in sign. 
 (d) (i) Invalid 

 Reason: As per the rules of network construction, parallel activities between two 
events, without intervening events, are prohibited. Dummy activities are needed 
when two or more activities have same initial and terminal events. Dummy 
activities do not consume time or resources. 

 (ii) Valid 
 Reason: As per the conventions adopted in drawing networks, the head event 

or terminal node always has a number higher than that of initial node or tail 
event.  

 (iii) Invalid 
 Reason: The difference between the latest event time and the earliest event 

time is termed as slack of an event. Free float is determined by subtracting 
head event slack from the total float of an activity. 

 (iv) Invalid 

 Reason: For every critical activity in a network, the earliest start time and the 
latest start  time is same and also the earliest finish time and the latest finish 
time is same. 

 (v) Invalid 
 Reason: The optimum duration is the time period in which the total cost of the 

project is minimum. 

2. (a)  Calculation of Total Labour Hours Over the Life Time of The Product ‘Kitchen 
Care’ 

 The average time per unit for 250 units  

 Yx  =  axb 
Or,   Y250  =  30 × 250 -0.3219 

Or,   Y250  =  30 × 0.1691 
Or,   Y250 =  5.073 hours 
  Total time for 250 units  =  5.073 × 250 units 
    =  1,268.25 hours 
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The average time per unit for 249 units  

  Y249  =  30 × 249 -0.3219 

Or,   Y249 =  30 × 0.1693 

Or,   Y249  =  5.079 hours 

  Total time for 249 units  =  5.079 × 249 units 

    =  1,264.67 hours 

Time for 250th unit    

   =  1,268.25 hours – 1,264.67 hours  

  =  3.58 hours 

Total Time for 1,000 units    

   = (750 × 3.58 hours) + 1,268.25 hours  

   =  3,953.25 hours  
Profitability of the Product ‘Kitchen Care’ 

Sales 1,000 Units  

Particulars Amount (Rs.) 
Sales 50,00,000 
Less: Direct Material 18,50,000 
          Direct Labour (3,953.25 hours × Rs.  80)  3,16,260 
          Variable Overheads (1,000 units× Rs. 1,000) 10,00,000 
Contribution  18,33,740 
Less: Packing Machine Cost 5,00,000 
Profit 13,33,740 

Average Target Labour Cost per unit 

Particulars Amount (Rs.) 
Expected Sales Value 50,00,000 
Less: Desired Profit (1,000 units × Rs.  800)  8,00,000 
Target Cost  42,00,000 
Less: Direct Material (1,000 units × Rs.  1,850) 18,50,000 
          Variable Cost  (1,000 units × Rs.  1,000) 10,00,000 
          Packing Machine Cost 5,00,000 
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Target Labour Cost 8,50,000 
Average Target Labour Cost per unit (Rs.  8,50,000 ÷ 1,000 units) 850 

 (b)                                              Customer Profitability Statement 
Particulars MT Ltd. KG Ltd. MG Bros. 
Sales (units) 2,000 1,000 800 
 (Rs. ) (Rs. ) (Rs. ) 
Sales Revenue                               (A) 2,20,00,000   1,10,00,000 88,00,000 
Less: Average Variable Cost          (B) 
         (Rs.  5,500 × 60% = 3,300 p.u.) 

66,00,000 33,00,000 26,40,000 

Contribution [70%of Sales]          (A)-(B) 1,54,00,000 77,00,000 61,60,000 
Less: Additional Overheads    
          Delivery Cost   
          (No. of K.M. × Rs.  200)  

2,00,000 1,60,000 1,80,000 

          Emergency Delivery Cost  
          (No. of Emerg. Delivery × Rs.  21,000) 

42,000 21,000 - 

          Order Processing Cost 
          (No. of Orders × Rs.  6,000) 

24,000 12,000 48,000 

          Specific Discount  55,00,000 22,00,000 13,20,000 
          Sales Commission 33,00,000 11,00,000 4,40,000 
          Advertisement Cost 8,75,000 6,15,000 4,30,000 
Profit per customer* 54,59,000 35,92,000 37,42,000 
Profit Margin per customer* (%) 24.81% 32.65% 42.52% 
Rank III II I 

             * Before deducting general fixed overhead cost 

 The contribution margin is 70% for each customer but when the other overheads 
costs per customer is included in the above profitability statement the profitability of 
the three customers become different. MG Bros. is the most profitable customer. 

3. (a) Cost Classification 
(i) Committed Cost  
 Reason: Company cannot negotiate the price of advertisement in future and it has 

to make payment as soon as advertisement is prepared. 
(ii) Differential Cost 
 Reason: In case of decision making among two alternatives, every manager has to 

compare the difference in cost involved. 
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(iii) Sunk Cost 
 Reason: Research expense has already been incurred and it will not affect any 

decision making in future. 
(iv) Opportunity Cost 
 Reason: Income from government securities is the amount that company has 

forgone to earn income from its investment in the project. 
(v) Period Cost  
 Reason: Salary of chairman is paid irrespective of productivity of the company. 
(vi) Direct Cost 
 Reason: Amount paid for water can be directly attributed to the cost of finished 

product that is clothes. 

 (b)                                   Projected Raw Material Issues (Kg) 
 ‘A’ ‘B’ ‘C’ 
‘X’ (48,000 units-Refer Note) 60,000  24,000 --- 
‘Y’ (36,000 units-Refer Note)  72,000           - 54,000 
Projected Raw Material Issues 1,32,000 24,000 54,000 
Note: 

− Based on this experience and the projected sales, the FML has budgeted production 
of 48,000 units of ‘X’ and 36,000 units of ‘Y’ in the sixth period. 

=52,500 x 40% + 45,000 – 18,000 = 48,000 

=27,000 x 40% + 42,000 – 16,800 = 36,000  

− Production is assumed to be uniform for both products within each four-week period. 

Projected Inventory Activity and Ending Balance (Kg) 

 ‘A’ ‘B’ ‘C’ 
Average Daily Usage 6,600 1,200 2,700 
Beginning Inventory 96,000 54,000 84,000 
Orders received:    
 Ordered in 5th period 90,000 - 60,000 
 Ordered in 6th period 90,000 - - 
Sub Total  276,000 54,000 144,000 
Issues 132,000 24,000 54,000 
Projected ending inventory balance 144,000 30,000   90,000 
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Note: 

− Ordered 90,000 Kg of ‘A’ on fourth working day. 

− Order for 90,000 Kg of ‘A’ ordered during fifth period received on tenth working day. 

− Order for 90,000 Kg of ‘A' ordered on fourth working day of sixth period received on 
fourteenth working day. 

− Ordered 30,000 Kg of ‘B’ on eighth working day. 

− Order for 60,000 Kg of ‘C’ ordered during fifth period received on fourth working day. 

− No orders for ‘C’ would be placed during the sixth period. 

Projected Payments for Raw Material Purchases 
Raw 

Material 
Day/Period 

Ordered 
Day/Period 
Received 

Quantity 
Ordered 

Amount 
Due 

Day/Period 
Due 

‘A’ 20th/5th 10th /6th 90,000 Kg Rs. 90,000 20th/6th 
‘C’ 4th/5th 4th /6th 60,000 Kg Rs. 60,000 14th/6th 
‘A’ 4th/6th 14th /6th 90,000 Kg Rs. 90,000 4th/7th 
‘B’ 8th/6th 13th /7th 30,000 Kg Rs. 60,000 3rd/8th 

4.  (a)  Statement Showing Impact on Airline’s Profit if Flight GB-022 is Discontinued  
  Rs.  
Contribution Margin lost if the flight is discontinued  (5,88,000) 
Less: Flight Costs which can be avoided if the flight is discontinued: 
 Rs.   
 Flight Promotion 28,000 
 Fuel for Aircraft 2,38,000 
 Liability Insurance (1/3 x Rs.  1,47,000)  49,000 
 Salaries, Flight Assistants 31,500 
  Overnight Costs for Flight Crew and Assistants  12,600    3,59,100 

     (2,28,900) 
If Golden Bird Airlines Ltd. goes for discontinuation of flight GB-022, its profit will go down 
by Rs.  2, 28,900.   
Following costs are not relevant to the decision: 
− Salaries, flight crew - Fixed annual salaries which will not change 
− Baggage loading and flight preparation- This is an allocated cost, which will  

continue even if the flight is discontinued. 
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− Depreciation of aircraft -Sunk Cost 
− Liability insurance (two third) - Sunk Cost 
− Hanger parking fee- This cost will be incurred regardless of whether the flight is 

made. 
(b)  Given that the unit (factory) works effectively for 7 hours and the processing time (in 

minutes) for each of the four products by different operators, we obtain the 
production and profit matrices as follows: 
Production Matrix 

Operator Product 
WW WX WY WZ 

A 140 84 60 70 
B 120 168 280 210 
C 140 120 84 84 
D 42 84 56 56 

Profit Matrix: 

Operator Product 
WW WX WY WZ 

A 210 84 120 35 
B 180 168 560 105 
C 210 120 168 42 
D 63 84 112 28 

Subtract all the elements from the highest value and obtain the following matrix: 

Operator Product 
WW WX WY WZ 

A 350 476 440 525 
B 380 392 0 455 
C 350 440 392 518 
D 497 476 448 532 
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Subtracting row minimum, we obtain: 

Operator Product 
WW WX WY WZ 

A 0 126 90 175 
B 380 392 0 455 
C 0 90 42 168 
D 49 28 0 84 

Subtracting column minimum and after assignment, we get: 

Operator Product 

WW WX WY WZ 

A 0 98 90 91 

B 380 364 0 371 

C 0 62 42 84 

D 49 0 0 0 
 
Since required number of assignments could not be made, proceed further: 

Operator Product 

WW WX WY WZ 

A 0 36 90 29 

B 380 302 0 309 

C 0 0 42 22 

D 111 0 62 0 

The optimum solution is: 
Operator Product Profit (Rs. ) 

A WW 210 
B WY 560 
C WX 120 
D WZ 28 

Total Profit 918 
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5. (a) Traditional Variance (Actual Vs Original Budget) 
 Usage Variance  =  (Standard Quantity – Actual Quantity) x Standard Price 
  =  (2,500 Kg – 2,700 Kg) x Rs. 1.50 

 =  Rs. 300 (A) 
 Price Variance   =  (Standard Price – Actual Price) x Actual Quantity 
  =  (Rs. 1.50 – Rs. 2.40) x 2,700 Kg 
  =  Rs. 2,430 (A) 
 Total Variance   =  Rs. 300 (A) + Rs. 2,430 (A)  
  =  Rs. 2,730 (A) 
 Operational Variance (Actual Vs Revised) 
 Usage Variance  =  (2,500 Kg – 2,700 Kg) x Rs. 2.25 
  =  Rs. 450 (A) 
 Price Variance   =  (Rs. 2.25 – Rs. 2.40) x 2,700 Kg 
  =  Rs. 405 (A) 
 Total Variance    =  Rs. 450 (A) + Rs. 405 (A)  
  = Rs. 855 (A) 
 Planning Variance (Revised Vs Original Budget) 
 Controllable Variance =  (Rs. 2.00 – Rs. 2.25) x 2,500 Kg 
  =  625 (A) 

Uncontrollable Variance =  (Rs. 1.50 – Rs. 2.00) x 2,500 Kg 
  =  1,250 (A) 

Total Variance  =  Rs. 625 (A) + Rs. 1,250 (A)  
 =  Rs. 1,875 (A) 

 Traditional Variance  = Operational Variance + Planning Variance  
 =  855 (A) + 1,875 (A)  
 = 2,730 (A) 

 (b) Cost is not only criterion for deciding in the favour of shut down. Non-cost factors 
worthy of consideration in this regard are as follows: 
(i)  Interest of workers, if the workers are discharged, it may become difficult to get 

skilled workers later, on reopening of the factory. Also shut-down may create 
problems. 
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(ii) In the face of competition it may difficult to re-establish the market for the  
product. 

(iii) Plant may become obsolete or depreciate at a faster rate or get rusted. Thus,  
heavy capital expenditure may have to be incurred on re-opening. 

 (c) Both Standard Costing and Kaizen Costing are helpful and used for measurement of 
performance of a company but there are differences in approach between the two 
systems. 

  Under Standard Costing system standards of all important variables like cost and 
quantity of materials, labours and overheads are set at the beginning of the year or 
activity. These set standards are compared with the actual performance to analyse 
the variances. As a step further all variances are classified as planning and 
operational variances to distinguish variances that are within the manager’s control 
and beyond their effort. In brief Standard Costing and Variance Analysis helps in 
determine the variances and take post event measures to stop recurrences. 

  On the other hand Kaizen Costing emphasises on continual improvement. Targets 
once set at the beginning of the year or activities are updated continuously to reflect 
the improvement that has already been achieved and that are yet to be achieved.  

  As a continuous improvement measure Kaizen Costing set new challenges before 
the workers and managers and helps to improve and control the situation to achieve 
desired target results. Therefore, if Kaizen costing is used in place of Standard 
Costing and Variance analysis to measure performance then definitely it will keep 
Arnav Automobile Ltd. competent enough to head on with the global automobile 
players.   

6. (a)              Ranking of Products When Availability of Time is the Key Factor 

Products A B C D 

Market Price (Rs. ) 150 146 140 130 
Less: Variable Cost (Rs. ) 130 100 90 85 
Contribution per unit (Rs. ) 20 46 50 45 
Labour Hours per unit 3 hrs. 4 hrs. 2 hrs. 3 hrs. 
Contribution per Labour Hour 6.67 11.50 25.00 15.00 
Ranking  IV III I II 
Maximum Demand (units) 2,800 2,500 2,300 1,600 
Total No. of Hours 8,400 10,000 4,600 4,800 
Allocation of 20,000 Hours on the Basis 
of Ranking 

600* 10,000 4,600 4,800 

  (*) Balancing Figure 
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  Note:  Time required to meeting the demand of 2,500 units of Product D for Division 
Y is 7,500 hrs. This requirement of time viz. 7,500 hrs for providing 2,500 units of 
Product D for Division Y can be met by sacrificing 600 hours of Product A (200 units) 
and 6,900 hours of Product B (1,725 units). 

   Transfer Price  =  Variable Cost + Opportunity Cost 

    = (6,900 hrs. Rs.11.5 600 hrs. Rs.6.66)Rs.85
2,500 units

× + ×
+   

    = Rs.79,350 Rs.4,000Rs.85
2,500units

+
+   

    = Rs. 85 + Rs. 33.34 = Rs. 118.34 
 (b) The product life cycle span the time from the initial R & D on a product to when 

customer service and support is no longer offered for that product.   
Life Cycle Costing technique is particularly important when: 
(i) High percentage of total life-cycle costs are incurred before production begins 

and revenue are earned over several years and 
(ii) High fraction of the life cycle costs are locked in at the R & D and design 

stages. 
Fiona should identify those industries and then companies belonging to those 
industries where above mentioned feature are prevalent. For example, Automobile 
and Pharmaceutical Industries companies like Tata Motors Ltd., Ranbaxy 
Laboratories Ltd., and Dabur India Ltd. will be good candidates for study on product 
life cycle costing. 

 (c) Working Notes 
1.  No. of Customer   = 1,900  
       (5,000 × 40% × 95%) 
2.   Consumption of Gas  = 11,40,000 Metered units 

      (1,900 × 50 mt.× 12 months) 
 Gas Supply    =  13,41,176 Metered units 
       {11,40,000 × (100 ÷ 85)} 

3.  Cash Inflow: 

 (Rs.) 
Rent (1,900 × 4 Quarters × Rs. 10) 76,000 
Add: Consumption Charge (11,40,000 × Rs. 0.4)  4,56,000 
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Less: Cost of Company (13,41,176 × Rs. 0.065)   87,176 
Cash Inflow p.a.  4,44,824 

 One Time Connection Charge   = Rs. 4,75,000 
       (Rs. 250 × 1,900 customers)  

 Maximum Capital Project Cost Can be to Allow the Company to Provide 
the Service Required 

 By Following the Concept of Perpetuity 
 (Investment − Rs. 4,75,000) × 17%   = Rs. 4,44,824 

 ∴  Investment      = Rs. 30,91,612 
 (d) In an assignment minimization problem, if one task cannot be assigned to one 

person, introduce a prohibitively large cost for that allocation, say M, where M has a 
high the value. Then, while doing the row minimum and column minimum operations, 
automatically this allocation will get eliminated. 

7. (a) N  = 18,000 units 
O =  9,000 units 
Ratio (N : O)  =  2:1 
Let  
t = No. of units of ‘O’ for BEP 
N  =  2t No. of units for BEP 
Contribution of ‘N’  = Rs. 10.5 per unit  
Contribution of ‘O’ =  Rs. 9 per unit  
At Break Even Point: 

10.5 x (2t) + 9 x t -15,000 = 0 
30t = 15,000 
t = 500 units 

BEP of ‘N’ = 2t  
 = 1,000 units 
BEP of ‘O’ = t 
 = 500 units 

(b) (i) Rework       Internal Failure 
(ii) Disposal of scrap      Internal Failure 
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(iii) Warranty Repairs     External Failure 
(iv) Repair to manufacturing equipments  Internal Failure 
(v) Discount on defective sale    External Failure 
(vi) Raw material inspection    Prevention Cost 
(vii) Finished product inspection    Appraisal Cost 
(viii) Establishment of quality circles   Prevention Cost 

(c) (i) All activities of a firm are not subject to learning effect. (Activities that have not 
been performed in the present operational mode, those performed by new or 
unfamiliar employees are subjected to learning effect, while those performed by 
familiar or experienced workmen will not be subjected to learning effect) 

(ii) (i) In case Market Demand is High – Product Beta (Lower Variable Cost and 
Higher Fixed Cost) 

(ii) In case Market Demand is Low – Product Gama 
(d) Relevant costs of producing one unit of the finished product 

Rs.   
Cost of material ‘KM’ (realisable value)     40 
Cost of labour (Being sunk cost)        - 
Out-of-pocket expenses        15 

55 
Allocated overhead is not relevant for the decision. The customer should be charged Rs. 
55 per unit. 

(e) Limitations of Uniform Costing are: 
(i) Sometimes it is not possible to adopt uniform standards, methods and 

procedures of costing in different firms due to differing circumstances in which 
they operate. Hence, the adoption of uniform costing becomes difficult in such 
firms. 

(ii) Disclosure of cost information and other data is an essential requirement of a 
uniform costing system. Many firms do not wish to share such information with 
their competitors in the same industry. 

(iii) Small firms in an industry believe that uniform costing system is only meant for 
big and medium size firms, because they cannot afford it. 

(iv) It induces monopolistic trend in the business, due to which prices may be 
increased artificially and supplies withheld. 
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Test Series: September, 2014 

MOCK TEST PAPER – 1 

FINAL COURSE: GROUP – II 

PAPER – 6: INFORMATION SYSTEMS CONTROL & AUDIT 
Question No. 1 is compulsory. 

Attempt any five questions from the remaining six Questions. 
Time Allowed – 3 Hours Maximum Marks – 100 

1. (a) Mr. A has received some information about Mr. B on his cell phone. He knows that 
this information has been stolen by the sender. He not only retained this information 
but also sends it to Mr. B and his friends. Because of this act, Mr. B is annoyed and 
his life is in danger.  
(i) Mr. B seeks your advice, under what sections of Information Technology 

(Amendment) Act, 2008; can he file an FIR with police?        (4 Marks) 
(ii) Advise Mr. B detailing the applicable sections of the Act.  (8 Marks) 

 (b) Discuss some of the major techniques to commit cyber frauds. (8 Marks) 
2.  (a)  Discuss different attributes of useful and effective Information?     (8 Marks) 
 (b) How Audit Trail can be used to support security objectives?  (4 Marks) 
 (c)  Discuss various fact-finding techniques/tools are used by the system analyst for 

determining the needs/requirements of the system to be built.     (4 Marks)  
3.  (a)  Name the different phases of methodology for developing a BCP. What are the 

major points on which a methodology mainly emphasizes upon?    (8 Marks) 
 (b)  What are the characteristics of a good coded application and program? (4 Marks) 
 (c) Discuss the goals of Cloud Computing.     (4 Marks) 
4. (a)  Discuss various Output Controls in detail.            (8 Marks) 
 (b) What are the key governance practices of Governance of Enterprise IT (GEIT)?  
    (4 Marks) 
 (c) What are Detective Controls?         (4 Marks) 
5.  (a) What do you understand by the terms COBIT 5? Describe its practices in brief. 
    (8 Marks) 
 (b) What are the basic features of Transaction Processing System (TPS)? (4 Marks) 
 (c) Describe major advantages of continuous audit techniques. (4 Marks) 
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6.  (a)  Discuss different types of Back-up plans used in Business Continuity Planning? 
  (8 Marks) 

 (b)  Discuss the various categories of IS Audit. (4 Marks) 
 (c) Discuss various Information Systems that serve different organizational levels.  
    (4 Marks) 
7.  Write short notes on any four of the following:  

(a)  Key management practices for implementing risk management.  
(b)  Components of Internal Controls. 
(c)  Phases of Information Security Management Systems (ISMS).  
(d)  Mobile Computing Benefits.  
(e)  Weaknesses of Agile model. (4 × 4 = 16 Marks) 

 

© The Institute of Chartered Accountants of India



Test Series: September, 2014 

MOCK TEST PAPER – 1 

FINAL COURSE: GROUP – II 

PAPER – 6: INFORMATION SYSTEMS CONTROL & AUDIT 

SUGGESTED ANSWERS/HINTS 

1.  (a) (i)  Mr. B wants to file an FIR against Mr. A, then he may file the same under the 
following Section of Information Technology (Amendment) Act, 2008: 
• Section 66 A: Punishment for sending offensive messages through 

communication service, etc.; 
• Section 66 B: Punishment for dishonestly receiving stolen computer 

resource or communication device; and 
• Section 66 E: Punishment for violation of privacy. 

(ii) All these applicable sections in this case are given as follows: 
[Section 66 A] Punishment for sending offensive messages through 
communication service, etc. 
Any person who sends, by means of a computer resource or a communication 
device,- 
(a)  any information that is grossly offensive or has menacing character; or 
(b)  any information which he knows to be false, but for the purpose of 

causing annoyance, inconvenience, danger, obstruction, insult, injury, 
criminal intimidation, enmity, hatred, or ill will, persistently by making use 
of such computer resource or a communication device, 

(c)  any electronic mail or electronic mail message for the purpose of causing 
annoyance or inconvenience or to deceive or to mislead the addressee or 
recipient about the origin of such messages shall be punishable with 
imprisonment for a term which may extend to three years and with fine. 

Explanation: For the purposes of this section, terms "Electronic mail" and 
"Electronic Mail Message" means a message or information created or 
transmitted or received on a computer, computer system, computer resource 
or communication device including attachments in text, image, audio, video 
and any other electronic record, which may be transmitted with the message. 
[Section 66 B] Punishment for dishonestly receiving stolen computer 
resource or communication device. 
Whoever dishonestly receives or retains any stolen computer resource or 
communication device knowing or having reason to believe the same to be 
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stolen computer resource or communication device, shall be punished with 
imprisonment of either description for a term which may extend to three years 
or with fine which may extend to rupees one lakh or with both. 
[Section 66E] Punishment for violation of privacy 
Whoever, intentionally or knowingly captures, publishes or transmits the image 
of a private area of any person without his or her consent, under 
circumstances violating the privacy of that person, shall be punished with 
imprisonment which may extend to three years or with fine not exceeding two 
lakh rupees, or with both. 

(b) Following are the major techniques to commit cyber frauds: 
• Hacking: It refers to unauthorized access and use of computer systems, 

usually by means of personal computer and a telecommunication network. 
Normally, hackers do not intend to cause any damage. 

• Cracking: Crackers are hackers with malicious intentions, which means, un-
authorized entry. Now across the world hacking is a general term, with two 
nomenclatures namely:  Ethical and Un-ethical hacking. Un-ethical hacking is 
classified as Cracking. 

• Data Diddling: Changing data before, during, or after it is entered into the system 
in order to delete, alter, or add key system data is referred as data diddling. 

• Data Leakage: It refers to the unauthorized copying of company data such as 
computer files. 

• Denial of Service (DoS) Attack: It refers to an action or series of actions that 
prevents access to a software system by its intended/authorized users; causes 
the delay of its time-critical operations; or prevents any part of the system from 
functioning.  

• Internet Terrorism: It refers to the using Internet to disrupt electronic 
commerce and to destroy company and individual communications. 

• Logic Time Bombs: These are the program that lies idle until some specified 
circumstances or a particular time triggers it. Once triggered, the bomb 
sabotages the system by destroying programs, data or both. 

• Masquerading or Impersonation: In this case, perpetrator gains access to 
the system by pretending to be an authorized user. 

• Password Cracking: Intruder penetrates a system’s defense, steals the file 
containing valid passwords, decrypts them and then uses them to gain access 
to system resources such as programs, files and data. 

• Piggybacking: It refers to the tapping into a telecommunication line and 
latching on to a legitimate user before s/he logs into the system. 
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• Round Down: Computer rounds down all interest calculations to 2 decimal 
places. Remaining fraction is placed in account controlled by perpetrator. 

2. (a) Attributes of Information: Some of the important attributes of useful and effective 
information are given as follows: 
• Availability - It is a very important aspect of information. Information is 

useless if it is not available at the time of need. Database is a collection of files 
which is collection of records and data from where the required information is 
derived for useful purpose. 

• Purpose/Objective - Information must have purpose/objective at the time it is 
transmitted to a person or machine, otherwise it is simple data. The basic 
objective of information is to inform, evaluate, persuade, and organize. This 
indeed helps in decision making, generating new concepts and ideas, identify 
and solve problems, planning, and controlling which are needed to direct 
human activity in business enterprises. 

• Mode and format - The mode of communicating information to humans should 
be in such a way that it can be easily understood by the people. The mode may 
be in the form of voice, text and combination of these two and is designed in 
such a way that it assists in decision making, solving problems, initiating 
planning, controlling and searching. According to the type of information, the 
different formats can be used e.g. diagrams, graphs, curves are best suited for 
representing the statistical data. Format of information should be simple, 
relevant and should highlight important points but should not be too cluttered up.  

• Current/Updated - The information should be refreshed from time to time as it 
usually rots with time and usage.  

• Rate - The rate of transmission/reception of information may be represented 
by the time required to understand a particular situation. Useful information is 
the one which is transmitted at a rate which matches with the rate at which the 
recipient wants to receive. 

• Frequency - The frequency with which information is transmitted or received 
affects its value.  

• Completeness and Adequacy - The information provided should be complete 
and adequate in itself because only complete information can be used in policy 
making.  

• Reliability - It is a measure of failure or success of using information for 
decision-making. If information leads to correct decision on many occasions, 
we say the information is reliable. 
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• Validity - It measures how close the information is to the purpose for which it 
asserts to serve. For example, the experience of employee supports in 
evaluating his performance. 

• Quality - It means the correctness of information. For example, an over-
optimistic manager may give too high estimates of the profit of product which 
may create problem in inventory and marketing. 

(b) Audit trails can be used to support security objectives in three ways: 
• Detecting Unauthorized Access: Detecting unauthorized access can occur in 

real time or after the fact. The primary objective of real-time detection is to 
protect the system from outsiders who are attempting to breach system 
controls. A real-time audit trail can also be used to report on changes in 
system performance that may indicate infestation by a virus or worm.  

• Reconstructing Events: Audit analysis can be used to reconstruct the steps 
that led to events such as system failures, security violations by individuals, or 
application processing errors. Audit trail analysis also plays an important role 
in accounting control.  

• Personal Accountability: Audit trails can be used to monitor user activity at 
the lowest level of detail. This capability is a preventive control that can be 
used to influence behavior. Individuals are likely to violate an organization’s 
security policy if they know that their actions are not recorded in an audit log.  

(c) Various fact-finding techniques/tools used by the system analyst for determining the 
needs/ requirements of the system to be built are given as below: 
• Documents: Document means manuals, input forms, output forms, diagrams 

of how the current system works, organization charts showing hierarchy of 
users and manager responsibilities, job descriptions for the people, who work 
with the current system, procedure manuals, program codes for the 
applications associated with the current system, etc. Documents are a very 
good source of information about user needs and the current system. 

• Interviews: Users and managers may also be interviewed to extract 
information in depth. The data gathered through interviews often provide 
system developers with a larger picture of the problems and opportunities. 
Interviews also give analyst the opportunity to observe and record first-hand 
user reaction and to probe for further information.  

• Observation: In general and particularly in prototyping approaches, 
observation plays a central role in requirement analysis. Only by observing 
how users react to prototypes of a new system, the system can be successfully 
developed.  
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3. (a)  The methodology for developing a BCP can be sub-divided into eight different 
phases. The extent of applicability of each of the phases has to be tailored to the 
respective organization. 

 The eight phases are given as follows: 
(i)  Pre-Planning Activities (Business Continuity Plan Initiation) 
(ii)  Vulnerability Assessment and General Definition of Requirements 
(iii)  Business Impact Analysis 
(iv)  Detailed Definition of Requirements 
(v)  Plan Development 
(vi)  Testing Program 
(vii)  Maintenance Program 
(viii)  Initial Plan Testing and Plan Implementation 

 The methodology mainly emphasizes on the following: 
• Providing management with a comprehensive understanding of the total efforts 

required to develop and maintain an effective recovery plan; 
• Obtaining commitment from appropriate management to support and 

participate in the effort; 
• Defining recovery requirements from the perspective of business functions; 
• Documenting the impact of an extended loss to operations and key business 

functions; 
• Focusing appropriately on disaster prevention and impact minimization, as well 

as orderly recovery; 
• Selecting business continuity teams that ensure the proper balance required 

for plan development; 
• Developing a business continuity plan that is understandable, easy to use and 

maintain; and 
• Defining how business continuity considerations must be integrated into 

ongoing business planning and system development processes in order that 
the plan remains viable over time. 

 (b)  A good coded application and program should have the following characteristics: 
• Reliability: It refers to the consistency with which a program operates over a 

period of time. However, poor setting of parameters and hard coding of some 
data subsequently could result in the failure of a program after some time. 

• Robustness: It refers to the applications’ strength to uphold its operations in 
adverse situations by taking into account all possible inputs and outputs of a 
program in case of least likely situations. 
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• Accuracy: It refers not only to ‘what program is supposed to do’, but should 
also take care of ‘what it should not do’. The second part becomes more 
challenging for quality control personnel and auditors. 

• Efficiency: It refers to the performance per unit cost with respect to relevant 
parameters and it should not be unduly affected with the increase in input 
values. 

• Usability: It refers to a user-friendly interface and easy-to-understand 
internal/external documentation. 

• Readability: It refers to the ease of maintenance of program even in the 
absence of the program developer. 

(c) The core goals of Cloud Computing are to pool available resources together into a 
highly efficient infrastructure whose costs are aligned with what resources are 
actually used but to the services accessible and available from anywhere at any 
time. However, the infrastructure can be quickly and easily scaled as an 
organization's business requirements evolve. To meet the requirements, some of 
the pertinent objectives in order to achieve the goals are as follows: 
• To create a highly efficient IT ecosystem, where resources are pooled together 

and costs are aligned with what resources are actually used; 
• To access services and data from anywhere at any time; 
• To scale the IT ecosystem quickly, easily and cost-effectively based on the 

evolving business needs; 
• To consolidate IT infrastructure into a more integrated and manageable 

environment; 
• To reduce costs related to IT energy/power consumption; 
• To enable or improve "Anywhere Access" (AA) for ever increasing users; and 
• To enable rapidly provision resources as needed. 

4. (a) Various Output Controls are given as follows: 
• Storage and logging of sensitive, critical forms: Pre-printed stationery 

should be stored securely to prevent unauthorized destruction or removal and 
usage. Only authorized persons should be allowed access to stationery 
supplies such as security forms, negotiable instruments, etc. 

• Logging of output program executions: When programs used for output of 
data are executed, these should be logged and monitored; otherwise 
confidentiality/integrity of the data may be compromised. 

• Spooling/queuing: “Spool” is an acronym for “Simultaneous Peripherals 
Operations Online”. This is a process used to ensure that the user is able to 
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continue working, while the print operation is getting completed. When a file is 
to be printed, the operating system stores the data stream to be sent to the 
printer in a temporary file on the hard disk. This file is then “spooled” to the 
printer as soon as the printer is ready to accept the data. This intermediate 
storage of output could lead to unauthorized disclosure and/or modification. A 
queue is the list of documents waiting to be printed on a particular printer; this 
should not be subject to unauthorized modifications. 

• Controls over printing: Outputs should be made on the correct printer and it 
should be ensured that unauthorized disclosure of information printed does not 
take place. Users must be trained to select the correct printer and access 
restrictions may be placed on the workstations that can be used for printing. 

• Report distribution and collection controls: Distribution of reports should be 
made in a secure way to prevent unauthorized disclosure of data. It should be 
made immediately after printing to ensure that the time gap between 
generation and distribution is reduced. A log should be maintained for reports 
that were generated and to whom these were distributed. Uncollected reports 
should be stored securely. 

• Retention controls: Retention controls consider the duration for which outputs 
should be retained before being destroyed. Retention control requires that a 
date should be determined for each output item produced. Various factors 
ranging from the need of the output, use of the output, to legislative 
requirements would affect the retention period.  

 (b) The key governance practices of Governance of Enterprise IT (GEIT) area as follows: 
• Evaluate the Governance System: Continually identify and engage with the 

enterprise's stakeholders, document an understanding of the requirements, 
and make judgment on the current and future design of governance of 
enterprise IT; 

• Direct the Governance System: Inform leadership and obtain their support, 
buy-in and commitment. Guide the structures, processes and practices for the 
governance of IT in line with agreed governance design principles, decision-
making models and authority levels. Define the information required for 
informed decision making; and 

• Monitor the Governance System: Monitor the effectiveness and performance 
of the enterprise’s governance of IT. Assess whether the governance system 
and implemented mechanisms (including structures, principles and processes) 
are operating effectively and provide appropriate oversight of IT. 

 (c) Detective Controls: These controls are designed to detect errors, omissions or 
malicious acts that occur and report the occurrence. An example of a detective 
control would be a use of automatic expenditure profiling where management gets 
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regular reports of spend to date against profiled spend. The main characteristics of 
such controls are given as follows: 
• Clear understanding of lawful activities so that anything which deviates from 

these is reported as unlawful, malicious, etc; 
• An established mechanism to refer the reported unlawful activities to the 

appropriate person or group; 
• Interaction with the preventive control to prevent such acts from occurring; and 
• Surprise checks by supervisor. 

 Examples of detective controls include Hash totals, Check points in production jobs, 
Echo control in telecommunications, Error message over tape labels, Duplicate 
checking of calculations, Periodic performance reporting with variances, Past-due 
accounts report, The internal audit functions, Intrusion detection system, Cash counts 
and bank reconciliation, and Monitoring expenditures against budgeted amount. 

5. (a) COBIT 5 is a globally recognized framework that acts as a benchmark for reviewing 
and implementing governance and management of enterprise IT. It explains how it 
can be used as an effective tool to help enterprises to simplify complex issues, 
deliver trust and value, manage risk, reduce potential public embarrassment, protect 
intellectual property and maximize opportunities. 
COBIT 5 provides key management practices for ensuring compliance with external 
compliances as relevant to the enterprise. The practices are given as follows: 
• Identify External Compliance Requirements: On a continuous basis, identify 

and monitor for changes in local and international laws, regulations, and other 
external requirements that must be complied with from an IT perspective. 

• Optimize Response to External Requirements: Review and adjust policies, 
principles, standards, procedures and methodologies to ensure that legal, 
regulatory and contractual requirements are addressed and communicated. 
Consider industry standards, codes of good practice, and best practice 
guidance for adoption and adaptation. 

• Confirm External Compliance: Confirm compliance of policies, principles, 
standards, procedures and methodologies with legal, regulatory and 
contractual requirements. 

• Obtain Assurance of External Compliance: Obtain and report assurance of 
compliance and adherence with policies, principles, standards, procedures and 
methodologies. Confirm that corrective actions to address compliance gaps 
are closed in a timely manner. 

 (b) Basic features of Transaction Processing System (TPS) are given as follows: 
• Large volume of data - As TPS is transaction oriented and generally consists 
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of large volumes of data, it requires greater storage capacity. Their primary 
objective is to ensure that the data regarding the economic events in the 
enterprises are captured quickly and correctly.  

• Automation of basic operations - Any TPS aims at automating the basic 
operations of a business enterprise and plays a critical role in the day-to-day 
functioning of the enterprise. Any failure in the TPS for a short period of time can 
play havoc with the functioning of the enterprise. Thus, TPS is an important source 
of up-to-date information regarding the operations in the enterprise. 

• Benefits are easily measurable - TPS reduces the workload of the people 
associated with the operations and improves their efficiency by automating 
some of the operations. Most of these benefits of the TPS are tangible and 
easily measurable. Therefore, cost benefit analysis regarding the desirability of 
TPS is easy to conduct. As the benefits from TPS are mainly tangible, the user 
acceptance is easy to obtain. 

• Source of input for other systems - TPS is the basic source of internal 
information for other information systems. Heavy reliance by other information 
systems on TPS for this purpose makes TPS important for tactical and 
strategic decisions as well. 

 (c)  Major advantages of continuous audit techniques are given as follows: 
• Timely, Comprehensive and Detailed Auditing – Evidence would be available 

more timely and in a comprehensive manner. The entire processing can be 
evaluated and analyzed rather than examining the inputs and the outputs only. 

• Surprise test capability – As evidences are collected from the system itself 
by using continuous audit techniques, auditors can gather evidence without the 
systems staff and application system users being aware that evidence is being 
collected at that particular moment. This brings in the surprise test advantages. 

• Information to system staff on meeting of objectives – Continuous audit 
techniques provides information to systems staff regarding the test vehicle to 
be used in evaluating whether an application system meets the objectives of 
asset safeguarding, data integrity, effectiveness, and efficiency. 

• Training for new users – Using the ITFs, new users can submit data to the 
application system, and obtain feedback on any mistakes they make via the 
system’s error reports.  

6. (a) Various types of back-ups are as follows: 
• Full Backup: A full backup captures all files on the disk or within the folder 

selected for backup. With a full backup system, every backup generation 
contains every file in the backup set. However, the amount of time and space 
such a backup takes prevents it from being a realistic proposition for backing 
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up a large amount of data.  
• Incremental Backup: An incremental backup captures files that were created or 

changed since the last backup, regardless of backup type. This is the most 
economical method, as only the files that changed since the last backup are 
backed up. This saves a lot of backup time and space. Normally, incremental 
backup are very difficult to restore. One will have to start with recovering the last 
full backup, and then recovering from every incremental backup taken since. 

• Differential Backup: A differential backup stores files that have changed since 
the last full backup. Therefore, if a file is changed after the previous full 
backup, a differential backup takes less time to complete than a full back up. 
Comparing with full backup, differential backup is obviously faster and more 
economical in using the backup space, as only the files that have changed 
since the last full backup are saved. 
Restoring from a differential backup is a two-step operation: Restoring from the 
last full backup; and then restoring the appropriate differential backup. The 
downside to using differential backup is that each differential backup probably 
includes files that were already included in earlier differential backups.  

• Mirror back-up: A mirror backup is identical to a full backup, with the 
exception that the files are not compressed in zip files and they cannot be 
protected with a password. A mirror backup is most frequently used to create 
an exact copy of the backup data.  

 (b) IS Audits has been categorized into five types: 
(i)  Systems and Application: An audit to verify that systems and applications 

are appropriate, are efficient, and are adequately controlled to ensure valid, 
reliable, timely, and secure input, processing, and output at all levels of a 
system's activity. 

(ii)  Information Processing Facilities: An audit to verify that the processing 
facility is controlled to ensure timely, accurate, and efficient processing of 
applications under normal and potentially disruptive conditions. 

(iii)  Systems Development: An audit to verify that the systems under 
development meet the objectives of the organization and to ensure that the 
systems are developed in accordance with generally accepted standards for 
systems development. 

(iv)  Management of IT and Enterprise Architecture: An audit to verify that IT 
management has developed an organizational structure and procedures to 
ensure a controlled and efficient environment for information processing.  

(v)  Telecommunications, Intranets, and Extranets: An audit to verify that 
controls are in place on the client (end point device), server, and on the 
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network connecting the clients and servers. 
 (c) Different Information Systems that serve different organizational levels are given as 

follows: 
(i)  Operational Level Systems- This supports operational managers by keeping 

track of the elementary activities and transactions of the enterprises e.g. sales, 
payroll, receipts etc. These are primarily needed to answer routine questions 
and keep track of flow of transactions though the enterprises. 

(ii)  Knowledge Level Systems- This type of system support the business to 
integrate new knowledge into the business and control the flow of paperwork. 
It helps the organization’s knowledge and data workers and is especially in the 
form of workstations. It is the fastest growing application in business today. 

(iii)  Management Level Systems- It supports the middle managers in monitoring, 
decision making and administrative activities. It provides periodic reports 
rather than instant information on operations. For example- a college control 
system gives report on the number of leaves availed by the staff, salary paid to 
the staff, funds generated by the fees, finance planning etc.  

(iv)  Strategic Level Systems-It supports the senior level management to tackle and 
address strategic issues and long term trends, both inside organization and the 
outside world. It answers questions like what products should be launched to 
increase the profit and capture the market. It helps in long term planning.   

7.  (a) Key Management Practices for implementing Risk Management are given as follows: 
• Collect Data: Identify and collect relevant data to enable effective IT related 

risk identification, analysis and reporting. 
• Analyze Risk: Develop useful information to support risk decisions that take 

into account the business relevance of risk factors. 
• Maintain a Risk Profile: Maintain an inventory of known risks and risk 

attributes, including expected frequency, potential impact, and responses, and 
of related resources, capabilities, and current control activities. 

• Articulate Risk: Provide information on the current state of IT- related 
exposures and opportunities in a timely manner to all required stakeholders for 
appropriate response. 

• Define a Risk Management Action Portfolio: Manage opportunities and 
reduce risk to an acceptable level as a portfolio. 

• Respond to Risk: Respond in a timely manner with effective measures to limit 
the magnitude of loss from IT related events.  

 (b) Internal controls comprise of the following five interrelated components which are as 
under: 
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• Control Environment: Elements that establish the control context in which 
specific accounting systems and control procedures must operate. The control 
environment is manifested in management’s operating style, the ways authority 
and responsibility are assigned, the functional method of the audit committee, 
the methods used to plan and monitor performance and so on. 

• Risk Assessment: Elements that identify and analyze the risks faced by an 
organization and the way the risk can be managed. Both external and internal 
auditors are concerned with errors or irregularities that cause material losses 
to an organization.  

• Control Activities: Elements that operate to ensure transactions are 
authorized, duties are segregated, adequate documents and records are 
maintained, assets and records are safeguarded, and independent checks on 
performance and valuation of records. 

• Information and Communication: Elements, in which information is 
identified, captured and exchanged in a timely and appropriate form to allow 
personnel to discharge their responsibilities. 

• Monitoring: Elements that ensure internal controls operate reliably over time. 
 (c) Four phases of Information Security Management Systems (ISMS) are given as 

follows: 
• The Plan Phase – This phase serves to plan the basic organization of 

information security, set objectives for information security and choose the 
appropriate security controls (the standard contains a catalogue of 133 
possible controls). 

• The Do Phase – This phase includes carrying out everything that was planned 
during the previous phase. 

• The Check Phase – The purpose of this phase is to monitor the functioning of 
the ISMS through various “channels”, and check whether the results meet the 
set objectives. 

• The Act Phase – The purpose of this phase is to improve everything that was 
identified as non-compliant in the previous phase. 

 (d) Mobile Computing Benefits: In general, the mobile computing is a versatile and 
strategic technology that increases information quality and accessibility, enhances 
operational efficiency, and improves management effectiveness. But, more 
specifically, it leads to a range of tangible benefits that include the following: 
• It provides mobile workforce with remote access to work order details, such as 

work order location, contact information, required completion date, asset 
history relevant warranties/ service contracts. 
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• It enables mobile sales personnel to update work order status in real-time, 
facilitating excellent communication. 

• It facilitates access to corporate services and information at any time, from 
anywhere. 

• It provides remote access to the corporate Knowledge base at the job location. 
• It enables to improve management effectiveness by enhancing information 

quality, information flow, and ability to control a mobile workforce.  
 (e) Weaknesses of the Agile Model: Some of the weaknesses identified by the 

experts and practitioners include the following: 
• In case of some software deliverables, especially the large ones, it is difficult 

to assess the efforts required at the beginning of the software development life 
cycle. 

• There is lack of emphasis on necessary designing and documentation. 
• Agile increases potential threats to business continuity and knowledge 

transfer. By nature, Agile projects are extremely light on documentation 
because the team focuses on verbal communication with the customer rather 
than on documents or manuals. 

• Agile requires more re-work and due to the lack of long-term planning and the 
lightweight approach to architecture, re-work is often required on Agile projects 
when the various components of the software are combined and forced to 
interact. 

• The project can easily be taken off track if the customer representative is not 
clear about the final outcome. 

• Agile lacks the attention to outside integration. 
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Test Series: September, 2014 
MOCK TEST PAPER – 1 

FINAL: GROUP – II 
PAPER – 7: DIRECT TAX LAWS 

Question 1 is compulsory 

Answer any five questions from the remaining six questions. 

Time Allowed – 3 Hours Maximum Marks – 100 

1. (a)  The Net Profit of "Modern Tiles Ltd." for the year ended 31.3.2014 is Rs. 75 lacs 
after debit of the following: 

(i) Amount of Rs. 2,20,000 contributed to Employees Welfare Trust. 
(ii) Amount of Rs. 21,00,000 paid towards college fee and hostel expense for 

the MBA course of a close relative of a director. 
(iii) Amount of Rs. 4,25,000 incurred on installation of a traffic signal, so as to 

facilitate its employees coming to office to overcome traffic jam and save 
office time. 

(iv) Amount of Rs. 6,10,000 on the gift articles distributed to various dealers 
under sales incentive scheme. 

(v) Expenses of Rs. 8,50,000 incurred on the travelling of the wife of 
Managing Director, who accompanied him on a tour to UK on the invitation 
of Trade and Commerce Chamber, London. 

(vi) Amount of Rs. 4,00,000 paid on 31.5.2013 consequent upon change in 
currency rate due to exchange fluctuation in excess of the amount due to 
the suppliers of machinery. 

  Following further information are also provided by the company: 
  (i) Both the employees and employers contribution towards PF amounting to  

Rs. 3.5 lacs each for the month of March, 2014 were deposited on 1.7.2014. 
(ii)  Provision for audit fees of Rs.7.5 lacs made in the books for the year ended 

31.03.2013 was paid to the auditors in September, 2013 after deducting tax 
under section 194J and the tax so deducted was remitted by 7.10.2013. 

(iii)  Lucky Transporter was paid in cash on 30.10.2013 by two vouchers No. 142 of 
Rs. 15,000 and No.155 of Rs. 12,000, towards lease charges for goods 
carriage. 

(iv)  TDS, out of payment of interest of Rs. 1.5 lac in February, 2013 and of  
Rs. 2.25 lacs in March, 2014, was remitted to the Government in July, 2014. 

© The Institute of Chartered Accountants of India



Compute the income chargeable to tax in A.Y. 2014-15 and work out the amount of 
tax payable on such income. Ignore MAT provisions.                                (10 Marks) 

(b)  A Cooperative Society formed for the purpose of construction of residential flats for 
its members acquired a large area of urban land for Rs. 2 crores.  The society had a 
membership of 15 members, all having equal share.  The Assessing Officer 
proposes to tax urban land in the hands of the society. 
(i)  What is meant by urban land? 
(ii)  Is the action of the Assessing Officer correct?    (5 Marks) 

 (c)  Fast Constructions Ltd. owns the following assets as on 31st March, 2014. State 
whether the assets are chargeable to wealth-tax, indicating reasons in brief. 
(i)  Three office flats at Delhi purchased in the financial year 2007-08 for resale. 
(ii)  Shares of group companies, break-up value of which is Rs. 8.50 lakhs. 
(iii)  Cash at construction site Rs. 3.50 lakhs, not recorded in the books of 

account. 
(iv) Residential flat in occupation of company's whole time director drawing a 

salary of Rs. 12 lakhs per annum. 
(v) Aircraft owned and used by a company for transportation of its goods. (5 Marks) 

2. Shivani Ltd., engaged in the business of manufacturing, shows a net profit of Rs. 8 
crores for the financial year ended 31-3-2014, after debiting/crediting the following items:  
(i) On EPABX and mobile phones (exclusively used for the business purpose) 

purchased during the year, depreciation amounting to Rs. 24 lacs was claimed at 
higher rate of 60% treating them at par with computer.  

(ii)  Rs. 52 lacs paid to NatWest Ltd, towards feasibility study conducted for examining 
proposals for technological advancement relating to the existing business, where 
the project was abandoned without creating a new asset.  

(iii)  Rs. 48 lacs paid for the higher studies of the director's son abroad, with a stipulation 
that he would be appointed as a trainee in the company under "apprentice training 
scheme" where there is no evidence of existence of such scheme.  

(iv) Payment of Rs. 32 lacs (without deducting tax at source) towards purchase of 
software from a non-resident, meant for subsequent resale in the Indian market, 
was ultimately sold at a profit during F.Y. 2013-14.   

(v)  Dividend of Rs. 13 lacs received from a foreign company in which this company 
holds 28% in nominal value of the equity share capital of the company. Rs. 0.45 lac 
expended on earning this income.  

(vi)  A machine in use since past 7 financial years having WDV amounting to Rs. 2.35 
lacs on 01-04-2014 was discarded on 3rd September, 2012. The depreciation on the 
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block at 15% has been provided and charged to profit and loss account for the 
previous year ended 31st March, 2014. The entire block is used for the purpose of 
business.  

(vii)  Rs. 63 lacs were paid on 3rd June, 2013 to a National Laboratory with a stipulation 
that the said contribution shall be used for the purpose of an approved scientific 
research programme only. 

(viii) Secret commission of Rs. 19 lacs was paid and debited under commission account. 
(ix) Purchased a brand new bus for Rs. 24 lacs and donated to a school where the 

employees' children were studying and debited the same to the Workmen and Staff 
Welfare Account. 

Additional Information: 
A debt of Rs. 12 lacs was claimed as bad debt in the previous year 2012-13. However, 
the Assessing Officer allowed only a sum of Rs. 6 lacs as bad debts.  In the previous 
year 2013-14, a sum of Rs. 4 lacs is recovered ultimately in respect of the debt. The 
effect of the recovery of bad debt was not given in the books of account. 
Compute total income of Shivani Ltd. for the Assessment Year 2014-15 and work out 
the amount of tax payable on such income, indicating reasons for treatment of each 
item. Ignore provision relating to minimum alternate tax.                                  (16 Marks) 

3. (a)  A Limited is a company in which 70% shares are held by ABC Limited. A Limited, in 
its annual general meeting held on 30th May, 2013, declared a dividend amounting 
to Rs. 40 lacs to its shareholders for the year ended 31st March, 2013 and it paid 
dividend distribution tax on 2nd June, 2013. ABC Limited did not declare any 
dividend for the year ended 31st March, 2013. It, however, declared an interim 
dividend amounting to Rs. 60 lacs on 1st December, 2013 for the year ended 31St 
March, 2014. 

  (i) What is the amount of tax on dividend payable by ABC Limited?   
(ii) What would be your answer, if 60% of shares in ABC Limited are held by XYZ 
Limited, a domestic company?                                    (6 Marks) 

 (b) Spicy Airways Ltd. sold tickets to the travel agents in India at a minimum fixed 
commercial price. The agents were permitted to sell the tickets at a higher price, 
however, up to a maximum of published price. Commission at the rate of 9% of 
published price was payable to the agents of the airlines company, on which tax 
was deducted under section 194H by the company. The Assessing Officer raised 
the issue of further liability of tax deduction at source on the amount of difference 
between the published price and the minimum fixed commercial price by treating it 
as "additional special commission" in the hands of the agents.   
Whether the contention raised by the Assessing Officer is tenable in law? Critically 
examine.                                                                                                 (6 Marks) 
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 (c) Mr. Himesh, aged 42 years, furnishes the following information relating to premium 
on mediclaim policy paid by cheque for the year ending 31.03.2014: 
(i) for self – Rs. 3,000;  
(ii) for spouse, aged 35 years – Rs. 3,000;  
(iii)  for non-dependent father, aged 70 years - Rs. 21,000;  
(iv)  for dependent mother-in-law, aged 65 years - Rs. 15,000. 

  In addition to above, Mr. Himesh paid Rs. 3,500, in cash, for himself and Rs. 5,500, 
by account payee cheque, for his wife on 01.8.2013 for Preventive Health Check up. 

  Compute his eligible deduction under section 80D for A.Y.2014-15. Would your 
answer be different, in case the premium was paid in cash?    (4 Marks) 

4.  (a)  Alok Housing Finance Co. Ltd., engaged in the business of providing long-term 
finance for construction or purchases of houses in India for residential purposes, 
provides you the following particulars from its accounts for the year ended on 
31.3.2014 and seeks your opinion as to availability of deduction under section 
36(1)(viii) and the amount thereof:   
Profits from the business computed as per Part D of Chapter IV of the Income-tax 
Act, 1961, but before claiming deduction under section 36(1)(viii) is Rs. 640 lacs 

   -Paid-up share Capital          Rs.  525 lacs 
 -General Reserve      Rs.  140 lacs  

   -Balance in reserve created under section 36(1)(viii) on 31.3.2013  Rs.  1,250 lacs 
(8 Marks) 

 (b)  Aerostar, a partnership firm, transfers a piece of land situated in Gurgaon district on 
30.9.2013 for Rs. 75 lacs. The land, purchased on 31.3.1980 for Rs. 1.5 lacs, was 
registered on 4.5.1986 on payment of stamp duty of Rs. 25,000. Expenses on land 
development and construction of boundary wall incurred in July, 1986 for Rs. 
2,25,000. The charges for the transfer of land paid to the broker were 3% of the sale 
consideration. Fair market value of the land as on 1.4.1981 was Rs. 2,00,000.  
The firm invested Rs. 35 lacs on 1.12.2013 in the bonds issued by National 
Highways Authority of India redeemable after 3 years. Compute the amount of 
capital gain chargeable to tax for Assessment Year 2014-15 with the help of cost 
inflation index for F.Y. 1986-87 and 2013-14 of 140 and 939, respectively. Also, give 
in brief, the reasons and the applicable provisions for each of the items dealt with. 

    (8 Marks) 
5. Attempt any four questions out of the following questions: 
 (a)  Ashok Traders, a partnership firm, for the assessment year 2012-13, filed its return 

of income disclosing an income of Rs. 50,000. The assessment was completed on 
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an income of Rs. 1,50,000 in the month of June, 2013. The additions included (a) 
profit on suppressed sales of Rs. 45,000, (b) disallowance of expenses Rs. 55,000. 
The assessment became final as no appeal was preferred. Penalty proceedings 
were initiated on the charge of concealment of income of suppressed profits. After 
considering the explanation to the notice to the penalty, penalty was levied on the 
charge that inaccurate particulars were furnished. M/s. Ashok Traders contends that 
the order of penalty is bad in law. Is the contention justified?  

 (b)  The Assessing Officer lodged a complaint against M/s. Kirorimal Das & Associates, 
a firm, under section 276CC of the Income-tax Act, 1961 for failure to furnish its 
return of income for the assessment year 2011-12 within the prescribed time. The 
tax payable on the assessed income, as reduced by the advance tax paid and tax 
deducted at source, was Rs. 60,000. The appeal filed by the firm against the order 
of assessment was allowed by the Commissioner (Appeals). The Assessing Officer 
passed an order giving effect to the order of the Commissioner (Appeals). The tax 
payable by the firm as per the said order of the Assessing Officer was Rs. 1,000. 
The Assessing Officer has accepted the order of the Commissioner (Appeals) and 
has not preferred an appeal against it to the Income Tax Appellate Tribunal. The 
firm desires to know of the maintainability of the prosecution proceedings in the 
facts and circumstances of the case.           

 (c)  Laxmi Limited paid leave travel facility to its employees and considered exemption 
under section 10(5), based on the self-declaration furnished by the employees. The 
Assessing Officer held that the company as employer ought to have verified the 
genuineness of the claim of exemption by verifying the details of actual expenditure 
incurred for availing leave travel facility by the employees. Accordingly, the 
Assessing Officer treated the assessee company as assessee in default. Decide the 
correctness of action.      

 (d)  Can stamp vendors be treated as agents of the Government for marketing stamp 
papers? If yes, can tax be deducted under section 194H in respect of discount given 
on sale of stamps by the Treasury to the stamp vendor? 

 (e)  In the assessment of a firm, the Assessing Officer made two additions (i) 
Unexplained cash credits Rs. 1 lac. (ii) Disallowance under section 43B. The firm 
filed an appeal before the CIT and being unsuccessful before the Appellate Tribunal 
only on the addition of unexplained cash credits. It was not successful in either 
forum. With regard to the disallowance under section 43B, it did not file any appeal, 
but preferred a revision petition before the CIT under section 264, who dismissed it 
on the ground that the assessment was the subject matter of an appeal to the 
Appellate Tribunal. The assessee relies on the Board’s circular under which the CIT 
is empowered to accept such a petition. Is the petition maintainable? (4×4=16 Marks) 

6. (a) Aarti Limited, an Indian company, is engaged in manufacturing electronic 
components. 74% of shares of the company are held by Alex Inc., incorporated in 
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USA.  Aarti Limited has borrowed funds from Alex Inc. at LIBOR plus 150 points.  
The LIBOR prevalent at the time of borrowing is 4% for US $. The borrowings 
allowed under the External Commercial Borrowings guidelines issued under Foreign 
Exchange Management Act are LIBOR plus 200 basis points. Discuss whether the 
borrowing made by Aarti Limited is at arm's length (‘LIBOR’ means London Inter-
Bank Offer Rate).             (5 Marks)  

(b)  In the course of scrutiny assessment of Mr. Shahid, the Assessing Officer, on the 
basis of information available with him, sought an explanation for the source of the 
expenditure of Rs. 35 lakhs incurred on the wedding of his daughter. The said 
expenditure was neither recorded in the books of account maintained nor was the 
explanation offered by Mr. Shahid satisfactory. What are the consequences? 
  (5 Marks) 

 (c)  Teachme Institute is a trust approved under section 10(23C)(vi) which runs various 
educational institutions. During the course of assessment under section 143(3), the 
Assessing Officer finds that the trust has carried out its activities in contravention of 
the section under which it was approved for exemption. Hence, the Assessing 
Officer wants to pass an order without giving exemption under section 10, which the 
assessee objects. You are required to examine the following with respect to the 
provisions of Income-tax Act, 1961.  
(i) Whether the Assessing Officer can pass an order without giving exemption under 

section 10?  
(ii) Can the Assessing Officer get any additional time limit in completing this 

assessment?                                                                                  (6 Marks) 
7.  (a)   A petition for stay of demand was filed before ITAT by Xenos Ltd. in respect of a 

disputed demand for which appeal was pending before it, on which stay was 
granted by the ITAT vide order dated 1.1.2013. The bench could not function 
thereafter till 1.2.2014 and therefore, the disputed matter could not be disposed off. 
The Assessing Officer attached the bank account on 16.2.2014 and recovered the 
amount of Rs. 15 lacs against the arrear demand of Rs. 25 lacs.  The assessee 
requested the Assessing Officer to refund back the amount as it holds stay over it.  
The Assessing Officer rejected the contention of the assessee. Now the assessee 
seeks your opinion.   (4 Marks) 

 (b)  Mr. Sukhiram is a non-resident. The appeal pertaining to the assessment year 2013-14 
is pending before the Income-tax Appellate Tribunal, the issue involved being 
computation of export profit and tax thereon. The same issue persists for the 
assessment year 2014-15 as well.  Mr. Sukhiram’s brother Mr. Sohanlal has obtained an 
advance ruling under Chapter XIX - B of Income-tax Act, 1961 from the Authority for 
Advance Ruling on an identical issue. 
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  Mr. Sukhiram proposes to use the said ruling for his assessment pertaining to the 
assessment year 2014-15. Can he do so?     (4 Marks) 

 (c)  Peter, an individual, has got his books of account for the year ending 31.3.2014 
audited under section 44AB. His total income for the assessment year 2014-15 is 
Rs. 2,10,000. He desires to know if he can furnish his return of income for the 
assessment year 2014-15 through a Tax Return Preparer.     (4 Marks) 

 (d)  An assessee had credited a sum of Rs. 50,000 in cash in the account of Mohan, 
said to represent a loan obtained from him. The Assessing Officer, having gone into 
the genuineness of the transaction, disbelieved the story of loan and treated the 
sum of Rs. 50,000 as the income of the assessee from undisclosed sources. He 
also started proceedings under section 271D and levied a penalty of Rs. 60,000 on 
the assessee for having accepted the loan in contravention of section 269SS. 
Examine the correctness of the levy.                          (4 Marks) 
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Test Series: September, 2014 
MOCK TEST PAPER – 1 

FINAL: GROUP – II 
PAPER – 7 : DIRECT TAX LAWS 
SUGGESTED ANSWERS/HINTS 

1. (a) Computation of total income of Modern Tiles Ltd. for the A.Y.2014-15 
Particulars Rs. 
Profits and gains of business or profession   
Net profit for the year as per P&L Account  75,00,000 
Add: Expenses debited to Profit and Loss Account but not 
allowable 

 

(i) Contribution to Employees Welfare Trust disallowed 
under section 40A(9) 

2,20,000 

(ii) Expenses on the education of a relative of Director, who 
is not in employment of Modern Tiles Ltd., is not 
deductible under section 37 [Enkay (India) Rubber Co. 
Pvt. Ltd v. CIT (2003) 263  ITR 521 (Del)].  Hence, it 
should be added back to compute business income. 

 
21,00,000 

(iii) Expenses on installation of traffic signal, to facilitate its 
employees to overcome traffic jam and be on time, is an 
allowable expense under section 37(1)  

-- 

(iv) Expenses on distribution of gift articles to dealers under 
sales incentive scheme would promote goodwill and is 
made in the interest of business.  Such gifts are 
prompted by commercial expediency and hence, the 
expenditure is allowable under section 37(1) [CIT v. 
Avery Cycle Industries Ltd. (2006) 157 Taxman 382/ 
298 ITR 239 / 296 ITR 393 (Punjab &  Haryana)] 

 
-- 

(v) Expenses on travelling to UK of the wife of Managing 
Director on the invitation of Trade and Commerce 
Chamber, London, is an allowable expense for the 
purposes of business  

-- 

(vi) Increase in liability due to change in currency rate and 
paid to the suppliers of machine is to be added to cost 
of the asset irrespective of the method of accounting as 
per section 43A.  Hence, it should be added back to 
compute business income. 

 
 
 
 

    4,00,000 
  1,02,20,000 
Add: Employees contribution to PF to be included in income  

© The Institute of Chartered Accountants of India



as per section 2(24)(x)     3,50,000 
  1,05,70,000 
Less: Expenditure allowable as deduction but not debited 

to profit and loss account (See Note below) 
 

(i) Employers contribution towards PF 
paid before due date for filing of return 
is allowable as per section 43B 

 
3,50,000 

 

 Employees contribution to PF is not 
remitted before the due date under the 
PF Act. Therefore, it is not allowable 
as deduction under section 36(1)(va). 

-  

(ii) Provision for audit fees for the year 
ended 31.3.2013 for which tax was not 
deducted in the F.Y. 2012-13 but was 
deducted and paid in F.Y. 2013-14 is 
allowable in the year of payment as 
per the proviso to section 40(a)(ia). 

  
 
 

7,50,000 

 

(iii) Payment to a transporter for goods 
carriage in a day by two vouchers in 
cash, the aggregate not exceeding the 
limit of Rs. 35,000 is an allowable 
expense as per section 40A(3). 

 
 

27,000 

 

(iv) Interest for the month of February & 
March, 2014, on which TDS was 
remitted to the Government before the 
due date of filing of return, is allowable 
as per section 40(a)(ia) (1,50,000 + 
2,25,000) 

 
 

3,75,000 

 

(v) Depreciation on the amount of Rs. 4 
lacs added in cost of machine @ 15% 
for the year 

 
 

  60,000 

 
 

15,62,000 
                                                Total income  90,08,000 
    
                            Computation of tax liability for A.Y.2014-15 
Particulars Rs. 
Tax on Rs. 90,08,000 @ 30%  27,02,400 
Add:  Education cess @ 2%  Rs. 54,048  
         Secondary and higher education cess @ 1% Rs. 27,024      81,072 
Total Tax Payable   27,83,472 
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Note –From a plain reading of the question, it is apparent that items of expenditure 
in serial nos. (i) to (iv) have not been debited to profit and loss account and 
employees’ contribution to PF has not been credited to profit and loss account.  
Therefore, the deductibility or otherwise of these items of expenditure and taxability 
of employees’ contribution to PF have to be considered while computing the 
business income. Accordingly, the items of expenditure in (i) to (iv), which are 
allowable as per the provisions of the Act, have to be deducted while computing 
business income and no adjustment is required of items of expenditure disallowed 
since they have not been debited to profit and loss account.  Further, employees’ 
contribution to PF has to be added while computing business income, since the 
same has not been credited to profit and loss account. 

 (b) (i) “Urban land” means - 
(i) Land situated in any area which is comprised within the jurisdiction of 

a municipality or a cantonment board and which has a population of 
not less than 10,000. 

(ii) Land situated in any area, within the distance, measured aerially, in 
relation to the  range of population according to the last preceding 
census as shown hereunder –  

 Shortest aerial distance from 
the local limits of a 
municipality or cantonment 
board referred to in item (a) 

Population according to the last 
preceding census of which the 
relevant figures have been published 
before the first day of the previous 
year. 

(1) ≤ 2  kilometers > 10,000 ≤ 1,00,000 
(2) ≤  6 kilometers > 1,00,000 ≤ 10,00,000 
(3) ≤  8 kilometers > 10,00,000 

 

 However, the following are specifically excluded from the definition of “urban 
land” - 
(i) Land classified as agricultural land in the records of the Government and 

used for agricultural purposes;  
(ii) Land on which construction of building is not permissible under any law 

for the time being in force in the area in which such land is situated; 
(iii) Land occupied by a building which has been constructed with the 

approval of the appropriate authority; 
(iv) Any unused land held by the assessee for industrial purposes for a period 

of two years from the date of its acquisition by him; 
(v) Any land held by the assessee as stock-in-trade for a period of ten years 

from the date of its acquisition by him. 
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(ii) No wealth tax can be levied on a co-operative society, as section 45 
specifically excludes co-operative societies from the purview of wealth tax. 
Therefore, the action of the Assessing Officer proposing to tax urban land in 
the hands of the cooperative society is incorrect. 

 (c)  (i) Office flats purchased for resale – Not chargeable to wealth-tax: Though 
building or land appurtenant thereto is an asset under section 2(ea), any 
house for residential or commercial purposes which forms part of stock-
in-trade is specifically excluded from the scope of “building”.  Hence, office 
flats purchased for resale do not fall within the meaning of “asset” under 
section 2(ea).   

(ii) Shares of group companies, breakup value of which is Rs. 8.50 lakhs – 
Not chargeable to wealth-tax: Shares are not included in the definition of 
“asset” under section 2(ea). Hence, the value of shares of group companies is 
not chargeable to wealth-tax. 

(iii) Cash at construction site, not recorded in the books of account – 
Chargeable to wealth-tax: In case of persons other than individuals and 
HUFs, any amount not recorded in the books of account is an asset under 
section 2(ea).  Hence, Rs. 3.50 lakhs, representing cash at construction site, 
not recorded in the books of account, constitutes an asset under section 2(ea). 

(iv) Residential flat in occupation of company’s whole time director drawing a 
salary of Rs. 12 lakhs per annum – Chargeable to wealth-tax: Building and 
land appurtenant thereto is an asset chargeable to wealth-tax. However, a 
house meant exclusively for residential purposes, allotted by a company to, 
inter alia, a director who is in whole-time employment having a gross annual 
salary of less than Rs. 10 lakhs, is not chargeable to wealth-tax in the hands of 
the company.   
Therefore, the residential flat in occupation of company’s whole time director 
drawing a salary of Rs. 12 lakhs per annum is chargeable to wealth-tax in the 
hands of Fast Constructions Ltd. 

(v) Aircraft owned and used by a company for transportation of its goods – 
Not chargeable to wealth-tax: The definition of asset under section 2(ea) 
includes, inter alia, aircrafts, other than those used by the assessee for 
commercial purposes. Aircraft owned and used by a company for 
transportation of its goods is construed as used for “commercial purposes”, 
since it is used for the business of the company. Hence, such aircraft is not 
chargeable to wealth-tax. 
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2.            Computation of total income of Shivani Ltd. for the A.Y. 2014-15 
Particulars Rs. Rs. 

Profits and gains of business or profession   
Net profit as per profit and loss account  8,00,00,000 
Add:  Excess depreciation provided on EPABX & 

Mobile phones not allowable as deduction 
[Note (i)] 

18,00,000  

 Payment for higher studies of director’s son 
abroad not allowable as deduction [Note (iii)] 

48,00,000  

 Payment towards purchase of software from a 
non-resident made without deducting tax at 
source, not allowable as deduction [Note (iv)] 

32,00,000  

 Expenditure on earning dividend from foreign 
company not deductible [Note (v)] 

45,000  

 Secret commission paid not allowable [Note 
(viii)] 

19,00,000    
1,17,45,000 

   9,17,45,000 
Less: Dividend received from foreign company to be 

considered under the head “Income from other 
sources” [Note (v)] 

 
13,00,000 

 

 Payment to National Laboratory eligible for 
weighted deduction@ 200% under section 
35(2AA) [Note (vii)]  

 
63,00,000 

 
 

 Bad debts allowable as deduction [Note (x)] 2,00,000    78,00,000 
   8,39,45,000 
Income from Other Sources   
Dividend from foreign company [Note (v)]    13,00,000 
Total Income   8,52,45,000 

Computation of tax liability of Shivani Ltd. for the A.Y.2014-15 

Particulars Rs. 
Tax @15% on dividend from specified foreign company Rs. 13,00,000 [Note 
(v)] 

1,95,000 

Tax @30% on the balance total income of  Rs. 8,39,45,000 2,51,83,500 
 2,53,78,500 
Add: Surcharge@5% (since total income exceeds Rs. 1,00,00,000)    12,68,925 
 2,66,47,425 
Add: Education cess@2%  5,32,949 
        Secondary and higher education cess@1%     2,66,474 
Total tax liability 2,74,46,848 
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Notes: 
(i) EPABX and mobile phones are not computers and therefore, are not entitled to 

higher depreciation@60%.  It was so held by the Kerala High Court in Federal Bank 
Ltd. v. ACIT (2011) 332 ITR 319.  Therefore, EPABX and mobile phones would be 
entitled to depreciation of Rs. 6,00,000, calculated by applying the rate of 15%, 
being the general rate applicable to plant and machinery, on the cost of  
Rs. 40,00,000 (Rs. 24,00,000 × 100/60).  The excess depreciation of Rs. 18,00,000 
(being  Rs. 24,00,000 –  Rs. 6,00,000), debited to profit and loss account, should be 
added back.  

(ii) The issue is whether payment of Rs. 52 lakhs to NatWest Ltd. towards feasibility 
study conducted for examining proposals for technological advancement relating to 
the existing business, where the project was abandoned without creating a new 
asset, is allowable as revenue expenditure. 
On this issue, the Delhi High Court, in CIT v. Priya Village Roadshows Ltd. (2011) 
332 ITR 594, observed that in such cases, whether or not a new business/asset 
comes into existence would become the relevant factor. If there is no creation of a 
new asset, then the expenditure incurred would be of revenue nature. In this case, 
since the feasibility study was conducted by Shivani Ltd. for the existing business 
and the study was abandoned without creating a new asset, the expenses were of 
revenue nature.   
Since the expenditure of Rs. 52 lakhs has already been debited to profit and loss 
account, no further adjustment is required. 

(iii) In this case, since there is no evidence of existence of any “apprentice training 
scheme”, the expenditure of Rs. 48 lakhs incurred in respect of higher studies 
abroad for the director’s son is not allowable as deduction as there is no nexus 
between the education expenditure incurred abroad for the director’s son and the 
business of Shivani Ltd. It was so held by the Bombay High Court in Echjay 
Forgings Ltd. v. ACIT (2010) 328 ITR 286.  

(iv) The Finance Act, 2012 has inserted Explanation 4 to section 9(1)(vi) retrospectively 
with effect from 1st June, 1976, to clarify that consideration for use or right to use of 
computer software is royalty and consequently, tax has to be deducted at source 
under section 195 in respect of such payments. Since, Shivani Ltd. has not 
deducted tax at source on payment of Rs. 32 lakhs, it would be disallowed under 
section 40(a)(i). Therefore, the payment of Rs. 32 lakhs already debited to the profit 
and loss account, has been added back. 

(v) Under section 115BBD, dividend received by an Indian company from a foreign 
company in which it holds 26% or more in nominal value of the equity share capital 
of the company, would be subject to a concessional tax rate of 15% as against the 
tax rate of 30% applicable to other income of a domestic company.  This rate of 
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15% would be applied on gross dividend, in the sense, that no expenditure would be 
allowable in respect of such dividend. 
Therefore, dividend of Rs. 13 lakhs received by Shivani Ltd. from a foreign 
company, in which it holds 28% in nominal value of equity share capital of the 
company, would be subject to tax@15% under section 115BBD.  Such dividend 
would be taxable under the head “Income from other sources”.  No deduction is 
allowable in respect of Rs. 0.45 lakhs expended on earning this income. 
Since such dividend has been credited to the profit and loss account, the same has 
to be reduced for computing income under the head “Profits and gains of business 
or profession.  Likewise, Rs. 0.45 lakhs, representing expenditure for earning 
dividend income, which has been debited to profit and loss account, should be 
added back for computing business income.  

(vi) The issue under consideration is whether depreciation is allowable on the written 
down value of the entire block, even though the block includes some machinery which 
has already been discarded and hence, cannot be put to use during the relevant 
previous year. 
The expression "used for the purposes of the business" in section 32, when used 
with respect to discarded machinery, would mean the use in the business, not in the 
relevant financial year, but in the earlier financial years. Therefore, the condition for 
claiming depreciation in respect of the discarded machine would be satisfied if it is 
used in the earlier previous years for the business.  It was so held by the Delhi High 
Court in CIT vs. Yamaha Motor India Pvt. Ltd. (2010) 328 ITR 297. 
Since the depreciation, in this case, has been debited to profit and loss account, no 
further adjustment is required. 

(vii) Under section 35(2AA), weighted deduction@200% is allowable in respect of 
amount paid to a National Laboratory with a specific direction that such sum shall 
be used for the purpose of an approved scientific research programme.  Therefore, 
in this case, deduction of Rs. 126 lakhs (i.e., 200% of Rs. 63 lakhs) is allowable to 
Shivani Ltd under section 35(2AA).  Since only the actual payment of Rs. 63 lakhs 
has been debited to profit and loss account, the balance of Rs. 63 lakhs has to be 
deducted. 

(viii) As per Explanation to section 37(1), any expenditure incurred by an assessee for any 
purpose which is an offence or which is prohibited by law, shall not be deemed to 
have been incurred for the purpose of business and no deduction or allowance shall 
be made in respect of such expenditure. Therefore, payment of secret commission, if 
it is established as a payment for any purpose which is an offence or which is 
prohibited by law, cannot be allowed as deduction.  It was so held in Tarini Tarpauline 
Productions v. CIT (2002) 254 ITR 495 (Ori.). Even in cases where it cannot be so 
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established, it would be disallowed under section 40(a)(ia) for non-deduction of tax at 
source under section 194H.  

(ix) The expenditure incurred for acquiring a new bus and donating it to the school is for 
the welfare of the children of staff/workmen of the company. Such expenditure is a 
part of employees’ welfare expenses incurred for the purpose of securing healthy 
services for staff members. Therefore, such expenses were incurred wholly and 
exclusively for the purpose of the business. Since the bus had been donated to the 
school, no benefit of enduring nature was derived by Shivani Ltd. as the right of 
ownership was transferred to school. Hence, it is not a capital expenditure.  Since 
such expenditure is incurred wholly and exclusively for the purpose of business and 
is not capital in nature, Shivani Ltd. is entitled to claim deduction in full under 
section 37(1). It was so held by the Rajasthan High Court in CIT v. Rajasthan 
Spinning and Weaving Mills Ltd. (2006) 281 ITR 408.   

(x) In a case where the debt ultimately recovered is less than the difference between 
the amount of debt and bad debt allowed as deduction, such deficiency will be 
deductible in the previous year in which the ultimate recovery is made.  Therefore, 
in this case, since the ultimate recovery of Rs. 4 lakhs is less than Rs. 6 lakhs 
(being the difference between the debt of Rs. 12 lakhs and the amount of Rs. 6 
lakhs allowed as bad debts in the previous year 2012-13), the deficiency of Rs. 2 
lakh will be deductible in the P.Y.2013-14, being the year in which the ultimate 
recovery of Rs. 4 lakhs is made. It may be noted that in a case where the net result 
is a deficiency, the amount recovered will not be taxable in the year of recovery. 
Since Rs. 4 lakhs is not credited to profit and loss account, no further adjustment is 
necessary.    

3. (a) As per section 115-O, dividend distribution tax at the rate of 15% (plus 
surcharge@10%, education cess @ 2% and secondary and higher education cess 
@ 1%) is levied on dividend, declared, distributed  or paid by a domestic company.  
As per sub-section (1A), inserted to section 115-O a holding company receiving 
dividend from its subsidiary company can reduce the same from dividends declared, 
distributed or paid by it. For this purpose, the matching principle does not apply. 
This means that even if the dividend received and dividend distributed relate to 
different periods, the same can be adjusted for the purpose of computing dividend 
distribution tax of the holding company. The only condition to be satisfied is that the 
dividend received from subsidiary company and dividend declared, distributed or 
paid by the holding company should be in the same financial year. However, the 
dividend shall not be considered for reduction more than once. 
The conditions to be fulfilled for this purpose are as follows:  
(1) The subsidiary company should have paid the dividend distribution tax as 

payable on such dividend;   
(2) The holding company should be a domestic company;  
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For this purpose, a holding company is a company which holds more than 50% of 
the nominal value of equity shares of another company. 
On the basis of the above   
(a) Dividend distribution tax payable by ABC Limited shall be 16.995% of [(Rs. 

60,00,000 -  (Rs. 40,00,000 x 70%)] i.e. Rs. 5,43,840.  
(b) If 60% of shares of ABC Limited are held by XYZ Limited, then ABC Limited is a 

subsidiary company of XYZ Limited. Section 115-O(1A) has been amended by the 
Finance Act, 2012 to remove the condition that the holding company should not be 
a subsidiary of any other company for claiming reduction of dividend received from 
the subsidiary company from the dividend declared, distributed or paid by the 
holding company. Therefore, even if ABC Limited is a subsidiary of XYZ Limited, it 
can reduce the amount of dividend received from A Limited for computation of 
dividend distribution tax. Hence, dividend distribution tax payable by ABC Limited 
shall be 16.995% of Rs. 32,00,000 i.e. Rs. 5,43,840.  

 (b) As per the provisions of section 194H, a person is liable to deduct tax at source at 
the time of credit or payment, whichever is earlier, of income in the nature of 
commission to any resident. 
In the present case, Spicy Airways Ltd. correctly deducted tax at source under 
section 194H from the commission@9% of the published price paid to the travel 
agents, who were allowed to sell the air tickets at any price higher than the 
minimum fixed commercial price subject to a maximum of published price. However, 
the Assessing Officer raised a contention that the airline company was required to 
deduct tax at source on the difference between the published price and the 
minimum fixed commercial price by treating it as “additional special commission” in 
the hands of the agents. 
The facts of the case are similar to the case of CIT v. Qatar Airways (2011) 332 ITR 
253, where the Bombay High Court held that the difference between the 
published price and the minimum fixed commercial price of the tickets cannot 
be taken as “additional special commission” in the hands of the agents.  This 
is because the published price was the maximum price and the airline 
company had granted permission to the agents to sell the tickets at a price 
lower than the published price. Further, the airline company would have no 
information about the exact rate at which the tickets were ultimately sold by its 
agents. In order to deduct tax at source on the difference between actual sale 
price and minimum fixed commercial price, the exact income in the hands of 
the agents must necessarily be ascertainable by the airline company. 
However, it is not so ascertainable in this case, since the agents had been 
given discretion to sell the tickets at any rate between the minimum fixed 
commercial price and the published price. It would be impracticable and 
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unreasonable to expect the airline company to get a feedback from its numerous 
agents in respect of the price at which tickets were sold by them.   
Applying the rationale of the above case to the case on hand, Spicy Airways Ltd. is 
not liable to deduct tax at source under section 194H on the difference between the 
published price and the minimum fixed commercial price, even though the amount 
earned by the agent over and above minimum fixed commercial price would be 
taxable as income in the hands of the agent. 
Therefore, the contention raised by the Assessing Officer is not tenable in law. 

 (c) Mr. Himesh has paid Rs. 6,000 in aggregate towards self and spouse’s mediclaim 
premium. He also paid Rs. 9,000 for Preventive Health Check up of himself and 
wife.  It may be noted that payment made for Preventive Health Check is eligible for 
deduction upto a limit of Rs. 5,000 and it may be made in any mode including cash. 
Total deduction available under section 80D to an individual is restricted to Rs. 
15,000.  
Hence, deduction available is Rs. 11,000 (Rs. 6,000 for mediclaim premium + Rs. 
5,000 for Preventive health Check up).  
Mediclaim premium of Rs. 21,000 paid for insuring the health of his father, who is a 
senior citizen, is eligible for additional deduction of up to Rs. 20,000 even though 
his father is not dependent on him. Therefore, total deduction of Rs. 31,000 [i.e., 
Rs. 11,000 + Rs. 20,000] shall be allowed to Mr. Himesh under section 80D.  
It may be noted that, Rs. 15,000 paid for dependent mother-in-law is not allowable, 
since the definition of the term ‘family’ does not include mother-in-law.  

4. (a) According to section 36(1)(viii), a special deduction is allowed to specified entities 
engaged in eligible business. A housing finance company is a specified entity which 
is eligible for deduction under section 36(1)(viii) in respect of profits derived from 
the eligible business of providing long-term finance for construction or purchase of 
houses in India for residential purposes. The quantum of deduction, however, 
should not exceed 20% of the profits derived from eligible business computed under 
the head “Profits and gains of business or profession” (before making deduction 
under section 36(1)(viii)carried to a special reserve account.  
However, where the aggregate amount carried to such reserve account exceeds 
twice the amount of paid up share capital and general reserve, no deduction shall 
be allowed in respect of such excess. 
Alok Housing Finance Co. Ltd. is a specified entity engaged in carrying on the 
eligible business of providing long-term finance for the construction or purchase of 
houses in India for residential purposes and accordingly, it is entitled to claim the 
deduction under section 36(1)(viii). 
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The maximum deduction would be Rs. 128 lacs (20% of Rs. 640 lacs, being the 
profits for the year). However, in such a case, the aggregate amount carried to 
special reserve account i.e. Rs. 1,378 lacs (Rs. 1,250 lacs + Rs. 128 lacs) would 
exceed twice the amount of paid-up share capital and general reserve i.e.,  
Rs. 1,330 lacs (2 x Rs. 665 lacs). Therefore, deduction will not be allowed under 
section 36(1)(viii) in respect of the excess Rs. 48 lacs (Rs. 1,378 lacs – Rs. 1,330 
lacs). Deduction under section 36(1)(viii) for the A.Y. 2014-15 would be Rs. 80 lacs 
(Rs. 1,330 lacs – Rs. 1,250 lacs).  

(b) Computation of Capital Gains chargeable to tax for A.Y.2014-15 

 Particulars Rs.  Rs.  
Gross sale consideration of the land  75,00,000 
Less: Expenses on transfer of land paid to a broker 
@ 3% of   the sale value [See Note 1] 

  
_2,25,000 

Net Sale Consideration  72,75,000 
Less: Indexed cost of acquisition and improvement   
 A) Rs. 2,00,000 x 939/100 [See Notes 2 & 4] 18,78,000  
 B) Rs. 2,50,000 x 939/140 [See Notes 3 & 4] 16,76,786 35,54,786 
  37,20,214 
Less: Investment in bonds of NHAI eligible for 
exemption under section 54EC [See Note 5] 

  
35,00,000 

Capital Gain  _ 2,20,214 

Notes: 
(1) Brokerage paid is allowable as deduction under section 48(i) as held by 

Rajasthan High Court in the case of Sah Roop Narain vs. CIT (1987) 32 
Taxman 453.  

(2) Cost of acquisition of the capital asset can be claimed as deduction under 
section 48 while computing capital gains. As per section 55(2)(b)(i), the cost of 
acquisition in case of a capital asset acquired before 1.4.1981 shall be the 
actual cost of acquisition or the fair market value as on 1.4.1981, at the option 
of assessee. Accordingly, in this case, the cost of acquisition would be the fair 
market value of the land on 1.04.1981, as the same is more beneficial to the 
assessee. 

(3) Cost of improvement of the capital asset can also be claimed as deduction 
under section 48. The cost of improvement, in this case, would include the 
expenditure of Rs. 2,25,000 on land development and construction of 
boundary wall and expenditure of Rs. 25,000 on payment of stamp duty. 
Therefore, the total cost of improvement would be Rs. 2,50,000. 
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(4) Since the asset transferred is a long-term capital asset, indexation benefit 
would be available and the indexed cost of acquisition and indexed cost of 
improvement are allowable as deduction while computing capital gains.   

(5) Under section 54EC, exemption is available for investment, made within a 
period of 6 months from the date of transfer, in bonds of NHAI or RECL, 
redeemable after 3 years. In this case, the transfer took place on 30.9.2013 
and the investment was made in bonds of NHAI, redeemable after 3 years, on 
1.12.2013, which is within the 6 month period. Therefore, the investment of  
Rs. 35 lacs qualify for exemption under section 54EC. 

5.  (a) In the given facts of the case, the Assessing Officer has issued notice towards 
concealment of income in terms of suppression of sales. However, penalty was 
levied on the charge of furnishing of inaccurate particulars of income.  Therefore, 
the penalty order is bad in law. 
The Gujarat High Court had the occasion to consider a similar issue in the case of 
A.M.Shah & Co v. CIT (1999) 238 ITR 415. The High Court held that the charge and 
the levy of penalty should be for the same reason i.e., the basis for issue of notice 
and for imposition of penalty should be the same. In this case, penalty proceedings 
were initiated on the charge of concealment of income. However, the penalty was 
finally levied on the ground that the assessee has furnished inaccurate particulars. 
Such change of stand for imposition of penalty is not valid in law. 

 (b)  Section 276CC provides for prosecution for willful failure to furnish a return of 
income within the prescribed time.  However, prosecution proceedings will not be 
attracted if the tax payable by the assessee on the total income determined on 
regular assessment, as reduced by the advance tax, if any, paid and any tax 
deducted at source, does not exceed Rs. 3,000.  Even though the tax liability of the 
firm as per the original order of assessment exceeded Rs. 3,000, however, as a 
result of the order of the Commissioner (Appeals), it got reduced to Rs. 1,000, 
which is, less than Rs. 3,000.  Therefore, since the tax liability of the firm on final 
assessment was determined at Rs. 1,000, the prosecution proceedings are not 
maintainable.  
In Guru Nanak Enterprises v. ITO (2005) 279 ITR 30, where the facts were similar, 
the Supreme Court held that prosecution as unwarranted. 

 (c) Section 192 casts liability on the employer to deduct tax at source from the salary 
paid to its employees.  
In this case, the employer has paid leave travel concession / facility to its 
employees and the concession / facility is eligible for exemption subject to the 
conditions laid down in section 10(5) read with Rule 2B of the Income-tax Rules, 
1962. 
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The Apex Court, in CIT v. Larsen & Toubro Ltd (2009) 313 ITR 1, held that the 
employer is not under any statutory obligation under the Income-tax Act, 1961, or 
Income-tax Rules, 1962, to collect evidence to show that the employee had actually 
utilized the amount towards leave travel concession. There is no such circular of the 
CBDT requiring the employer to collect and examine the evidence supporting the 
declaration submitted by the employees for the purpose of tax deduction under 
section 192. 
Thus, the action of the Assessing Officer is not tenable in law. 

 (d) In Kerala State Stamp Vendors Association v. Office of the Accountant-General 
(2006) 282 ITR 07, the High Court held that stamp vendors cannot be treated as 
agents of the Government for marketing stamp papers.  The discount given on sale 
of stamps by the Treasury to the stamp vendor is outside the scope of TDS 
provisions under section 194H. 
The High Court observed that only commission and brokerage are subject to tax 
deduction under section 194H. Commission or brokerage is paid for services 
rendered in the course of sale. This implies services rendered by third parties like 
brokers or agents. It cannot mean services rendered by a buyer because a buyer is 
not rendering any service except buying. A price discount given by the seller to the 
buyer cannot be treated as commission or brokerage for services rendered in the 
course of buying and selling of goods. This is because the act of buying does not 
constitute rendering of any service. Therefore, stamp vendors cannot be treated as 
agents of the Government for marketing stamp papers and consequently, TDS 
provisions under section 194H are not attracted. 

 (e) The Supreme Court in Hindustan Aeronatics Ltd v. CIT (248 ITR 898) has laid at 
rest any controversy on this point. It has held that under section 264, the 
Commissioner has no power to revise any order which has been made the subject 
matter of an appeal to the Appellate Tribunal, even if the relief claimed in the 
petition is different from the relief claimed in appeal. With regard to the Board’s 
circular, the instructions are, no doubt, binding on the authorities under the Act but 
where the Supreme Court or High Court has declared the law on the question 
arising for consideration, it will not be open to a court to direct that a circular would 
be given effect to, over-riding the order of the High Court or Supreme Court. Hence, 
the petition is not maintainable. 

6. (a)  One of the methods for determination of arm's length price in an international 
transaction is Comparable Uncontrolled Price method (CUP). Under the CUP 
method, the price charged or paid for property transferred or services rendered in a 
comparable uncontrolled transaction, or a number of such transactions, is identified. 
Such price is adjusted to account for differences, if any, between the international 
transaction and the comparable uncontrolled transaction or between the enterprises 
entering into such transactions, which could materially affect the price in the open 
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market. The adjusted price so arrived at is taken to be an arm’s length price in 
respect of the property transferred or services provided in the international 
transaction.  

  Alex Inc., USA and Aarti Limited, the Indian company shall be deemed to be 
associated enterprises since the former holds more than 26% voting power in the 
latter.   

  The arm's length rate of interest can be determined by using CUP method having 
regard to the rate of interest on external commercial borrowing permissible as per 
guidelines issued under Foreign Exchange Management Act. The interest rate 
permissible is LIBOR plus 200 basis points i.e., 4% + 2% = 6%, which can be taken 
as the arm’s length rate. The interest rate applicable on the borrowing by Aarti 
Limited, India from Alex Inc., USA, is LIBOR plus 150 basis points i.e., 4% + 1.5% = 
5.5%. Since the rate of interest, i.e. 5.5% is less than the arm's length rate of 6%, 
the borrowing made by the Aarti Limited is not at arm’s length. However, in this 
case, the taxable income of Aarti Limited, India, would be lower if the arm’s length 
rate is applied.  Hence, no adjustment is required since the law of transfer pricing 
will not apply if there is a negative impact on the existing profits.  

 (b) If any expenditure is incurred by an assessee in any financial year in respect of 
which he is not able to offer explanation about the source of such expenditure or the 
explanation offered by him is not satisfactory in the opinion of the Assessing Officer, 
then the amount of such unexplained expenditure may be deemed as income of the 
assessee for such financial year as per section 69C.  
Therefore, in this case, the expenditure of Rs. 35 lakhs incurred by Mr. Shahid on the 
wedding of his daughter may be deemed as income of Mr. Shahid as per section 69C. 
Further, such unexplained expenditure which is deemed as the income of Mr. 
Shahid shall not be allowed as deduction under any head of income. 
Where the total income of Mr. Shahid includes such unexplained expenditure of  
Rs. 35 lakhs, which is deemed as his income under section 69C, such deemed 
income would be taxed at the maximum marginal rate of 30% as per section 
115BBE (plus surcharge, education cess @2% and secondary and higher education 
cess @1%).    
Further, no basic exemption or allowance or expenditure shall be allowed to Mr. 
Shahid under any provision of the Income-tax Act, 1961 in computing such deemed 
income. 
Penalty under section 271(1)(c) shall be levied for concealment of income. 

 (c) (i) As per the first proviso to section 143(3), in the case of an institution approved 
under, inter alia, section 10(23C)(vi), which is required to furnish the return of 
income under section 139(4C), the Assessing Officer shall not pass an order of 
assessment under section 143(3) without giving effect to the provisions of 
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section 10, unless he is of the view that the activities of the institution are 
being carried on in contravention to the provisions of that section and: 
(1) he has intimated the Central Government or the prescribed authority, 

which had earlier approved the concerned institution, about the 
contravention of the relevant provisions by the institution; and 

(2) the approval granted to such institution has been withdrawn or notification 
in that respect has been rescinded. 

Therefore, in the aforesaid case, the Assessing Officer can pass an 
assessment order without giving exemption under section 10 to Teachme 
Institute, which is an educational institution approved under section 
10(23C)(vi), only if he has intimated the contravention made by Teachme 
Institute to the Central Government or the prescribed authority, as the case 
may be, and its approval under section 10(23C)(vi) is withdrawn. 

(ii) As per Explanation 1 to section 153, in case the Assessing Officer intimates 
the contravention of provisions of section 10(23C)(vi) to the Central 
Government or the prescribed authority, the period commencing from the date 
of intimation of such contravention by the Assessing Officer and ending on the 
date on which the copy of the order of withdrawing the approval under section 
10(23C)(vi) is received by the Assessing Officer, shall be excluded for 
computing the period of limitation for completing the assessment. 
Further, in case the time limit available to the Assessing Officer for passing an 
assessment order, after such exclusion, is less than 60 days, such remaining 
period of assessment shall be deemed to have been extended to 60 days. 
Therefore, the Assessing Officer will get the above mentioned additional time 
for completing the assessment of Teachme Institute. 

7. (a) The Appellate Tribunal may, on merit, pass an order of stay in any proceedings 
relating to an appeal. However, such period of stay cannot exceed 180 days from 
the date of such order. The Appellate Tribunal has to dispose off the appeal within 
this period of stay. Where the appeal has not been disposed off within this period 
and the delay in disposing the appeal is not attributable to the assessee, the 
Appellate Tribunal can further extend the period of stay originally allowed. Section 
254(2A) provides that the aggregate of the period originally allowed and the period 
or periods so extended or allowed shall not, in any case, exceed 365 days, even if 
the delay in disposing of the appeal is not attributable to the assessee.  If the 
appeal is not disposed of within such period or periods, the order of stay shall stand 
vacated after the expiry of such period or periods. 
Accordingly, even if an appeal is not heard by the bench, say, due to the bench not 
functioning or due to the department seeking adjournment, the stay granted by the 
Appellate Tribunal shall stand vacated after the period of 365 days, inspite of the 
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assessee having taken all steps to ensure speedy disposal of the appeal and having 
a good prima facie case. 
In the present case, the period of 365 days has expired on 31.12.2013, after which 
date the order of stay stands vacated. Accordingly, the recovery of Rs. 15 lacs 
against the arrear demand of Rs. 25 lacs made by the Assessing Officer is in order. 

 (b) As per section 245S(1), the advance ruling pronounced under section 245R by the 
Authority for Advance Ruling shall be binding only on the applicant who had sought 
it and in respect of the specific transaction in relation to which advance ruling was 
sought. It shall also be binding on the Commissioner and the income-tax authorities 
subordinate to him, in respect of the concerned applicant and the specific 
transaction.   
In view of the above provision, Mr. Sukhiram cannot use the advance ruling, 
obtained on an identical issue by his brother, for his assessment pertaining to the 
assessment year 2014-15. 

 (c) Section 139B provides for submission of return of income through Tax Return 
Preparers.  It empowers the Central Board of Direct Taxes (CBDT) to frame a 
scheme for the purpose of enabling any specified class or classes of persons to 
prepare and furnish their returns of income through Tax Return Preparers.  
Specified class or classes of persons have been defined to mean any person, other 
than a company or a person whose accounts are required to be audited under 
section 44AB or under any other existing law, who is required to furnish a return of 
income under the Act.  Thus, companies and persons whose accounts are liable for 
tax audit under section 44AB do not fall within the definition of ‘specified class or 
classes of persons’ and consequently, cannot furnish their returns of income 
through Tax Return Preparers.  In the instant case, the books of account of Peter 
for the year ending 31.3.2014 have been audited under section 44AB.  As such, he 
cannot furnish his return of income for the assessment year 2014-15 through a Tax 
Return Preparer. 

 (d) There are several flaws in the penalty levied by the Assessing Officer. Firstly, the 
penalty leviable under section 271D cannot exceed the sum equal to the loan taken. 
Hence, the maximum penalty leviable would be Rs. 50,000. Secondly, any penalty 
imposable under section 271D shall be imposed by the Joint Commissioner. Hence, 
unless the Assessing officer happens to be a Joint Commissioner the levy of penalty 
will be invalid. Thirdly, the Assessing Officer cannot, on the one hand, treat the loan 
as undisclosed income of the assessee and on the other, treat it as a loan for the 
purpose of section 269SS read with section 271D. Such a treatment will be self 
contradictory. The moment the amount of Rs. 50,000 is treated as undisclosed 
income, it ceases to bear the character of loan and therefore, the foundation for the 
levy of penalty under section 271D disappears. [Diwan Enterprises v. CIT and 
Others 246 ITR 571]. 
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Test Series: September, 2014 

MOCK TEST PAPER – 1 

FINAL COURSE: GROUP – II 

PAPER – 8: INDIRECT TAX LAWS 
Question No. 1 is compulsory. 

Attempt any five questions from the remaining six Questions. 
(Wherever appropriate, suitable assumption should be made and  

indicated in the answer by the candidate) 
Time Allowed – 3 Hours Maximum Marks – 100 

1. (a)  ABC & Co. is the small scale unit located in a rural area which is eligible for 
exemption under Notification No. 8/2003-CE during the year 2012-13.  You are 
required to determine the value of the first clearance of the unit and duty liability of 
ABC & Co. for the year 2012-13 on the basis of particulars given below:  

  Rs.  
(i) Total value of clearances of goods with own brand name 50,00,000 
(ii) Total value of clearances of goods with brand name of 

other parties 
1,00,00,000 

(iii) Clearances of goods which are totally exempt under 
another notification (other than an exemption based on 
quantity or value of clearances) 

45,00,000 

(iv) Rate of excise duty – 12% plus education cesses as 
applicable 

 

  (Make suitable assumptions where required and show the calculations with 
appropriate notes)   (5 Marks) 

 (b) Secure Bank Ltd. furnishes the following information relating to services provided 
and the gross amount received during the month of January, 2014.  Compute the 
value of taxable service and service tax payable: 

  Rs.(Lakhs) 
(i) Amount of commission received for debt collection 

service 
10 

(ii) Discount earned on bills discounted 4.5 
(iii) Value of sale and purchase of forward contract  5.7 
(iv) Charges received on credit card and debit card facilities 3.8 
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extended 
(v) Penal interest recovered from the customers for the delay 

in repayment of loan 
2.6 

(vi) Commission received for service rendered to Government 
for tax collection 

6.0 

(vii) Interest earned on reverse repo transaction 25.0 

  Note: Secure Bank Ltd. is not eligible for small service providers’ exemption under 
Notification No. 33/2012 – ST dated 20.06.2012. (10 Marks) 

 (c) Compute the assessable value for the purpose of determination of customs duty 
from the following data: 

 US $ 
Machinery imported from USA by air (FOB price) 4,000 
Accessories compulsorily supplied alongwith the machinery  1,000 
Air freight  1,200 
Insurance charges Actuals not available  
Local agent’s commission to be paid in Indian currency  Rs.   9,300 
Transportation from Indian airport to factory Rs.   4,000 

  Exchange rate US $ 1 = Rs.    60 
  Provide explanations where necessary. (5 Marks) 
2. (a) Compute the assessable value and amount of excise duty payable under the 

Central Excise Act, 1944 and rules made thereunder from the following information: 

Particulars No. of 
units 

Price at 
factory 

per unit* 

Price at 
depot 

per unit* 

Rate of duty 
ad valorem 

Goods transferred 
from factory to depot 
on 8th February 

1,000 Rs.   200 Rs.   220 12% 

Goods actually sold at 
depot on 18th February 

750 Rs.   225 Rs.   250 10% 

  *Note: Assume it to be the price at which the greatest aggregate quantity of goods 
are sold. (4 Marks) 

 (b) Discuss whether service tax is leviable in respect of transporation services provided 
by Raja Ram Goods Transport Agency in each of the following independent cases: 
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Customer Nature of services provided Amount charged 
A Transportation of milk Rs.  20,000 
B Transportation of books on a consignment 

transported in a single goods carriage  
Rs.  3,000 

C Transportation of chairs for a single consignee in 
the goods carriage 

Rs.  600 

 (8 Marks) 

 (c) Assessable value of certain goods imported from USA is Rs. 10,00,000.  The packet 
contains 10,000 pieces with maximum retail price of Rs. 200 each.  The goods are 
assessable under section 4A of the Central Excise Act, 1944, after allowing an 
abatement of 40%.  The excise duty rate is 12% ad valorem.  Calculate the amount 
of additional duty of customs under section 3(1) of the Customs Tariff Act, 1975 
assuming basic customs duty @ 10% ad valorem.  (4 Marks) 

3. (a) Sundar Ltd. manufactured cigarettes.  It used duty paid paperback aluminum foil in 
the roll form for the purpose of packing cigarettes.  In the process, the roll of 
aluminum foil was cut horizontally to make separate pieces of the foil and word 
‘PULL’ was embossed on it.  Thereafter, fixed number cigarettes were wrapped in it. 
An aluminium foil being resistant to moisture was used as a protector for the 
cigarettes and to keep them dry.  

  Revenue issued a show cause notice to Sundar Ltd. alleging that the process of 
cutting and embossing aluminum foil amounted to manufacture.  Since the 
aluminum foil was used as a shell for cigarettes to protect from them moisture; the 
nature, form and purpose of foil were changed. 

  Briefly discuss, with reference to case law, whether the show cause notice is 
sustainable in law. (4 Marks) 

 (b) The assessee, Devkinandan, Mathura, was running guest houses for the pilgrims. 
The Department issued show cause notice stating that the assessees were liable to 
get service tax registration under “short term accommodation service” and liable to 
pay service tax. The assessee, on the other hand, submitted that it was a religious 
and charitable institution and was running guest houses without any profit motive.  

  You are required to examine whether the show cause notice issued by the 
Department is valid or not, referring to a decided case law, if any.(8 Marks) 

 (c) Mr. William was the managing director of a company, which had set up a unit in the 
Cochin Export Processing Zone for manufacture of certain equipments for cent 
percent export. On the basis of the relevant notifications, the company was entitled 
to import capital goods and claim benefit of duty exemption on proof of total export.  

  With the passage of time, the business of the company fell and it went into 
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liquidation. In the mean while, the customs authorities confiscated the capital goods 
in terms of Section 111(o) of the Customs Act, 1962, and imposed penalty on the 
company. Penalty under section 112(a)(ii) was also imposed on Mr. William without 
stating any reasons as he was in control of the affairs of the company. This was 
done as the Assistant Commissioner of Customs found that neither the capital 
goods nor the raw materials and other goods were used in the production of goods 
for export in terms of the relevant notification. 

  Briefly discuss, with reference to case law, whether the show cause notice imposing 
penalty on Mr. William under section 112(a)(ii) is sustainable in law. (4 Marks) 

4. (a) Discuss the circumstances when an advance ruling will be void under the Central 
Excise Act, 1944.(4 Marks) 

 (b) Hanuman Ltd. is the owner of a coal-mine in Bihar. It obtained a patent from the 
concerned competent authorities in relation of the coal-mine in February, 2011.  
Further, Hanuman Ltd. has entered into an agreement with Laxman Ltd. in April, 
2011 for allowing the latter to extract coals from such mines for next three years. 
The consideration payable by Laxman Ltd. for using the coal-mine has been fixed 
@ Rs. 1000 per tonne.  The quantum of coal extracted by Laxman Ltd. and other 
relevant details are given in the following table:  

Financial 
Year 

Output [in tonnes] Date of issuance 
of invoice 

Date of receipt of 
payment 

2011-12 2,000 05.07.2012 26.08.2012 
2012-13 3,000 13.04.2013 03.04.2013 
2013-14 4,000 11.04.2014 20.05.2014 

  You are required to determine the point of taxation in the above case. (8 Marks) 
 (c)  What are the provisions made under the Customs Act, 1962 regarding control of 

customs over the warehoused goods?  (4 Marks) 
5. (a) PQR Ltd, a output service provider, has misused the service tax credit.  Discuss the 

actions that can be taken by the department against PQR Ltd.  (4 Marks) 
 (b) Mrs. Sukriti Arora, an interior designer based in Delhi provides her service to an 

Indian Hotel Chain (which has business establishment in Mumbai) for its newly 
acquired property in London. State whether the service would be taxable in India on 
the basis of Place of Provision of Service Rules, 2012. (8 Marks) 

 (c) Briefly explain the power of CBEC to issue instructions regarding non-filing of 
appeal in certain cases under the Customs Act, 1962 (4 Marks) 

Or 
  An importer filed bill of entry after 60 days of filing Import General Manifest.  The 

Deputy Commissioner of Customs imposed a penalty of Rs. 10,000 by endorsement 
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on the bill of entry.  Since importer wanted to clear the goods he paid the penalty.  
Can penalty be imposed for late filing of bill of entry?  Examine the issue in the light 
of relevant statutory provisions.  (4 Marks) 

6. (a) Mr. Manoj Jain manufactures electronic items for selling them within India as well as 
exports to Germany. He has stored his goods in the warehouse for the purpose of 
export. However, on account of certain unforeseen circumstances, goods cannot be 
exported to Germany. Now, he wishes to divert the goods kept in the warehouse for 
the purpose of export for home consumption.  Explain briefly the procedure under 
Central Excise Act, 1944 to be adopted by Mr. Manoj Jain for diverting the said 
goods kept in the warehouse for the purpose of export to Germany for home 
consumption.  (4 Marks) 

 (b) Rohan fails to pay service tax of ` 15 lakh payable on 5th January, 2014  He pays it 
on 16th January, 2014  Determine the penalty under section 76 payable by Rohan in 
this case. (8 Marks) 

 (c) Mr. X wants to import a laptop from the USA which has been used by the seller for 
some time there.  Mr. X contends that he can freely import such laptop without any 
restriction/ authorization.  Examine the correctness of Mr. X’s claim in the light of 
the provisions of FTP 2009-14. (4 Marks) 

7. (a)  Under Excise Audit, 2000, the selection of unit for audit is based on 'risk factors'. 
Explain in brief the term 'risk factors' giving any five examples. (4 Marks) 

 (b) LMN Ltd. did not pay its service tax dues of Rs.  40 lakh for the period ending 
30.09.2013.  

  Can the Department create first charge on the property of LMN Ltd.?  If your answer 
is affirmative, whether there are any limitations in respect of creation of such first 
charge? (8 Marks) 

 (c) Are supplies made by the sub-contractors eligible for deemed export benefits under 
FTP? Discuss.  (4 Marks) 
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Test Series: September, 2014 
MOCK TEST PAPER – 1 

FINAL COURSE: GROUP – II 

PAPER – 8: INDIRECT TAX LAWS 

SUGGESTED ANSWERS / HINTS 

1. (a) Computation of the value of first clearances and duty liability of ABC & Co. 

Sl. 
No.  

Particulars Amount 
(Rs.) 

(i) Clearances of goods with own brand name  50,00,000 
(ii) Clearances of goods with brand name of other parties 

[Note 1] 
1,00,00,000 

(iii) Clearances of goods which are exempt under a 
notification other than exemption based on quantity or 
value of clearances [Note 2] 

_ 
 

  
 Total value of clearances eligible for SSI exemption 

available under Notification No. 8/2003 CE dated 
01.03.2003  

1,50,00,000 

 Less:  SSI exemption [Note 3] 1,50,00,000 
 Dutiable clearances   Nil  
 Excise duty payable   Nil  

 Notes: As per Notification No. 8/2003 CE dated 01.03.2003 -  
1. Since, ABC & Co. is situated in rural area, clearances of goods with brand 

name of other parties would also be eligible for SSI exemption. 
2. Clearances of goods which are exempt (other than an exemption based on 

quantity or value of clearances) under a notification are not included in the first 
clearances of Rs.150 lakh.  

3. First clearances of Rs.150 lakh are exempt from payment of excise duty under 
SSI exemption. 
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 (b) Computation of value of taxable service and service tax payable by Secure 
Bank Ltd. 

Sl. 
No.  

Particulars Amount  
(Rs. in 
lakh) 

(i) Commission received for debt collection service [Note 1] 10,00,000 
(ii) Discount earned on bills discounted [Note 2] - 
(iii) Value of sale and purchase of forward contract [Note 3] - 
(iv) Charges received on credit and debit card facilities 

extended [Note 4] 
3,80,000 

(v) Penal interest recovered from the customers for the delay 
in repayment of loan [Note 5] 

- 

(vi) Commission received for service rendered to Government 
for tax collection [Note 1] 

6,00,000 

(vii) Interest earned on reverse repo transaction [Note 6]  - 
 Total  19,80,000 
 Value of taxable service 10019,80,000

112.36
 ×  

 rounded 

off [since all the amounts are total amounts received] 

 
17,62,193 

 Service tax payable [ Rs. 17,62,193 × 12%] 2,11,463 
 Education cess [ Rs. 2,11,463 × 2%] 4,229 
 Secondary and higher education cess [Rs. 2,11,463 × 1%]       2,115 
 Total service tax payable  2,17,807 

 Notes: 
1. Commission received for debt collection service and commission received for 

service rendered to Government for tax collection are neither transactions in 
money which are excluded from the definition of service nor covered in 
negative list or under any exemption notification and are thus liable to service 
tax.   

2. Services of bills discounting, to the extent the consideration is represented by 
way of discount, is covered in the negative list of services as such discounting 
is also a manner of extending credit facility or a loan.  

3. Sale or purchase of forward contracts, being transaction in money, is outside 
the scope of the definition of service.   
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4. Credit extended through credit and debit cards is not in the nature of loan or 
advance for interest and thus, the charges received on account of such 
extended credit is in fact, the consideration for the services rendered by way of 
credit card.   

5. Penal interest recovered from the customers for the delay in repayment of loan 
is not a consideration for an activity.  Further, since services of extending 
loans in so far as the consideration is represented by way of interest is 
covered in the negative list, penal interest charged for delay in repayment of 
loan will also not be liable to service tax.  

6. Reverse repo being a security, which is goods is excluded from the definition 
of service.   

(c) Computation of Assessable Value of Machinery and Accessories 

 Accessories Machinery 
 US $ US $ 
FOB price  1,000.00 4,000.00 
Add : Air Freight [Note 2] 200.00 800.00 
Add : Insurance charges [Note 3]      11.25      45.00 
Total CIF price excluding agent’s commission  1,211.25 4,845.00 
Exchange rate 1US $ = Rs.   60   
 Rs.  Rs.  
Total in Indian currency   72,675.00 2,90,700.00 
Add : Local agent’s commission (allocated on pro-
rata basis)  

  1,860.00      7,440.00 

CIF value   74,535.00  2,98,140.00 
Add : Landing charges @1% of CIF value (Note 4)       745.35  2,981.40 
Assessable value   75,280.35  3,01,121.40 

 Notes :  
(1) Since the price of the accessories is not included in the price of the machinery 

and is charged separately, the accessories will not be charged at the same 
rate as applicable to the machinery.  Hence, separate assessable values for 
the machinery and accessories have been computed [Proviso (a) to section 19 
of the Customs Act, read with Accessories (Condition) Rules, 1963]  

(2) If the goods are imported by air, the freight cannot exceed 20% of FOB price 
[Second proviso to rule 10(2) of the Customs (Determination of Value of 
Imported Goods) Rules, 2007]. 
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(3) Insurance charges are taken as 1.125% of FOB price if actual charges are not 
known [Clause (iii) of first proviso to rule 10(2) of the Customs (Determination 
of Value of Imported Goods) Rules, 2007]. 

(4) Even if there is no information regarding landing charges, still they are charged 
@ 1% of CIF value [Clause (ii) of first proviso to rule 10(2) of the Customs 
(Determination of Value of Imported Goods) Rules, 2007]. 

(5) Transportation charges from Indian airport to factory of importer are not 
includible in the assessable value. 

2. (a) According to rule 7 of the Central Excise Valuation (Determination of Price of 
Excisable Goods) Rules, 2000, in case where the goods are not sold at factory gate, 
but they are transferred by the assessee to his depot, the assessable value for the 
goods cleared from factory and sold from depot shall be normal transaction value of 
such goods at the depot at or about the same time at which the goods being valued 
are removed from the factory. 

 Assessable Value = 1,000 units × Rs. 220 = Rs.  2,20,000  
 Calculation of central excise duty:- 

Basic excise duty @ 12% (Rs.  2,20,000 × 12%) [Refer note below] 26,400 
Education cess @ 2% 528 
Secondary and higher education cess @ 1%   264 
Total duty payable  27,192 

Note: The applicable rate of duty will be the rate of duty in force on the date on 
which such goods are removed from the factory. 

(b)  

Customer Nature of 
services 
provided 

Amount 
charged 

Taxability 

A Transportation 
of milk 

Rs.20,000 Exempt.  Transportation of milk by 
goods transport agency is exempt vide 
Notification No. 25/2012-S.T. dated 
20.06.2012.  

B Transportation 
of  books on a 
consignment 
transported in 
a single goods 
carriage  

Rs.3,000 Service tax is leviable. Exemption vide 
Notification No. 25/2012-S.T. dated 
20.06.2012 is available for 
transportation of goods only where the 
gross amount charged for 
transportation of goods on a 
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consignment transported in a single 
goods carriage does not exceed 
Rs.1,500  

C Transportation  
of chairs for a 
single 
consignee in 
the goods 
carriage 

Rs.600 Exempt.  Transportation of goods 
where gross amount charged for 
transportation of all goods for a single 
consignee does not exceed Rs.750/- is 
exempt vide Notification No. 25/2012-
S.T. dated 20.06.2012 

(c) As the goods are assessable under section 4A of the Central Excise Act, 1944, 
additional duty of customs will be payable on the basis of maximum retail price 
printed on the packing; less abatement as permissible [proviso to section 3(2) of the 
Customs Tariff Act.] 

 Rs. 
Maximum retail price [ 10,000 pieces x Rs. 200] 20,00,000 
Less : Abatement 40%    8,00,000 
Assessable value under section 3(2) 12,00,000 
Additional duty of customs @ 12% 1,44,000 
Additional customs duty payable   1,44,000 

3. (a) No, the show cause notice is not sustainable in law. The facts of the given case are 
similar to case of CCE v. GTC Industries Ltd. 2011 (266) E.L.T. 160 (Bom.).  The 
High Court pronounced that cutting and embossing did not transform aluminum foil 
into distinct and identifiable commodity.  It did not change the nature and substance 
of foil.  The said process did not render any marketable value to the foil and only 
made it usable for packing.  There were no records to suggest that cut to 
shape/embossed aluminum foils used for packing cigarettes were distinct 
marketable commodity.  Hence, process did not amount to manufacture as per 
section 2(f) of the Central Excise Act, 1944.  Only the process which produces 
distinct and identifiable commodity and renders marketable value can be called 
manufacture. 

 (b) Yes, the show cause notice issued by the Department is valid in law.   
  The facts of the given case are similar to the case of Tirumala Tirupati 

Devasthanams, Tirupati v. Superintendent of Customs, Central Excise, Service 
Tax 2013 (30) S.T.R. 27 (A.P.) wherein the High Court stated that there is no 
absolute exemption granted to the petitioner.  

  The contention, in the present case, by Devkinandan that, it is a religious and charitable 
institution and is running guest houses without any profit motive, is irrelevant.  
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  Running guest houses by whatever name they are called - whether as a shelter for 
pilgrims or any other name with or without profit is no answer and the Devkinandan 
is thus, liable to get itself registered under ‘short term accommodation service’ and 
pay service tax on the services provided by it. 

 (c) No, the show cause notice imposing penalty on Mr. William under section 112 of the 
Customs Act, 1962 is not sustainable in law. The facts of the given case are similar 
to case of O.T. Enasu v. UOI 2011 (272) E.L.T. 51 (Ker.) 

  The High Court stated that the non-observance of the conditions of import of the 
goods in question gives the jurisdiction to impose an order of confiscation in terms 
of Section 111(o) of the Act. However, while considering the question as to whether 
penalty has to be imposed on any person for any commission or omission, which 
has rendered the goods liable for confiscation under Section 111(o), it has to be 
decided as to whether the goods became liable for confiscation on account of any 
act of omission or commission attributable to the person in question. Merely 
because a person is the Managing Director of a company, he would not be fastened 
with penalty, unless it is shown that he had, by his commissions or omissions, led 
the goods to be liable for confiscation. 

  The High Court noted that under sub-clause (ii) of clause (a) of section 112, the 
liability to penalty is determined on the basis of duty sought to be evaded. 
Therefore, the jurisdictional fact to impose a penalty in terms of section 112(a)(ii) 
includes the essential ingredient that “duty was sought to be evaded”. The 
concept of evading involves a conscious exercise by the person who evades.  
Therefore, the process of “seeking to evade” essentially involves a mental element 
and the concept of the status “sought to be evaded” is arrived at only by a 
conscious attempt to evade. The High Court, therefore, inferred that unless it is 
established that a person has, by his omissions or commissions, led to a situation 
where duty is sought to be evaded, there cannot be an imposition of penalty in 
terms of section 112(a)(ii) of the Act.  

  The High Court, therefore held that since penalty had been imposed on the 
managing director without stating any reasons and without any finding that he was 
guilty of omissions or commission and had “sought to evade duty”, the same could 
not be upheld. 

4. (a) Where on a representation from the Commissioner of Central Excise or otherwise, it 
is proved that an advance ruling was obtained by the concerned applicant by fraud 
or misrepresentation of facts, the authority for advance ruling can declare the 
advance ruling as void ab initio.  Consequently, all the provisions of the Central 
Excise Act shall apply to the applicant as if such ruling had never been made. Copy 
of such order is sent to the applicant and the Commissioner of Central Excise 
[Section 23F of the Central Excise Act, 1944].  
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 (b) Rule 8 of the Point of Taxation Rules, inter alia, applies in respect of payments 
pertaining to patents, where the whole amount of the consideration for the 
provision of service is not ascertainable at the time when service was performed, 
and subsequently the use or the benefit of these services by a person other than 
the provider gives rise to any payment of consideration. The service shall be treated 
as provided each time when a payment in respect of such use or the benefit is 
received by the provider in respect thereof, or an invoice is issued by the provider, 
whichever is earlier. 

  Since in the given case, whole amount of the consideration for the provision of 
patent is not ascertainable at the time when service was performed and 
subsequently the use of these services by Laxman Ltd. gives right to any payment 
of consideration, both the conditions specified in rule 8 get satisfied. Therefore, the 
point of taxation of Hanuman Ltd. for various financial years, determined as per rule 
8, is as under: 

Financial Year Point of 
Taxation  

Reason 

2011-12 05.07.2012 Date of issuance of invoice 
[05.07.2012] falls before date of 
payment [26.08.2012] 

2012-13 03.04.2013 Date of payment [03.04.2013] 
precedes date of issuance of invoice 
[13.04.2013] 

2013-14 11.04.2014 Date of issuance of invoice 
[11.04.2014] falls before date of 
payment [20.05.2014] 

 (c) Section 62 of the Customs Act, 1962 provides for the control of customs over the 
warehoused goods.  The provisions are discussed as follows: 
(i) All warehoused goods shall be subject to the control of the proper officer. 
(ii) No person shall enter a warehouse or remove any goods therefrom without the 

permission of the proper officer. 
(iii) The proper officer may cause any warehouse to be locked with the lock of the 

customs department and no person shall remove or break such lock. 
(iv) The proper officer shall have access to every part of a warehouse and power 

to examine the goods therein. 
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5. (a) The following actions can be taken by the Department in case of misuse of service 
tax credit: 
(i) Penalty not exceeding service tax on such services OR Rs. 2,000, whichever 

is greater can be levied if a person has taken CENVAT credit in respect of 
input services wrongly [Rule 15(1) of the CENVAT Credit Rules, 2004]; 

(ii) Penalty prescribed under section 78 of the Finance Act, 1994 can also be 
levied on the output service provider if the CENVAT credit in respect of input 
services has been taken or utilized wrongly by reason of fraud, collusion or any 
wilful mis-statement or suppression of facts or contravention of any of the 
provisions of CCR, 2004 or Finance Act, 1994 or the rules made thereunder 
with an intent to evade payment of service tax [Rule 15(3) of the CENVAT 
Credit Rules, 2004]; 

(iii) Special audit prescribed under section 72 of the Finance Act, 1994 can be 
ordered where credit of service tax availed and utilized is not within the normal 
limits etc. 

 (b) As per rule 5 of the Place of Provision of Service Rules, in case of a service that is 
‘directly in relation to immovable property’, the place of provision is where the 
immovable property is located, irrespective of where the provider or receiver is 
located. Thus, on application of rule 5 in the instant case, place of provision of 
service is London and consequently, the service would not be taxable in India. 

  However, as per rule 8 of the Place of Provision of Service Rules, where the location 
of the provider of service as well as that of the recipient of service is in the taxable 
territory, the place of provision of service would be the location of the recipient of 
service.  Since in the given case, both the provider and the receiver are located in 
taxable territory, on application of rule 8 in the instant case, the place of provision 
would be the location of the service receiver i.e. Mumbai and consequently, the 
service would be taxable in India. 

  As per rule 14 of the Place of Provision of Service Rules, if the place of provision of 
service is determinable in terms of more than one rule, the same is determined as 
per the rule that occurs later.  Therefore, the place of provision in this case will be 
Mumbai and the service will be taxable in India (as per rule 8). 

 (c) Section 131BA provides as follows:- 
  The Board may issue instructions fixing such monetary limits for the purposes of 

regulating the filing of appeal/application/revision/reference by the Commissioner of 
Customs. 

  Where the Commissioner of Customs has not filed an appeal/application/revision/ 
reference against any decision or order passed under the provisions of this Act in 
pursuance of such an instruction, he shall not be precluded from filing any appeal 
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etc. in any other case involving the same or similar issues or questions of law. 
  Non-filing of appeal, application etc. by Commissioner of Customs cannot be 

considered to be his acquiescence in the decision on disputed issue. Further, 
Appellate Tribunal or court must have regard to the circumstances for non-filing of 
appeal etc.  

   Or 
  Section 46 of the Customs Act, 1962 does not prescribe any statutory time limit for 

filing Bill of Entry.  However, under section 48 of the Customs Act, 1962, if imported 
goods are not cleared within 30 days from the date of unloading, goods can be 
disposed off by the custodian.  Therefore, since no offence is committed by late 
filing of bill of entry, penalty cannot be imposed for the same.  However, the 
custodian after giving notice to the importer and with the approval of the proper 
officer can sell the goods.   

  In the instant case, the importer can file an appeal before Commissioner (Appeals) 
against imposition of penalty since endorsement of penalty on the bill of entry can 
be considered as part of assessment. 

6. (a) The goods kept in a warehouse for being exported can be diverted by Mr. Manoj 
Jain for home consumption in the following manner: 
(i) With the permission of the Deputy or Assistant Commissioner of Central 

Excise, the goods can be cleared for home consumption on invoice prepared 
under rule 8 on payment of duty, interest and any other charges on TR-6 
challans. Necessary entries are to be made in the export warehouse register 
maintained by the exporter in the warehouse.  

(ii) Credit will be permitted in the Running Bond Account equivalent to the duty 
involved in the goods so diverted, which shall not exceed amount of duty 
debited on the basis of ARE-3 on which such goods were received in the 
warehouse.  

(iii) Goods can also be diverted for home consumption even after clearance of 
goods from warehouse under ARE- 1. The documents will be cancelled as per 
Notification No. 46/2001 CE (NT) dated 26.6.2001 as amended.  The 
intimation of such cancellation is to be given to Deputy/Assistant 
Commissioner having jurisdiction over the warehouse. Credit in Running Bond 
Account will be permitted in the same manner as mentioned above. 

(iv) The exporter has to pay an interest @ 24% p.a. on the amount of duty 
payable on such goods from the day of clearance from the factory of 
production or any other premises approved till the date of payment of duty and 
clearance.  
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(b) Amount of service tax which Rohan failed to deposit = Rs.15,00,000 
Due date of depositing service tax is 05.01.2014  
Date on which service tax actually deposited is 16.01.2014 
No. of days by which service tax was deposited late = 11 days [16th Jan. – 5th Jan.] 
(Penalty under section 76 is computed for a period beginning with the first day after the 
due date and ending with the date of actual payment.)  
Computation of quantum of penalty 
Rohan is liable to pay penalty for delayed payment of service tax under section 76 as 
follows:- 
(A) Rs.100/- per day for every day during which such default continues 

= Rs.100/- per day for 11 days = Rs.100× 11 days= Rs.1,100 
or 

(B) 1% per cent of amount of default, per month  

= Rs.15,00,000 × 1% × 11
31

 = Rs. 5,323 

whichever is higher. 
However, total amount of penalty payable under this section shall not exceed 50% 
of the service tax that the assessee has failed to pay i.e.:- 
Rs. 5,323 or Rs.7,50,000 [50% of Rs. 15,00,000], whichever is lower.  
The amount of penalty payable by Rohan is Rs. 5,323/-. 

 (c) As per FTP 2009-14, second hand (used) goods, except second hand capital 
goods, are restricted for imports and can be imported only in accordance with the 
provisions of FTP, ITC(HS), prescribed procedures, public notice or an 
Authorization in this regard.   

  Import of second hand capital goods, including refurbished/ re-conditioned spares is 
allowed freely.  However, second hand personal computers/ laptops, photocopier 
machines, air conditioners, diesel generating sets will only be allowed against an 
authorization.  Import of re-manufactured goods will also be allowed only against an 
authorization.  

  In view of the afore-mentioned provisions, Mr. X’s claim is not correct as second 
hand laptops can be imported only against an authorization.  

7. (a) Risk factors under Excise Audit, 2000 means that the assessees who have a bad 
track record are taken up for audit on priority as opposed to those who enjoy a 
clean track record.  
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 For example: 
(i) assessee having past duty evasion cases 
(ii) late payment of duty/late filling returns 
(iii) major audit objections against them 
(iv) no cash payment of duty (all CENVAT adjustment) 
(v) past duty dues, etc 

 (b) According to provisions of section 88 of the Finance Act, 1994, any amount of tax, 
penalty, interest or any other sum payable by an assessee or any other person shall 
be the first charge on the property of the assessee or the person, as the case may 
be. Thus, the Department can create first charge on the property of LMN Ltd for 
recovery of service tax dues of Rs. 40 lakh.  

  However, the aforementioned first charge can be created subject to the provisions 
of following specified Acts:- 
• Companies Act, 1956 (Section 529A); 

• Recovery of Debt due to Band and Financial Institution Act, 1993; and 

• Securitization and Reconstruction of Financial Assets and Enforcement of 
Security Interest, 2002. 

 (c) Yes, the supplies made by the sub-contractor are eligible for deemed export benefit.   
  Normally, in order to be eligible for deemed export benefits, supplies are to be made 

directly to designated Projects/Agencies/Units/Advance Authorization/EPCG 
Authorization holders.  However, FTP allows a sub-contractor to make supplies to 
main contractor, instead of supplying directly to designated Projects/Agencies.  
Such supplies are eligible for deemed export benefits if the main contractor makes 
payment to sub-contractor and issues payment certificate.  

  Supplies made by an Indian sub-contractor of an Indian or foreign main contractor 
directly to the designated Projects/Agencies are also eligible for deemed export 
benefits provided the name of the sub-contractor is indicated either originally or 
subsequently in the main contract (but before the date of supply of such goods) and 
payment certificate is issued by Project Authority in the name of sub-contractor.  
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